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Financial review

Description of business

Intraduction

National Weslminster Bank Plc ("NatWest’ or ‘the Bank") is a wholly-
owned subsidiary of The Royal Bank of Scolland ple, ('the Royal Banl< or
‘the holding company'}, which in turn is a wholly-owned subsidiary of
The Royal Bank of Scotland Group plc (‘the ultimate holding company'),
a large banking and financial services group. The ‘Group’ or ‘NatWest
Group’ comprises the Bank and its subsidiary and associated
undertakings. The Group has a large and diversified customer base and
provides a wide range of praducts and services lo personal, commercial
and large corporate and institutional customers. 'RBS Group' comprises
the ultimate holding company and its subsidiary and associaled
undertakings.

Following a placing and apen offer in December 2008, HM Treasury
currently own approximately 58% of the ordinary share capital of the
ultimate holding company and £5 billion of preference shares. The
ultimate holding company, subject to shareholder approval, intends to
issug new ordinary shares by way of an open offer, the proceeds from
which will be used lo repay the £5 billion non-cumuialive sterling
preference shares issued to HM Treasury, togather with the accrued
dividend. The open offer will be underwritten by HM Treasury and this
may resull in their shareholding increasing to approximaiely 70% of the
enlarged ordinary share capital of the ultimate holding company.

Organisational struclure and business overview

The Group's activilies are organised in the following business divisions:
Global Markets (comprising Globat Banking & Markets and Global
Transaction Services), Regional Markets (comprising UK Retail &
Commercial Banking, Eurcpe & Middle East Retail & Commaergcial
Banking and Asia Relait & Commercial Banking), Group Manufacturing
and the Centre. A descriplion of each of Ihe divisions is given below.

Glebai Banking & Marke!s is a leading banking pariner to major
corporations and financial institulions around the world, providing an
exlensive range of debt and equily financing, risk management and
investment services to its customers.

Global Transaction Services offers global payments, cash and liguidity
management, as well as trade finance, UK and international merchant
acquiring and commercial card products and services,

UK Retail & Commoercial Banking {RBS UK) comprises retall,
commercial and corporate banking, and wealth management services.
It operates through a range of channels including onine and fixed and
mobile telepheny. and through two of the largest networks of branches
and ATMs in the UK.

In the Retail market, through the NaitWest brand il offers a full range of
banking products and relaled financial services including morigages,
bancassurance products, deposit accounts, and credit and charge cards.

RBS UK halds a leading market share across all of the Business &
Commercial and Corporale sectors. Through its network of relationship
managers il distributes a full range of banking, finance and risk
management services, including markel-leading tnvoice Finance and
Assel Finance oflerings.

The UK wealth management arm offers high quality private banking and
investment services through the Coutls and NatWes! Otfshore brands.

Europe & Middle East Retail & Commercial Banking comprises Ulster
Bank including First Active, which provides a comprehensive range of
financial services across the island of freland. Its retail banking arm has
a network of branches and operates in the personal, commercial and
wealth management sectors, while its corporate markets operations
provide services in the corporate and institutional markets.

Asia Retail & Comnercial Banking offers private banking and
investment services 1o clients in selecled markets through the RBS
Coutlts brand.

Group Manufacturing supports the customer-facing businesses and
provides operational technology, customer supporl in telephony, account
management, lending and money transmission, global purchasing,
property and other services. Manufacturing drives efficiencies and
supporls income growth across multiple brands and channels by using
a single, scalable platform and common processes wherever possible.
It also leverages the Group's purchasing power and has become the
centre of excellence for managing targe-scale and complex change.

The Cenire comprises group and corporate funclions, such as capital
raising, finance, risk management, legal, communications and human

resources. The Centre manages lhe Group's capital requirements and
Group-wide regulatory projects and provides services to the operating
divisions.

The RBS Group is currently undertaking a strategic review that is
expected to re-focus the RBS Group on those businesses wilh clear
competitive advantages and atiractive marketing pasitions, primarily in
slable, bow-to-medium risk sectors.

Risk factors

As discussed above, Nalional Wes!minster Bank Plc is a principal
subsidiary of The Roya!l Bank of Scotland Group ple. Consequently, the
risk factors facing RBS Group also apply 1o NaliWest Group and are
therefore discussed in this section. References in this section 10 'RBS'
refer ta the ultimate halding company.

Set out below are certain risk factors which could affect the RBS
Group's future results and cause thern to be materially different from
expected results. The RBS Group's resulis are also affected by
competition and other factors. The {actors discussed in this repori
shou'a not be regarded as a complete and comprehensive statement of
all potential risks and uncertainties.

RBS may face the risk of full nationalisation and under such
circumstances shareholders may lose the {ull value of their shares.
Under the provisions of the Banking Act, subslantial powers have been
granled to HM Treasury, the Bank of England and the FSA as parl of the
Special Resclulion Regime 1o stabilise banks thal are in financial
difficulties and may fail. The Special Resolution Regime gives the
authorities three slabilisation oplions; private seclor transfer; transfer 1o
a 'bridge bank’ established by the Bank of Engtand; and temporary
public ownership (nationalisation).
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Financial review continued

The stabilisation oplions may only be exercised il the FSA is satisfied (hat
a UK-incorporated institulion with permission to accent deposils (i} is
failing, or is likely to fail, to satisfy the threshold conditions set out in the
FSA's Handbook and {ii) it is not reasonably likely that action wilt be taken
that will enable the relevant entity 1o salisfy these threshald conditions.
The threshold conditions are conditions which an FSA-authorised
institution must satisfy in order to retain its FSA authorisation. They are
relatively wide-ranging and deal with most aspects of a relevant entity's
business, including, but not limited to, minimum capital resource
requirements. It is therefore possible that the FSA may trigger the Special
Resclution Regime before a relevant entity is in severe difficulties.

The stabilisation options may be exercised by means of powers to
transfer praperty, nghts or liabililies of a relevant enlity and shares and
other securilies issued by a relevant entity. HM Treasury may also take
the parent company of a relevant eniity (such as RBS) inta temporary
public ownership provided that certain conditions set out in Section 82
of the Banking Act are met. Temporary public ownership is effected by
way of a share transfer grder.

If HM Treasury makes the decision to take the holding company of a
relevani entity, such as RBS, inlo temporary public ownership, it may
lake various aclions in relation o securities issued by the holding
company, including:

* to transfer securities frea from any or contractual or legislative
restrictions on transfer;

* o transter securities free from any trusi, fability, or encumbrance;
* {0 extinguish rights to acquire securities;

* [0 delist securities; or

* 1o convert securities into another from or class.

Where HM Treasury has made a share lransfer order in respect of
securities issued by the holding company of a relevant entity, HM
Treasury may transfer oroperty, rights or liabifities of the holding
company of the relevant entity or of any bank in the group to a
company wholly ewned by the Bank of England or HM Treasury, or a
nominee of HM Treasury.

Sharehalders may have a claim for compensation under one of the
compensation schemes provided for in the Banking Act. For the
purposes of determining an amount of compensation, an independent
valuer musl disregard actual or potential financial assistance provided
by the Bank of England or HM Treasury.
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Over Ihe last six months, the UK Gavernmenl has taken action under the
Banking {Special Provisions} Act 2008 and the Banking Acl in respect
of a number of UK financial instilutions, including in extreme
circumstances, full and part nationalisation. There have been concerns
in the market in recent months regarding the risks of such
nationalisation in relation to the RBS Group and other UK banks, If
economic conditions in the UK or globally continue to deteriorate. or the
events described in the following risk lactors ocour to such an extent
that they have a materially adverse impact on the financial condition,
perceived ar actual credit quality, results of operations or business of
any of the relevant entities in the RBS Group, the UK Government may
decide to take similar action in relation to the RBS Group. Given the
extent of HM Treasury’s and the Bank of England’s powers under the
Banking Act, it is difficull to predict whal effect such actions might have
on the RBS Group and any securities issued by it. However, patential
impacts may include fult nationalisation of the RBS Group and the lotal
loss of value in RBS shares.

If RBS does not raise sufficient capital through the Placing and Cpen
Offer {including as a result of the Resolulions not being approved or
the termination of the underwriting commitments of HM Treasury), it
may be unable to access additional funds or find alternative methods
of increasing its Core Tier 1 capital ratio and redeeming the
Preference Shares.

The purpose of the Placing and Open Offer s to allow the RBS Group
to raise sufficient funds to effect the Preference Share Redemition,
thereby improving the quality of the RBS Group's capital structure by
increasing its Core Tier 1 capital ratio and enhancing significantly its
financial flexibility in the face of continuing turbulence and uncertainty in
the global economy. If the Resolutions are not approved by independent
shareholders (that is, shareho!ders excluding HM Treasury} and/or RBS
is unable 1o raise sufficient funds through the Placing and Cpen Offer to
effect the Preference Share Redemption (including as a resultl of the
termination of the underwriting commitment of HM Treasury), the RBS
Group will remain subject to the terms and conditions of the Preference
Shares, and will be required to find allernative melhods for increasing its
Care Tier 1 capitat ratio. Such methods could include #n accelerated
reduction in risk-weighied assels, disposal of certain businesses,
increagsed reliance on allernative government suppoerted liquidity
schemes and other forms of government assistance. There can be no
assurance that any of these alternative methods will be available or
would be successiulin increasing RBS's Core Tier 1 capital ratio to the
desired level or on the timetable currenily envisaged or enable the RBS
Group to redeem the Preference Shares. I RBS is unable to raise
sufficient funds through the Placing and Open Offer and increase its
Core Tier 1 capital ratio sufficiently and redeem the preference shares,
its business. resulls of operations and financial condition may suffer, its
credit ratings may drop, its ability o access funding will be further
limited. its cost of funding may increase and ils share price may
decline.



The RBS Group’s businesses, earnings and firancial condition have
been and wilf continue to be affected by the continued deterioration
in the global economy, as well as ongoing instability in the giobal
financial markets.

The performance of the RBS Group has peen and will continue to be
influgnced by the econamic conditions of the countries in which it
vperates, particuiarly the Linited Kingdem, the United States and other
countries throughout Europe and Asia. Recessionary conditions are
present in many of these countries, including the United Kingdam and
the United States, and such conditions are expected to cantinue or
worsen over the near to medium term. In addition, the global linancial
system is continuing to experience the difficullies which first manifested
themselves in August 2007, and the financial markets have deteriorated
significanlly since the bankruptey filing by Lehman Brothers in
Seplember 2008. These conditions have led to severe and continuing
dislocation of financial markets around the world and unprecedented
levels of illiquidity, resulting in the development of significant prablems
at a number of the world’s largest corporate institutions operating
across a wide range of industry seclors, many of whem are the RBS
Group’s customers and counterparties in the ordinary course of ils
business. In response to this economic ingtability and illiquidity in the
market, a number of governmenits, including the UK Government, the
governments of the other EU member states and the US Government,
have intervened in order to inject liquidity and capital into the financial
system, and, in some cases, (o prevent the failure of these institutions.

Despite such measures, the volatility and disruption of the capital and
credit markels have continued &t unprecedented levels, and global
recessionary condilions are expecled to continue. These conditions have
produced and will continue to produce downward pressure on stoek
prices ard on availability and cosl of credit for financial institulions,
including the RBS Group, and will continue to impact on the credit quality
af the RBS Group's customers and counterparties. Such canditions,
alone or in combination with regulatory changes or actions of other
market participants, may cause the RBS Group to expeience further
reduclions in business activity, increased funding costs and funding
pressures, lower share prices. decreased asset values, addilional write
downs anc impairmenl charges and lower profitability or losses.

In addition, the RBS Group will continue to be exposed to the risk of loss
if major corporate borrowers or counterparty financial institutions fail or
are otherwise unable to meet their ebligations. The RBS Group's
performance may alse be affected by future recovery rates on assets
and the historical assumptions underlying asset recovery rates, which
may no longer be accurate given the unprecedented market disruption
and general economic instability. The precise nature of all the risks and
uncertainties the RBS Group faces as a result of current economic
conditions cannct be predicted and many of these risks are outside the
RES Greup's control.

Lack of liquidity is a risk to the RBS Group’s business and its ability
to access sources of liquidity has been, and will continue to

be, constrained.

Liquidity risk is the risk that a bank will be unable to meut its obligations,
including funding commitments, as they fall due. This risk I8 inherent in
banking operations and can be heightened by a number of enterprise
specific factors, including an over-reliance on a particular source of
funding (including, for example, short term and overnight funding),
changes in credit ratings or market-wide phenomena such as market
disiocation and major disasters. Credil markets woridwide have
experienced and continue to experience a severe reduction in liquidity
and term-funding in the aftermath of events in the LIS sub-prime
residential mortgage market and the current severe market dislocation.
Perception of counterparty risk between banks has also increased
significantiy following the bankruptey filing by Lehman Brothers. This
increase in perceived counterparly risk has led to further reductions in
inter-bank lending, and hence, in common with many other banks, the
RBS Group's access 1o traditional sources of liquidity has been, and
may conlinue lo be, restricted.

The RB8S Group's liquidity management focuses on maintaining a
diverse and appropriate funding strategy for its operations, controlling
the mismatch of maturities and carefully monitoring its undrawn
commitments and contingent liabilities. However, the RBS Group's ability
to access sources of liquidity (for example, through the issue or sale of
financial and other instruments or through the use of term igans) during
the recent period of liquidity siress has been constrained to the point
where it, like other banks, has had to rely on shorter term and overnight
funding with a consequent reduction in overall liquidity, and to increase
its recourss to liguidity schemes provided by central banks.

In addition, there is also a risk that corporate and institutional
counternarlies with credit exposures may look to reduce all credit
exposures {o banks, given current risk aversion lrends. it is possible thal
credil market dislocation becomes so severe that overnight funding from
non-governmenl seurces ceases o te available.

Furlhermore, like many barks, the RBS Group relies on customer
deposils to meet a considerable partion of its funding requirements and
such deposils are subject to fiuctuation due 1o certain factors outside
the RBS Group's control, such as a loss of confidence, competitive
pressures or the encouraged or mandated repatriation of deposits by
foreign wholesale or central bank depositors which could result in a
significant outllow of deposits within a short period of time. Any material
decrease in the RBS Group's deposits could. particularly if
accempanied by one of the other factors described above, have a
negative impact on the RBS Group's liquidity unless corresponding
aclions were taken to improve the liquidily profie of other deposits or to
reduce assels.
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Financial review conlinued

The gavernments of some of the countries in which the RBS Group
operates have laken steps to guarantee the liabilities of the banks and
branches aperating in their respective jurisdiction. Whilst in some
instances ihe operalions of the RBS Group are covered by government
guaraniees alongside other local banks, in other countries this may not
necessarily always be the case. This may place subsidiaries operating
in those couniries, such as Ulster Bank reland Lid, which did not
participate in such government guarantee schemes. at a competitive
disadvantage to the other local banks and therefore may require the
RBS Group to provide additional funding and ligudity support 1o these
operations.

There can be no assurance that these measures, alongside other available
megasures. will succeed in improving the funding and liquidity in the
markets in which the RBS Group operates, or that Ihese measures,
cambined with any increased cost of any funding currently available in
the marke!, will not lead to a further increase in the RBS Group's overall
cos! of funding, which could have an adverse impact on the RBS
Group's financial condition and results of aperalions ar result in a loss
of value in RBS shares.

Governmental support schemes are subject to cancellation or change,
which may have a negative impact on the availability of funding in the
markets in which the RBS Group operates.

Governmental support schemes are subject to canceltation or change,
based on changing economic and political conditions in the jurisdiction
of the relevant scheme. Furthermore, certain schemes which have been
recently announced have in fact not been fully implemented, or their
terms have nol yel been finalised. To the extent government support
schemes are cancelied or changed in a manner which diminishes their
effecliveness, or to ihe exten! such schemes fail to generate additional
liquidity or olher support in the relevant markets in which such schemes
operate, the RBS Group, in common with other banks, may continue to
face limited access to, have insufficien: access te, or incur higher costs
associated with, funding alternatives, which could have a material
adverse impact on the RBS Group's business, financial condition,
resulls of operalions, prospects and result in a loss of value in RBS
shares,

The financial performance of the RBS Group has been and will be
affected by borrower credit quality.

Risks arising from changes in credit quatity and the recoverability of
loans and amounts due from counterparties are inherent in a wide
range of the RBS Group's businesses. The cutlook for the global
economy over the near to medium term has continued to deteriorate,
particularly in the UK, the United States and olher European economies.
For example, there is an expectation of further reductions in residential
and commercial property prices, higher unemployment rates and
reduced profitability of corporate borrowers. As a resuli, the RBS Group
has seen and expects lo continue 10 see adverse changes in the credit
quality of its borrowers and counterparties, with increasing
delinquencies, defaulls and insolvencies across a range of seclors. This
trend has fed and may lead to further impairment charges, higher costs,
additional write downs and lgsses for the RBS Group or result in 2 toss
of value in RBS shares.
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The actual or perceived failure or worsening credit of the RBS Group's
counterparties could adversely affect the RBS Group.

The RBS Group's abllity lo engage in routine funding ransactions has
been and will continue lo be adversety affected by the actual or, perceived
failure or worsening credit of its counterparties, including other financia)
institutions and corporarte borrowers. The RBS Group has exposure o
many different indusines and counterparties and routinely executes
transactions with counterparties in the financial industry, including brokers
anad dealers. commercial banks, investment banks, mutual and hedge
funds and other instiiutionat clients. As a result, defaulls by, or even the
perceived creditworthiness of or concerns about, one or more corporate
borrowers, linancial services insututions, or the financial services industry
gererally, have led to markel-wide liquidity prablems and could lead to
losses or defaulls by the RBS Group or by other institutions, Many of
these lransaclions expose the RBS Group to credit risk in the event of
default of the Group's counterparty or client. In addition, the RBS Group's
credit risk is exacerbated when the collateral it holds cannot be realised
or is liguidated at prices not sufficient to recover the full amount of the
loan or derivative exposure that is due to the RBS Group, which is most
likely to ocour duning periods of illiquidity and depressed asset valualions,
such as those currently exparienced. Any such 10sses could have a
material adverse effect on the RBS Group's results of operations and
financial condition or result in a loss of value in RBS shares.

The RBS Group's earnings and financial condition have been, and its
fulure earnings and financial condition are likely to continue to be,
affected by depressed asset valuations resulting from poor market
conditions.

Financial markets are currently subject to significant stress conditions,
where steep falls in perceived or actual asset values have been
accompanied by a severe reduclionin market liquidity, as exermplified by
recent events affecling asset backed collateralised debt obligations
(CDOs), Ihe US sub-prime residential morigage market and the
leveraged loan markel. In dislocated markels, hedging and other risk
management stralegies have proven nol 1o be as elfective as they are in
normal market conditions due in part to the decreasing credit quality of
hedge counterparties, including monoline and other insurance
companies and credit derivative product companies, Severe markel
events have resufted in the RBS Group recording large wrile-downs an
its credit market exposures in 2007 and 2008. The RBS Group expects
that the deterioration in economic and financial market conditions will
lead to further impairment charges and wrile-downs during the current
financial year Moreover, recent market volatility and iltiquidity has made it
difficult to value certain of the RBS Group’s exposures. Vatuations in
future perieds, reflecting, among other things, then-prevailing market
conditions and changes in the creai ratings of certain of the RBS
Group's assets, may result in significant changes in the {air values of the
RBS Group's exposures, even in respect of exposures, such as credit
market exposures, for which lhe RBS Group has previously recorded
write-cowns. tn addition, the value uiimately realised by the RBS Group
may be materialty different from the current or estimated fair value. Amy
of these factors cou'd require the RBS Group to recognise further
significant write-downs or realise increased impairment charges, any of
which may adversely affecl iis {inancial condition and resulis of
operations or resull in a loss of value in RBS shares.




The value or effectiveness of any credit protection that the RBS Group
has purchased from monoline and other insurers and other market
counterparties (including credit derivative product companies) depends
on the value of the underlying assets and the financial condition of the
insurers and such counterparties.

The RBS Group has credit exposure arising from over-lhe-counter
derivative contracts, mainly credil default swaps (CDSs), which are
carried at fair value. The fair value of these CDSs, as well as the RBS
Group's exposure to the risk of default by the undertying counterparties,
depends on the valuation and the perceived credit rigk of the instrument
against which protection has been bought. Siace 2007, mongcline and
other insurers and other market counterparties {including credit
derivative product companies) have been adversely affected by their
exposure 1o residential mortgage linked and corparale credit products.
As a result, their actual and perceived creditworthiness deteriorated
sighificantly in 2008 and may continue to be so impacled in 2009. If the
financiat condilion of these counlarparties or their acival and perceived
craditworthiness deteriorates further, the RBS Graup may record further
credit valuation adjustments on Ihe CDSs bough! from these
counterparlies in addition to those already recorded.

Changes in interest rates, foreign exchange rates, bond, equity and
commodity prices, and other market factors have significantly affected
and will continue to affect the RBS Group’s husiness,

Some of the most significant market risks the RBS Group faces are
interest rate, foreign exchange, band, equity and commodity price risks.
Changes in interest rate levels, yield curves and spreads may affect the
interest rate margin realised between lending and borrowing costs, the
effect of which may be heightened during periods of liquidity stress,
such as lhose experienced in recent months. Changes in currency
rates, particularty in the slering-US dollar and sterling-euro exchange
rates, affect the value of assels, liabilities, income and expensas
deneminated in foreign currencies and the reported earnings of the
RBS Group's non-UK subsidiaries {principally ABN AMRQ, Citizens and
RBS Greenwich Capital) and may affect income from foreign exchange
dealing. The performance of financial markets may affect bond, equity
and commodity pfices and, therefore, cause changes in the vatue of the
RBS Group's investment and trading purtiplios. This has been the case
during the period since August 2007, with market disruptions and
volatility resulting in significant reductions in the value of such partfolios.
While the RBS Group has implemented risk management methods to
mitigate and contral these and other market risks o which it is exposed,
it is difficult, particutarly in the current environment, 1o predict with
accuracy changes in economic or market conditions and 1o anticipate
the effects that such changes could have on the RBS Group's hinancial
performance and business operations or result in a loss of value in RBS
shares.

The RBS Group's borrawing costs and its access to the debt capital
markets depend significantly on its credit ratings.

On 19 January 2009, Fitch cut RBS's individual raling to E from B/C and
downgraded RBS's Tier 1 preference shares to BB- from A+ and upper
tigr 2 hybrid capital instruments to BB from A+, The long-term credit
raling for senior unsecured debt of AA- and short term rating of F1+
were affirmed. On the same dale, Standard & Poor's lowered its ratings
on RBS's hybnd capitat issues to BB rom BBE. The long-term and
short-term credit ratings of RBS of A+ and A-1 respectively were
affirmed, The outlook of RBS was confirmed as stable. On 20 January
2009, Moody's lowered the Bank Financial Strength Rating of B to C-
and downgraded the seniar lang-term debt and depasit ratings of RBS
to Al from Aa2, both with a negative outlook. The short-term P-1 rating
was alfirmed. These and any {ulure reductions in the long-term credit
ralings of RBS or one of ils principat subsidiaries (including Natwest)
could further increase its borrowing costs. Any further reductions may
also limil the RBS Group's access lo the capilal markets and trigger
additional collaleral requirerments in derivative contracts and other
secured funding arrangements. Credit ratings of RBS and Nal\West are
also important to the RBS Group when compeling in certain markets,
such as overthe-counter derivatives. As a result, any further reductions
in RBS or NaWesl's credil ralings could adversely affect its access to
liguidity and competitive position, increase its funding costs and have a
negaliva impact on the RBS Group's earnings and financial condition or
result in afoss of value in RBS shares.

Tha RBS Group's business performance could be adversely affected if
its capital is not managed effectively.

Effective management of the RBS Group's capital is critical 1o its ability
lo operale its businesses, 10 grow organically and to pursue its strategy.
The RBS Group is required by reqgulators in the United Kingdom, the
United States, the Metherands and in other jurisdictions in which it
undertakes regulated aclivilies, to maintain adequate capital. The
mainlenance of adequale capilal is also necessary o enhance the RBS
Group's financial flexibility in the face of centinuing turbulence and
uncerlzinly in the global economy. Accordingly, the purpose of Ihe First
Placing and Open Offer and the issue of the Preference Shares was to
allow the company to sirenglhen its capital position, As at 31 December
2008 RBS's Tier 1 and Core Tier 1 capilal ratios were 9.9 per cent, and
6.1 per cent. respectively, as reported on a proportional conse!idated
basis using the Base! Il methodology. Although the net proceeds of the
First Placing and Open Qffer and the Preference Share lssue have
strengthened the RBS Group's capital base significantly, and the net
proceeds of the Placing and Open Offer will be used to redeem the
existing E5 billion of Preference Shares and thereby improve the quality
of the RBS Group's capital by increasing RBS's Core Tier 1 capital ratio,
any change that limits the RBS Group's ability effectively to manage its
balance sheet and capital resources going Tarward (including, for
example, reductions in profits and retained earnings as a result of write-
downs or atherwise, increases in rish-weighted assets, delays in the
dispasal of certain assets or (he inability to syndicate loans as a resull
of marke} conditions or olhenvise} or to access funding sources, could
have a malenal adverse impact on its financial condition and regulatory
capilal position or resull in a loss of value in RBS shares.
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Financial review continued

The value of certain financial instruments recorded at fair value is
determined using financial models incorporating assumptions,
judgements and estimates that may change over time or may
ultimately not turn ou! to be accurate.

Under IFRS, the RBS Group recognises at [air value: (i) financial
instruments classified as ‘held-lor-trading’ or ‘designated as at fair value
through profit or loss”; (i) financial assets classified as ‘available-for-
sale’: and (iii} derivatives, each as further described in Accounting
Policies’ on page 99 of the financial statements. Generally, to establish
the fair value of these instruments, the RBS Group relies on quoled
market prices or, where the market {or a financial instrument is not
sufficiently active, internal valuation models that utilise observable
market data. In certain circumstances, the data for individual financial
instruments or classes of financial instruments utilised by such valuation
models may nol be available ar may become unavailable due to
changes in market conditions, as has been the case during the current
financial ¢risis. In such circumstances, the RBS Group's inlernal
valuation models reguire the RBS Group to make assumplions,
judgements and estimates to establish fair value. In common with other
financial institutions, hese internal valuation models are complex, and
the assumptions, judgements and estimates the RBS Group is required
to make often relate io matters that are inherently uncertain, such as
expected cash flows, the ability of borrowers to service debt, residential
and commercial properly price appreciation and depreciation, and
relative levels of defaults and deficiencies. Such assumptions,
judgements and estimates may need to be updated to reflect changing
facts, trends and market conditions. The resulting change in the fair
values of the financial instruments has had and could continue to have
a material adverse effect on the RBS Group's earnings and financial
condition, Also, recent market volalility and illiquidity has challenged the
{factual bases of certain underlying assumptions and has made it
difficult to value certain of the RBS Group's financial instrurments.
Valuations in future pericds, reflecting prevailing market condilions, may
resull in further significant changes in the fair values of ihese
instruments, which could have a negative effect on the RBS Group's
resulls of operations and financial condilion or result in a loss of value
in RBS shares,

The RBS Group's future earnings and financial condition in part
depend on the success of the RBS Group's strategic refocus on core
strengths and its disposal programme.

The RBS Group is undertaking a strategic review of its operations in
light of the recently changed global econemic autlook, which is
expecled o focus on achieving approprate risk-adjustad returns under
these changed circumstances, reducing reliance on who'esale funding
and fowering exposure to capital intensive businesses, The RBS Group
will also continue with its disposal programme and review its portfolio to
identify further disposals of ceriain non-core assets. Although the RBS
Group expects the proceeds of the Placing and Open Offer to improve
the quality of ils capital by replacing the existing £5 billion of Preference
Shares with £5 billion of Core Tier 1 capital, the global credit markels
remain challenging and the RBS Group's execution of its current and
future strategic plans may not be successiul. In connection with the
implementation of these plans, the RBS Group may incur restructuring
charges, which may be material. Furthermore, if the RBS Group's plans.
including any planned dispesals, are not successful or fail 1o achigve
the results expected, the RBS Group’s business, capital position
financial condition, resulis of operations and future prospects may be
negatively impacted or this could result in @ loss of value in RBS shares.
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The RBS Group operates in markets that are highly competitive and
consolidating. If the RBS Group is unable to perform effectively, its
business and results of operations will be adversely affected.

Recent conselidation amang banking institutions in the United Kingdom,
the United Siates and throughout Europe is changing the competitive
landscape for banks and other financial institutions. This consolidation,
in combination with the introduction of new entrants into the US and UK
markets from other European and Asian countries, could increase
compelilive pressures on the RBS Group. Moreover, if financial markets
continue lo be volatile, more banks may ke forced to consolidate.

In addition to the etfects of consolidation. increased government
ownership of, and involvement in, banks generally may have an impact
on the compelitive landscape in the major markets in which he RBS
Group operates. Although, al present. it is difficult to predict whal the
effects of Whis increased government ownership and involvement will be
or how it will differ irom jurisdiction to jursdiclion, such involvemnent may
cause the RBS Group to experience stranger compelition for corporate,
instilulionai and retail clients and greater pressure on profit margins.
Since the markels in which the RBS Group operales are expecled to
remain highly competitive in all areas, these and other changes to the
competilive landscape could adversely atfect the RBS Group's business,
margins, profitability and financial condition or result in a loss of value in
RBS shares.

The RBS Group has agreed to certain undertakings in relation to the
operation of its business in the First Placing and Open Offer Agreement
and the Second Placing and Open Offer Agreement.

Under the terms of the First Placing and Open Offer Agreement, the RBS
Group provided cerlain undertakings aimed at ensuring that the
subscripticn by HM Treasury (or the relevant Ordinary Shares and the
Preference Shares and the RBS Group's potential participation in the
guarantee scheme promoied by HM Treasury as part of ils support for
the UK banking industry is compalible with the comman market under
EU law. These undertakings include (i} supporting certain initiatives in
relation to mortgage lending and tending to SMEs until 2011, (i)
regulating management remuneralion and {iii) regutaling lhe rate of
growth of ihe RBS Group's balance sheet. These undertakings, while nol
having a material effect on the RBS Group, may still serve to limit the
RAS Group's operations. In addition, pursuant to 1he terms of the
Second Placing and Open Offer Agreement, the RBS Group is subject io
further undertakings, which are (i) to extend the lending commitments
made to HM Treasury in tha First Placing and Open Offer Agreement and
{ii) to increase the tevel at which competitively priced lending is made
available and actively marketed by ihe RBS Group in the United Kingdom
by £6 billion.




The RBS Group could fail ko atiract or retain senior management or
other key employees.

The RBS Group's ability to imptement its strategy depends on the ability
and experignce of its senior management and other key employees. The
loss of the services of certain key employees, particularly 10 competitors,
couid have a negative impact on the RBS Group's business. The RBS
Group's {uture success will also depend on its ability to attract, retain
and remunearate competitively with its peers and relain highly skifled and
qualified personnel, which cannot be guaranteed, particularly in light of
heightened regulatory oversight of banks and heightened scrutiny of,
and (in some cases) restrictions placed upon, management compensation
arrangements. in particutar those in receipt of Government funding
(such as the RBS Group). The RBS Group recently annocunced changes
to its compensation structure which included significart reductions in
bonuses lo be paid in respect of 2008, and limitalions on pay rises in
2009, Details of these changes are oullined in the letier from the
Chairman of the Remuneration Commitiee in the Anmual Report and
Accounts of The Royal Bank of Scotland Group ple. in addition to the
elfects of such measures on the RBS Group's ability to retain sensor
management and cther key employees, the marketplace for skitled
personnel is becoming more competilive, which means the cost of
hiring. training and retaining skilled personnel may continue o increase.

The failure to altract or retain a sufficient number of appropriately skilled
personnel could grevent the RBS Group from successfully implementing
its strateqy, which could have a material adverse effect on the RBS
Group's financial condition and results of, operations or result in a loss
of value in RBS shares.

Each of the RBS Group's businesses is subject to substantial
regulation and oversight. Any significant regulatory developments
could have an effect on how the RBS Group conducts its business and
on its resulls of operations and financial condition.

The RBS Group is subject 1o financial services laws, regulations,
administrative actions and policies in each location in which il operates.
All of these are subject 1o change, particularly in the current market
environment, where lhere have been unprecedented levels of
government intervention and changes 1o the regulations governing
financial institutions, including recent nationalisations in the United
Kingdam, the United States and other European countries. As a result of
these and other ongoing and possibie future changes in the linancial
services reguiatory landscape (including requirements imposad by
virtue of the RBS Group's participation in any government or regulator-
led initiatives), the RBS Group expects to face greater regulation in the
United Kingdom, the United. States, the Netherlands and other countries
in which it operates, including throughout the rest of Europe.
Compliance with such regulations may increase the RBS Group's capital
requirements and costs and have an adverse impact on its business,
the products and services it offers and the value of ils assets or result
in a loss of value in RBS shares.

QOther areas where governmental palicies and regulatory changes could
have an adverse impact include, but are nol limited to:

* he monetary, interest rate, capital adequacy and other policies of
centrai banks and regulatory auiherities:

general changes in government or regulalory policy or changes in
regulatory regimes that may significanily influence investor decisions
in parlicular markets in which the RBS Group operates or may
increase the costs of deoing business in those markels;

changes lo financial reporting standards;

other general changes in the regulatory requirements, such as
prudential rules relating to the capital adequacy framework and the
imposition of onerous compliance obligations, restrictions on
business growth or pricing and requirements 0 operate in a way thal
pnoritises objectives other than shareholder value creation;

changes in compelition and pricing envirpnments;

turther developments in the inancial repgorting environment;

differentiation amongst financial institulions by governments with
respect to lhe extension of guaraniees to bank customer deposits
amd the terms attaching to such guarantees, including requirements
for the entire RBS Group to accept exposure to the risk of any
individual member of the RBS Group, or evin third party participants
in guaranteg schemes, failing;

implementation of, or costs related to, local customer or depasitor
compensation or reimbursement schemes;

transferability and convertibility of currency risk;

expropriation, natianalisation, confliscation of assets;

changes in legistation relating to foreign ownership; and

other unfavourable political, mililary or diplomatic developments
producing social instability or fegal uncertainty which, in turn, may
aftect demand for the RBS Group's products and services.

The RBS Group's resulls have been and could be further adversely
affected in the event of goodwill impairment.

The RBS Group capitalises goodwill, which is calculaled as the excess
of the cost of an acquisition over the net fair valug of the ideniifizble
assels, liabilitles and contingant liabilities acquired. Acquired goodwill is
recognisad intially &t cost and subseguantiy at cost less any
accumulated impairment losses. As required by IFRS, the RBS Group
tests goodwill for impairrment annually or more frequently, at external
reporting dates, when events or circumstances indicate that it might be
impaired. An impairment test involves comparing the recoverable
amount (the higher of value in use and fair value less cosl to sell) of an
indivigual cash generating unit with ils carrying valug. The value in use
and {air value ¢f lhe RBS Group's cash generaling units are atfected by
market conditions and the performance of the economies in which the
RES Group operates, Where the RBS Group is reguired to recognise a
goodwill impairment, it is recorded in the RBS Group's income
slalement, although it has no elfect on the RBS Group's regulalory
capital puosition.
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Financial review continued

The RBS Group may be required to make further contributions to its
pension schemes if the value of pension fund assets is not sufficient
to cover potential obligations.

Tne KBS Group maintains @ number of defined benefit pensien schemes
for pasl and current employees. Pensions risk is the risk that the liahilities
of the RBS Group's various defined benefit pension schemes which are
long term in nature will exceed the schemes’ assets, as a result of which
the RBS Group is required or chooses to make additionai contributions to
the schemes, The schemes’ assets comprise investment portfolios that
are held to meet projected liabilities to the scheme members. Risk arises
from the schemes because the value of lhese asset portfolios and
refurns from them may be less than expected and because there may be
greater than expected increases in the estimated value of the schemes’
liabilities. In these circumstances, the RBS Group could be obliged, or
may choose, to make addilional contributions to the schemes, and during
recent perieds, the RBS Group has voluntarily made such conlributions.
Given the current ecoromic and financial market difficulties and the
prospects for them {o continue over the near and medium lerm, the RBS
Group may be required of elect to make further contributions to the
pension schemes and such contributions could be signiticant and have a
negative impact on the RBS Group's capital position resulls of operations
or tinancial condition or resull in a loss of value in RBS shares.

The RBS Group is and may be subject to litigation and regulatory
investigations that may impact ils business.

The RBS Group's operations are diverse and complex and it operates in
legal and regulatory environments that expose if to potentially sigaificant
litigation, regulatory investigation and other regulatory risk. As a resuilt,
the RBS Group is, and may in the future be, involved in varous disputes,
legal proceedings and regulatory investigations in the United Kingdom,
the United Slates and other jurisdictions, inchuding class-action litigation,
Furthermore, the RBS Group, like many other financial insttutions, has
come under greater regutalory scruliny over the last year and expects
that enviranment to conlinue for the foreseeable fulure, particularly as it
refates lo compliance with new and exisling corporate governance,
employee compensation, conduct of business, anli-money laundering
and anti-terrarism laws and regulalions. Dispules, legal proceedings

- and regulalory investigalions are subject to many uncertainties, and

their ouicomes are oflen diflicull to predict, particulary in the carlier
stages of a case or investigation. Adverse regulatory action or adverse
judgements in litigation cou’d result in restrictions or fimitations on the
RBS Group's operations or result in a material adverse eflect on the
RBS Group's reputation or resufts of operations or result in a loss of
value in RBS shares. For deldils about certain litigation and regulatory
investigations in which the NatWest Group 1s involved, see Note 29 on
the financial statements,
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Operational risks are inherent in the RBS Group's operations.

The RBS Group's aperalions are dependent an the ability to process a
very large number of lransactions efficienity and accurately while
comptying with applicable laws and regulations where it does business.
The RBS Group has complex and geocgraphicaily diverse aperations
and operalional risk and losses can resuli from internal or external
fraud, errors by employees or third-parties. failure to document
transactions properly or to obtain proper autharisation, failure to comply
with applicable regulatory requirements and conduct of business rules
(including those arising out of anti-money laundenng and anti-terrorism
legisiation), equipment failures, natural disasters or the inadequacy or
failure of systems and controls, including those of the RBS Group's
suppliers or counterparties. Although the RBS Group has implemented
risk conirols and less miligation aclions, and substanlial resources are
devoled to developing efficient procedures and identifying and
rectifying weaknesses in existing procedures and 1o training staff, it is
not possible to be certain that such actions have been or will be
effective in contralling each of the operational risks faced by the RBS
Group. Any weakness in these systems or controls, or any breaches ar
afleged breaches of applicable laws or regulations could have a
materially negative impact on the RBS Group's business, reputation,
resulls of operations and share price. Notwithsianding anything
contained in this risk facior, it should not be taken as implying that either
the company or the RBS Group will be unable to comply with its
obligations as a company with securities admitied to ithe Official List or
a5 a supervised firm regulated by the F5A.

The RBS Group is exposed to the risk of changes in tax legislation
and its interpretation and to increases in the rate of corporate and
other taxes in the jurisdictions in which it operates.

The RBS Group's activilies are subject lo lax al varipus rales around the
world computed in accordance with local legislation and practice.
Actlion by governments [0 increase tax rates or to impose additional
taxes would reduce the RBS Group's profilability. Revisions to tax
legislatien or 1o ils interpretation might also affect the RBS Group's
results in the future,

The acquisition of a majority shareholding in the RBS Group by

HM Treasury could lead to certain adverse tax consequences for the
RBS Group.

The acquisition by HM Treasury of a majority shareholding in the RBS
Group in consequence of the First Placing and Open Offer could, in

certain circumstances, have adverse tax conseguences which could

alfect the post-tax profitability of the RBS Group.

The RBS Group's operations have inherent reputational risk.
Reputational risk, meaning the risk to earnings and capital from negative
public opinion, is inherent in the RBS Group's business. Negative public
opinion ¢an result from the actual or perceived manner in which the
RBS Group conducts its business activities or {rom aclual or perceived
practices in the banking and financial industry. Negative public opinion
may adversely afiecl the RBS Group's ability to keep and altract
customers and, in particular, corparate and retail depositars. The REBS
Group cannat ensure thal it will be successful in avoiding damage to ils
business jrom repulational risk.




In the United Kingdom and in other jurisdictions, the RBS Group is
responsible for contributing lo compensation schemes in respect of
banks and other authorised financial services firms that are unable to
meet their obligations to customers.

In the United Kingdem, the Financial Services Compensation Scheme
{the "Scheme"} was established under the FSMA and is the UK's
statutory fund of last resort for customers of authorised financial services
firms. The Scheme can pay compensation to customers if a firm is
unable, or likely to be unable, to pay claims against it and, if the Banking
Billis enacled in its current form, may be required to make payments
either in connection with the exercise of a stabilsation power or in
exercise of the bank insolvency procedures under that Bill. The Scheme
is funded by levies on firms authorised by the FSA, including the RBS
Group. In the evenl thal the Scheme raises funds from the authorised
firms, raises those funds more frequently or significantly increases the
levies lo be paid by such {irms, the associated costs to the RBS Group
may have a malerial impact on its resulls of operations and financia!
condition. During the financial year ended 31 December 2008, the RBS
Group made a provision of £150 million related 10 a levy by the Scheme,
Costs of this schema wilt be borne by The Royal Bank of Scolland plc.

In addition, to the extent that other jurisdictions where the R85 Group
operzales have introduced or plan to introduce similar compensation,
contributory or reimbursement schemes {such as in the United Stales
with tha Federai Deposit Insurance Corporation), the RBS Group may
makea further provisions and may incur additional costs and liabilities,
which may negatively impact its financiat condition and results of
aperations or resull in a loss of value in RBS shares.

The RBS Group’s business and earnings may be affected by
geopolitical conditions,

The perarmance of the RBS Group is significantly influenced by the
geopolitical and economic conditions preveiling al any given time in the
countries in which il operates, particularly ihe United Kingdom, the
United States and other countries in Europe and Asia. For example, the
RBS Group has a presence in countries where businesses could be
exposed o the risk of business interruption and economic slowdown
following the outbreak of a pandemic, or the risk of sovereign default
following the assumption by governments of the obligations of private
sector institutions. Simifarly the RBS Group faces the heightened risk of
trade barriers, exchange controls and other measures taken by
sovergign governments which may impact a borrower's ability o repay.
Terrorist acts and threats and the response o them of governments in
any of these countries could also adversely affect levels of economic
activity and have an adverse elfect upon the RBS Group's business.

The restructuring proposals for ABN AMRO are complex and may not
realise the anticipated benefits for the RBS Group.

The restructuring plan in place for the integration and separation of ABN
AMROG into and among the businesses and operations of the
consorlium members is complex, involving substaniial reorganisation of
ABN AMRO's operations and legal structure. (n addition, the plan
contemplates aclivities taking place simultaneously in a number of
businesses and jurisdictions. Aithough integration efforts are well
underway and are being advanced on a number of fronts, the
implementation of the reorganisation and the realisation of the forecast
benefils within the planned timescales, particulardy given current market
and economic conditions, remains challenging, although the RBS Group
remains confident thal such goals will be achieved. Execution of the
restructuring requires management rescurces previously deveted to the
RBS Group businesses and the retention of appropriately skilfed ABN
AMRO stafl The RBS Group may not realise the benefits of the
acquisition or the restruciuring when expecled or to the extenl projected.
I is nol expected that the State of the Netherlands’ acquisition of Fortis
Bank Nederland’s shares in RFS Holdings. which was effected in
December 2008, will materially affect the integration benefils envisaged
by the RBS Group.

The recoverability of certain deferred lax assets recognised by the
RBS Group depend on the RBS Group's ability to generate sufficient
future taxable profits and there being no adverse changes to tax
legislation.

In accordance with IFRS, the RBS Group has recognised deferred tax
assets on losses available to relieve future profits from tax only to the
exlent that it is probable thal they will be recovered. The losses are
quantified on the basis of current tax legislation and are subject to
change in respect of the rate of tax or the rules for camputing taxable
profits and allowable tosses. Failure 1o generate sufficient future laxable
profits or changes in tax legisfation may reduce the recoverable amount
of the recognised deferred lax assets.
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Financial review continued

Financial summary

Summary consolidated income statement for the year ended 31 December 2008

2004 2007

£m £m

Net interest income 5,397 5.00
Fees and commissions receivable 4,367 4,226
Fees and commissions payable {1.178) (1,0386)
Loss from trading activities (963) (36Q)
Other operating income 81 433
Non-interesl income 2,307 3,263
Total income 7,704 8,354
Operating expenses 5202 4,420
Operating profit before impairment 2,502 3,934
Impairment 1,362 349
Operating profit before tax 1,140 3,085
Tax 599 768
Profit for the year 541 2,317
Minority interests 93 89
Profit attributable to ordinary shareholders 448 2,228
2008 2007

at 31 December Em tin

Total assels

Loans and advances to customers
Deposits

Sharehalders’ equity

321219 312,282
198.267 188,976
254,017 250,380

12.135 10,788

Profit
Prafil before lax was £1,140 million compared with £3,085 milton in 2007.

Tota! income
Totat income was down 8% or £650 million to £7,704 million.

Net inlerest income increased by £306 million, 6% 1o £5,397 miltion.

Nor-interest income fell by 29% lo £2,307 million from £3,263 million.
Within non-interest income. fees and commissions receivable increased
by 3% to £4,367 million and fees and commissions payable increased
oy 14% to £1,178 million. The loss {rom traging activities was

£963 million compared with a loss of £360 million in 2007. Other
operaling income decreased to £81 million from £433 miltion in 2007,

Operaling expenses

Operating expenses rose by 18% to £5,202 million. Integration and
restructuring costs were £42 million compared with £43 million in 2007.
Write down of goodwill and other intangible assets was £716 million.
Other operating expenses were £4.444 million compared with

E£4,377 million in 2007.
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Costiincome ratic
The Group's costincome ralic was B7.5% compared with 52.9% in 2007,

Impairment losses
Impairment losses were £1,362 million, compared with £849 million in
2007.

Taxation
The effective tax rate for 2008 was 52.5% compared with 24.9% in 2007.

Dividends
Ordinary dividends totalling £1,000 million (2007 — £1,850 million) were
paid to the parent company during the year.

Balance Sheet

Tolal assets were £321.2 billion at 31 December 2008, 3% higher than
total assets of £312.3 billion at 31 December 2007. Lending o
customers, excluging repurchase agreements and stock borrowing
{'reverse repos'’}, increased by 11% or £19.7 billion to £193.1 billion.
Customer deposils, excluding repurchase agreements and stock
lending ('repos’), grew by 1% or £1.2 billion lo £176.4 billion.




Risk, capital and liquidity management

Risk, capitat and liquidily management is conducted on an overall basis
within the RBS Group. Therefore the discussion on risk, capital and
liquidity management {pages 13 te 36) refers principally to policies and
procedures in the RBS Group. Data is also provided for NatWest Group
and the Bank.

On pages 13 to 36 of the Financial review certain information has been
audited and is labelled as such.

Risk governance (unaudited)

Risk and capital management strategy is owned and set by the RBS
Group's Board of Directors, and implemented by execulive
management led by the Group Chief Executive. There are a numbper of
committees and executives that support the execution of the business
plan and stralegy.

The role and remit of these commitiees is as follows;

* Group Audit Committee (GAC): Financial reporting and the
application of accounting poficies as part of the internal control and
risk assessment process. GAC maonitors the identification. evaluation
and management of all significant risks throughout the RBS Group.

Advances Commitiee (AC): Deals with transactions that exceed the
Group Credit Cammittee’s delegated authorily and large exposures.

* Group Exccutive Management Committee (GEMC): Ensures
implementation of strategy consistenl with risk appelila.

Executive Risk Forum (ERF}: Acis on all strategic risk and conlro!
matters across the RBS Group including, but not limited to, credit risk,
market risk, operational risk, compliance and regulatory risk,
enterprise risk, treasury and liguidity risk, reputational risk, insurance
risk andt country risk,

Group Risk Cornmittee (GRC): Recommends limits and approves
processes ang paolicies o ensure the effective management of all
material risks across the RBS Group.

» Group Credit Committee (GCC}.: Approves credit proposals under
the authority delegated 1o the commitieg by the Board and/or the
Advances Commiltee.

* Group Asset and Liability Management Committes (GALCO}:
Identifies, manages and conlrols the RBS Group balance sheet risks.

» Group Chiel Executive's Advisory Group (GCEAG). Acts as a ferum
for the pravision of information and advice to the Group Chief
Executive. Forms part of the cortrol process of the Group.

Risk and capital (unaudited)

Itis the RBS Group's policy to oplimise return Lo shareholders while
rmaintaining a strong capital base and credit raling to support business
growth and meel regulalory capilal requirements at all times.

Risk appelite is measured as the maximum level of retained risk the
RBS Group will accept to deliver its business objeclives, Risk appetite is
generally defined through both quantitative and qualitative techniques
including stress testing, risk concentration, value-al-risk and risk
underwriting criteria, ensuring that appropriate principles, policies and
procedures are in place and applied.
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Financial review continued

Risk appetite (unaudited)}

Risk and capitzl managemen! across the RBS Group is based on the
risk appetite set by the Board, which is established Ihrough setting
strategic direction, contnbuting to. and ultimately approving annwval
plans for each division and regularty reviewing and monitaring the RBS
Group’s performance in relation to risk through monthly Board reports,

Risk appetite is defined in both quantitative and gualilative terms as
fallows:

* Quantitative: encompassing stress lesting, nsk concentration, value-
at-risk, liquidity and credii related metrics.

* Qualitative: focusing on ensuring that the RBS Group applies the
correct principles, paolicies and procedures,

Different technigues are used to ensure that the RBS Group’s risk
appetile is achieved.

The GEMC is responsible for ensuring that the implementalion of
stralegy and operations are in line with the risk appetite determined by
the Board. This is reinforced through a policy framework ensuring that
all staff within the RBS Group make apprepriate risk and reward trade-
offs within pre-agreed boundaries.

The main rigks facing the RBS Group are as follows:

* Credit rsk: the risk arising from the possibility that the RBS Group will
incur losses from the failure of cusiomers to meet financial obligations
to the Group.

* Funding and liquidity risk. the risk that the RBS Group is unable to
meet obligations as they fall due.

* Maret risk: the risk thal the vatue of an asset or liabilily may change
as a result of a change in market rates.

* Operational nisk: Ihe risk of financial loss or reputalionat impact
resulting Trom fraud; buman error; ineffective or inadequately
desigred processes or syslems; improper behaviour; legal events; or
from external events.

* Reguiatory risk. the risks arising from ragutatory changes/enforcement.
* Other risk: \he risks arising from reputation and pension fund risk.

Credit risk

Principles for credit risk management (audited)

The key principtes for credit isk managemenl in the RBS Group are as
follows:

* A credil risk assessment of the customer and credil facilities is
uncertaken prior lo approval of credit exposure. Typically, this
includes both quantitative and qualitative elements including, the
purpose of the credit and sources of repayment; campliance with
atiordability tests; repayment history; ability to repay; sensilivity to
economic and markel developmenis; and risk-adjusted return based
on cradit risk measures appropriate to the customer and facility type.
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* Credit risk authority is specifically granted in wriling lo individuals
involved in the granting of credil approval, whether 1his is individually
or collectively as part of a credit committee. In exercising credit
authority, individuals are required lo act ingependently of business
considerations and must declare any conflicis of interest.

Credit exposures, once approved, are monitored, managed and
reviewed periodically against approved limits. Lower guality
exposures are subject to more frequent analysis and assessment.

-

Credil risk managemant works with business functions on the ongoing
manageament of the credit portfolio, including decisions on mitigating
actions taken against individual exposures or broader portiolios.

Customers with emerging credil problems are idenlified early and
classified accordingly. Remedial actions are implemented promptly
and are intended 10 restore [he customer 1o a salisfactory status and
minimise any polentiai toss to lhe RBS Group.

Stress lesting of portiolios is undertaken lo assess the polential credit
impact of non-syslemic scenarios and wider MacrpecoNUMIc avents
on the RBS Group's income and capital.

Specialist credil risk teams oversee lhe credit process independently,
making credi! decisions within their discretion, or recommending
decisions to the appropriate credit committes. Assessments of
corporate borrower and transaction fisk are undertaken using
fundamental credit analysis and the application of general corporate
and certain specialist counterpariy credit risk models.

Firancial markets counterparties are approved by a dedicated credit
funclion which specialises in traged market product risk. Specialist
credit grading modefs exist for certain bank and non-bank financial
institulions.

Different approaches are used for the management of wholesale and
relail businesses:

* Wholesale businesses: exposures are aggregated 1o determine the
appropriate levet of credit approval required and io lacililate
consolidated credit risk management. Credit applications for
corporate customers are prepared by relationship managers (RMs} in
the units originating the credit exposures, or by the RM team with lead
responsibility for a counterparty where a custamer has relationships
with different divisions and business unils across the RBS Group. This
includes the assignment of counterparly credit grades and LGD
estimates using approved models, which are also independently
checked by the credit team.

Retail businesses: the relail business makes a large volume of small
value credil decisions. Credit decisions will typically involve an
application for a new or addilional product or a change in facililies on
an exisling product, The majorily of these decisions are based upon
automated strategies ulilising industry standard eredit and behaviour
scoring lechniques.



Credit risk models {audited)

Credit risk models are used throughout the RBS Group lo support the
analytical elements of the credil risk management framework, in
particular the risk assessment part ¢f the credit approval process,
angoing monitoring as well as portfolio analysis and raporling. Credit
risk models used by the RBS Group can be broadly grouped into three
categories,

* Probability of default (PD): models estimate the likelihpod that a
customer will fail to make full and timely repayment of credit
obligations over @ one year time horizon. Customers are assigned an
internal credit grade which corresponds o probability of defaull.
Every customer credit grade across all grading scales in the RBS
Group can be mapped to a RBS Graup level credit grade.

Model validation {audited}

The performance and accuracy of credit mode!s is gritical, both in
terms of effeclive risk management ang also the catculation of risk
parametars (PO, LGD and EAD) used Ly the RBS Group to caloulate
RWAs. The models are subject to frequent validation internally and, if
used as part of the AIRB Basel Il ramework, have been reviewed and
approved for use by the FSA.

Independent mode! validation is performed by the RBS Group. This
includes an evatuation of the medel development and validation for the
data sel used, logic and assurnptions, and performance of the model
analysis. Where required, the RBS Group has engaged externat risk
management consultants to undertake independent reviews and report
thetr findings 1o the Wheolesate or Retail Credit Model Cammittee. This
provides a benchmark against indusiry practices,

* Exposure at default (EAD): models estimate the expected level of
ulilisation of a credil facilily at the time of a borrower's default. The
EAD may be assumed to be higher than lhe current utilisation (e.g. in
the case where further drawings are made an a revolving credit facility
prior to default) but will not typically exceed the total facility limit.

Loss given default (LGD): models estimate the economic loss that
may occur in the event of defauli and represents, the debt that cannot
be recovered. The RBS Group's LGD models take inte account the
type of borrower, facility and any risk mitigation such as security or
collateral held,

The vatidation results are a key factor in deciding whether a modet is
recosnmended for ongoing use.

The frequency, depth and extent of the validation are consistent with the
materiality and complexity of the risk being managed. The RBS Group's
validation processes include:

* Developmental evidence: {0 ensure thal the credit risk model
adequately discriminates bDetween different levels of risk and delivers
accurale risk estimates,

* Process venfication; whether the methods used in the credit risk
models are being used, menitored and updated in the way intended
in the design of the model. Initial testing and va'idation is performed
when the modet is developed with the performance of mede!s being
assessed on an ongoing basis.
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Financial review continued

Credit risk mitigation {auvdited)
The RBS Group takes a number of steps to mitigate credit risk. The key
risk mitigants are as follows:

* Real eslate: the most common form of security held is real estate
within the consumer and wholesale businesses,

¢ Financial cotlateral: is taken lo support credit exposures in the nen-
trading book. Financial collateral is also taken in Global Markets and
Regional Markets to support trading book exposures and is
incorporated in E” {adjustiment to the exposure valug} calcutations.

* Other physical collateral: the RBS Group takes a wide range of othar
physical collateral including business assels (stock and invertory,
plant and machinery, equipment), project assets, intangible assets
which provide a future cashllow and real value, commodities,
vehicles, rail siock, aircraft, ships and receivables (not purchased).

* Guarantees: third party guarantees are taken from banks, government
entities, export credit agencies, and corporate enlities. The RBS
Group's recovery value estimation methadology is sensitive 1o the
variations in the credit gualily of guaranters. Standby letiers of credit
are also given value in LGD models. Conditionat guaraniees are
accepted, in accordance with internal requirements, and are included
as appropriate in PD and LGD estimates (e.g. small firms loan
guarantee schemes, completion guarantees). Personal guarantees
are considered in the normal credit process where there is a charge
over specific assets. While personal guarantees may be calied for
and are always accepted, no value is given to unsupparted personal
guarantees in any credit models.

Credit derivatives: credil derivative activity is conducted thraugh
designated units within GBM 1o ensure consistency and appropriate
control. RBS Group policies are desigred e ensure thal the credit
proteclion is appropriale o support offset for an underying trading
book asset or improvemend to the LGD of a banking book asset.
Within the banking book, credit derivalives are used as sk and
capital management tools. The principal counterparties are banks,
investment firms and other market participants, with the majority
subject to collaleralisation under a credit support annex. In
accordance with internal policy, stress lesting is conducted on the
counterparty credit risk created by the purchase of credit protection.

* Minimum standards {for example loan {o value, legal certainty) are
ensured through the policy framework.

Credit risk assets (audited)

Credit risk assels consist of loans and advances (including overdraft
facilities}, instalment credit, finance lease receivables and olther traded
instruments across all cuslomer lypes. The RBS Group uses a series of
mogdels 1o measure the size of ils exposure to credit risk and to
calculate expecled EAD in bolh ils trading and banking baoks. Inso
doing, the RBS Group recognises the effects of credil risk mitigation
that reduces potential loss.

Credit concentration risk {including country risk} (audited)

The RBS Group defines three kay areas of concentration in credit risk that
are monitored, reported and managed at RBS Group and divisiona) levels.
These are single name concentration, industry/sector and country risk.
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The RBS Group has a series of quantitative and qualitative controls in
place to limil the amount of concenlralion risk in credii portfolios. A

threshold is set on the aggregate LGD to a single customer group abave

which approval is required from the RBS Group's most senior credit
committee, the Advances Commitiee.

During the year work progressad an an enhancement of the frameworks
for managing single name and seclor concentrations. These
enhancemenis are planned to be fully implemented in 2009 to improve
the identification and management of congentrations in the portfolio
through the introduction of additional parameters and increased
secrutiny of concentration fimit excesses.

A stress tesling framework, Correlated Exposure Loss Tesling, assesses
the impact on the RBS Group's impairment charge of non-syslemic
events that affect groups of inter-refated seclors in order to fimil the
impact of these scenarios 1o within defined lolerances.

Country risk arises from sovereign evenis {e.g. delaull or restruciuring};
economic events (e.g. contagion of sovereign default to other parts of
the economy, cyclical econpmic shock); political events {e.g.
carnverlibility restrictions and expropration or nationalisation) and natusal
disaster or confiict. Losses are broadly defined and include credit,
market, kquidity, operational and franchise risk related losses. [t is the
RBS Group's policy to monitor and control country risk exposures and to
avoid excessive concentrations.

The RBS Group's appetite is expressed by a matrix of limits by country
risk grade and is approved by GEMC. The RBS Group's exposure is
managed and measured within this appetite by the Group Country Risk
Management Commiitee {GCRMC), that has delegaled autharity from
the GRC to manage counlry risk and agree refated policy. Membership
of GCRMC comprises the Group Chief Credil Qfficer, Heads of Credit
and business representatives from those divisions with materiat country
risk exposures. GCRMC sets limits for each country based on a risk
assessment taking inio account the RBS Group's franchise and
business mix in that country. Additional timitations on product types with
higher loss potential and longer tenor transactions, for example — may
be established depending an the country outlook and business strategy.
A country walch list framewaork is in place 1o proactively monitor
emerging issues and facilitates the development of mitigation strategies.

Global Restructuring Greup {GRG) (audited)

GRG was formed in 2008, tasked with managing the RBS Group's
problem and potential problem exposures o help rejuvenate and restore
customers to profitable business, This may include assisting with the
restructuring of their busingsses andfor renegotiation.

GRG brings logether previously disparate funclions across the RBS
Group. Its primary funclion is 1o work closely with the Group's customer
facing businesses to support the proaclive management of any problem
lending. This is based on a clear process {watch listing) which requires
the transfer of prablem credits to GRG. GRG reports Lo the Group Chief
Risk Officer.

Given the current econamic outloak, it is particularly important that
potential problems are identified early and referred to GRG as the RBS
Group's past experience has shown that the sooner specialists in
restructuring are engaged, the greater the likelihood of a successiul
oulcame. Eary identification of potential probtems therefore has a
penefii to the borrower as well as to the RBS Group.



GRG is structured with specialist teams focused on; large corporate
cases (higher value, multiple lenders); smallmid size business cases
{lower value, bilateral relationships). and recovery/litligations. Given the
negative trends in the portiotio in 2008, the size of GRG has grown
substantially and further investment in staffing is expected in 2009.

Originating business units liaise with GRG upon the emergence of a

potentially negative event or trend that may impact a borrowers' ahility 10

service ils debt. This may be a significant deterioration in some aspect
of the borrowers' activity, such as trading, where a breach of coverant is
likely or where a borrower has missed or is expected 1o miss a materiat
contractual payment 1o the RBS Group or another creditor.

On transfer of a relationship to GRG a stralegy is devised to:

* Work with the borrower to facilitate changes that will maximise lhe
potential for turnaround of their situation and return them o
profitability,

* Defing the RES Group's role in the turnaround situdtion and assess
the riskf/return dimension of the RBS Group's participation.

* Return customers to the originating business unit in a sound and
stable condition or, if such recovery can not be achieved, avoid
additional losses and maximise recoveries,

* Ensure key lessons learned are fed back into origination policies and
procedures,

Al the start of 2008, the velume and valug of cases managed by GRG
was low relative to historic tevels. During lhe year, the rate of transfer of
cases to GRG acceleraled sharply. Cases originated from all divisions
and across mosl sectors although the rale of value growlh was sharply
higher due to the transfer of a number of high value cases from GBM.
Commercial property cases made up a significant propertion of
transfers from all divisions.

Retall callections and recoveries (audited)

There are collections and recoveries functions in each of the four
regional markets. Their rele is to provide support and assistance to
customars who are currently experiencing difficulties meeting their
financial obligations.

Where possible, the aim of collections and recoveries teams is to return
the customer to a satisfactory position, by working with them to
restructure their finances and/or business. If this is not possible, the
team has the cbieclive of reducing the loss Lo the RBS Group.

There have been malerial increases in staffing levels in all collections
functions to manage the increase in the number of cuslomers in financial
difficulty. In the UK and lredand, there is a common callection ang
recovery operational model managed by Group Manufacturing, During
2008, there was significan! investment in syslems development and staff
training to make colleclions aclivily more efficiert and sflective.

In the UK there have been several initiatives to ensure fair and
appropfriate treatment of customers experiencing difficulties, For
mortgage cusiomers the RBS Group will not initiate repossession

proceedings for at leasl six months after arrears are evident.
Preventative measures have also been a key {ocus throughout 2008, and
as a result, the RBS Group has announced the infroduction of over
1.000 dedicaled Money Sense advisers in its branch network who will
provide free financial counseliing to both customers and non-customers,
The RBS Group has also implemented a programme {o proactively
contact cusiomers who exhibil early signs of financial stress but are not
yet in Coallections to offer them assistance in managing their finances
more effectively.

Credit risk asset quality {audited)

Internal reporting and oversight of risk assets is principally differentiated by
credit grades. Customers are assigned credit grades, based on vanous
credit grading models 1hat reflect the Xey drivers of defaull for the customer
type. All credit grades across the RBS Group map to both a RBS Group
level asset quality scale, used for external financial reporting, and a master
grading scale for wholesale exposures used for internal management
reporling across disparate portfolios. Accordingly, measurement of risk is
vasily aggregated and can be reported at increasing levels of grarularity
depending on audienca and business need,

The RBS Group has adopted. as part of the move 1o Basel [, a now
masler grading scale for wholesale exposures which comprises 27
grades. These in turn map to ten asset quality (AQ) bands used lor both
wholesate and retail exposures. This replaced the less granular AQ1-5
bands used prior to 2008,

The retationship between these measures is shown below (unaudited).

PD Range New AQ - Old AQ 15
Masler gractng scale Lower Uppar 10 oands bands
1 0% 0.006%
2 0.006% 0.012%
3 0.012% 0.017% AQ1
4 0.017% 0.024%
5 0.024% 0.034% AQ1
5] 0.034% 0.048% AQ2
7 0.048% 0.067% AQ3
8 0.067% 0.095%
9 0.095% 0.135%
10 0.135% 0.190%
1 0.190%  0.269% AQH
12 0.269% 0.381% AQ2
13 0.381% 0.538%
14 0.538% 0.761% AQS
15 0.761% 1.076% AQ3
16 1.076% 1.522% AQB
17 1.522% 2.153% AQ4
18 2.153% 2.044%
19 3.044% 4.305% AQT
20 4.305% 6.088%
21 6.089% 8.611%
22 8.611% 12 17T% AQB
23 12.177% 17,222% AQ5
24 17.222% 24.355%
25 24.355% 34.443% AQY
26 34.443% 100%
27 100% 100% AQ0
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Financial review conlinued

Asset grades (unaudited)

Expressed as an annual probability of default, 1he upper and lower boundaries and the midpoint for each of these RBS Group leve! assel quality

grades are as follows:

Annual prebabilly of defaull

Asset mquality Mipsimum Mfdmn‘l Maxirmunt
qQrava %% % ko
A1 0.00 0.10 0.20
AQr2 0.21 0.40 0.60
A3 Q.61 1.05 1.50
AQ4 1.91 3.25 5.00
AQS 501 52.50 100.00
Tne following table provides an analysis of the credit quality of financial assets by the RBS Group's internal credil ratings (audiled).
NalWest Group
Balances
with Group Aceruing Nan- limpair mam
AN A2 AD3 ALY A5 CoMmpmanios pust dug acerual provision Total
2008 £m Em £m £m £m £m £m Em £m £m
Cash and batances
at central barks 1,285 — — — — —_ — — — 1.285
Laans and advances
to banks 1) 9966 25 27 20 4 54,185 — 2 (2} 64,127
Loans and advances
to customers 29,372 25,965 44,832 28,630 20,200 40,970 5,152 &6.070 (2,924) 198,267
Debt securities 35,660 — 55 145 133 — —_ — — 35,993
Settiement palances 922 36 8 132 — — 3,019 — — 4,117
Derivatives 1,249 581 896 384 130 5,855 — — — 8,895
Other financial instruments 32 — — — — - — — — 32
78,386 26,607 45,818 29,311 20,467 100,810 8,171 6,072 (2.926; 312,716
Commitments 18,755 11,770 16,725 10,938 9,898 0 — — — 68,096
Coentingent liabililies 2,664 5928 921 512 238 — — —— — 5,263
Total off-balance sheet 21,419 12,698 17,846 11,450 10,136 10 — — e 73,359
2007
Cash and palances
at central banks 1,363 — —_ — — — — — — 1,363
Laans and advances
to banks iy 13,308 492 146 23 2 55,181 —_ 2 3] 69,153
Loans and advances
o customers ' 31,716 21,636 61,593 22,471 10,485 38.792 3,324 3,297 (2,338) 188,976
Debt securities 36.898 765 133 31 110 — — — —_ 37.937
Seltlement balances 1,376 9 202 32 29 — 1,052 — — 2.700
Derivatives 1,443 198 162 a1 6 1,715 — — — 3.575
Other financial instruments 19 — — — — — — — — 19
86,124 23,100 62,236 22,598 10,642 93.688 4,376 3,299 (2,330) 303,723
Commilments 16,363 22,108 21,90 10,321 5615 — — — — 76,336
Conlingent liabilities 1,708 1,357 1,680 383 217 — — — — 5,345
Tota! oif-balance sheet 18,071 23,963 23,611 10,704 5,832 — — — — 81,681
Note:

(1) Encluding ttems in the course of collection of £2,107 mallion (2007 ~ £2,296 million),
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Bank

Batances
with Group Accruing Non- Impairment
AGS AQ2 A03 AQ4 AQS COMpunEs pust duet accrual provison Tatal
008 £m im £m £m £m £m Em £m £m £m
Cash and balances
at central banks 838 — —_ — — — — —_ — 838
Loang and advances
to banks in 1,519 24 — 7 — 19,574 — — — 21124
Loans and advances
to cusiomers 11.407 9,408 26.210 17.024 12.333 45,062 2,216 3,136 (2,103) 124,693
Debt securities 41 — — — — — — — — 41
Derivatives B72 485 494 263 112 2,671 — — — 4,897
14,677 9918 26,704 17,294 12,445 67.307 2,216 3,135 {2,103) 151,593
Commitmants 9,506 9.605 12,257 8,917 8,553 37 — — — 48775
Contingent liakilities 2,27 657 577 268 99 — — — — 3,872
Total oft-balance sheet 11,777 10,162 12,834 9,185 8,652 37 — — — 52,647
2007
Cash and balances
at central banks 1,006 — — — — — — — e 1,006
Loans and advances
lo banks (1 968 266 146 23 — 23,685 —_ — — 25,090
Loans and advances
to customers 11,165 16,147 26,468 12,000 8,423 38,930 1,780 2,634 (1.921) 115,632
Debt secuiities k3 - — — — — -— — —_ 3
Derivatives 324 171 144 31 16 205 — — e 1,588
13,491 16,586 26,758 12,054 8,439 63,520 1,786 2,634 (1,821) 143,347
Commilments 11,769 19,930 13,477 6,471 3,682 193 — — — 65,522
Contingent liabilities 1,181 1,282 1,035 262 192 —_— — — — 3.952
Total off-balance sheet 12,950 21212 14,512 6,733 3.874 193 — — — 59,474

Nate:

(1} Excluding items in the course of collechion of £2.022 million {2007 - £2,208 mittion).
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Financial review continued

Industry risk — geographical analysis (audited}

The following table analyses financial assels by location of office and indusiry type.

NalWest Grmup
Loans ard
advances Daobt
to banks  secunbes ang Netting
and cusiomirs ety shores Dernvalives Othen) Tota! otsalzy

2008 £m Em im £m om £m
UK
Central and local government 2.285 1,400 - — 3,685 1,284
Manufacturing 6,174 — 380 _— 6,554 1,891
Construction 6.451 — 57 — 6.508 1.079
Finance 85411 1,439 3.298 — 89.848 223
Service industry and business activities 27,395 — 637 -— 28,032 5,068
Agriculture, forestry and fishing 2,225 — 11 — 2,236 15
Property 27.638 23 563 — 28,224 593
Individuals:

Home morigages 4.003 — 9 — 4.012 —

Other 17.386 —_ — —_ 17.386 —
Finance leases and instalment credit 274 — — — 274 —
Interest accruals 347 — — — 347 —
Total UK 179,589 2,562 4,955 — 187,106 10.153
us
Central and local government - 5,595 — 30 5,625 —
Manufacturing — 58 — — 58 —
Canstruclion — 60 — — 60 —
Finance 22,098 26,243 1,689 3,998 53,928 1,612
Service industry and business activities 387 634 - — 1.021 —
Property 318 7 — — 325 —
Individuals:

Home morigages 261 —_ o — 261 —

Olher 8 — — — B —
Interest accruzls 1 Eik) — o 202 —
Total US 23,083 32,788 1,589 4,028 651,488 1,612
Europe
Cenlral and local gavernmant 95 1,335 — 5 1,438 —
Manufacturing 2,097 1 31 e 2,129 —
Construclion 3,307 — 57 — 3,364 —
Finance 5,721 408 1,780 110 BO19 —
Service industry and business activities 8,570 25 136 1 8,732 —
Agriculiyre, forestry and fishing 1,083 1 1 — 1.085 —
Property 12,649 — 299 — 12,948 —
Individuals:

Home mortgages 23,001 — — —_ 23,001 —

Other 3,594 —_ 19 — 3.613 —
Finance leases and instalfment credif 12 — — — 12 —
Interest accruzals 187 — - — 187 —
Total Europe 60.326 1,770 2,323 116 64,535 —
Rest of the World
Central and local government — 9 -_ — 9 —
Finance 2,963 —_ 28 5 2,946 _
Service industry and business activities — — — - — —
Individuals:

Other 1.463 — — — 1,463 —
Interesi zccruals 3 — — — 3 —
Total Rest of the World 4,479 9 28 5 4,471 —
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NatWsest Group

Loans and
achances Debl
o banks  secuntas ang Nutting
and customers  equty shares Denvaives Othenn Total uitsatin
206 Em £m im £m Em £m
Total
Central and local government 2,380 8,339 — a5 10,754 1,284
Manufaciuring 8.271 59 411 — 8741 1.891
Construction 9,758 B0 114 — 9932 1.079
Finance 116,193 27,790 6,695 4,113 154,791 1.835
Service indusiry and business aclivities 36,352 659 773 ] 37,785 5.068
Agricullure, forestry and fishing 3.318 1 12 — 33N 15
Property 40,605 30 862 — 41,497 593
individuals:
Home morigages 27,265 — 9 — 27274 —
Qther 22,451 — 19 — 22,470 —
Finance leases and instalmen! credit 286 — — — 286 —
Interest accrfuals 548 191 — — 739 —
267,427 37,129 8.895 4,149 317,600 11,765

Nates:

{1} Includes setlement batances ot £4.117 million,

{2} This column shows the amount oy which the NatWes! Group’s credit isk exposure is reduced through arrangemeils, such as Inaster netling agreemenls, which give the NaiWest Grour a legat
nght to set-601 the knancial assel agairst s fnancial habidity due to he same counterparly In acdition, the NatWust Groug: holds collatera! in respact of indivdual leans and advancers 1o banks and
lo cuslomers. This collateral includes mortgages over praperty (both personal and commerciall charges over business assels suth as plant, inveniones 4nd trade aebilars; and guarantees of
jgnding from purbivs other than the borrower. The NatWest Group oblains collateral in the form of securtius I reverse repurchase ugresmunls. Cash and securilivs ure feceived as collateral in

respect of denvatlive lransachons.
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Financial review conlinued

Industry risk — geographical analysis {audited) continued

NatWes! Group
Loans ard
A0VUICeS Dbl
W banks securites and Netting
and customers  eguity shares Denvatives Otherin Taia! ottsetra

2007 Em £m £m £m £m £n
UK
Central and local government 2.067 1,341 — — 3.408 1,144
Manufacluring 6,737 2 01 — 6.840 2,256
Construction 6,147 — 25 _— 6,172 917
Finance 73,279 1.571 1.216 — 76,066 368
Service industry and business activities 27,051 2 184 — 27,237 4,546
Agricuiture, farestry and fishing 1,733 t 2 — 1,736 i8
Property 24,211 26 103 —_ 24,340 1,445
Individuals:

Home morlgages 3,565 — 2 — 3,567 —

Gther 16,486 — — - 16,486 2
Finznce leases and instalment credit 310 -— — — 30 —
Interest accruals 470 — — — 470 —
Total UK 162,056 2,943 1,633 — 166,632 10,696
us
Central ana local government — 7.050 — 212 7.262 —
Manufacturing — 112 — — 112 —
Construction — 48 — — 48 s
Finance 41,858 26,046 577 2,478 70,959 2,485
Service industry and business activities 16 823 i 841 1
Property 1,975 — — _— 1,975 —
Individuals:

Home morigages 967 — — — 967 —

Other 9 — — — 9 —
Interest accruals 224 241 — — 465 2
Total US 45,049 34,320 578 2,691 82,638 2,488
Europe
Centrat and local government 104 958 — — 1,083 —
Manufacturing 1,803 — — — 1,803 —
Construction 2.860 — e — 2,860 —
Finance 11,381 780 1,336 28 13,525 —
Service Ingustry and business activities 6.123 — 8 — 6,131 16
Agriculture, forestry and fishing 587 — — — 587 —
Property 8,028 15 — — 8,043 —
Individuals:

Home mortgages 16,201 18 — _ 16,219 —

Cther 4,892 — — — 4,892 —
Finasnce leases and instalment credit 43 — — — 43 —
Interest accruals 177 — T — — 177 —
Total Europe 52,199 1,772 1,344 28 55,343 16
Rest of the World
Central and local government — 1 — —_ 9 —
Finance 2,114 12 20 — 2,146 —
Service industry and business activities — 1 — — 1 —
Individuals:

Home mortgages 197 — — — 197 —

Other 1,147 — —_— — 1,147 —_
Interest accruals 3 — — — 3 —
Total Rest of the World 3.461 14 20 — 3.495 —
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NatWes! Group

Loans and
advancos Ocol
16 bunks  seeurities ghd Mestiing
and customers  sauily shares Derivabves Otheron Tola! affselgn
2007 Em £m £m £m £m
Total
Central and local government 2171t 9.351 — 212 11,734 1,144
Manufacturing 8,540 114 101 — B.755 2.256
Construction 9.007 48 25 — 9,080 o7
Finance 128,632 28,409 3,149 2.506 162,696 2,863
Service industry and business activities 33,190 826 193 1 34,210 4,563
Agricuilure, forestry and tishing 2,320 1 2 — 2,323 18
Praperty 34,214 41 103 — 34,358 1,445
Individuals:
Home morlgages 20,930 18 2 _ 20,950 -
Other 22,534 — — — 22,534 2
Finance leases and instalment credit 353 — — —_ 353 -
Interest accruals 874 2414 — — 1,115 2
262,765 39,049 3,575 2719 308,108 13,200

Notes:
11) Includes settioment bakancas of £2,700 milkon,

{2) This column shows tho smount by which the NatWesl Group's credit rigk exposure is reduced Hirogugh arrangements. such as masler neliing agresmants. witich give he MatWest Group a legal
right to sel-ofl the financial 2558t agains! a financial listilly due o the same caunterparty. In adaition, the NaiWesl Group holds collaleral in respect of individual loans and advances 1a banks and
lo customers. This collaleral includes morigages over property (bath persanasl and commerciall, charges over business assets such as planl, inventones and lrade deblxs: and guaranivas of
tend:ng lrom parties other than the ooerrower The NatWest Group oblans collateral in U fonin of securities in reverse repurchase agreetnents Cash and secunbies are received os collaleral in

respecl ¢ denvalive Transaclions.
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Financial review continued

Industry risk — geographical analysis {(audited) contnued

Barh,
Loans ang
advances Debt
fo panks  securties and Netling
and customers  egyuily shares Derivatves Total oftsetin
2008 £m Em £m £m
UK
Central and tocal government 2,281 — — 2,281 1,284
Manufaciuring 5,859 — 376 6.235 1.891
Construction 5,187 — 54 5241 1,079
Finance 68,193 47 3.259 71,459 223
Service industry and business activities 26,236 — 625 26,861 5,068
Agriculiure, forestry and fishing 1,911 — 1 1,922 15
Property 231718 — 563 24,281 593
Individuals:
Home morigages 19 — 9 28 —
Other 14,661 — — 14,661 —
Finance lease and instalment credit 26 — — 26 —_
Interest accruals 351 — - 391 —
Tolal UK 148,442 47 4,897 153,386 10,153
Total US - Finance .38 — — 38 —
Europe
Finance 1457 — — 1457 —
Interest accruals 5 — — S —
Total Europe 1,462 R — 1,462 —
Total
Central and local government 2,281 — — 2,281 1,284
Manufacturing 5,859 — 376 6,235 1,891
Conslruction 5,187 — 54 5,241 1.079
Finance 69,688 a7 3.259 72,994 - 223
Service industry and business activities 26,236 — 625 26,861 5,068
Agriculture, forestry and fishing 1011 — 1" 1,822 15
Praperty 23,718 — 563 24,281 593
Individuals:
Home mortgages 19 — 9 28 —
Other 14,661 — — 14.661 —
Finance lease and instalment credit 28 — — 26 -
Interest accruals 356 — — 356 —
149,942 47 4,897 154,886 10,153

Nobe:

t1) Ihis column shows the amount by which the Bank's credil nsx exposure is Ieduced through arrangements. such as masler nelting sgreements, which give the Bank a legal nght Lo set-of! the
financial assel againsl a tnancial Lability dus to the 5a'me counterparty. In acdinon, the Bank holds collaleral i respect of individual loars and eances 1o hanks and 1o customers. This cokalerat
niudes morlgages aver property (both persona! and commaercial), charges over business assels such as plant, invenilones ahd trade debtors; and guaraniees ol lending from parties other than

the borrower. The Bank ootans crilateral in the form of secunlies in reverse repurchase agreements. Cash and securities are raceived 2s coltalgral in respect of denvalva ransactons.
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Rank

Loans and
advances Debt
lo banks  securilias and Melring
and cuslomers  equily shares Devivatives Tolal olfselin
2007 £m £m £m £m £m
UK
Central and local government 2.066 — - 2,066 1,144
Manufacturing 6,472 — 101 6,573 2256
Construction 4,720 — 25 4,745 917
Finance 58,312 48 1174 50,534 368
Servica industry and business activities 25,948 1 181 26,130 4,546
Agriculture, forestry and lishing 1,445 — 2 1447 18
Proparty 20,568 — 103 20671 1,445
Individuals:
Home mortgages 26 — 2 28 —
Cther 14,527 — — 14,527 2
Finance lease and instalment credit 13 — — 13 —
Interest accruals 402 — — 402 —
Total UK 135,499 49 1,588 137,136 10,696
Total US - Finance 5867 — = 5867 —
Total Europe - Finance 3,035 — — 3,035 —
Total Rest of the Warld — Finance 448 — — 448 —
Total
Central and local government 2,066 — — 2,066 1.144
Manufacturing 6,472 — 101 6,573 2,256
Construction 4,720 — 25 4,745 0T
Finance 68,662 48 1,174 69,884 368
Service industry and business activities 25948 1 181 26,130 4,546
Agriculture, Torestry and fishing 1,445 e 2 1447 18
Property 20,568 — 103 20,671 1,445
individuats:
Hame mortgages 26 e 2 28 —
Other 14,527 — — 14,527 2
Finance lease and instaiment credit 13 —_ - i3 —_
Interast accruals 402 — — 402 —
144,849 49 1,588 146,486 10,696

Nole:

(1) This column shows the amaunt by which the Bank's credil risk exposure is reduced throygh arrargements, such as master nethng agfesments, which give he Bank a legal right 1o sut-off the
finuncia! agsel against 2 Anancial hability due to the same counterparty. in adgdiken, the Bank holds collateral in respect of ndividual loans and advences o banks and lo customers This collateral
includes morlgages ever propefly {beth persanal and commercial). charges over business assols such as planl, invenloties ana lrede deblors; and guaranitees of kanding from parbies other than

the horroxar, The Bank obitains collaleral in the form of securidles in reverse repurchase agreemants. Cash and securilies gre received as coliaferd in respecl of denvalve transaslions.

Annual Report and Accounts 2008

26



Financial review continued

Risk elements in lending and potential problem foans (audited)

The table below sels out NatWest Group's loans that are classified as REIL and PPL.

Nabwest Group

2008 2007

£m £m

Nan-accrual loans ) 6,072 3,299
Accruzl loans pas! due 90 days 1,600 89
Total REIL 7,072 3,388
PPL i3 127 17
Total REIL and PPL 7,199 3,405
REIL and PPL as % of customer loans and advances — gross 4 3.67% 1.94%

The sub-categories of REIL and PPL are calcu'ated as described in notes 110 3 below.

Noles:

(1} Al lpans against which an impairmenl provision 1s held are reporled in tne non-accrual category.

12) Leans where an impairmenl event bas taven place bul no imparment recognised. This category is used for futly collateratised nom-revalvirg cradit leciliies.

3] Leans for which an impairment event hus o¢curted bul 1o impainnent provision is necessary. This category is used for ily coflteralised advances and revalving credil facilites where

iuenlfication as 80 Jays overdue s nol leasible.

) Gross of provisions and esciuding reverse repufchase agreements.

Impairment {(audited)

The RBS Group classifies impaired assets as either Risk Elements in
Lending {REIL} or Polentiat Problem Loans (PPL). REIL represenis non-
accrual loans, loans that are accruing but are past due 90 days and
restructured loans. PPL represents impaired assets which are not
included in REIL but where information about possible credit problems
cause management to have serious doubts about the future ability of
the borrower to comply with loan repayment terms.

Both REIL and PPL are reported gross of the value of any securily held,
which could reduce the eventual loss should it occur, and gross of any
pravision marked. Therefore impaired assels which are highly
collateralised, such as mortgages, will have a fow coverage ratio of
provisions held against reported impaired balance. The analyses of risk
elements and impairment charges as discussed below form a key part
of the data provided 1o senior management on the credit performance
of the RBS Group's portfolios.

Impairment loss provision methodology (audited)
Provistons for impairment losses are assessed under three calegones:

* Individuaily assessed provisions: provisions required for individually
significant impaired assets which are assessed on a case by case
basis, taking into account the financial condition of the counterparty
and any guarantor and collateral held after being stressed for
downside risk. This incorporates an estimate of the discounted value
of any recoveries and realisation of security or collateral. The asset
cantinues to be assessed on an individual basis until it is repaid in
full, transferred to the performing portéolio or written-off.
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Collectively assessed provisions: provisions on irmpaired credits
below an agreed threshold which are assessed on a porifolio basis,
to reflect the homogensous nature of the assets, such as credit cards
or personal Ioans. The provision is determined from a quantitative
review of the relevanl portfolic, taking account of the levet of arrears,
security and average loss experience over the recovery period.

*

Latent loss provisions: provisions held against the eslimated
impairment in the performing portfalio which have yet to be identified
as ai the balance sheel date. To gssess the latent loss within the
portfolios, the RBS Group has developed methodologies to estimate
the time that an assel can remain impaired within a perfarming
portfolic belore it is identified and reported as such.

Prowvision analysis (audited)

The RBS Group's censumer portfelios, which consist of high volume,
small value credits, have highly efficient largely automated processes for
identifying problem credits and very short timescales, typically three
months, befgre resoiution or adoption of various recovery methods.
Corpoarate portiolics consist of higher value, lower volume credits, which
tend to be structured to meet individual customear reguirements.
Provisions are assessed On a case by case basis by experienced
specialists with input from professional valuers and accountants. The
RBS Group operates a clear provisions governance framework which
sels thresholds whereby suilable oversight and challenge s undertaken
and significant cases will be presented to a commiltee chaired by the
Group Chiel Executive or the Group Finance Direclor.




Impairment charge {audited)

The following table shows lotal impairment losses charged 1o the income statement.

Natwest Group

2006 200/

£m £m

New impairment losses 1,424 943

less: recoveries of amounts previpusly writien-oft (62) (94)

Charge to income statement 1,362 848

Comprising: ’

Loan impairment tosses 1,351 848

Impairment losses on available-for-sale securities n 1

Charge to income staterment 1,362 849
Analysis of loan impairment charge (audited)}

Natwest Group

2008 2007

£m £m

Latent loss impairment charge 22 20

Colleclively assessed impairment charge 839 749

Individually assessed impairment charge 430 79

Charge to income statement 1,351 848

Charge as a % of cuslomer Ioans and advances — gross {1 0.69% 0.48%

Note:

(13 Gross of previsions and excluging reverse repurchase agreements.

Analysis of loan impairment provisions (audited)

Natwest Groupy

2008 2007

tm £m

Latent loss provisions 280 257
Collectively assessed provisions 2,009 1,787
Individually assessed provisions 635 294
Total pravisions cy) 2,924 2,338
Tetal provision as a % of customer loans and advances ~ gQross 2 1.49% 1.33%

Notes:

(1) Excludes pravisions against loans and advances to banks of £2 milloa (2007 - £2 million),

(2) Gross of provisions ond encluding reverse repurchase agreements.
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Financial review continued

Provisions coverage (audited)
NatWest Group's provision coverage ralios are shown in the table below,

Natwest Groupr

2008 2007
£rm £m

Total provision expressed as a:
% of REIL 41% 69%
% of REIL and PPL 41% 69%

The coverage ratio of closing provisions to REIL and PPL decreased from 69% to 4 1% during 2008. The lower coverage ratio reflects amounts

written-off and the changing mix from unsecured to secured exposures.

Movament in loan impairment provisions {audited)

The following tables show the movement in the provision for impairment losses for loans and advances.

NalWest Group

Indvizauatly Cullgclively Total

5565520 assessed Lalent 2008 2007

£Em fm £m £m £m

Al 1 January 206 1,787 257 2,340 2,061
Currency translation and other adjusiments 65 {n S 65 41
Amaunts written-off (141) {651} — (792} (617}
Recoveries of amounts previously written-off 10 52 — 62 94
Charged to the income statement 430 899 22 1,351 848
Urwind of discount 23) (77 — (100} (87)
Al 31 December iy 637 2,009 280 2,926 2,340

Nole:

(1) Tha provision tor impairment losses at 31 Oecernber 2008 include £2 midon relalng 1o loans and advances (o banks {2007 - £2 millign),

Liquidity risk {audited)
The RBS Group's liquidity policy is designed 1o ensure that lhe RBS
Group can at all times meet its abligations as they fal! due.

Liguidity management within the RBS Group addresses the overall
balance sheel structure and the conlrol, within prudent limits, of risk
ansing from the mismatch of malurities across the talance sheet and
from expaosure to undrawn commiiments and other contingent
obligations. The management of liguidity risk within the RBS Group is
undertaken within a formal governance structure, The Group Board of
Directors aversees the liquidity risk appetite and strategy of the RBS
Group; the Group Execulive Management Committee reviews the key
liquichty metrics and irends in the coniext of the RBS Groug's overall risk
profile; the Group Assel ang Liability Management Commiltee (GALCO),
chaired by the Group Finance Director and including the chief
executives of the business divisions as well as the Group Treasurer,
Group Chiel Risk Officer and heads of ather relevant RBS Group
functions, sels explicit metrics across a number of asset and liability
targets and these are cascaded o the business and menitored by the
Group Treasury and risk functions.

Group Treasury has overall responsibility for the daily monitoring and
control of the RBS Group's liquidity and funding positions. The Liquidity
Managers’ Forum is chaired and directed by the Group Treasurer with
membership including the Head of Shorl Term Markels and Financing,
GBM. The forum typically meels weekly with more frequent, ad hoc,
meelings as necessary. There are Regional and Country ALCOs that
oversee RBS Group policy in our business in Eurape, Asia and the
Americas. The RBS Group is divided into Liquidity Reporting Units each
of which is required te have ils own liquidity limits and contingency
funding plan. n addition, all subsidiaries and branches outside the UK
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are required 1o comply with local regulatory liquidity reguirements and
are subject to Group Treasury oversight.

Management of term structure

The RBS Group evaluates on a regular basis its structural liquidity risk
and applies a vanety of balance sheet management and term funding
stralegies o maintain this risk within its normal policy parameters. The
degree of maturity mismatch within the overall long-term structure of the
RB5 Group's assels and liabilities is managed within internal policy
guidelines, aimed at ensuring term asset commitments may be funded
on an economic basis over their life. In managing its overall term
structure, the RBS Group analyses and takes inlo account the effect of
retail and corporate customer behaviour on actual asset and Kability
malurities where they differ materiaily from the underlying contractuat
maturities.

Draily management

The primary focus of the daily management activity is to ensure access
to sufficient liquidity to meet cash flow obligations within key time
horizons, in particular out 1o one month ahead. The short-term matunty
siructure of the RBS Group's liabilities and assets is managea daily to
ensure that all material or potential cash flow abligations, arising from
undrawn commitrnents and other contingent obligations can be met.
Paotential sources include cash inflows from maturing assets, new
borrowings or the sale of various debi securilies held (alter allowing for
appropriate haircuts). Short-term liquidity risk is generally managed on
a consolidaled basis wilh fiquidity mismatch limits in place for
subsidiaries and non-UK branches which have malerial local treasury
activilies, thereby assunng Lhat the daily maintenance ¢f the RBS
Group’s overall liquidity risk position is not compromised.




Stress testing

The RBS Group performs slress lests to simulate how events may
impact its funding and liquidity capabilities. Such tests inform the overall
balance sheet structure and help define suitable limits for control ol the
risk arising frem the mismatch of maturities across the balance sheet
and from undrawn commitments and other contingent obligations. The
form and content of stress tests are updated where required as market
conditions evolve.

Contingency planning

Contingency funding plans have been developed to anticipate and
respond to appreaching or actual material deterioration in markat
conditions. The RBS Group reviews its contingency plans in the light of
evalving market condilions. The contingency funding plan covers: the
available sources of contingent funding lo supplement cash flow
shorlages; the lead times to oblain such funding; the roles and
respensibilities of those involved in the contingency plans, including the
communication lines for escalation of events which give rise 1o liquidity
stress; assumptions, including the expected change impact of market
canditions; and the abilily and circumstances within which the RBS
Group accesses central bank liquidity.

An znalysis of NatWesl Group's funding is set oul below.

Liquidity managernant in 2008 (audited)
The amount of unsecured wholesale funding represented by bank
funding and debl securities increased from £53 billion in December 2007

.to £59 billion in December 2008. The gap between customer loans and

customer deposits increased over this period from £0.5 billion to

£20 billion. The market disruption during 2008 had a marked effect on the
NatWest Group's liquidity and funding which was at its most acute in the
aulumn af 2008 following the collapse of Lehman Brathers. During that
period, the NatWast Group's credit ratings were downgraded constraining
bath ascess to and tenor of wholesale funding and there was an outflow
of cuslomer deposits. The effeclive closure of the term funding markets
and sharp reduction in the quantity and maturity of short term bank
funding had profound conseguences for the NaiWast Group.

Whilst the NatWest Group’s customer funding sources remain well
diversified and its retail franchise proved resilien, the availability of
longer term funding diminished. The NatWest Group therefore increased
its shorter term wholesale funding exposure, increased ils access to
central bank funding and issued government guaranteed debt to fund
the balance sheet. The government schemes have enabled the
mitigatien of the financial criss as the NatWest Group rebalances its
asset and liability structure.

MNatWest Group

2008 2007
Sources of funding £m % Em %
Custlomer accounts {excluding repas)
Repayable on demand 128.680 42 119,811 40
Time deposits 47,719 16 55,469 18
Tetal customer accounts (excluding repos) 176,399 58 175,260 58
Debt securities in issue aver one year
remaining maturity 8.848 3 10,494 3
Subordinated liabilities 10,099 3 5,932 2
Owners' equity 12,135 4 10,788 4
Total customer gccounis and fong term funds 207,481 68 202,494 i
Repo agreements with customers 23,885 8 30,238 10
Repo agreements with banks 12,027 4 13,139 5
Total customer accounts, long term funds
and collateralised borrowing 243,493 80 245,872 B2
Debt securities in issue up to one year
remaining maturity 8.364 3 10.429 3
Deposits by banks {excluding repos) 41,606 13 31,722 1
Shorl positions 11.241 4 12,437 4
Total 304,704 100 300,460 100
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Financial review continued

Customer accounts —the principal source of funds for NalWest Group
is ils core cuslomer deposits gathered by its retail banking, privale
client, corperale and SME franchises. The underlying sirength of the
franchise is demanstrated by the performance of the NatWest Group
in these markets. NatWest Group is a net provider of funds to other
campanies in the RBS Group. Customer accounis increased from
£175 billion in December 2007 to £176 billion al the end of December
2008, There was a fluctuation in balances at the height of the market
disruption in October 2008 but this was recovered by the year end.
Natwest Group's multi-brand offering and strong client locus is a key
parl of the funding strategy and continues to benefit NatWest Group's
funding position.

Repo agreements are borrowings collateralised by a range of debt
securities and other assels underlaken with a range of corporate and
institutional customers and banks. These reduced in the course of 2008
as NalWesl Group tock stralegic actions and wholesale markels
retrenched.

Shert positions in various securities are held primarity by GBM.
Debi securities in issue aver one year, subordinated labiliies and

equity during 2008, the debi markets saw reduced activity, in both the

Balance sheet (audited)

The following lables show the contraclual undiscounted cash flows receivable

including {uture payments of interest.

On balance sheet assets by contractual maturity

term and the secuntisalion markels. The matunly profite of debt
securities is predominanlly concentrated under one year and this is
a source of refinancing risk in the coming twelve months.

Short term debt and bank deposits - NatWest Group saw considerable
pressure and risk aversion in the short term: debt and bank deposit
markets. In order to relieve funding shortages in the markel, ¢entral
banks across the world allowed banks to pledge assets 10 access
tunding. NatWest Group has used central bank schemes Lo support ils
funding and pledged assels into several of these schemes in a number
of countries in which it operates. Natwest Group has set up a series of
initiatives to improve the liquidity value of its assets to assist in relieving
funding pressures.

Undrawn commiiments - NatWest Group provides undrawn
comrmitments 10 both ils corporate and personal customers in the form
of producis such as overdrafis and credit card facilities. The
commitments portfolio is well diversified in terms of customers,
geography and business type. The folal amount of the NaiWesl Group's
undrawn commitments at the end of 2008 was £67 billion,

and payable on financial assets and liabililies up io a period of 20 years

Hal'West Group

-3 menths 3-12 months 1-3 years 35 years 5-10 years 10-20 years
2008 £m £m £m £m im Em
Cash and balances at centra) banks 1,283 — — — 2 —
Loans and advances to banks 48,352 4,334 1.436 684 182 8
Loans and advances lo cusiomers 76,398 22,619 30,507 © 23,987 36,861 39,120
Debt securities 523 549 2.017 470 406 B
Settlement balances 4,147 —_ o — — —_
Other financial assets Z — — 10 20 —

130,677 27.502 33,960 25,151 37471 34,189
On balance sheet liabilities by contractuat maturity

NalWes! Gioup

0-3 monifts 3-12 months 1-3 years 3.5 ywars 5-10 years 10-20 years
it} £m £m £m £m £m Em
Deposits by banks 25,194 3,198 2,046 509 319 4
Customer accounis 171,888 4,319 2,498 1,540 153 24
Debt securities in issue 8,482 3,131 1,185 1,105 445 742
Subordinated liabilities 227 1,536 2.257 824 3,869 2,468
Other financial liabilities 2,382 — — — 4 —_

208,173 12,184 7,286 3.978 4,790 3,238

Annual Report and Accounts 2008




Other contractual cash obligations

The table below summarises the NalWesi Group's other contragtual cash obligations by payment date.

NatWesl Group

0-3 monlins 3-12 months. 1-3 years 35 yirarg 5-10 yeurs 10-20 years
2008 £m £m £m £m Em £m
Crperating leases 29 85 217 193 68 570
Contractual obligations to purchase goods or services 9 25 7 — — —
3B 110 224 183 368 570
2007
Cperating leases 27 81 189 173 354 663
Contractual obligalions to purchase goods or services 23 88 3 — — —
50 169 192 173 354 663
Bank
0-3 montns 2-12 months 13 years 3-5 years 5-10 years 10-20 years
2008 m £m £m Km £m Em
GCperating leases 21 59 151 135 269 432
2007
Cperaling leases 200 59 146 137 278 525

Undrawn formai facilities, credil lines and other commitments to lend
were £67,387 million (2007 — £76.116 million} for the NalWest Group and
£48.148 million (2007 - £55,411 million) for the Bank. While Natwest
Group has given commilments to provige these funds, some facilities
may be subject to cartain conditions being met by the counterparty.
NalWes1 Group does not expect all facililies to be drawn, and some may
lapse befare drawdown.

The tables above show the liming of cash inflows and outflows o seltle
financial assets and liabilities. They have been prepared on the following
basis:

Financial assets have been reflected in the time bana of the lalest date
an which they could be repaid unless earier repayment can be
demanded by 1he reporting entity; financial liabilities are included at the
earliest date en which the counterparty can require repayment
regardless of whether or not such early repayment results in a penalty.
If the repayment of a finzncial asset or liability is triggered by, or is
subject 1o, specilic criteria such as markel price hurdles being reached,
the asset is included in the latest date on which it can repay regardless
of early repayment whereas the liability is included at the eadiest
possible date that the conditions could be fulfiled without considering
the probability of the conditions being met. For example, if a structured
note is automatically prepaid when an equily index exceeds a certain
level, the cash outflow will be included in the kess than three monihs
penod whatever the level of the index al the year end. The settiement
dale of debt securities in issue issued by certain securlisation vehicles
conseolidated by the NalWest Group depends on when cash flows are

received from the securitised assets. Where these assels are
prepayable, the timing of the cash outflow relating to securities assumes
that each asset will be prepaid at the earliest possible date. As the
repayment of assets and liabilities are linked, the rapayment of assets in
securitisations are shown on the earligs! date thal the asset can be
prepaid as this is the basis used for liabilities.

Assels and liabilities with a contractual maturity of greater than 20
years — the principal amounis of financial assets and liabilities thar are
repayable after 20 years or where the counterparty has na righl to
repayment of lhe principal are excluded from the table as are interest
payments after 20 years.

Held-for-trading assets and liabilities - held-for-trading asscts and
lizbililies amounting to £55.7 biflion (assets) and £63.8 billion {liabllities)
have been excluded from the NatWest Group table in view of their short
term nature.

This contractual analysis highlights the maturity transformation of the
balance sheet hat is fundamental to the structure of banking. In
practice, this is not a reflection of the actual behaviour of assets or
lizbilities. In particular the customer funding of the balance sheel
exhibils much greater stability and maturity than the tables indicate. This
is because the funding franchise of the NalWesl Group is diversified
across an exiensive retail network.
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Financial review continued

Regulatory environment (audited)
The RBS Group is subject to the FSAs liquidity regime, whilst overseas
subsidianes and branches are subject to local regimes.

Sterling liquidity
The FSA requires the RBS Group, on a consolidated basis, to maintain
daily a minimum ratio of 100% between:

= a stock of qualifying high quality quid assets {primarily UK and EU
gaovernment securities, treasury bills and cash beld in branches); and

= the sum of: sterling wholesale net outflows contractually due within
five working days (offset up to a limit of 50%, by 85% of sterling
cerlificates of deposil hefd which mature beyond five warking days);
and 5% of relail deposits wilh a residual contraciual maturity of five
working days or less. The FSA also sets an absolute minimum level for
the stock of qualifying liquid assets that the RBS Group is required 1o
maintain each day.

Given the developments in 2008 the FSA has published new proposals
for liquidity management (CP08/22) to repace the current regulatary
framework. The FSA is proposing a major overhaul of liquidity risk
regulation that will include:

* Improved systems and controls including governance standards,
pricing, intra day systems and collateral management.

* Individual liquid assessmenis that will include mandatory scenarios
and an anzlysis of principal liquidity exposure factors.

* Reporting standards improved both in scope and frequency by
enhanced mismatch reporting.

Market risk {audited)

Markel risk arises from changes in interest rates, foreign currency, credi
spread, equily prices and risk relaled factors such as markel volatilities.
Markel risk is aclively managed and aligned with the RBS Group's risk
appetite. Market condilions were difficull throughout 2008 with significant
volatility and write-downs across markets and portfolios. The RBS Groug
manages market risk in the trading and non-trading (treasury) portiolios
using the market risk management framework. The framework includes
value-at-risk {(VaR} limits, backtesting, stress testing. scenario analysis,
position/sensitivity analysis and model validation. The focus through 2008
has been on overhauling and reviewing the market risk limits for trading
book activities, reflecting market perermance and events.

Annual Repaort and Accounts 2008

Measurement (audited)

A number of lechniques are used 1o calculate the RBS Group's
exposure to market risk, including VaR, sensitivity analysis and siress
lesling. VaR is a lechnigue that produces eslimales of the potential
change in the markel value of a porliolio over a specified time horizon at
given confidence levels. For internal risk management purposes, the
RBS Group's VaR assumes a time horizon of ore trading day and a
confidence level of 85%. The trading book market risk is calculated
using VaR at a confidence level of 99% and a time horizon of ten
trading days. From 2009, the RBS Group 1s adepting 99% confidence
limits, in line with industry practice.

The RBS Group caleulates YaR using histoncal simulation models but
does not make any assumplion aboul the nature ar type of underlying
loss distripution, The methadology uses the previous 500 trading days of
market data and calculates both general market risk (i.e. the risk due to
mavement in general market benchmarks) and idiosyncratic market risk
{i.e. the risk due to movemenis in the value of securilies by reference 1o
specific issuers}. All vaR models have limitations, which include:

Hislarica! data may not provide the best estimate of 1he joint
distribution of risk factor changes in the future and may fail to capture
the risk of possible extreme adverse market movements which have
not ocecurred in the historical window used in the calculations.

VaR using a one-day time horizon does not fully capture the marhet
risk of positions that cannot pe liquidated or hedged within one day.

VaR using a 95% confidence level does not reflect the extent of
potential losses beyond that percentile,

Traded portfolios {(audited)
The primary focus of the RBS Group's trading activities is client
facilitation. The RBS Group also undertakes:

* Market making - quoting firm bid (buy) and offer (sell) prices wilh the
intention of profiting {rom the spread between the quotes.

* Arbitrage - entering into of fsetting positions in different bul closely
related markets in order to profil from marketl imperfections.,

* Proprietary activity - taking positions in financial instruments as
principal in order 1o tzke advantage of anticipated market conditions.
Financiat instruments held in the RBS Group's trading por talios
include, but are not limited to: debt securties, loans, deposits,
equities, securities sale and repurchase agreements and derivative
financial instruments (futures, forwards, swaps and options).



The RBS Group participates in exchange traded and over the counter
(OTC) derivatives markets. The RBS Group buys and sells financial
insiruments that are 1raded or cleared on an exchange, including
interest rate swaps, lutures and options. Holders of exchange traded
instruments provide margin daily with cash or olher security at the
exchange, 10 which the holders fook for ultimate setilement. The RBS
Group also buys and sells linancial instruments that are traded OTC,
rather than on a recognised exchange. These instruments range from
commaditised transactions in derivative markets, to trades where the
specific ierms are tailored to the requirements of the RBS Group's
customers. In many cases, indusiry standard documentation is used,
most commonly in the form of a master agreement, with individual
transaction confirmations. The RBS Group calculates the VaR of trading
partfolios al the close of business and positions may change
substantially during the course of a trading day. Further conlrols are in
place to limit ihe RBS Group's inlra-day expostire, such as the
calculation of the VaR for selected portfolivs. The RBS Group cannot
guarantee thal losses will not exceed the VaR amecunts indicated due to
the limitations and nature of VaR measurements.

Assets and liabilities in the trading book are measured at their fair value.
Fair value is the amount al which the instrurnent could be exchanged in
a current transaction between willing parlies. The fair values are
determined following 1AS 39 guidance which requires banks 10 use
quoted market prices or valuation techniques (mode's) that make the
maximum use of observable inputs. When marking to market using a
model, the valuation methodologies are reviewad and approved either
by the market risk function in the business or at RBS Group level. Group
Risk provides an independent evaluation of the model for transactions
deemed by the Model Product Review Commitlee {(MPRC) o be large,
complax and'or innovative. Any profits or losses on the revaluation of
positions are recognised in tha daily profit and loss.

Tha VaR for NatWest Group's trading portfolios segregated by lype of market risk exposure, including idiosyncralic risk, is presented in the table below.

2008 2007

Avernga Periog eng Marimum Minimum Averager Pefiod end Manmum Minimum
£im im £m £m £m £m £m £m
Interest rate 7.2 8.3 18.6 3.0 549 4.8 9.6 3.1
Credil spread 13.2 7.8 9.0 7.5 9.9 1.8 304 4.6
Currency 0.5 1.3 1.5 0.1 0.3 0.4 1.0 —
Equity 0.1 — ‘05 — 1.0 0.1 2.8 —
Commodity e — 03 — — — — —

Civersification {8.5) (3.9)
Total trading VaR 14,9 10.9 237 8.7 11.8 13.0 32.0 6.8

The average lolal VaR utilisation increased in 2008 compared with 2007 ss a result of increesed market volatility.
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Financial review continued

Backtesting, stress testing and sensitivity analysis {audited)

The RBS Group undertakes a programme of daily backlesting, which
vompares the actual profit or loss realised in trading activily to the VaR
estimation. The resulls of the backlesting process are one of the methods
by which the RBS Greup monilors the ongoing suilability of its VaR model,

A ‘Risks not in VaR' framework has been developed to address those
market risks not adequalely captured by the market standard VaR
methodology. Where risks are nol included in the mede! various non-VaR
controls {e.g. position monilaring, sensitivity limits, riggers or siress
limits) are in place.

The RBS Group underlakes daily stress lesting lo identify the potential
losses in excess of VaR. Slress testing is used to calculate a range of
trading book exposures which resull from exceplional bul plausible
markel events. Stress lesting measures the impact of abniormal changes
in markel rates and prices on the fair value of the RBS Group's trading
portfolios. GEMC approves the high-level market stress test limit for the
RES Group. The RBS Group calculates historical stress tests and
hypothetical stress tests. :

Historical stress tests calculate the loss that would be generated if the
market movements that occurred during historical market events were
repeated. Hypothetical stress tests calculate the loss that would be
gerarated if a spacific st of adverse market movements were [0 oCCur

Stress testing is also underiaken al key irading strategy level, for those
strategies where the assoctated market risks are not adequately captured
by VaR. Stress test exposures are discussed with senior management ang
are reported to GRC, GEMC and the Board. Breaches in the RBS Group's
market risk stress lesting limils are monitored and reported.,

In addition to VaR ana stress tesling, the RBS Group calculates a wide
range of sensitivity and position risk measures, for example inlerest rate
ladders or option revaluation matrices. These measures provide valuable
addilional controls. often at individual desk or strategy level,

Mode! validation governance (audited)

Pricing models are developed and owned by the fronl office. Where
pricing models are used as the basis of books and recards valuations,
they are all subject to independent review and sign-ofl. Models are
assessed by MPRC as having either immaterial or material model risk
(valuation uncertainty arising from choice of modelling assumptions),
the assessment being made on the basis of expent judgement.

Those models assessed as having material model risk are prigritised for
independent quantitative review, independent quantitative review aims to
quantify model risk by comparing model outputs against alternative
independently develeped madels. The results of independant
quantitative review are used by Market Risk lo inform risk limits and by
Finance to inform reserves. Governance over this process is provided
by MPRC, a forum which trdngs together front office quants, market risk,
finance and QuzRC {Quantilalive Research Centre, RBS Group Risk's
independent quantitative model review function). Risk {market risk,
incrementa: default risk, counterparly credit risk) models are devetoped
both within business units and by RBS Group functions. Risk models are
also subject to independent review and sign-off. Meetings are held with
the FSA every quarter to discuss the traded markel sisk, including

. ¢hanges in madels, management, back testing results, other risks not

included in the VaR framework and other model performance siatistics.
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Risk control (audited)

All divisions 1hat are exposed to market risk in the course of their
business are required lo comply with the requirements of the RBS
Group's Market Risk Policy Standards (MRPS). The main risk
managemerit lools are delegated authorities, specifically hard limits and
discussion triggers, independent mode! valuation, a robust and efficient
nsk system and timely and accurate management information.

Limits form part of the dealing auvthonties and constitute one of the
cornersiones of the market risk management framework. Upon
notification of & limit breach, the appropriate body must lake one of the
{ollowing actions:

* Instruclions can be given to reduce positions 50 as o bring the RBS
Group within Lhe agreed timits.

* A temporary increase in the limit {for instance, in order lo allow
arderly unwinding of positions) can be granied.

* A permanent increase in the limit can ba granted.

Non-traded portfolios (audited)

Risks in non-traded portiolios mainly arise in retail and commercial
banking assets and liabilities and financial investimenis designated as
available-for-sa'e and held-to-matunty.

Group Treasury is responsible for selling and monitenng the adequacy
and effectiveness of management, using a framework that identifies,
measures. monitors and controls the underlying risk. GALCO approves
the RBS Grour's non-traded market isk appetite, expressed as
stalistical and non-statistical risk limits, which are delegated to he
businesses responsible.

Various banking regulators rgview non-trading market risk as part of
their regulatory oversighl. As home regulator, the FSA has respansibitily
for reviewing non-trading market risk al a NatWest Group consolidated
level.

The RBS Group is exposed to the following non-traded risks:

Interest Rate Risk in the Banking Book (IRRBB) - represents exposures
to instruments whose values vary with the level or volatifity of interest
rates. These instruments include, but are not limited io, loans, debt
securities, equity shares, deposils, cerlificales of deposits, and other
debt securities issued, foan capial and denvatives. Hedging
inslruments used to miligate these risks include refated derivatives such
as options, futures, forwards and swaps. Interest rate risk arises from the
RBS Group's nan-trading activities in four principat forms:

* Repricing risk — arises from differences in the repricing terms of the
RBS Group's assets and liabilities.

* Oplionality — arises where a customer has an oplion 1o exil a deal early.

* Basis risk - arises, for example, where one month LIBOR is used to
fund base rate assels.

* Yield curve risk - arises as a resull of non-parallel changes in the
yield curve,



From an economic perspective, it is the RBS Group's policy lo minimise
the sensitivity to changes in inlerest rates in its retail and commercial
businesses and, where interesl rate risk is retained, to ensure that
approprate resources, measures ang limits are applied,

Non-trading interest rate risk is calculaled in each business on the basis
of estabiishing the repricing behaviour of each asset, liability and off
balance sheet product, For many retail and commercial products, the
aclual interes! rate repricing characteristics differ from the contractuzl
repricing. [n most cases, the repricing maturity is determined by the
marketl interest rate that most closely fits the historical behaviour of the
product interest rate. For non-interest bearing current accounts, the
repricing maturily is determined by the stability of the portlolio The
repricing maturilies are approved by Group Treasury and divisional
assel and liability commillees at least annually. Key conventions are
reviewed annually by GALCO.

A slalic malurity gap repoert is produced as al the month-end for each
business, in each funclional currency based on the behavioural
repricing for each product. It is RBS Group policy to include in the gap
report, nen-financial wssets and liabilities, mainly property, plant and
equipment and the RBS Group's capital and reserves, spread over
medium and longer term maturities. The report includes hedge
transactions, principally derivitives. .
Any residual nonstrading interest rate exposures are conlrolled by
limiting repricing mismatches in the individual business balance sheets.
Potential exposures to inlerest rate movements in the medium to long-
term are measured and controlled using a version of the same VaR
methadology that is used for the RBS Group's trading portfolios. Net
accrual income exposures are measured and controlled in terms of
sensitivity over lime {0 movements in interest rates.

Risk is managed witkin VaR limits approved by GALCO, through the
exgcution ol cash and dernvative instruments. Execulion of the hedging
is carred oul by the relevant division through RBS Group's Ireasury
funclicns. The residual risk position is reported to divisional asset and
liahility committees, GALCO and the Board.

Foreign Exchange Risk in the Banking Book (FXRBB) - represents
exposures 1o changes in the values of current holdings and future
cashflows denominaled in other currencies. Hedging instruments used
1o mitigate these risks include {oreign currency options, currency swaps,
futures, forwards and deposits. Foreign exchange risk resulis from the
RBS Group’s investments in overseas subsidiaries, associates and
branches in three principal forms:

(i} Struclural foreign currency exposures thal arise from net investment
in overseas subsidiaries, associates and branches;

(i) Transactional/commenrcial toreign currency exposures that arise from
mismatches in the currency balance sheet; and

(i) Foreign currercy profil streams.

Equity Risk in the Banking Book {ERBB) - is delined as the potential
varigtion in the RBS Group's non-trading incorne and reservas arising
from changes in equily prices/income. This risk may crystallise during
the course of narmal business aclivities or in stressed market
conditions. Equity positions in the RBS Group’s banking book are
retained (o achieve stralegic objeclives, support venture capital
transactions or in respect of restructuring arrangements. From an
economic perspective, it is the RBS Group's policy to ensure that eguity
exposures in the banking book are idenlified, monitered and conlrolled,
with the aim of maximising their potential stralegic or business value.

The commercial decision le invest in eguity holdings is 1aken by GEMC,
GCC or an appropriale sub-committee within delegated authority.
Investments of a stralegic nature are referred to GEMG for approval;
those invoiving the purchase or sate by the Group or subsidiary
companies also require Board approval, after consideration by GEMC.

Treasury {audited}
The RBS Group's lreasury activities include its money market business
and the management of internal funds flow within the RBS Group's

, businesses. In addition, this includes GBM trading portfolia assets thal

have been raclassified to avaitable-for-sale. Money market portfolios
include cash instruments {principally debl securilies, loans and
depaosits) and related hedging derivatives.

Non-trading interest rate VaR {audited)

Non-lradiing interest rate VaR for NatWest Group's treasury and retail
and commercigl banking activities was £41.4 million at 31 December
2008 (2007 - £27.6 million). During the year, the maximum VaR was
£41.4 milion (2007 — £27.6 million), the minimum £26.4 million (2007 ~
£21.6 million) and ihe average £3C.1 million (2007 - £24.5 million).

Arnual Report and Accounts 2008

36



37

Financial review conlinuved

Risk management {continued)

Currency risk (audited)

The RBS Group does not maintain malerial non-trading open currency
posilions other than the structural foreign currency translation exposures
ansing from its irvestments in foreign subsidiaries and associated
undertakings and their related currency funding. The RBS Group’s
palicy in relation to structural pasitions is to match fund the structurat
foreign currency exposure arising from net asset value, including

goodwill, in foreign subsidiaries, equity accounted investments and
branches, except where doing 50 would materially increase the
sensitivity of either the RBS Group's or the subsidiary’s regulatory
capital ratios to currency mavemenis. The policy requires structural
foreign exchange positions to be reviewed regularly by GALCO. Foreign

exchange dilfferences arising on the translation of foreign operations are

recognised direclly in equily together with the effective portion of
foreign exchange differences arising on hedging instruments.

The table betow sets cul NalWest Group's structural foreign currency exposures.

2008 2007
Slructured Kot Shutlured
Net invenstments Relaled toregn mvestmants Relatea foraign
n foresgn Eurency CUrrency in foreign cuffency currency
operuliony borrowings YXDOSUres operalions L FOWIng S, CAPOSUICS
fm £m Em m Em o
US dollar 4,884 (1,348} 3.536 2,786 {2,681) 105
Euro 3,973 (1,624} 2,349 3,116 (894) 2,222
Swiss franc 912 — 912 563 — 563
Other non-sterling 8 (8} — 7 {7) —

Al 31 December 2008 and 31 December 2007, NatWest Group had

no net investment hedge relationships. The table above shows net
investments in foreign operations and related currency borrowings.
These borrowings do not qualify as hedges and gains or losses on

their retranstation are taken to profit or loss: a five percent strengthening
of foreign currencies would resull in a loss of £149 milfion (2007 -

£179 million) while a five percent weakening of foreign currencies would
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9,777 {2,980) 5,797 6,472 (3,582) 2,890

result in a gain of £142 millien (2007 - £171 million). Gains or losses on
retranstating net investments in foreign operations are taken to equity:

a live percent strengthening of foreign currencies would result in a gain
of £489 million (2007 — £324 million) while a five percent weakening

of foreign currencies would result in 2 loss of £466 million {2007 -
E308 miltion}.



Report of the directors

The directors present their reporl together with the audited accounts for
the year ended 31 December 2008.

Business review

Activilies

The Bank is a wholly-owned subsidiary of The Royal Bank of Scotland
plc {'the holding company’), which is incorporated in Great Britain and
has its registered office at 36 St Andrew Sguare, Edinburgh EHZ 2YB.
The "Group’ comprises the Bank and its subsidiary and associated
undertakings. Details of the principal subsidiary underiakings and their
activities are shown in Note 15 on the accounts, 'RBS Group' comprises
The Royal Bank of Scotland Group pic (the ‘ultimate holding company'}
and its subsidiary and associated underlzkings.

The financial statemenls of The Royal Bank of Scotland Group pic can
be oblained from Group Secretariat, RBS Gogarburn, Edinburgh EM12
1HQ, the Registrar of Companies or through the Group's websile,
www,rbs.com

Following a placing ana open offer in Decermber 2008, HM Treasury now
nolds approximately 58% of the issued ordinary share capital of the
ultimate holding company. In addition HM Treasury holds £5 billon of
non-cumulative sterling preference shares in the ultimate holding
company.

Subseqguently, on 19 January 2009, the ultimate bolding company
announced in conjunction with HM Treasury and UK Financial
Investments Limited, that the preference shares held by BM Treasury
will be replaced with new ordinary shares. The uitimale holding
company intends to raise £5 billion through an open offer underwntien
by HM Treasury, wilh the aggregate proceeds being used to fund the
redemption of the preference shares held by HM Treasury, together with
1he regemption premium on the preference shares, accrued dividend,
and commissions payable 1o HM Treasury on the offer. This may resull in
HM Treasury's sharehalding increasing lo approximately 70% of the
enlarged ordinary share capital of the ultimate holding company.

The Group is engaged principally in providing a wide range of banking
and other financizl services. Further details of the organisational
structure and business overview of the Group, including the products
and services provided by each of its divisions is included in Note 35 on
the accounts,

The RBS Group is currently undertaking & strategic review that is
expecied o re-focus the RBS Group on those businesses with clear
compelilive advantages and attraclive markeling positions, primarily in
stable, low-to-medium risk sectors.

Risk factors

The Group's future perfarmance and results could e materially different
from expected resulls depending on the cutcome of certain potential
risks and uncertainties. Details of the principal risk facters the Group
faces are given on pages 3to 11.

The reported resulls of the Group are sensitive (o Lhe accounting
policies, assumptions and estimates that underlie the preparation of the
inancial stalements, Details of the Group's critical accounting policies
and key sources of accounting judgements are included in the
Accounting policies on pages 52 o 54,

The Group's approach to risk managemenl, including its financial risk
management objectives and policies and information on the Group's
expgsure lo price, credil, iiquidity and cash flow risk is discussed in the
risk, capital and liquidity management section of the Financial review on
pages 13 o 36.

Financial performance

A raview of the Group's performance during the year ended 31
Decemper 2008 and the Group's financial position as at that date is
contained in the Financial review an page 12,

Employees

Palicies and practices in respect of employee issues are managed on a
consistent basis across the RBS Group, and the following seclicns
reflect this approach. References 1o the Group in the following sections
retate to the RBS Group.

As gt 31 December 2008, the Bank and its subsidiaries employed
29,000 employees {full-lime equivalent basis), throughoul the world.
Delails of employee related costs of the Bank and its subsidianes are
included in Note 3 an the accounts on page 56.

The Group utiises a wide range of recruitment channels to ensure that
the recruitment and development of ils employees are fully aligned o its
organisational requirements.

The Group offers a competitive remuneration and benefils package o
all employees.

Employees are able lo participate in incentive plans specific 10 their
husiness, and the Buy As You Earn and Sharesave schemes align the
interests of employees with those of shareholders,

Employee !earning and development

The Group maintains & strong cornmitment Lo areating and providing
learning opportunities for all its employees through a variety of personal
development and {raining programmes and learning networks. Employees
are encouraged 1o do voluntary wark with ils community pariners.

Employee communication

Employee engagement is encouraged through a range of
communication channels, at both a divisional and Group level. These
channels provide aceess 1¢ news and information in a number of ways,
including the intrznet, magazines, video, tlsam meetings led by line
managers, brielings held by senior managers and regular gizlogue with
employees and employee representatives.

The Group Chief Executive and ather seniar Group executives regularly
communicale with employees across a range of channals.
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Report of the directors coniinued

Employee consultation

Each year, all employees are irviled 1o complete the global employee
opinion survey. The survey is confidential and independently managed by
Towers Perrin-ISR. The survey provides a channe! for employees (0 express
their views and opinions about the Group. on a ange of key issues.

ln 2008, the response rate was B8Y%, the second highest response rate
since the survay began. This represents aver 156,000 employees
participating in the survey, from maore than 50 countries and in 20
fanguages.

The Group recognises employee representative organisations such as
trade unions and work councils in a number of businesses ang
countries. The Group has a European Employee Communication Council
thai provides elecled representatives with an opportunity 1o betler
understand the impact on ils European operations.

Diversity

The Group's Diversity policy and associated policy standards set a
framewaork for broadening the Group's talent base, achieving the highest
levels of performance and enabling all employees to reach their full
potential irrespective of age, disability, gender, marital status, political
opinion, race, religion or belief or sexual orientation,

The Group is also commitied 1o ensuring that all prospective applicants
for employment are treated fairly and equitably throughout the
recruitment process and s comprehensive resourcing standards cover
the altraction and retention of individuats with disabilities. Reasonable
adjustments are provided to support applicants in the recruitment
process where these are required. The Group provides reasonable
workplace adjustments for new entrants into the Group and for exisling
employees who become disabled during their employment.

Safety, health and wellbeing

Protecling employees and customers from harm is a fundamental
principle of the way the Group operales and its goal is to minimise work
related injuries and ill health. The Group alsa recognises that the
general heailh and wellpeing of its employees impacts on their
engagement and productivity. Promating good health and providing
support o ils employees when they need it, is therefore also care ta the
Group's approach.

During 2008. the Group focused on the core themes of globalisation of
salety, heallh and wellbeing, improving health and raising awareness,
while conlinuing to manage satety and health risks.

Pre-employment screening

The Group has a comprehensive pre-employment screening pokcy 1o
guard against possible infitration and employee-related fraud. In addition
10 existing workplace security measures, all people engaged on RBS
business are now being screened prior 1o commencing emplayment.
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Corporate responsibility
The Group believes that meeling high standards of environmental,
social and ethical responsibility is key to the way it does business.

The Group's business is managed in a way that takes account of the
social and environmental impact of its activities. In order 1o identify the
issues that matter most 1o its stakeholders, an annual research project is
conducted. This work pravides the foundation of the carporate
responsibility strategy. It enables all parts of the Group 1o facus their
efforts and resources on the most imporiant issues. Having the right
management structures in place and clear leadership helps set the
framework against which this happens. There are issue-specific steering
groups that feed intc the Corporate Responsibility Forum, which
considers lhe Group's current performance and preposes new
initiatives. The Group's governance struciure for corporate responsibility
exlends throughout the organisation.

Further details of the Group's caorporate responsibility policies will be
contained in the 2008 Corporate Responsibility Report.

Going concern

The dirgclars, having considered the company’s business activities and
linancial position discussed in the Financial review and having made
such enauiries as they cansiderad appropriate, have prepared the
financial statements on a going concern basis. They considered the
financial statements of The Royal Bank of Scatland Group plc for the
year ended 31 December 2008, approved on 25 February 2009, which
were prepared on a going concern basis.

Annual report on Form 20-F

An aninual repart on Form 20-F wilt be filed with the Securities and
Exchange Commission in the US and copies will be available on request
from the secretary. Much of the delailed financial information therein is
shown in these accounts,

Ordinary share capital
Details of the authorised and issued ordinary share capital al
31 December 2008 are shown in Nete 24 on the accounts,

Preference share capital
Details of the authorised and issued preference share capital at
31 December 2008 are shown in Note 24 on the accounts.




Directors

The current members of the Board of directors are shown an page 2.
Gordon Pell. Guy Whittaker, Colin Buchan, Archie Hunter and Joe
MacHale served throughout the year and to the date of signing of the
financial statements,

Stephen Hester, John McFarlane and Arthur 'Art' Ryan were appointed
as directors on 1 Oclober 2008.

Johnny Cameron ceased to be a director on 13 QOctober 2008.

Sir Fred Geodwin and Mark Fisher ceased 10 be directors on
21 November 2008.

Larry Fish ceased 1o be a director on 31 December 2008.

Philip Hampton was appoeinted as a direclor and Chairman-designate
on 19 January 2009 and as Chairman on 3 February 2009.

Sir Tom McKiliop retired as Chairman on 3 February 2009.

Jim Currig, Bill Friedrich, Charles 'Bud' Koch, Janis Kong, Steve Robson,
Bob Scott and Peter Sutherland ceasad 1o be directors on 6 February
2009.

Philip Hampton, Stephen Hester, Archie Hunter, John McFartane, Gordon
Pell and Arthur Art' Ryan will retire and aoffer themselves for election or
re-election at the forthcoming Annual General Meeting.

Directors' interests

The interests of the directors in the shares of the ultimate holding
company at 31 December 2008 are disclosed in the Report and
Acceounts of that company. None of the direclors held an interest in the
loan capital of the ultimate holding company or in the shares or loan
capital of the Bank or any of the subsidiaries of the Bank during the
period from 1 January 2008 to 25 March 2009.

Directors’ indemnities

In terms of section 236 of the Companies Act 2006, the directors of the
Bank. and Approvid Persans {under the Financial Services and Markels
Act 2000) have been granted Qualifying Third Party Indemnity
Provisions by The Royal Bank of Scotland Group plc.

Directors' disclosure o auditors
Each of the directors at the date of approval of this report confirms thal:

(a) so far as the director is aware, there is no relevant audit information
of which the Bank's auditors are unaware; and

(b} the direclor has taken all the steps Lhal hefshe ought to have taken
as a direclor lo make himsel/hersell aware of any relevant audit
information and to establish that the Bank's auditors are aware of
that information,

This confirmation is given and should be interpreted in accordance with
the provisions of section 234ZA of the Companies Act 1985,

Charitable coniributians
The total amount givian for charilable purposes by the Group during the
year ended 31 December 2008 was £2.4 million {2007 - £3.0 million).

Political donations
No political donations were made during the year

Palicy and praclice on payment of credilors

The Banrk is committed to maintaining a sound commercial relationship
with ils supptiers. Cansequently, it is the Bank’s policy o negotiale and
agree terms and conditions with its suppliers, which includes the giving
of an undertaking to pay suppliers within 30 days of receipt of a
correctly prepared invoice submitied in accordance with the terms of
the contract or such other payment period as may be agreed.

At 31 Decembper 2008, the Bank's rade credilors represented 30 days
(2007 - 30 days) of amounls invoiced by suppliers.

Auditors

The auditors, Defoitte LLP, have indicated their willingness to continue in
office. A resolution to re-appaint Deloitte LLP as the Bank's auditor will
be proposed at the forthcoming Annual General Meeting.

By order of the Board

AN Zae,

Miller McLean
Secretary
25 March 2009
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Statement of directors’ responsibilities

The directors are required by Articte 4 of the 1AS Regulalion (European
Cammission Regulation No 1606/2002) to prepare Group accounts, and
as permitied by the Companies Act 1985 have elected to prepare Bank
accounts, for each financial year in accordance with International
Financial Reporiing Standards as adopted by the European Union. They
are responsible for preparing accounts that present fairly the financial
position, financial performance and cash flows of the Group and the
Bank. In preparing those accounts, the directors are required to:

= select suitable accounting policies and then apply them consistently;

make judgemenis and eslimates that are reasonable and prudent;

slate whether applicable accounting standards have been followed,
subject lo any matertal departures disclosed and explained in the
accounts; and

prepare the accounts on the going concern basis unless il is
inappropriate o presume Lhat the bank will continue in business.

The directars are responsible for keeping proper accounting records
which disclose with reasonable accuracy at any lime the financial
position of the Bank and to enable them to ensure that the Annuat
Report and Accounts complies with the Companies Act 1985, They are
also respansible for saleguarding the assets of the Bank and the Group
and hence for taking reasonable steps for the prevention and detection
of fraua and other irregularities.

By onder of the Board

Aol /N Zge,

Miller McLean
Secretary
25 March 2009

We, the directors listed below, contirm that to the best of our knuwledgé:

* the financial statements, prepared in accordance with International
Firancial Reporting Standards, give a irue and lair view of the assets,
liabilities. financial position and profit or loss of the company and the
undertakings included in the consolidation taken as a whole; and

By order of the Board

Philip Hampton
Chairman

Stephen Hester
Group Chief Executive

25 March 2009

Board of directors

Chairman Executive directors
Philip Hampton Siephen Hesler
Gordon Pell
Guy Whillaker
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* the Financial review, which is incorporated into the Directors' report,
includes a fair review of the development and performance of the
pusiness and the position of the company and the undertakings
included in the consolidation taken as a whole, together with a
description of the principal risks and uncertainties that they lace.

Guy Whitlaker
Group Finance Director

Non-executive directors
Cofin Buchan

Archie Hunter

Joe MacHale

John McFarlane

Arthur ‘Arl’ Ryan




Independent auditors’ report o the members of National Westminster Bank Plc

We have audited the financial slatemenits of National Westminster Bank
Plc (“the Bank™ and ils subsidiaries {together “the Group™) for the year
ended 31 December 2008 which comprise the accounting policies, the
balance sheets as at 31 December 2008 and 2007, the consolidated
income statement, the cash flow statements, the statemenis of
recognised income and expense for each of the three years in Ihe
period ended 3% December 2008, the related Nates 1 to 40 and the
information identified as “audited’ is the Risk, capital and liquidity
management section of the Financial review. These financial statements
have been prepared under the accounting policies set out therein.

This report is made solely 1o the Bank’s mambers, as a body, in
accordance with section 235 of the Companies Act 1985. Qur audit
work has been undertaken so that we might state to the Bank's
members those matters we are required 1o state to them in an audilors”
report and for no other purpose. To the fullesl extent permilled by faw,
we do not accept or assume responsibifily 10 anyone other than the
Bank and the Bank's members as a body, for our audil work, for this
report, or for the opinions we have formed.

Respective responsibilities of directors and auditors

The directors’ responsibililies for preparing the annual report, and the
flinancial staterments in accordance with applicable law and International
Financial Reporting Standards (IFRS) as adopted by the European
Union are set out in the statement of directors’ responsibilities.

Qur responsibility is to audit the financiat statements in accordance with
relevant legal and regulatory requirements and International Standards
on Auditing {UK and Ireland),

We report ta you our apinion as to whether the financial stalements give a
true and fair view and whelher the financial statements have been
properly prepared in accordance with the Companies Act 1985 and as
regards the Group's consolidated financial statements, Article 4 of the IAS
Regulation. We alst report to you whether in our apinion, the information
given in the directors’ repart is consistent with the financial statements.

In addition we report to you if, in our opinion, the Bank has not kept
proper accounting records, we have not received all the information and
explanations we require for our audit, or if intermation specitied by law
regarding directors’ remuneration and other transactions is not disclosed.

We read the other information contained in the Annuat Report and
Accounts 2008 as described in the contents section and consider
whether it is consistent with the audited financial statements. We
consider the implications for our report if we become aware of any
apparent misstalements or materal inconsistencies wilh the financiat
statements. Our responsibilities do not extend to any other information
outside the Annual Report and Accounts 2008,

Basis of audit opinion

We conducted our audit in accordance with International Standards on
Auditing (UK and Ireland) issued by the Auditing Practices Board and
with the standards af the Public Company Accounting Oversight Board
{Uniled Stales). An audit includes examinalion, on a test basis, of
evidence relevant to the amounts and disclosures in the financial
stalements. Il also ingludes an assessment of the significant estimates
and judgements made by the directers in the preparation of the
financial statements and of whether the accounting policies are
appropriale to the circumslances of the Bank and the Group,
consistently applied and adeqgualely disclosed.

We planned and performed our audit 50 as 1o cblain all the information
and explanations which we cansidered necessary in order 1o provide us
with sufficient evidence 10 give reasonable assurance that the financial
statements are free from material misstalement, whether caused by
lraud or other irregularity or efror. In forming our opinion, we also
evalualed the overall adequacy of the presenlation of information in the
financial stalermnents.

The Group is not required 10 have, nor were we engaged to perarm, an
audit of its internal control over financial reporting. Our audit included
consideration of internal control aver {inancial reporting as a basis for
designing audil procedures that are approgriale in lhe circumstances,
hut not for the purpose of expressing an opinion on the effectiveness of
the Group's internal cantre! over financial reporting. Accordingly, we
express no such opinion.

UK opinion
tn our opinion:

* the Group hinancial statements give a truc and fair view, in
accordance with IFRS as adopted by the European Union, of the
slate of the Group's atfairs as al 31 December 2008 and of its profit
and cash Nlows for the year then endeg;

the Bank financial statements give a true and fair view, in accordance
with IFRS as adopted by the European Union as applied in
accordance with the provisions of the Companies Act 1985, of the
state of affairs of the Bank as at 31 December 2008;

the financial statements have baen properly prepared in accordance
with the Companies Acl 1985 ard, as regards the Group financial
statements, Article 4 of the IAS Regutation; and

the information given in the directors’ report is congistent with the
financial statements,

Separate opinion in relation to IFRS

Asg explained in the accounting policies, the Group, in addition to
complying with its legal obligation to comply with IFRS as adepted by
the European Union, has also complied with IFRS as issued by the
Inlernational Accounting Standards Board (|ASB).

In our epinion the financial statements give a true and fair view,

in accordance with IFRS, of the state of the Group's affairs as al

3% December 2008 and of its profit and cash flaws for the year then
ended.

US opinion

In our opinion, the inancial statements present fairly, in alt material
respects, 1he financial position of the Group as at 31 December 2008
and 2007 and the results of its operations and its cash flows for each of
Ihe three years in the period ended 31 Decernber 2008, in accordance
with IFRS as adopted Jor use in the European Union and IFRS as issued
by the IASB,

e LY.

Deloitte LLP

Chartered Accountants and Registered Auditors
Edinburgh, United Kingdom

25 March 2009

Neitner an audit nor a review providus assurance on the ma:ntenance and inlegrity of the websie, including conlrols used to achieve this. and in particular whether a2ny changes may
have occurred to the financial information since first published. Thesa matlers are the responsibility of the drectors but no controt protedures can providse abselule assurance in is
area. Legistation in the Uniled Kingoom gaverning the proparation and dissermination of linancial information ditlers from legisialion in other junsdictions.
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Consolidated income statement for the year ended 31 December 2008

2008 07 2006
Note £m £m £m
Interest receivatste 1 i2,373 12,178 9,825
Interest payable 1 {6,876} {7,087) {5.376)
Net interest income 1 5,397 5,091 4,449
Fees and commissions receivable 2 4,367 4,226 3.928
Fees and commissions payable 2 {1,178} {#,036} (960}
{Loss)income from trading aclivities 2 (963} (360) 1,458
Other operating income 2 81 433 451
Non-interest income 2,307 3,263 4,877
Total income 7,704 8,354 9,326
Staff costs 3 1,402 1,567 1,754
Pramises and equipment 3 331 267 266
Other administrative expenses 3 2516 2,322 2,741
Depreciation and amaortisalion 3 237 264 257
Write-down of goodwill and olher assets 3 716 — —
Operating expenses 3 5,202 4,420 5,018
Profit before impairment 2,502 3,934 4,308
Impairment 11 1,362 849 852
Operating profit before tax 1,140 3,085 3,456
Tax 5] 599 768 831
Profit for the year 541 2,317 2,625
Profit attributable to:
Minority interests 93 89 39
Ordinary shareholders 448 2,228 2,586
541 2,317 2,625

The accompanying notes on pages 55 to 107, the accounting policias on pages 46 to 54 and the audited sections ol the Financial review: Risk,

capital and liquidity management on pages 13 to 36 form an integral part of these financial statements,
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Balance sheets at 31 becember 2008

Sroyp Bank
2008 2007 2008 007
Note im Em £m £m
Assets
Cash and balances al cenirat banks 10 1,285 1,363 838 1,006
Loans and advances to banks 10 66,234 71,449 23,146 27,296
Loans and advances o customers 10 198.267 188,976 124,693 115,632
Debt securities subject to repurchase agreements 27 33,817 33,944 . —_
Other debl securities 2,176 3,993 LA 31
Debt securilies 13 35,993 37,937 41 31
Equity shares 14 1,129 1,110 [¢] 18
Investments in Group undertakings 15 — — 7.339 6,052
Setllement balances 4117 2,700 e -
Derivatives 12 8,895 3,575 4,897 1.588
Intangible assets 16 815 1,244 401 375
Praperty, plant and equipment i7 1,970 1.514 883 08
Deferred taxation 21, 496 521 400 321
Prepayments, accrued income and cther assels 18 2018 1,893 674 558
Total assets 321,219 312,282 163,318 153,785
Liabilities
Deposits by banks 10 53,633 44,861 8,636 6,324
Customer accounts 10 200,384 205519 130,695 132,248
Detxt securities in issue 10 17,212 20,923 15 9
Settlement balances and short positions 19 13,091 14,955 — —
Derivalives 12 8.066 3,251 6,243 1,352
Accruals, deferred income and other liabilities 20 4,032 3,381 1.407 1,091
Retirement benefit liabilities 4 1,198 1,322 ug2 1,124
Deferred taxation 21 46 36 — —
Subordinated liabilities 22 10,099 5932 7,860 4,244
Total liabilities 307,761 300,180 155,738 146,392
Equity
Minority interests 23 1,323 1,314 —_ —
Equity owners 25 12,135 10,788 7,580 7.393
Total equity 13,458 12.102 7,580 7.393
Total liabilities and equity 321.219 312,282 163,318 153,785

The accempanying nates on pages 55 to 107, the accounting policies on pages 46 to 54 and the audited sections of the Financial review: Risk,
capital and liquidity management on pages d3 to 36 form an integral part of these financial stalerments.

Philip Hampton

Chairman Group Chief Executive

uy Whittaker

Group Finance Director
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Statements of recognised income and eXPENSE for tne year ended 31 December 2008

Sroup Bank
2008 7 2006 2008 2007 2006
£m £m £m £m £rm £m
Available-for-sale investments R
Nat valuation (losses)fgains taken direct to equity (o4) 87 B1 (13} 40 44
Nel loss/(profit) taken to income on sales 3 (85) {55) — {72) e
Cash flow hedges
MNet {losses)/gains taken direct to equity — — (2 (158} 9 12
Net gatns taken to earnings (36) {20} {39) (29 13 {28)
Exchange differences on transiation of foreign operations 1,978 247 (491) {47) 2 6
Incomef(expense) before 1ax on items recognised direct in equity 1.891 229 (5086) (247) (52) 35
Tax on ilems recognised direct in equity 20 7 (43) a7 15 {50}
Net income/{expeanse) recognised direct in equity 1,911 236 (549) {200} (37) {15}
Profit for the year 541 2317 2,625 1,387 3,210 1,688
Total recognised income and expense for the year 2,452 2,553 2,076 1,187 3,173 1,673
Attributable to:
Equity shareholders 2,347 2,465 2,045 1,187 3,173 1,673
Minority interests 105 86 31 _ — —_
2,452 2,553 2,676 1.187 3,173 1,673

The accompanying notes on pages 55 to 107, the accounting pelicies on pages 46 to 54 and the audited sections of the Financial review: Risk,
capilal and liquidity management on pages 13 10 36 form an integral part of these financial statements.
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Cash flow statements for e year ended 31 December 2008

Group Bank,
2008 2007 2006 2008 2007 2006
Nate £m £m £m Em £m £m

Operating aclivilies
Operating profil before tax 1.140 3nas 3,456 1,866 3.729 1,963
Adjustments far:
Depreciation and amortisation 237 264 257 145 177 202
Write-down of goodwill and other assets 716 — — 45 — —
Interest on subordinated liabilities 509 271 310 . 432 239 271
Charge for defined benefit pension schemes 2 132 229 {65) 83 168
Cash centribution to defined benefil pension schemes {154) {(17) (138) {78) (69) (70)
Elimination of foreign exchange differences (5.850) (464) 1,503 {1.002) 5 143
Other non-cash items 717 (75) {289) 68 (380} 28
Net cash (outflow)/inflow from trading activities (2,683) 3,096 5,331 1,411 3.784 2704
Changes in operaling assets and liabilities (22,841) 15,004 2,706 {7.163) 3,999 1,559
Net cash flows from operating activities before tax {25,524) 18,100 8,037 {5,752) 7.783 4,264
Income taxes paid {331) (592) (1,167) {290) {104) (588)
Net cash flows from operating activities a0 {25,855) 17,508 6,850 {6,042 7.679 3.676
Investing activities
Sale and malurily of securities 1,304 560 1,489 71 19 85
Purchase of securities {710} 2,215) (874) (69) (82) {60)
Sale of property, plant and equipment 85 678 268 <] 326 265
Purchase of property, plart and equipment (512} (328) (382) (84) {135) (85)
MNet invesiment in business interests and intangible assets 31 23 (159) (92) {1,000} 403 {524)
Met cash flows from investing activities 190 {1,464) 409 {1.076) 531 319Y
Financing activities
Issue of subordinated liabilities 2,749 634 a1 2,700 — —
Proceeds of minority interests issusd 70 288 271 — e —
Redemption of minorily interests (72) {2) — — . —
Capital contribution — — 188 — — 188
Repayment of subordinated liabilities — {403} (719} — (381) {590}
Gividends paid (1,094) (1,922} {1,534} (1.000) {1,850) {1,500%
Interest on subordinated liabilities {440) {274} (313} {365) (244) {276}
Net cash flows from financing activities 1,213 {1,679) {2,016} 1,335 12,475) (2,178
Effects of exchange rate changes on cash and cash eguivalents 8,338 364 (2,237} 1,381 74 {240}
Net {decreasejfincrease in cash and cash equivalents [16,114) 14,729 3,036 (4,402) 5,809 939
Cash and cash equivalents 1 January 66,189 51,460 48,424 25,335 19,527 18,588
Cash and cash equivalents 31 December 34 50,075 66,189 51,460 20,934 25,336 19,527

The accompanying notes on pages 55 to 107, the accounting policies on pages 46 to 54 and the audited sections of the Financial review: Risk,

capital and liguidity management on pages 13 to 36 form an integral part of these linancial statements.

Annual Repart and Accounts 2008

46



a7

Accounting policies

1. Presentation of accounts

The accounts, which should be read in canjunction with the Directars’
repart, are prepared on a going concern basis and in accordance with
International Financial Reporting Standards issued by the International
Accounting Standards Board (IASB}, and interpretations issued by the
International Financial Reporling Interpretalions Commiltee (IFRIC) of
the {ASB (together IFRS) as adopted by the European Union (EU). The
EU has not adopted the complete text of 1AS 39 ‘Financial Instruments
Recognitiocn and Measurement'; it has relaxed some of the standard’s
hedging requirements. The Group, as definad in the Director's report,
has not taken advantage of this refaxation and has adopted 1AS 39 as
issued by the JASB: the Group's financial statements are prepared in
accordance with IFRS as issued Dy the IASS. The date of transition to
IFRS for the Group and the Bank and the date of their opening IFRS
batance sheets was 1 January 2004,

The Group adopted IFRS 8 'Operating Segments’ with effect from 1
Janwary 2008. £arly adoption 1FRS 8 has not materially aflecled
segmental disclosures, ,

In October 2008, the 1ASB issued and, the European Union endorsed,
amendments to IAS 39 ‘Financial Instruments: Recognition and
Measurement’ to permit the reclassification ol financial assets out of the
held-for-trading (HFT) and available-for-sale (AFS) categories, subject to
cerlain restrictions. Transfers must be made &t fair value and this fair
value becomes the instruments’ new cost or amortised cost. The
amendments are effective from 1 July 2008. Reclassifications made
before 1 Noevernbher 2008 ware backdated 1o 1 July 2008; subseguent
reclassifications were effective from the date the reclassification was made.

The Group has reclassified certain loans ang debt securities out of the
held-for-trading category into the loans and receivables category. The
balance sheet values of these assets, the effect of the reclassification
on the income statement and the impairment losses relating to these
assels are shown in Note 10 ‘Financial instruments’ on page 70,

The Bank is incorporated in the UK and registered in England. The
accounts are prepared on the historical cost basis except that the
following assets and liabilities are stated &t their fair value: derivalive
financial instrumenits, held-for-trading financial assets and financial
liabilities, financial assels and financial liabililies thal are designated as
at fair value through profit or loss, available-for-sale financial assets and
investment property. Recognised financial assets and financial liabililies
in tair value hedges are adjusted for changes in fair value in respect of
the risk that is hedged.

The Bank accounts are presented in accordance with the Companies
Act 1985.

2. Basis of consalidation

The consolidated financial statemenis incorporate the financial
statements of the Bank and entities {including certain special purpose
entities) lhat continue lo be controlled by the Group {its subsidiaries}.
Contro! exists where the Group has the power to govern 1he tinancial
and operaling policies of the entity; generalty conferred by holding a
majority of voting rights. On acquisition of a subsidiary, its identifiable
assels, liabilities and contingent labilities are inciuded in the
consolidated accounts at Lheir fair value. Any excess of the cosl (the {air
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value of assels given, liabilities incurred or assumed and equily
instruments issued by the Group plus any directly ailributable costis) of
an acquisition over the fair value of the net assets acquired is
recognised as goodwill. The interesl of minarity shareholders is stated
at their share of the fair value of the subsidiary’s net assets.

The results of subsidiaries acquired are included in the consolidated
income statement from the date control passes until the Group ceases
to control themn through sale or signilicant change in circumstances.

All intra-group balances, transactions, ingome and expenses are
eliminated on consolidation. The consalidated accounts are prepared
using uniform accounting poiicies.

3. Revenue recognition

Interest income on financial assets that are classified as loans and
receivables, available-for-sale or held-to-maturity and interest expense
on financial liabilities other than those at fair value through profit or loss
are determined using the effective interest method, The effective interest
melhed is a methed of cafculating the amorlised cost of a financial
assel or financial liability (or group of financial assets or liabilites} and
of allozating the interest income or interest expense over the expecied
life of the asset or liability The effeclive interest rate is the rale that
exacltly discounts estimated future cash flows to the instrument’s initial
carrying amourd. Calculation of the offective interast rate takes into
account fees payable or receivable, that are an integral part of the
instrument’s yield, prerniums or discounts on acquisition or issue, early
redemption fees and transaction costs. All contractual terms of a
financial instrument are considered when estimating future cash flows,

Financial assets and financial liabilties held-for-trading or designated as
at fair value threugh profit or loss are recorded &t fair value. Changes in
fair value are recognised in profit or loss together with dividends and
interest receivable and payable.

Commitment and utilisation fees are delermined as a percenlage of the
oulstanding facility. If it is unfikely that a specific iending arrangement
will be entered into, such fees are taken to profil or loss over the life of
the facility otherwise they are deferred and included in the effeclive
interest rate on the advance.

Fees in respect of services are recognised as the right to consideration
accrues through the provision of the service to the customer. The
arrangements are generally contractual and the cost of providing the
service is incurred as the service is rendered. The price is usually fixed
ard always determinable. The application of this policy to significant fee
types is outlined below.

Payment services: this comprises income received for payment
services incleding cheques cashed, direct debits, Cleanng House
Automated Payments {the UK electronic settiement system) and BACS
payments (the automated clearing house that processes direct debits
and direct credits). These are generally charged on a per {ransaction
basis. The income is earned when the payment or lransaction occurs.
Charges for payment services are usually debited to the customer's
account, monthly or quarterly in arrears. Accruals are raised for
services provided bul not charged at period end.




Card related services: fees from credit card business include:

* Commission received from relailers for processing credit and debit
card iransaclions: income is accrued to lhe income statement as Lhe
service is performed.

* Interchange received: as issuer, the Group receives a fee
{interchange) each lime a cardholder purchases goods and services,
The Group also receives interchange fees from other card issuers for
providing cash advances through its branch and Autornated Telter
Machine networks. These lees are accrued once the transaction has
taken place.

* An annual fee payable by a credit card holder is deferred and taken
to profit or loss over the period of the service i.e. 12 months.

Ingurance brokerage: lhis is made up of fees and commissions
received from the agency sale of insurance. Commission on the sale of
an insurance contract is earned at the inception of lhe policy as the
insurance has been arranged and placed. However, provision is made
where commission is refundable in the event of policy cancellation in
line wilh estimated cancellations.

Investment management fees: fees charged for managing investments
are recognised as revenue as the services are provided. Incremental
costs that are directly attributable to securing an investment
management contract are deferred and charged as axpense as the
related revenue is recognised.

4. Pensions and other post-retirement benefits
The Group provides post-retirement benelits in the form of pensions and
healthcare plans io eligible employees.

For defined benelit schemes, scheme liabilities are measured on an
actuarial basis using the projected unil credit method and discounted at
a rate that reflects the current rate of return an a high quality corporate
bond of equivalent term and currency lo the scheme liabilities. Scheme
assels are measured al their fair value, Cumulalive actuarial gains or
losses that exceed 10 per cent of the greater of the assels or the
abligations of the scheme are amorlised to the income stalement over
Ihe expected average remaining lives of participating employees. Past
service cosls are recognised immediately to the extent that benefits
have vested; otherwise they are amortised over the periad until the
benefits become vested.

Any surplus or deficit of scheme assets aver liabilities adjusted for
unrecognised acluarial gains and losses and past service costs is
recognised in the balance sheet as an asset {(surplus) or tability {deficil).

Contribulions to defined contribution pension schemes are recognised
in the income statement when payable,

5. intangible assets and goodwill

Intangible assets that are acquired by the Group are stated at cost less
accumilaled amorlisation and impairment lgsses. Amortisation is
charged to profil or loss over Lhe assels’ estimaled economic lives using
methods thal best reflect the pattern of economic benefits and is
incleded in depreciation and amortisation. The estimated useful
econamic lives are as follows:

Core deposit intangibles
Other acquired intangibles
Computer software

6 lo 10 years
5o 10 years
3o 5 years

Expenditure on internally generated goodwill and brands is written-off
as incurred. Direct costs relating to the development of internal-use
computer software are capitalised once technical feasibility and
econamic viahility have been eslablished. These costs include payroll,
the cosls of materials and services, and directly atiribiiable overhead.
Capitalisalion of cosls ceases when the software is capable of
operating as intended. During and after development, accumulated
cosis are reviewed for impairment against the projected benefits that the
software is expecied lo generate. Costs incurred prior to the
establishment of technical feasibilily and economic viability are
expansed as incurred as arg all training costs and general overhead.
The costs of licences to use computer software that are expected to
generate economic benetits beyond one year are also capitalised.

Acquired goodwill, being the excess of the cost of an acquisition over the
Group's inlerest in the net {air value of the identifiable assets, liabilities
and contingent liabilities of the subsidiary, associate or joirt venture
acquired, is inilially recognised at cosl and subsequently at cost less any
accumulated impairment losses. Goodwi arising on the acquisition of
subsidiaries and jeint ventures is included in the balance sheet caption
‘Imangible assets' and thal on associates within their carrying amounts.
The gain or loss on the disposal of a subsidiary, associale or joint venture
includes the carrying value of any refated goodwilt. -

On implemenitation of IFRS, the Group did not restate business
combinalions that occurred before 1 January 2004. Under previous
GAAF, gooawill arising on acquisilions was capilalised and amortised
over its estimated useful economic life. The carrying amount of goodwill
in the Group's cpening IFRS balance sheet (1 January 2004) was

£273 million, its carrying value under previous GAAP

6. Property, plant and equipment

tems of property, plant and equipment are stated at cost less
accumulated depreciation ana impairment losses. Where an item of
property, plant and eguipment comprises major components having
differant usefu! lives, lhey are accounted for separately. Property that is
being constructed or developed far future use as investment oroperty is
classified as property, plant and equipment and stated at cost until
construction or development is complete, at which time it is reclassified
as investment property.
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Accounting palicies continued

Depreciation is charged io profit or loss on a straight-line basis so as to
write-off the depreciable amount of property, plant and equipment
(including assets owned and let on operating leases (excepl invesiment
property — see accounting policy 8)} over their estimated useful lives.
The depreciable amount is the cost of an asset less its residual valke.
Land is not depreciated. Estimated useful lives are as follows:

Freehold and long leasehold puildings 50 years

Shorl leaseholds unexpired period
of the lease
1010 15 years
up o 5 years

4 ig 15 years

Property adaptation cosls
Computer equipment
Other equipment

Under previous GAAR, the Group's frechold and long leasehald property
occupied for its own use was recorded at valuation on the basis of
existing use value. The Group elected o use this valualion as al

31 December 2003 (£1,334 million} as deemed cosi for its opening IFRS
balance sheet (1 January 2004).

7. impairment of intangible assets and property, plant and
equipment ’

Al each reporting date, the Group assesses whether there is any
indication that its infangible assets, or property, ptant and equipment are
impaired. If any such indication exists, the Group estimates the
recoverable amouni of the asset and the impairment loss, if any.
Goodwill is tested for impairment annuatly or more frequently if events or
changes in circumstances indicate that it might be impaired. If an asset
does not generate cash fows that are independent from those of other
assels or groups of assets, recoverable amount is determined for the
cash-generaling unit to which the asset betongs. The recoverable
amount of an asset is the higher of its fair value less cost to sell and its
value in use. Value in use is the present value of future cash flows from
the assel or cash-generating unit discounted al a rate that reflects
market interest rates adjusted for risks specific 1o the asse! or cash
generaling unit that kave nol been reflected in the estimation of future
cash flows. If the recoverable amount of an intangible or tangible asset
is less than its carrying value, an impairment loss is recognised
immedialely in profit or loss and lhe carrying value of the asse! reduced
by the amount of the loss. A reversal of an impairment loss on
intangible assels (excluding goodwili) or propetty, plant and equipment
is recognised as it arises provided the increased carrying value does
not exceed that which it would have been had no impairment loss been
recognised. Impairment losses on goodwill are not reversed.

8. Investment property

Investment property comprises freehold and leasahold properties that
are held lo earn rentals or for capital appreciation or bath. 11 is not
depreciated but is stated at fair value based on valuations by
independent registered valuers. Fair value is based on current prices for
similar properties in the same location and cendition. Any gain or loss
arising from a change in fair value is recognised in profit or loss. Rental
income from investment property is recognised on a straight-line basis
over Iha term of the lease. Lease incentives granled are recognised as
an integral par of the tolal rental income,
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9. Foreign currencies
The Group's consolidated financial statemenis are presented in stering
which is the functiona! currency of the Bank,

Transactions in foreign currencies are translated into sterling at the
foreign exchange rate ruling at the date of the lransaclion, Monetary
assels and liabilities denominated in foreign currencles are translated
into slering at the rates of exchange ruling at the batance sheet date.
Foreign exchange differences arising on translation are reporieg in
income from trading activities except for ditferences arising on cash flow
herlges and hedges of net invesiments in foreign cperations. Non-
monelary ilems denominated in foreign currencies that are stated at fair
vatue are franslated into sterling at foreign exchange rates rufing at the
dates the values were determined. Translation differences arising on
non-monetary items measured at fair value are recognised in profit or
loss except for differences ansing on available-for-sale non-monetary
financial assets, for example equity shares, which are included in the
availaple-for-sale reserve in equily unless the asset is the hedged item
in a fair value hedge,

The assets and liabilities of foreign gperations, inciuding goodwill and
fair value adjusimenis arising on acquisition, are ranslated inte sleriing
at fareign exchange rates ruling at the balance sheel date. The revenues
and expenses of foreign operations are translated into sterling at average
exchange rates unless these do nol approximate to the foreign exchange
rates ruling at the dates of the transactions. Forgign exchange
differences arising on the translation of a foreign cperation are
recognised directly in eqguily and included in prefit or loss on its disposal.

10. Leases

Contracts to lease assets are classified as finance leases if they transier
substantially all the risks and rewards of ownership of the asset 1o the
custemer, Other contracts to lease assels are classified as operating
leases.

Finance lease receivables are stated in the balance sheet at the amount
of the net investment in the lease being the minimum lease payments and
any unguaranteed residual value discounted at the interest rale implicit in
the lease. Finance lease income is allocaled to accounting periods so as
to give a constant periodic rate of return before 1ax on the net investment.
Unguaranteed residual values are subject 1o regular review to identity
potential impairment. If there has been a reduction in he estimated
unguaranteed residual value, the income allocation is revised and any
reduction in respect of ameunts accrued is recognised immediately.

Rental income from operating leases is credited lo the income statement
on a receivable basis over the term of the lease. Operating lease assels
are included within Property, plant and equipment and depreciated over
their useful lives {see accounling policy 6).

11. Provisions

The Group recognises a provision for a present abligation resulling fram
a past event when it is more likely than not that it will be required to
ransfer economic benefils to settle the abligation and the amount of the
obligalion can be eslimaled relfably.




Provision is made for restructuring costs, including the casts of
redundancy, when the Group has a canstructive abligation to restructure.
An obligation exists when the Group has a detailed formal plan for the
restructuring and has raised a valid expectations in those affecled oy
starting to implement the pian or announcing its main features.

If the Group has a contract that is onerous, it recognises the present
obligation under the contract as a provision. An onerous contract is one
where 1he unavoidable costs of meeting the obligations under it exceed
the expecled economic benefits. When the Group vacates a leasehold
property, a provision is recognised for the costs under the lease less
any expected economic benefits (such as rental income).

Contingent liabilities are possible obligations arising from past events
whose existence will be confirmed only by uncertain {uture avents or
present abligations arising from past events that are not recognised
because either an oulflow of econamic benefits nol probable or the
amount of the abligation cannot be refiably measured. Cantingent
liabililies are nol recognised ol information about them is disclosed
unless he possibilily of any oulflow of economic benefits in setlfement
is remote.

12. Taxation

Provision is made for taxation at current enacted rates on taxable profits,
arising in income or in equity, taking into account reliefl for overseas
taxation where appropriate. Deferred tax is accounted for in full for all
temparary differences between the carrying amount of an asset or
liability for accounting purposes and its carrying amount for tax
Rurposes. excep in relation to overseas earnings where remittance is
cantrelled by the Group, and goodwill.

Deferred tax assots are only recognised to the extent that it is probable
that they wilk be recowered.

13, Financial assets

On initial recognition, financial assets are classified into held-lo-maturity
investmants; available-lor-sale financial assets; held-for-trading;
designated as at fair value through profit or loss; or loans and receivables.

Held-to-maturily investments — a financial asset may be classified as a
held-to-maturity investment cnly if it has fixed or determinable payments,
a fixed maturity and the Group has the positive intention and ability to
hotd to maturity. Held-to-maturity investments are initially recognised at
fair value plus directly related transaction costs. They are subsequently
measured at amortised cost using the effective interest method (see
accounting policy 3) less any impairment losses.

Held-for-trading - a financial asset is classified as held-for-trading if it is
acquired principally Tor sale in the near term, or forms part of a portlolic
of financial instruments that are managed together and for which there is
evidence of short-term profit taking, or it is a derivative (not in a qualifying
hedge relationship). Held-for-trading financial assets are recognised at fair
value with transaction costs being recognised in profit or loss.
Subsequenlly they are measured at fair value. Gains and losses on held-
for-trading financial assets are recognised in profit or loss as they arise,

Designated as at fair value through profit or loss - financial assets may
be designated as at fair value through profit or loss only if such
designation {a) eliminates or significantly reduces a measurement or
recognition inconsistency; or {b) applies to a group of financial assets,
financial lizbilties or both that the Group manages and evaluates on a fair
value basis; or (c) relates to an instrument that contains an embedded
durivative which is nol evidently closely relaled to the host contract.

Financial assets that the Group designates on initial recognition as
heing at fair value through profit or loss are recognised at fair value, with
transaction costs being recognised in profil or loss, and are
subsequently measured at fair value. Gains and losses on financial
assets that are designated as at fair value through profit or loss are
recognised in profit or loss as they arise.

The Group has designated financial assets as at fair value through profit
or loss principally where the assels are economically hedged by
derivalives and fair value designation eliminates the measurement
incensistency lhal would arise if the assets were carried al amortised
cosl or classified as available-for-sale,

Loans and receivables — non-denvative financial assets with fixed or
delerminable repaymants thal are nat quated in an aclive market are
classified as loans and receivables except those that are classified as
available-for-sale or as held-for-trading, or designated as at fair value
through profil or loss. Loans and receivables are initially recognised at
fair value plus directly related transaction costs. They are subsequently
measured at amorlised cost using the ellective interes! method (see
accounting policy 3} less any impairment losses.

Available-Tor-sale — financial assels that are not classified as held-lo-
malurity; held-for-trading; designated as at fair value through profit or
loss: or loans and receivables are classified as available-for-sale.
Financial assets can be designaled as avaitable-for-sale on initial
recognition. Available-for-sale financial assets are initially recognised at
fair value plus directly related transaction costs. They are subssguently
measured al fair valug. Unquoted equily invesiments whose fair value
cannot be measured reliably are carried at cost and classified as
available-for-sale financial assets. Irmpairment losses and exchange
differences resulling from retranslating the amortised cost of foreign
currancy monetary available-fur-sale financial assets are recognised in
profit or loss logether with interest calculated using the effective interest
method {see accounting policy 3). Other changes in the fair vatue of
available-for-sale financial assels are reported in & separate compenent
of shareholders’ equity until disposal, when the cumulative gain or loss
is recognised in prafit or loss.

Reclassifications -- held-for-trading and availatle-for-sale financial assets
that meet the definition of loans and receivables (non-derivative financial
assets with fixed or determinable payments that are not gquoted in an
active market) may be reclassified 1o loans and receivables it the Group
has the inlention and ability to hold the financial asset for the foreseeable
fulure or until maturity, The Group lypically regards the foreseeable fulure
as twelve months from the date of reclassification. Additionally, held-for-
trading financial assets that do not meet the definition of loans and
receivables may, in rare circumstances, be transferred to available-for-
sale financial assels or to held-le-matuiily invesiments.
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Accounting policies coentinued

Regular way purchases of financial assels classified as loans and
receivables are recognised on settlernent date; all olher regutar way
purchases are recognised ¢n trade date.

Fair value for a net open position in a financial asset that is quoled in an
active markel is the current bid price times the number of units of the
instrument held. Fair values for financial assets hot quoted in an active
market are determined using appropriate valuation technigues including
discounting future cash flows, aption priging models and other methods
that are consistent with accepted ecenomic methodologles for pricing
financial assets.

14. impairment of financial assets

The Group assesses at each balance sheet date whether there is any
objective evidence that a financial asset or group of financial assets
classified as held-lo-maturity, available-for-sale or loans and receivables
is impaired. A financial asset or portfolio of financial assets is impaired
and an imparment loss incurred il there is objeclive evidence thal an
event or events since initial recognition of the asset have adversely
affected the amount or timing of fulure cash flows from the asset,

Financial assets carried st amoritised cost - if there is objective
evidence that an impairment loss on & financial assel or group of
financial assets classified as loans and receivables or as held-to-
maturily investments has been incurred, the Group measures the
amount of the loss as the dilference between the carrying amount of
the assel or group of assets and the present value of estimated future
cash flows from the asset or group of assels discounted at the effective
interest rate of the instrument at initial recognition,

Impairment losses are assessed individually for financial assets that are
individuatly significant and individually or collectively for assets that are
nat individually significant. In making collective assessment of
impairment, financial assets are grouped into portfolios on the basis of
simitar risk characteristics. Future cash flows from these portfolios are
estimated on the basis of the contraciual cash flows and historical loss
experience for assels with simitar credit risk characteristics. Historical
loss experience is adjusted, on the basis of current observable data, to
reflect the effects of current conditions not affecling the period of
histarical experience.

Impairment Igsses are recognised in profit or loss and the carrying
amount of the financial asset or group of financial assets reduced by
establishing an allowance for impairment Insses. if in a subsequent
period the amount of the impairment loss reduces and the reduction
can De ascribed {o an event alter the impairment was recognised, the
previousty recognised loss is reversed by adjusting the allowance. Once
an impairment loss has been recognised on a financial asset or group
of financial assets. interest income is recognised on the carrying
amount using the rate of interest at which estimated future cash fiows
were discounted in measuring impairment.

Financial assels carred at fair value - when a decline in the fair value
of a financial asset classified as available-for-sale has been recognised
directly in equity and there is objective evidence that the asset is
impaired, the cumulative loss is removed from equity and recognised in
profit or lass. The loss is measured as the difference between the
amortised cost of the financial asset and its current fair value.
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Impairment losses on available-for-sale equity instruments are not

reversed through profit or loss, but those on available-for-sale debt
instruments are reversed, if there is an increase in fair value that is
objectively relaled to a subsequent event.

15. Financial lizbilities
On initial recognition financial liabilities are classified into held-for-trading,
designated as at fair value through profit or loss, or amortised cost.

A financial liability is ctassified as held-for-trading if it is incurred
principally for the repurchase in the near term, or forms part of a
portfolio of financial instruments that are managed together and for
which there is evidence of short-term profit taking, or it is a derivative
{nof in @ qualifying hedge relationship). Held-for-trading financial
liabilities are recognised at fair value with transaction costs being
recognised in profit of loss. Subsequertly they are measured at fair
value. Gains and losses are recognised in profit or toss as they arise.

Financial liabilities that the Group designales on inilial recognition as
being at fair value through profit or loss are recognised al fair value, with
transaction costs belng recognised in profit or loss, and are
subsequenlly measured at fair value. Gains and losses on financial
liabilities that are designated as at fair value through profit or loss are
recognised in profit or loss as they arise.

Financial liabilities may be designated as at fair value through profit or
loss only if such dasignation (a) eliminates or significantly reduces a
measurement or recogaition inconsistency; or (b) applies to a group of
financial assets, financial liabilities or both that the Group manages and
evaluates on a fair value basis; or (¢} relates to an instrument that
conlains an embedded derivative which is not evidently closely related
to the host contract.

The principal calegory of financia! Kabilities desiénaled as &t fair value
thriough prafit or loss s structured liabilities issued by the Group:
designation significantly reduces the measurement inconsislency
belween these liabiities and the related derivatives carried at fair value.

All other financial liabililies are measured at amortised cost using the
effective interest method (see accounting policy 3).

Fair vatue for a net open position in a financial lability that is guoted in
an active markel is the current offer price times the number of units of
the instrument held or issued. Fair values for financial liabilities not
quoted in an active market are determned using appropriate valuation
technigues including discounting fulure cash flows, option pricing
madels and other methods that are consisient with accepted economic
methodologies for pricing financial liabilities.

16. Loan commitments

Provision is made for loan commiiments, other than those classitied as
held-for-trading, if it is probable that the facility will be drawn and the
resulting toan will be recognised at a value less than the cash
advanced. Syndicaled loan commilments in excess of the level of
lending under the commitment approved for retention by the Group are
classified as heid-for-trading and measured at fair value.




17, Derecognition

A financial asset is derecognised when it has been transferred and the
transfer qualifies for derecognition. A transfer requires that the Group
either: (a) transiers lhe contractual rights to receive the asset's cash
flows; or {b) relains the right to the asset's cash flows but assumes a
contraciual abtigation to pay those cash flows 1o a third party. After a
transfer, the Group assesses the extent to which it has retained the risks
and rewards of ownership of the transterred asset. # substantially all
the risks and rewards have been retained, the asset remains on the
balance sheet. If substantially ali the risks and rewards have been
transferred, the asset is derecognised. If substantially all the risks and
rewards have been neither retained nor transferred, the Group assesses
whether or not il bas retained control of the asset. If it has not retained
control, the asset is derecognisec. Where the Group has retained
conirol of the asset, it continues to recognise the asset to the extent of
its continuing involvement,

A financial liabilily is removed from the batance sheet when the
obligation is discharged, or cancelled, or expires,

18. Sale and repurchase transactions

Securities subject 10 a sale and repurchase agreement under which
substantially all the risks and rewards of ownership are retained by the
Group continue to be shown on the balance sheet and the sale proceeds
recorded as a deposit. Securitios acquired in a reverse sale and
repurchase fransaction under which the Group is not exposed to
substantially all the risks and rewards of ownership are not recognised
or: the balance sheet and the consideration is recorded in Loans and
advances {0 banks or Loans and advances o customers as appropriate,

Securities borrowing and lending transactions are usually secured by
cash or securities advanced by the borrower. Borrowed securities are not
recognised on the balance sheet or lent securities derecognised. Cash
collatera! received or given is treated as a loan or deposit: collateral in
the forim of securitigs is nol recognised. However, where securities
borrowed are lransferred to third parties, a hability for Ihe obligatian lo
return the securities to the stock lending counterparty is recorded.

19. Netting

Financizl assets and financial liabilities are offset and the net amount
presented in the balance sheet when, and only when, the Group
currently has a legally enforceable right to set off the recogriised
amounts; and it intends either 1w setile on & nat basis, of to realise the
assel and settle the liability simultaneously. The Group is party to a
number of arrangements, including master netting agreements. that give
it the right to offset financial assets and financial liabilities but where it
does not intend to settle the amounts net or simultaneously and
therefore the assets and liabilities concerned are presented gross.

20. Capital instruments

The Group classifies a financial instrument that it issues as a financial
assel, financial liability or an equity instrument in accordance with the
substance of the contractual arrangement. An instrument is classified as
a liability if it is a contractual obligation o deliver cash or another
financial assel, or o exchange financial assets or financial liabilities on
potentially unfavourable terms. An instrument is classilied as equity if it
cvidences a residual interest in the assets of the Group after the
deduction of liabilities. The components of a compound financial
instrument issued by the Group are classified and accounted for
separately as financial assets, inancial iabiities or equity as appropriate.

21, Derivatives and hedging

Derivative financial instruments are initially recognised, and subsequently
measured, at fair value. Drerivative fair values are determined from
quoted prices In active markels where available. Where there is no active
market for an instrument, fair value is derived from prices for the
derivative's components using appropriate pricing or valuation models.

A derivalive embedded in g gontract is accounted for as a stand-alone
derivalive if ils economic characterislics are not closely related to the
econamic characleristics of the host contract; unless the entire contract
is carried at fair value through profit or loss. ’

Gains and losses arising from changes in the fair value of @ derivative
are recognised as they arise in profit or loss unless the derivative is the
hedging instrument in a qualifying hedge. The Group enters into three
types of hedge relationship: hedges of changes in the fair value of a
recognised asset or liability or firm commitment {fair value hedges):
hedges of the varability m cash flows from a recognised asset or
liability or a forecast transaction (cash flow hedges}). and hedges of the
net investment in a foreign operation.

Hedge relationships are formally documented at inception. The
documentation includes idenlification of the hedged item and the
hedging instrument, delails the risk Lhat is being hedged and the way in
which effectiveness will be assessed al inception and during the pericd
of the hedge. If the hedge is not highly effective in offseiling changes in
fair values or cash flows atliibutable to the hedged risk, consistent with
the documenled risk management strategy, hedge accounting is
discontinued.

Fair value hedge — in a fair value hedge, the gain or loss an the
hedging nstrument is recognised in profil or loss. The gain or loss on
the hedged ilem attributable to the hedged risk is recognised in profit or
loss and adjusts the carrying amount of the hedged item. Hedge
accounting is discantinued if the hedge no longer meets the criteria for
hedge accounting or if the hedging instrument expires or is sold,
terminated or exercised or if hedge designation is revoked. Il the
hedyged item is one for which the effective interest rate method is used,
any cumulative adjusimsnt is amortised to profit or loss over the life of
the hedged ilem using a recalcu'ated effeclive interest rale.
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Accounting policies continued

Cash flow hedge — where a derivative financial instrument is designated
as a hedge of the variability in cash flows of a recognised asset or
Irabilily or a highly probable forecast transaction, the effective partion of
the gain or loss on the hedging instrument is recognised direcily in
equily. The ineffective portion is recognised in profil or loss, When the
forecast transaction resulls in the recognition of a financiat asset or
financial liability, the cumulative gain or loss is reclassitied from equity in
the same periads in which the asset or liability affects profit or loss.
Otherwise the cumulative gain or loss is removed from equity and
recognised in profit or loss at the same time as the hedged transaction.
Hedge accounting is disconlinued if the hedge no longer meets the
criteria for hedge accounting; if the heaging instrument expires or is
sold, terminated or exercised; if the forecast transacticn is no longer
expected to ocour; or if hedge designation is revoked. On the
discontinvance of hedge accounting (except where a forecast
transaction is no longer expected to acour). the cumulative unrealised
gain or loss recognised in equity is recognised in profit or loss when the
hedged cash flow occurs or, if Ihe forecast transaction results in the
recognition of a financial asset or financial liabiity, in the same perogs
during which the assel or liability affects profit or loss. Where a forecast
transaction is no ionger expecled o accur, the cumulative unrealised
gain or loss is recognised in profit or loss immediatety.

Hedye of net investment in a foreign operation - in the hedge of a net
investment in 3 foreign operation, the portion of foreign exchange
differences arising on the hedging instrument determined to be an
effective hedge is recognised directly in equity. Any ineffective portion is
recognised in profit or loss. Non-derivative financial liabilities as well as
derivatives may be the hedging instrument in a net Investmeant hedge.

22. Cash and cash equivalents

Cash and cash eguivalents comprises cash and demand deposits with
banks together with short-term highly liguid investments that are readily
convertible to known amounts of cash and subject 10 insignificant risk of
change in value.

23. Shares in Group entities
The Bank’'s invesiments in ils subsidiaries are stated at cost less any
impairment,

Critical accounting policies and key sources of accounting
judgements

The reporied results of the Group are sensitive to the accounting
palicies, assumptions and estimates that underlie the preparation of its
financial statements. UK company faw and IFRS require the directors, in
preparing the Group's financial slatements, to select suitable accounting
policies, apply them consistenty and make judgements and eslimaies
that are reasonable and prudent. In the absence of an applicable
standard or interpretation, 1AS 8 Accounting Policies, Changes in
Accounting Eslimates and Errors’, requires managemeni to cievelop and
apply an accounting policy that results in retevant and reliable
informalion in Lhe fight of the requirements and guidance in IFRS
dealing with similar and relaled issues and the IASB's Framework for the
Preparation and Presentation of Financial Statements. The judgements
and assumplions involved in the Group's accounting policies that are
cansidered by the Board to be the mos! important lo the portrayal of its
financial condition are discussed below. The use of estimates,
assumptions or medels that differ from those adopted by the Group
would affect its reported results.
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Loan impairment provisions

The Group's loan impairmenl provisions are established to recognise
incurred impairment losses in its portolio of loans classified as ioans
and receivables and carried at amortised cost. A loan is impaired when
there is cbjective evidence that evenls since the loan was granted have
affected expecled cash flows from lhe loan. The impairment loss is the
difference between the carrying value of the loan and the present value
of estimated future cash flows at the loan's original effective interest rate.

AL 31 December 2008, gross [pans and advancas 10 cusiomers totalled
£201, 191 millien {2007 - £191,314 million) and customer loan impairment
pravisions amounted to £2,924 million (2007 — £2,338 million).

There are two components to the Group's lean impairment provisions:
individual and collective.

Individual component — all impaired loans that exceed specific
thresholds are individuzlly assessed for impairment. Individually
assessed loans principally comprise the Group's porlfalio of
commercial loans 1o medium and large businesses. impairment losses
are recognised as the difference belween the carrying value of the foan
and the discounted value of management's best estimate of future cash
repayments and proceeds from any security held. These estimales take
into account the customer's debt capacity and firancial flexibility; the
level and quality of its earnings; the amount and sources of cash flows;
the industry in which the counterparty operales; and the realisable value
of any security held. Estimating the quantum and timing of future
recoverigs invoives significant judgement. The size of receipts will
depend on the fuiure performance of the borrower and the value of
secunty, both of which will be affected by future economic conditions;
additionally, coltateral may not be readily marketlable. The actual amount
of future cash flows and the date they are received may differ from
these estimates and conseauently actual losses incurred may differ
from those recognised in these financial statements.

Coflective component - this is made up of two elements: loan
impairment provisions for impaired loans that are betow indivichral
assessment thresholds (collective impaired loan provisions) and for loan
losses that have been incurred bul have not been separately identified
at the balance sheet date (latent loss provisions}. These are eslablished
on a portfolio basis using a present value methedology taking inte
account the lavel of arrears, security, past loss experience, credit
scores and defaults based on portfalio trends. The most significant
factors in establishing these provisions are the expected loss rates and
the related average life. These portlolios include credit card receivables
and other personal advances inciuding mortgages. The future credit
quality of these portfolios is subject to uncertainties that could cause
actua! credit losses to differ materially from reported loan impairment
provisiens. These uncerlainties include the economic environment,
notably interest rates and their effect on customar spending, the
unemployment level, payment behaviour and bankruptcy trends,




Pensions .

The Group operales a number of defined benefit pension schemes as
described in Nole 4 on the accounts. The assets of the schemes are
measured al their fair value at the balance sheel date. Scheme liabtilies
are measured using the projected unit method, which takes account of
projecled earnings increases, using actuarial assumptions \hat give the
best estimate of the future cash flows that will arise under the scheme
liabilities. These cash flows are discounted at the interest rate applicable
10 high-quality corporate bonds of the same currency and lerm as the
liabilities, Any surplus or deficil in excess of 10% of the greater of
scheme assets and scheme liabilities is recognised in the balance sheet
as an assel (surplus) or liability (deficil). In determining the value of
scheme liabilities, assumptions are made as to price inflation, dividend
growth, pension increases, earnings growth and employees. There is a
range of assumptions that could be adopted in valuing the schemes’
lizbilities. Different assumptions could significantly alter the amount of
the deficit recognised in the balance sheel and the pension cost
charged to the income statement. The assumplions adopted for the
Group's pension schemes are set out in Note 4 on the accounts. The
pension deficit recognised in the kalance sheel al 31 December 2008
was E1,198 million (2007 — £1,322 million).

Fair value ~ financial instruments

Financial instruments classified as held-for-trading or designated as at
{air value through protit or loss and financial assels classified as
available-for-sale are recognised in the financial stalements at fair value,
All derivatives are measured at fair value. Gains or losses arising from
changes in the fair value of financial instruments classified as held-for-
trading or designated as at fair value through prolil or loss are included
in the income statement. Unrealised gains and losses on available-{or-
sale financial assets are recognised directly in equily unless an
impairment lass is recognised,

Financial instruments measured at fair value include:

Loans and advances (held-for-trading and designated as at fair value
thoug! profil or loss) - principally comprise reverse repurchase
agreements (reverse repos) and syndicated loans. In rapurchase
agraements one party agrees ta sell securities to another and
simultaneously agrees lo repurchase Lhe securities at a tulure date for a
specified price. The repurchase price is lixed al the outset, usually
being the original sale price plus an amount representing interest for the
period from the sale to the repurchase.

Debt secunities (held-for-trading. designated as at fair value through
profit or loss and available-for-sale} — debt securities inclutle thase
issued by governmenls, municipal bodies. mortgage agencies and
linancial instilutions as well as corporate bonds, debentures and
residual intergsts in securilisations.

Equity secunities (held-for-trading, designated as al fair value though
profit or loss and available-for-sale) — comprise equity shares of
companies or corporations both listed and unlisied,

Deposits by banks and customer accounts (held-for-trading and
designated as at fair value though profit or loss} - deposits measured
al fair value principally comprise repurchase agreamenls (repos)
discussed above.

Short positions (held-for-trading} - arise in dealing and markel making
activilies where debt securilies and equity shares are seid which the
Group does not currently possess,

Derivatives - these include swaps, forwards, futures and oplions. They
may be traded on an organised exchange (exchange-traded) or over-
the-counter (OTC). Heldlers of exchange traded derivatives are generally
required 1o provide margin daily in the farm of cash or other collateral.

Swaps include currency swaps, interest rate swaps, credit default
swaps, lolal return swaps and equity and equity index swaps. A swap is
an agreement o exchange cash flows in the future in accordance with a
pre-arranged formula. In currency swap transactions, interest payment
obligations are exchanged on assets and liabilities denominated in
different currencies; the exchange of principal may be notional or
actual. Interest rate swap conlracts generally involve exchange of fixed
and floating inlerest payment abligations without the exchange of the
underlying pnncipal amounts,

Forwards include forward forgign exchange conlracts and forward rale
agreements. A forward contract is a contract to buy (cr sell} a specified
amount of a physical or financial commodity, at an agreed price, on an
agreed fulure date. Forward foreign exchange contracts are contracls
for the delayed delivery of currency un a specified future date. Forward
rate agreements are conlracts under which two counterparties agree on
the interest ta be paid on a nolional deposit of a specified term starting
on a specific future date; there is no exchange of principal.

Futures are exchange-traded forward contracts to buy {or sell)
standardised amounts of underdying physical or linancial commodilies.

- The Group buys and sells currency, inlerest rate and equty futures.

Options include exchange-traded options on currencies, interest rates
and equilies and equily indices and OTC currency znd equity options,
interest rate caps and floors and swaptions. They are contracts that give
the holder the right but not the ottigalion [o buy {or sell) a specified
amount of the underlying physical or finangial commodity at an agreed
price on an agreed dale of over an agreed period.

Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm’s
length transaction. Fair values are determined from quoted prices in
active markels for identicatl financial assets or financial lizbilities where
these are available. Fair value for a net open position in a financial asset
or financial lizbilty in an active markel is the current bid or offer price
times the numbar of units of the instrument held. Where a trading
porifalio contains both financial assets and financial liabilities which are
derivatives of the same underlying insirument, fair value is determined
by valuing the gross long and short positions at current mid market
prices, with an adjustment at portfolio level to the nel open long or short
position to amend the valuation 1o bid or offer as appropriate. Where the
market for a financial instrument is not active, fair value is established
using a valuation technique. These valualion techniques involve a
degree of eslimalion, lhe extent of which depends on the instrument’s
complexity and the availabilily of markel-based data.
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Accounting policies continued

Deferred tax

The Group makes provision for deferred 1ax on shori-term and other
temporary differences where tax recoegnition occurs at a different time
from accounting recognition.

The Group has recognised deferred tax assets in respect of losses,
principally in the UK, and shart-term timing diiferences. Tax relief is given
for aperating losses by offset when future profits arise and therefore the
recoverabliity of deferred tax assets is & matter of judgement.

Accounting developments

International Financial Reporting Standards

The International Accounting Standards Board issued a revised IAS 23
‘Borrowing Cosls’ in March 2007. Entities are required to capilalise
borrowing costs atiributable to the development or construction of
intangible assels or property plart or equipment. The standard is
effective for accounting perigds beginning on or after 1 January 2009
and is not expected lo have a material effect on the Group or the Bank.

The IASB issued a revised JAS 1 ‘Presentation of Financial Statements’
in Septembeer 2007 effective for accounting periads beginning on or
after 1 January 2009. The amendments to the presentation requirements
for financial statements are not expected 1o have a material effect on the
Gmup or the Bank.

The |ASB published a revised IFRS 3 "Business Combinations’ and
related revisions to IAS 27 ‘Consolidated and Separate Financial
Staternents’ following the campletion in January 2008 of its project on
the acquisition and disposal of subsidiaries. The standards improve
convergence with US GAAP andg provide new guidance on accounting
for changes in interests in subsidiaries. The cost of an acquisition will
comprise only consideration paid lo vendors for equily; other costs will
be expensed immediately. Groups wili only account for goodwill on
acguisition of a subsidiary; subsequent changes in inlerest will be
recognised in equity and only on @ loss of control will there be a profit
or loss on disposal to be recognised in income. The ¢hanges are
effective for accounting periods beginning on or after 1 July 2009 but
beth standards may be adopted together for accounting periods
beginning on or after 1 July 2007. These changes will affect the Group's
accounting for future acquisitions and disposals of subsidiaries.

The IASB published revisions to 1AS 32 'Financial Instruments:
Presentation’ and consequential revisions to other standards in february
2008 to imprave the accounting for and disclosure of puitable financial
instruments, The revisions are elfective Tor accounting periads beginning
on or after 1 January 2009 but together they may be adopted earlier They
are not expecled to have a matenal affect on the Group or the Bank.

The EASB issued an amendment, “Vesting Conditiens and Cancellations’,
lo IFRS 2 'Share-based Payment' in January 2008 that will change the
accounting for share awards that have non-vesling cendilions. The fair
value of these awards does nat currently take account of the efiect of
non-vesting conditions and where such conditions are no! subsequently
met. cosls recognised up 1o the date of cancellation are reversed. The
amendment requires costs not recognised up (o the date of cancellation
to be recognised immedialely. The amendment is effective for
accounting periods beginning on or after 1 January 2009 and is not
expected to have a malenal effect on the Group or the Bank.
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The IASB issued amendments 1o a number of standards in May 2008 as
part of its annual impravenents project. The amendments are effective
for accounting periods beginning on or after 1 January 2009 and are not
axpected to have a material effect on the Group or the Bank.

Also in May 2008, the IASB issued amendments to IFRS | 'First-time
Adoption of International Financial Reporting Standards' and 1AS 27
'‘Consolidated and Separate Financial Statements' that change the
investor's accounting for the cost of an investment in a subsidiary, jointly
controlled entity or associate. It does not aflect the consalidated
accounts but may prospectively affect the company's accounting and
presentation for receipts of dividends from such entities.

The ASB issued an amendment to IAS 39 in July 2008 to clasity the
IFRS stance on eligible hedged items. The amendment is effective for
accounting periods beginning on or after 1 January 2009 and is not
expected to have a material effect on the Group or the Bank.

The International Financial Reporling Interpretalions Committee

(IFRIC} issued interpretation IFRIC 15 ‘Agreements for the Construction
of Real Estate’ in Juty 2008. This interpretation clarifies the accounting
for construction profits. It is applicable for accounting periods beginning
on or after 1 January 2009 and is not expected to have a material effect
on the Group or the Bank.

The IFRIC issued interpretation IFRIC 16 ‘Hedges of a Net Investment in
a Foreign Operation' in July 2008. The interpretation addressed the
nature of the hedged risk and the amount of the hedged item; where in
a group the hedging item could be held; and what amounts should be
reclassified from equity on the disposal of a foreign operation that had
been subject to hedging. The interprelation is effective for accounting
periods beginning on or after 1 Ocleber 2008 and is not expected 1o
have & malerial effect on lhe Group or the Bank.

The IFRIC issued interprelation IFRIC 17 'Distributions of Non-Cash
Assets to Owners' and lhe 1ASE made congequential amendments 1o
IFRS 5 'Non-Current Assels Held for Sale and Discontinued Operations' in
December 2008. The interprelation requires distributions to be presented
at fair value with any surplus or deficit to be recognised in income. The
amendment to IFRS b extends the definition of disposa! groups and
discontinued operations to disposals by way of distribution. The
interpretation is effective for accounting periods beginning on or after 1
July 2009, to be adopted at the same time as IFRS 3 {revised 2008), and
is not expected to have a matenal effect on the Group or the Bank.

The IFRIC issued interpretation IFRIC 18 'Transfers of Assels from
Custormers’ in January 2009. The interpretation addresses the
accounting by suppliers that recelve assets from customers, reguiring
measurement at fair value. The inlerpretation is effective for assets from
customers received on ar after 1 July 2009 and is not expecled lo have
a malerial effect on the Group or the Bank.

In March 2009, 1he IASB improved IFRS 7 ‘Financial Inslruments;
Disclosure’ by enhancing the disclosure requirements for {air value
measurements and liquidity risk, The changes are effective for
accounting periods beginning on or after 1 January 2009, although
comparative information is not needed in the first year of application,
and will be adopied by the Group and the Bank for 2009 reporting.



Notes on the accounts

1 Net interest income !

Group
2008 2007 2006
£m Fm £m
Loans and advances to customers 10,063 9,422 8,310
Loans and advances to banks 2,125 2,586 1,403
Debt securilies 185 170 112
Interest receivable 12,373 12,178 9,825
Customer acgounts: demand deposils 1,413 1,993 1,539
Cuslomer accounts: savings deposits 1,389 1,218 809
Customer accounts: other time depasits 2,032 1.929 1,427
Deposits by banks 820 1.045 864
Debt securities in issue 852 683 439
Subardinated liahilities 509 271 310
Internal funding of trading business (49 (52) (12)
Interest payable 6,976 7,087 5,376
Net inlerest income 5,397 5.001 4,449
2 Non-interest income
Group
2008 2007 20086
£m £m Em
Fees and commissions receivable 4,367 4,226 3,828
Fees and commissions payable (1,178) (1.036) {960)
{Loss)income fram trading activities:
Fareign exchange (1) {384) 134 5995
Interest rate {558) 310 352
Credil (0 (18) {843) 589
Equities and commodities (o (3) 39 {78)
{963) {360) 1,458
Other operating income:
Operaling lease and other rental income 61 55 a1
Changes in the fair value of securities
and other financial assets and liabilities 65 74 118
Changes in 1ha fair value of investment properties 2 — n
Profit on sale of securities 17 137 86
Profit on sale ot property, plant and equipment 7 189 31
(Loss)/orofit on sale of subsidiaries and associales {31) — 70
Dividend income 5 14 36
Share of profits less losses of associated entities (23 (5) 26
Other income {22) (11) 34
81 433 451

The analysis of trading income is based on how the business is organised and the underlying risks managed.

Noles:

Trading income comprses gains and losses on inancial instrumenis held for traging, Lot reaksed and unrealrsed, interest IncoMe and givdenas and the rolated funding costs The types of
instrurnents include;

(1) Foreign exchange: spot foreign exchange Comracts, Curency swans and oplons, Bmerg.og Markets and rdalod heeges ano funging,

2} Interost rate: interest tule swaps. lorward foreign eachange contracls, forward rale agreements, inlerest rate cplons, mlerest 1nte fulures and refaled heoges ana funaing.
{3) Creait: asset-backed secunles, cOrporate bonds, Cret.d dervabives and retated hedges and funding.

1) Eruties und commodities: equities, cornmodibes, equity dernatives, commodily contracts and reluled hatges znd lundng.
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Notes on the accounts caontinued

3 Operating expenses

Group

2008 2007 2006

£m £m £m

Wages. salaries and ather stafi costs 1.296 1,339 1,438

Social security cosls a5 a2 78
Pension costs

- defined benefit schemes {see Nole 4} 2 132 229

- defined coniribution schemes 18 14 9

Staff costs 1,402 1,567 1,754

Premises and equipment 331 267 266

Other administrative expenses 2,516 2,322 2,741

Praperty, plant and equipment (see Note 17) 131 109 98

Intangible assets (sec Note 16) 106 155 159

Depreciation and amortisation 237 264 257

Write-down of goodwill and other assels 716 e —

5,202 4420 5,018

Integration costs included in operating expenses comprise expenditure incurred in respect of cost reduction and revenue enhancement targets set in

conhection with the various acquisitions made by the Group.

Group

2008 2007 2006
Eits £m £m
Siaff costs 3 7 48
Premises and eguipment — 4 3
Other administrative expenses 14 1 11
Depreciation and amortisation 20 k1l 5
38 43 67

Restructuring costs included in operating expenses comprise:
20085
Group pid
Staff costs 4

No restiuciuring costs were incurred in 2007 and 2006.
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The average number of persons employed the Group during the year, excluding temporary stalf, was 32,600 {2007 ~ 31,200, 2006 - 31.000), The
number of persons employed by the Group al 31 December, excluding temporary staff, was as follows:

Group
2008 2007 2006
Global Banking & Markets 1,300 1.300 1,300
UK Retail & Commercial Banking 20,000 19,000 19,600
Europe & Middle East Retail & Commercial Banking 5,600 6,300 5,600
Asia Retail & Commerciat Banking 3,800 3,600 3,100
Group Manufacturing 1,400 1,300 1.400
Total 32,100 31,500 31,000
UK 25,100 23,900 24,100
us 1,300 1.300 1,300
Europe 5,100 5,800 5,200
Rest of the World 600 500 400
Total 32,100 31,500 31,000
Bank
2008 2007 2006
£ Em £m
Wages, salaries and other slaff cosls 487 474 429
Social security costs az 30 29
Pension costs
- defined benefit schemes (see Note 4) {65) 83 168
- defined contribution schemes 3 1 —_
Staff cosls 437 588 626
The average number of persons employed by the Bank during the year, excluding temparary staff, was 20,400 (2007 - 20,000; 2008 - 20,700).
The number of persons employed by the Bank at 31 December, excluding temporary staff, was as follows:
Bank
2008 2007 2006
UK Retzil & Commercial Banking 19,900 19,000 18,600
Asia Retail & Commercial Banking 700 700 700
Total 20,600 19,700 20,300

All of the abave are employed in the UK.
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Notes on the accounts continued

4 Pension costs

Members of the Group spansor a number of pension schemes in the UK
and overseas, predominantly of the defined benefit lype, whase assels
are independent of the Group's finances. Defined benefit pensions
generzlly provide a pension of one-sixtieth of final pensionable salary
for each year of service prior lo retirement up o a maximum of 40 years.
Empioyees do not make contributions for pasic pensions but may make
volunlary coniributions o secure addilional benefils on a money-purchase
basis. Since October 2006 the defined benelit section of The Royal
Bank of Scotland Group Pension Fund ('Main scheme') has been closed
to new entrants.

The Group also provides post-retirement benefits cther than pensions,
principally through subscriplions to private healthcare schemes in the

UK and the US and unfunded post-relirement benefit plans. Pravision
for the casts of these benefits is charged 1o the income statement over
the average remaining future service lives of the eligible employees.
The amounts are net material.

The corridor method of accounting permits the Bank lo defer recognition
of acluarizl gains and losses that are within 10% of the larger of the fair
value of plan assets and present value of defined benefit obligations of
the schemes, on an individual scheme Lasis, at the reporting date. Any
excess vanations are amortised prospectively aver the average remaining
service lives of current members of the schemes.

Interim valuations of the Group's schemes were prepared to 31 December
by independert actuaries, using the following assumptions:

Groun Bank
Principat actuarial assumptions at 31 December (weighted average) 2008 2007 2008 2008 2007 2006
Discount rate 6.4% 6.0% 5.3% 6.5% " 6.0% 5.3%
Expecled return on plan assels 7.0% 6.9% 6.9% 71% 6.9% 6.9%
Rate of increase in salaries” 31.8% 4.4% 4.1% 4.0% 4.5% 4.2%
Rate of increase in pensions in payment 2.6% 3.2% 2.9% 2.7% 3.2% 2.9%
Inffation assumption 2.6% 3.2% 2.9% 27% 3.2% 2.9%
" Rate of increase in sa'anes in the Man scheme assumea 10 be 2.0% over the nest tvo years.

Group Bangx
Major classes of plan assets as a percentage of total plan assets 2008 2007 2006 2008 2007 2006
Equities 58.0% 61.1% 60.5% 59.4% 61.0% 60.5%
Index-linked bonds 17.4% 17.5% 16.7% 18.0% 18.2% 17.3%
Government fixed interest bonds 2.0% 1.7% 3.0% 1.2% 1.2% 2.5%
Curporate and other bonds 18.1% 14.9% 13.8% 18.5% 15.1% 14.0%
Property 4.2% 4.1% 4.6% 3.7% 38% 4.3%
Cash and other assets 0.3% 0.7% 1.4% {0.8%) 0.7% 1.4%

Ordinary shares of the ullimate holding company with a fair value of £15 million (2007 - £65 million; 2006 — £87 milion) are held by the Group's
pension schemes together with holdings of other financial instruments issued by the Group with a value of £421 million (2007 - £606 million; 2006 ~

£258 million).

The expected return on plan assels at 31 December 2008 is based upon the weighled average of the following assumed returns on the major classes

of plan assels:

Group Bank

2008 2007 2006 2008 2007 2006
Equities 8.4% 81% 8.1% 8.4% 8.1% 8.1%
index-linked bonds 3.9% 4.5% 4.5% 3.9% 4,5% 4.5%
Government fixed interest bonds 4.3% 4.5% 4.5% 3.9% 4.5% 4.5%
Corporate and other bands 6.1% 5.5% 5.3% 6.1% 5.5% 5.3%
Property 6.0% 5.3% 6.3% B6.1% 6.3% 6.3%
Cash and other assets 3.4% 4.6% 4.6% 2.5% 4.6% 4.6%
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Post-retirament moriality assumplions (Main scheme) 2008 2007 2006
Lengevity al age 60 for current pensioners (years) '
Males 26.1 26.0 260
Femates 26.9 26.8 285
Longevily at age 60 for fulure pensioners (years)
Males 28.1 28.1 26.8
Females 28.2 28.2 28.7
Group Bank
Prosent Present
valug of Net vahue of Net
Fair vislua i BEDSIN Fait vatue detned pension
al plan benafit doficit at pian bengtt dehai
. i o Prrnes obligabons (surplys) assols obiigations (surplus)

Changes in vatue of net pension liability £m £m £mn £m fin £m
Al 1 January 2007 18,213 20,006 1,793 17,374 18,986 1.812
Currancy translation and other adjustments 40 49 9 — — —
Income statement:

Expected return 1,242 — {1,242) 1,182 — (1,182)

Interesl cost - 1.060 1,060 — 1,008 1,008

Cuirent service cost — g0 610 — 566 568

Less: direct contributions {from other scheme members — (316} {316) — {328) (328)

Past service cost - 20 20 o 19 19

1,242 1,374 132 1,182 1,265 a3

Actuarial gains and losses . 150 (1,967} (2.117) 183 (1.938) (2.101)
Transfer from feliow subsidiary 30 30 e 30 30 —
Contributions by employer 117 — (117} 69 —_ {69)
Contributions by other scheme members 335 335 — 348 348 —
Contributions by plan participants 4 4 — — — —
Beanefis paid {579) (579} —_ {552) (552) —
Expenses included in service cost (39) (39} — {39) (39) —
Al 31 December 2007 19.513 19,213 (300} 18.575 18.100 {475)
Unrecognised acluarial gains (1,622) (1.599)

Retirerment benefit Kabilities at 31 December 2007

Unfunded schemes liabilities included in post-retirermnent benefil liabilities

1,322

28
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Notes on the accounts cantinued

4 Pension costs contrued)

Groun Bank
Prasent Present

vatue of et walue of Net

Fair vahe elined peftson Fair volue detred pension

of plan beneht Jehol/ of plan benefl aalcity

assels obigatons {surplus} assels abligations surplush

Changes in value of net pension liability £m £m e £m £m £m
At 1 January 2008 19.513 19,213 (300} 18,575 18.100 (475)
Currency translation and other adjustments 389 450 61 — —_ —

Income statement:

Expected relurn 1,338 — {1,338) 1,271 — (1.271)
Interest cost — 1,145 1,145 —_ 1,080 +,080
Curren! service cosl — 494 491 — 437 437
Less: direct contribulions from other scheme members — (319} (319) — {332) (332)
Past service cost —_ 23 23 — 2t 21
1,338 1.340 2 1,271 1,206 [65)

Acluarial gains and losses (5,089) 13,527} 1,562 (4,784) {3,390} 1,394
Disposal of subsidiaries — (3} (3) —_ — -
Contributions by emplayer 154 — {154) 78 — {78)
Contributions by other scheme members 306 306 — 319 319 —
Contributions by plan participants 5 .5 — — — —
Benelits paid (660) (660} — {631) (631) —
Expenses included in service cost (24) {24) s {24) (24) —
At 31 December 2008 15,832 17,700 1,168 14,804 15,580 776
Unrecognised actuarial gains 30 206
Retirement benefit ligbilities at 31 December 2008 1,198 982
Unfunded schemes liabilities included in post-retirement benefit liabilities 29 14

The Group expects to contribute £460 milion {Bank — £385 million) to its defined benefit pension schemes in 2009.

Group Bank

7008 2007 2006 2005 2004 2008 2007 2008 2005 2004
History of defined benefits schemes £m £m £m om £m £m £m £m £m £m
Fair value of plan assels 16,932 19,513 18213 16697 14236 14,804 18575 17,374 15914 13,569
Present value of defined benelit obligations 17,100 19,213 20006 20,174 17894 15580 18,100 18,986 19,105 16,922
Net (deficit)/surplus {1.168) 300 {1,793) (3.477) (3,658) (776) 475 (1,612} (3.191) {3.35]
Experience losses on plan liabilities {73) (209) {7) {35) (611} (55 (256) {4) (31 (624)
Experience {losses)/gains on plan assels {5.089) 150 570 1,639 403 {4,784} 163 552  1.556 392
Actual return on pension schemes assels {3.751y 1,382 1,683 26N t,283 (3.613) 1,345 1,574 2486 1,230

The table below sets oul the sensitivilies of the pension cost for the year and the present value of defined benefil ohligations at the balance sheet
dales to a change in the principal actuarial assumptions:

Group Bank
Inctuase(decreasa) Increasef{decreasa) lnireasaivecraase) Increass/{decrease)
in pensicn Gost for the year n ekhgation & 31 December 1 pension cosl for the yaar i1 obligation at 31 Decomber
2008 2007 2u08 2007 2008 2007 2008 2007
£m . Em £m £m £m £m Em Em
25 bps increase in the discount rate (42) (45} (754} (929) 3" {41} {696} (874)
25 bps increase in inflation 85 89 636 B59 7 83 624 800
25 bps additional rate of increase
in pensions in payment 45 46 417 485 41 43 383 461
25 bps additional rate of increase
in deferred pensions 8 5 13 116 8 5 94 113
25 bps additional rate of increase in salaries 32 38 190 237 28 35 168 218
Longevity increase of 1 year 34 34 335 420 31 31 302 390
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5 Auditors’ remuneration
Amaolnis paid to the Bank’s audilors for statutory audit and other services were as follows:

Group
2008 2007
£rm £m
Fees payable for the audit of the Group's annual accounls 1.1 0.8
Fees payable 1o the auditors and their associates for other services to the Group: .
~ The audit of the Bank's subsidiaries pursuant to legislation 1.6 14
Total audit fees 27 2.2
Fees payable to the Group's auditors for non-zudit services are disclosed in the conselidated financial statements of The Royal Bank of Scotlang
Group plc.
6 Tax
Group
2008 2007 2006
£m Em £m
Current taxation:
Charge for the year BIT 989 1,095
CQver provision in respecl of prior periods (164) (1) (251}
Relief for overseas taxation . — (76} —
- 513 842 844
Deferred taxation:
GCredit far the year {4) (60} {42)
Under/{aver} pravision in respect of priar periods 90 (14} 29
Tax charge for the year 599 768 831
The actual tax charge differs fram the expected tax charge computed by applying the average rate of UK Corporation Tax of 28.5% (2007 - 30%;
2006 — 30%,) as foliows:
2008 2007 2006
m £m m
Expected tax charge 325 o926 1,037
Non-deduciible goodwill impairment 165 — —
Other non-deductible items 78 52 157
Non-taxable itemns (32) (178) (391
Taxable foreign exchange movements 149 (3) (106)
Group relief at non-standard rates (16) 94 13
Foreign profits taxed at other rates (1 {57) 23
{{ncreaseldecrease in deferred tax asset foliowing change in the rate of UK Corpaoration Tax 2) 18 _—
Unutilised losses brought forward and carried forward T 1 10
Adjustments in respect of prior periods (74) {85} (222)
Actual tax charge for the year 599 768 831

The effective tax rate for the year was b2.5% (2007 — 24.9%:; 2006 - 24.0%).

Annual Repart and Accounts 2008




63

Notes on the accounts continued

7 Dividends to preference shareholders

Group
208 2007 2006
£m £m £m
9% non-cumulative slerting preference shares, Series A 13 13 13
Non-cumulative dollar preference shares, Series B — — 1%
Non-cumutative dollar preference shares, Series C 12 12 12
25 25 36
Nete:
{1} in accordance with 1AS 32, the Group’s preference shares are inciuded in subordingted liabilties and the relaled finance costin interest payable.
8 Ordinary dividends
Group
2008 007 2006
£m £m £m
Ordinary dividend paig to the parenl company 1,000 1,850 1,500

9 Profit dealt with in the accounts of the Bank

As permitted by section 230(3) of the Companies Act 1985, no income statement for the Bank has been presented as a primary financial stalement.
Of the profit attnibutable to ordinary shareholders, £1,387 million {2007 - £3,210 million; 2006 — £1,688 million) has been deailt with in the accounts of

the Bank.
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10 Financial instruments
Classification

The following tables analyse the Group's financial assels and financial liabilities in accordance with the categories of financial instruments in IAS 39.
Assels and liabilities outside the scope of 1AS 39 are shown separately.

Group
Designaterd
as at far MNon
valig Qther financiul
Held-foe through Availgbie- Loans arc (smortised Finance assels!
trading profit of loss for-sue rece vables cost) leases katiltes Total
2008 Em £m £m £m £m £m Erm im
Assets
Cash and balances at central banks — — — 1,285 — 1,285
Loans and advances io banks (i 11.432 302 — 54,500 — 66,234
Loans and advances 1o customars 2,883 — — 195,080 304 198,267
Debt secunties @ 32,357 21 361 - — e 35,003
Equity shares 109 22 9498 — — 1.129
Settlement balances — — — 4117 — 4,117
Derivatives 8,895 — — — — 8,895
Intangible assets 515 815
Property, plant and equipment 1,970 1.970
Deferred taxalion 496 496
Prepayments, accrued income
and other assets — — — 32 — 1,966 2,018
55,676 345 4,613 255,014 304 5,267 321,219
Liabilities
Deposits by banks 22,610 e 31,023 — 53,633
Customer accourts s, & 20,561 2,20 177,532 — 200,384
Debt securities in issue ) 75 - 17137 — 17,212
Settternent balances
and short positions 11,241 — 1,850 — 13,091
Derivatives 8,066 — — — 8,066
Accruals, deferred income
and ather liahilities — — 532 4} 3,495 4,032
Retirement benefit liabilities 1,198 1,198
Deferred taxation 46 46
Subordinated liabilities @ 1,224 . 5875 — — 10,099
63,777 2,29 236,949 5 4,739 307.761
Equity 13,458
321,219
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Noles on the accounts cantinued

10 Financial instruments fcontnued}

Group
Dosgnated
s al fuir Nan
valug Qther fingneial
Helu-for- through Availaple- Loans and {amortisec Finance assots!
lrding  profit or loss for-sa'e recevaties cosl) lgases fhillies Total
2007 £m £m Em Em £ Em m £m
Assets
Cash and balances at central banks —_ — — 1,363 e 1,363
Loans and advances 10 banks (1 17,912 237 — 53,300 —_ 71,449
L.oans and advances to customers @ 13.642 1,280 — 173,603 451 188,976
Debt securities @ 33,955 154 3.828 — — 37.937
Equity shares 152 32 926 — — 1,110
Settlement balances — — — 2,700 — 2,700
Derivatives 3575 - e — — 3.575
Intangible assets 1,244 1,244
Property, plant and equipment 1.514 1,514
Deferred taxation 521 521
Prepayments, accrued income
ang other assels — — — 19 — 1,874 1,893
69,236 1.703 4,754 230,985 451 5,153 312,282
Liabilities
Deposits by banks (4 17,255 — 27,608 — 44 861
Customer accounis is. & 15.341 1.661 188,517 — 205,519
Debt securities in issue @1 —_ — 20,923 —_ 20,923
Settiement balances
and short positions 12,437 — 2,518 — 14,955
Derivatives 3,251 — — o 3,251
Accruals, deferred income
and other liabilities — — 465 4 2,912 3,331
Retirement benefit liabilities 1,322 1,322
Deferred taxation 36 36
Subordinated liabilities i — — 5,932 e — 5,932
48,284 1,661 245,961 4 4270 300,180
Equity 12,102
312,282
Notes:

(1) Incluckes reverse repurchase agreements of £3.887 millon (2007 — £8,467 millon}, flems 1n the course of collechon from Gther banks of £2,107 miton (2007 - £2,296 million), amounts due from
hoiding company of £53,781 million {2007 - £54,006 milon) and amounls gue from felfow subsidianes of £304 milion 12007 - £3,175 mitlion).

12) Includes reverse repurchase agreements of £5,202 miton (200F - £35.557 mithon), amounts gue from fellow subsidianes ot {40,970 mudlion (2007 - £15,880 mititon) and amounts du from

haskiing company of nil {2007 - £912 miflion),

() Inciudes reasury tis and simiar securites of £382 million (2007 - E134 muiton) and ciher edigute bels of £54 mion {2007 - £1,887 millgn)
{4) Inchades repurchase agreements of £12,027 million (2007 - £13.139 mullipn), itoms :n the course of transmiss:on 1o olher banvs of E525 milion (2007 - £713 mulion}, amounis due lo hokdng

company of £32¢ 401 mifion {2007 - £27 884 mlion) and amounts duo 1o fellow subsidiades of EB81 mikon (2007 - £58 mikion).

15) includes repurthase agreements of £23.985 mduon (2007 = £30.749 milion), amounts due 1o feliow subsiganies of £6,741 md:on {2007 - £7,583 mton) and amounts due 1o hokéng company of

et {2007 - £183 milfign).

i6) The carrying anounl of oler customer sccounts desgraled as at lar value Lhrough profil and loss s £87 malion ower {2007 — £69 miSon greater) than the prncipal amount. No amounts hawe
been recomised ik oSl o loss lor changes in credn rish associated with tess Lalxkbes as the changes an immatenal messufed as (e change o iz vakie from movements in the puricd in the

CTe0: NSK B EmLm payable.

7} Compnses bonas and medium lerm nodes of 111,574 mikion (2007 = £6,10% milkon) and certifcales ol deposil and ather commercial paner of £5638 milkon (2007 — £14.822 mikon).

{8} Incluckes armourts due (o holding cornpany of £3,2493 muton (2007 - £1,173 mikon),
{9) Dunng 2008 the Group reclassified bnancial assets from the held-for-trad ng and avallable-for-sale categones into loans and recewables category 2nd from held-Dr-trading cztegory into he

avaiabks-foc-sale calegory (see page T0)
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The following 1ables analyse lhe Bank's financial assets and financial liabilities in accordance with 1he categories of financial instruments in IAS 39.
Assets and liabilities outside the scope of 1AS 39 are shown separalely.

Bunk
Designated
as gl far Non
valug Clher nancial
Heda-for- through Hedging Availathe: Leans and {famorlised assets!
rading  profit of loss cenvatives tor-sabe receivables cost) liabilties Tolat
2008 £m £m Em £ £m £m £ £m
Assets
Cash and balances at central banks — — -_ 838 338
Loans and advances to banks (1 111 3oz —_ 22,733 23,1486
Loans and advances 1o customers ) 302 — — 124,391 124,693
Debt secusties — — 41 — 41
Equity shares — — B — B
Investment in Group undertakings — - —— — 7,339 7.339
Denvatives 4,897 — — — — — 4,897
Intangible assets 401 401
Property, plant and equipment 883 883
Deferred taxation 400 400
Prepaymenis, accrued income
and other assets — — — — 674 674
5310 302 — 47 147,962 9,697 163,318
Liabilities
Deposits by banks @ 3i1 — 8,225 8,536
Customer accounts 4,5 500 302 129,893 130,695
Debt securities in issue @) — — 15 15
Cierivativas 5,325 — 918 — 6,243
Accruals, deferred income ’
and other liabilities — 1,407 1,407
Retirernent benefit liabilities 982 982
Subordinated liabilities e — 7.860 — 7.860
6,136 302 918 — —_ 145,993 2,389 155,738
Equity 7,580
163,318
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Notes on the accounts continued

10 Financiat instruments {continued)

Banx
Cesignated
as at fair Non
value Qthiar financia!
Hetd-for- througn Hedging Available- Loans and (amort:sed assels’
raging profit or foss aetivabives for-sale receivables costi liaptilies Total
2007 £m fm £m £m £m Em £m Em
Assels
Cash and balances at ceniral banks — — — 1,006 1,006
Loans and advances to banks (n 116 17 o 27,163 27,296
Loans and advances to customers 355 — — 115,277 115,632
Debt securities — — 31 —_ a1
Equity shares — — 18 — 18
investment in Group undertakings — — - — 6,052 6.052
Derivatives 1,523 _ 65 - — — 1,588
Intangible assets 375 375
Property, plant and equipment 908 08
Deferred taxation 321 321
Prepayments, accrued income
and other assels — — — — 558 558
1,964 17 65 49 143,446 8,214 153,785
Liabilities
Deposits by banks 135 — 5,589 6,324
Customer accounts .5 107 170 131,971 132,248
Debt securities in issue (6 — — 9 9
Derivatives 1,318 e 34 — 1.352
Accruals, deferred income
and other Labilities — e — 1,091 1,091
Retirement benefit Habilities 1,124 1,124
Subordinated liabilties e — 4,244 — 4,244
2,160 170 34 141,813 2.215 146,392
Equiity 7,393
153,785
Noles:

(1) Includes dems in the caurse of collection fom olher banks of £2,022 milion (2007 - £2,206 million). amounts due from holding company of £18,707 milien (2007 — £22,7489 million), amounts due
from fetlow subsidiaries of £534 millign (2007 - £383 million) end ameunts Jue from subsidiaries of £333 midion (2007 - £553 millicn),

i Includes armaunts dug from fellow subswliaries of F40.920 millon (2007 — £35,500 milion), amounts due from subsidiaries of £4,342 million (2007 - £3,095 milion) and amounts due from halding

company of nil (2007 -~ £338 million).

{3) Includes items in the course ol transmission 1o olher barks of £532 million {2007 - E754 mikion. amounts dug o holding company of £1,259 million {2007 - £1 908 million), amounts due ta fellow
subsidiaries of £4,218 milion (2007 - £1,72% milion) ard amounts oue Lo subsidiates af £295 million {2007 - £636 millian).

H Irctudes arnounts due (o feliow subsidiaries of £6,293 millien (2007 - £7.360 mikion), amounts due 1o subsidiznes of £3,558 million {2007 — £1,461 mfion) o1d amounts due to holding company

of it {2067 - £181 milhon),

(5] Thi: carrping amount of olker cuslomer accounts dasignated as al far value threugh profit and loss 15 E8 midlion lower (2007 - £17 milkon grealer) han e pnncipal amount, No amounis have
been recognised in proft or loss for changes in cred:t nisk associaled wilh lhese ligbdities as the changes are immatenal measured as the change in fair value lrom movement i he penod 1n the

credl nsv pramium payzabie.
[13)
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Valuation of financia! instruments

Control envirenment

The Group's conirol environment for the determination of the fair value
of financial instruments has been designed o ensure there are
formalised review protocots for independent review and validation of fair
values separate from those businesses entering into the transactions,
This includes specific controls to ensure consistent pricing policies and
procedures, incorporating disciplined price verification for both
proprietary and counterparty risk irades. The Group ensures special
atlention is given to bespoke ransactiens, structured products, ifliquid
products, and other assets which are difficult (o price.

The business entering into the lransaclion is responsible for the initial
determinalion and recording of the fair value of the transaction. There
are daily conlrols over the profit or loss recorded by trading and
treasury front effice traders.

A key element of the control environment, segregaled from the
recording of the transacton's valuation, is the independent price
verificalion (IPV) process. Valualions are first calculated by the business
which entered into the transagtion, Such valuations may be direct
prices. or may be derived using a model and variable model inputs.
These valuations are reviewed, and if necessary amended, by the IPV
process. This process involves a team, independent of those trading the
linancial instruments, reviewing valuations in the light of available
pricing evidence. PV is performed at a frequency 1o match the
availability of indeperdent data. and the size of the Group's exposure.
For liquid instruments the process is performed daily. The minirmum
frequency of review in GBM is monthly for regulatory trading book
positions, and six monthty for regulatory banking book positions. The
IPV conlral includes formalised reporting and escalation of any
valuation differences in breach of defined thresholds. In addition, within
GBM, there is a dedicated 1eam (the Global Pricing Unit) which
determings [PV policy, monitors adherence to policy, and performs
additional independent review on highly subjective valuation issues.

In GBM, when models are used to value products, those models are
subject 1o a review prucess which reguires different levels of model
documentation, testing and review, depending on the complexity of the
model. and the size of the Group’s expasure. A key element of the
control environmenti over model use in GBM is a review commitiee
which comprises of valuations experts from several functions within
GBM. The commitleg sets the palicy for model docurnentation, testing
and review, and prioritises models with significant exposure for review
by the Group’s quantitative research centre. This cenlre, which is
independent of the trading businesses, assesses lhe appropriateness
af the application of the model to the product, the mathematical
robusiness of the model, and (where appropriate), considers alternative
modelling approaches,

GBM also mainlains a vatuation contral committee that meets formally
on a monthly basis 1o discuss and review escalated items and to
consider highly complex and subjective valuation matters. The
commillee includes valuation specialists representing several
independent review {unctions (including market risk, quantitative
research and finance) and senior members of the Group's front office
trading businesses.

Certatn financial instruments have become more ditficull and subjeclive
to value and have therefore been transferred Lo a centrally managed
assel unil, to saparate them from business as usual aclivilies and o
allow dedicated focus on the management and vaiuation of the
exposures. The unit has a valuation committee comprising senior
representatives of the trading function, risk management and GBM
Global Pricing Unit which meets regularly and is responsible for
monitofing, assessing and enhancing the adeyuacy of the valuation
technigues being adopted lor these instruments.

Valuation techniques

The Group uses a number of methodologies ta determine the fair value
of firancial instruments for which observable prices in active markets for
idenlicat instrumerils are nol available. These lechnigues include:
relative value methodologies based on observable prices for similar
instruments; present value approaches where fulure cash flows from the
assel o liabilily are estimaled and then discounted using a risk-
adjusted interest rate; and Black-Scholes, Monte-Carlo and bi-nominal
option pricing models. The principal inputs to these valuation techniques
are listed below. Values between and beyond available data points are
obtained by interpolation and extrapolation.

Bond pwices - quoted prices are generally available for government
bonds, certain corparate securities and some maortgage-related
products.

Credit spreads — where available, these are derived from prices of
credil default swaps or other crectit based instruments, such as debl
securities, For olhers, credit spreads are obtained from pricing services,

Interest rales - \hese are principally benchmark interest rates such as
the London Inler-Bank Offered Rale (LIBOR} and quoled inlerest rates
in the swap, bond and lulures markels,

Foreign currency exchange rales - there are observable markets
both spol and forward and in futures in Lhe world's major currencies.

Equity and equily index prices - quoted prices are generally readily
available lor equity shares listed an the world's major stock
exchanges and far major indices on such shares.

Cormmodity prices - many commuodities are actively traded in spot,
forward and fulures on exchanges in London, New York and other
commercial cenires,

-

Price volatiliies and correlations — volatility is a measure of the
tendency of a price lo change with time. Correlation measures the
degree to which two or more prices or other variables are observed to
move logether. If Lhey move in the same direction there is positive
correlation; if they move in oppesite directions there is negative
correlation. Volalility is a key input in valuing optlions and the value of
cerlain products such as derivatives with more than one underlying
variabte that is correlalion-dependenl. Volatilily and correlation values
are oblained from biroker guotations, pricing services or derived from
option prices.
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Notes on the accounts continued

30 Financial instruments (vonlinued)

* Prepayment rates — the fair value of a financial instrument that can
be prepaid by the issuer or borrower differs from that of an
instrument that cannot be prapaid. In valuing prepayable instruments
that are not gquoted in aclive markets the Group incorporates the value
of the prepayment gption,

Counterparty credit spreads - adjustment is made to market prices
{or parameters) when the creditworthiness of the counterparty differs
fram that of the assumed counterparty in the market price or
parameter; for example many OTC derivalive price quotations are for
transactions with a counterparty with an AA credit rating,

L

Recovery ratesfloss given default - these are used as an input to
valualion models for ABS and other credit products as an indicator ol
severity of losses on default. Recovery rales are primarity sowced
from marke! dala providers or inferred from observable credil spreads.

in order to determine a reliable fair value, where appropriate, the Group
applies valuation adjustments to the pricing information derived from the
above sources. These adjustments reflect the Group's assessment of
factors that market participants would consider in setting a price, o the
exient that these factors have not already been included in the
inforenation from the above sources. Furthermare, on an ongoing basis,

Valuation hierarchy

the Group assesses the approprialeness of any model used. To the
extent that the price provided by internal models does not represent the
fair value of the instrument, for instance in highly siressed market
conditions, the Group makes adjustmenis to the model valuation to
calibrate o other available pricing sources. Where unobservable inputs
are used, the Group may determine a range of passibte valeations
based upon differing and stress scemarios to determine the sensitivity
assgciated with the valuation. When establishing the fair value of a
financial instrument using a valuation lechnigue, the Group considers
cerlain adjustments io the modelled price which market participants
would make when pricing that instrument. Such adjustments include the
credit quality of the counterparty and adjustments to correct model
valuations for any known limitations. In addition, the Group makes
agjustments io defer income for financial instruments valued at inception
where the valuation of [hat financial instrument materally depends on
one or more unobservable model inpuls.

The Group refines and modifies its valuation techniques as markets and
products develop ard the pricing for individual products become mare
or less readily availaile. Whilst the Group believes its valuation
techniques are appropriate and consistent with other market
participants, the use of different methodologies or assumplions could
resuft in different estimates of fair value at the balance sheet date.

The table below shows the financial instruments carried at fair value by valuation methog,

2008 2007
Lewel 119 Lavel 2 Leserd 3421 Total Lavel 11y Level 24 Lewel 39 Tolal
Eon Lbn ihn £on £hn Ebn Ebn £nn
Assels
Fair value through profit or loss:
Loans and advances lo banks — 11.7 — 1.7 — 18.1 — i8.1
Loans and advances to customers — 25 04 249 — 12.7 2.2 4.9
Dbt securilies 8.2 237 05 324 12.4 216 0.1 31
Equity shares — — 0.1 0.1 —_ —_ 0.2 n.2
Derivatives 0.1 7.7 1.1 8.9 0.1 3.5 — 3.6
83 45.6 21 56.0 12.5 55.9 25 70.9
Available-for-sale:
Debt securilies 25 1.1 —_ 36 2.3 1.5 — 3.8
Equity shares — 0.5 05 8.0 0.1 — 0.9 1.0
25 1.6 0.5 4.6 2.4 1.5 0.9 4.8
10.8 47.2 26 60.6 4.9 57.4 34 75.7
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2008 2007
Leval S1my Lovel Zia Levol 3 Toto! Level 15y Level 24 Level 33 Tatai
Ebn £bn Ebn fon Etn £on £bn fon
Liabilities
Fair vaiue through profit or koss:
Beposits by banks and customers — a45.5 —_ 45.5 —_ 34.2 —_ 34.2
Debt securities in issug — 0.1 — 0.1 — - — —
Short posilions 9.9 13 — 11.2 11.7 0.7 — 12.4
Derivatives 0.3 7.7 0.1 8.1 0.3 3.0 — 33
Other financial liabililias w) —_ 1.1 0.1 1.2 — — — —
10.2 55.7 0.2 66.1 120 37.9 — 499
Nofos:

{1} Valueo using unadusted quated prices in activi markets for idenbcal lrancial instruments. This categaey intludes haleo equity shares, cerlain exchange-tradod derivabves. G10 government

sucunties and certain US agency secunlies.

12) Valusd using lechniques based significantty on opservable marcg! dala. Instruments in This calegory arg valed using

{9) quoted prces for similar ingtruments of Idenbcal Insiriments in markets which are nol considered to be actiwe; ar

it} valualion lechniquys where all the inputs thal have a sgnifant effect on the valuation are directly or indiroctly based on obsurvabile markel data.

The: type of inslrumonts that trade in markels hal are not considered 1o be actve, but are based on quotea markel prices, brakar dealer quotabions, oF alternalive PRony sources wilh reasonable
levels of prce transpatency and these instruments valued using lechniques inciude mosl governmen; agency seuriles, INVESIMERL-gralie corporate bands, certa'n morlgage products, cerlain
bank and br-agy loans. repos and reverse repos, less linuid Lstod oquties, state ano mumcpal obl:gations, ang corisn monoey market securities and mosl OTC dedvaives.

(3} lnstruments in this calegory haw: Deen vilued Lsing a valualon lechnque where at least ane input {whreh coutd have a sigrificant efferl on the instrument's voltabion) is nol based o abservable
markat data. Whons npids can be observed from market data without unidue cost and efforl, tho observed input is ysed. Otherwisa, the Group determings a reasonable keve! far the nput.

h Qther financial Fahilitios comprise subondinated abiliies.

Leve! 3 portfolios

Partfolias whaose [air values are based on valuation techniques
incorporating information other than observable market data and related
sensitivily analysis principally relaling 1o the Bank's broker-deater
subsidiary at 31 December 2008 are discussed below.

Loans and advances to customers — commercial morigages

These senior and mezzanine commercial mortgages are loans secured
on commercial land and buildings thal were originated or acquired by
GBM for securitisation. Senicr commercial mortgages carry a variable
interest rale and mezzanine or more junior commercial mortgages may
carry a lixed or variable interest rala. Factors affecting the value of these
loans may include, but are not limited to. Ioan type, underlying property
lype and geographic location, loan irterest rate, loan lo value ratios,
debl service coverage ratios, prepayment rates, cumulative loan l0ss
information, yields, investor demand, market volatility since the lasi
securitisation, and credit enhancement. Where observable market
prices for a particular loan are not available, the fair value will typically
be determined with reference (o cbservable market transactions in other
ioans or credil related praducts including debt securilies and credit
derivatives, Assumptions are made about the relationship between the
loan and the availablg benchmark data. Using reasonably possible
alternalive assumptlions for credit spreads {taking inlo account all other
applicable factors) would reduce the fair value of these mortgages of
£0.4 billion by up to £10 milkon or increase the fair value by up 1o

£10 miltion.

Commercial mortgage backed securities (CMB3S)
CMBS is valued using an industry standard modet and the inputs, where
nossible, are corroborated using observable market data.

For senior CMBS and suberdinaled tranches. the Group delermined
that the maost sensitive inpul lo reasonably possible alternatives vatuation
is probabllity of defaull and yield respeclively. Using reasonably passible
alternalive assumptions tor these inputs, the fair value of CMBS of

£0.5 billion woutd be £20 million lower or £20 million higher.

Equity shares
£0.5 billion refates to investments in fellow subsidiaries held by the Bank.

Derivatives

Derivatives are priced using quoted prices for the same or similar
instruments where these are available. However, the majority of
derivatives are valued using pricing models. Inputs for these models are
usually observed directty in the market, or derived from ohserved prices.
Hawever, it Is not always possible to observe or corroborate all model
inputs. Unobservable inputs used are based on estimates taking into
account a range of available information including historic analysis,
historic traded levels, markel praclice, comparison 1o other relevant
benchmark abservable data and consensus pricing data. Using
reasonahly possible alternative assumptions the fair value of level 3
derivative assets of £1.1 billion would be reduced by £80 million or
increased by £80 millian,
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Notes on the accounts continued

10 Financial instruments (vontnued)

Reclassification of financial instruments

As discussed in accounting policies on page 46, during 2008 the Group
reclassified financiat assets from the held-for-trading (HFT} categary into
the loans and receivables (LAR) category (as permitted by paragraph
50D of IAS 29 as amended).

The turbutence in the financial markets during the second half of 2008
was regarded by management as rare circumstances in the contex! of
paragraph 50B of IAS 39 as amended.

The batlance sheel values of these assels, lhe effect of the
reclassification on the income statement for the period from the date of
reclassification to 31 December 2008 and the gains and losses retating
to these assets recarded in the income statement far the years ended
31 December 2008, 2007 and 2006 were as follows:

2008 2007 2006
2008 - on roclasshcation 31 Ducember 2008 After rectessificaton Guns Bosses)
Gixns'losses) recognised n
up ta the Gains/ Amount he Income
Effective  Expocledd Jute of {losses)  that would staterment
Carrpng interest cash Carmnng Far reclassl- . Imnparinent in AFS  have been n prior
value rate Rows vithst valig tecalon lncorme loases reservs  recogrised putiods
£m S Emn Em Em Em m £m Em £m £m £
Reclassified from HFT to LAR:
Loans:
Corporate loans 166 9.00 622 202 202 (21) ) — - 3 2 —_
Group
. i . 2008 2007 2006
Amounts included in the income statement Bn £m £m
Gaing on financial assets/liabilities designated as at fair value through profit or loss 2 19 116

Gains on disposal or setilement of loans and receivables
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Fair value of financial instruments not carried at fair value

The fallowing lable shows the carrying values and the fair values of financial insiruments on the balance sheels at amortised cosl.

Grogp Bank
2008 2008 2007 2007 2008 2008 2007 2007
Carrying Farr Carrying Fawr Carrying Fuur CaTying Far
value vislue vahu vitlug vilug valus value vahie
Em £m Em fm Em £m fm £m
Financial assets
Cash and balances at central banks 1,285 1,285 1,363 1,363 838 838 1,006 1,006
Leans and advances to banks
Loans and receivables 54,500 54,475 53,300 53,293 22,733 22,708 27.163 27,164
Loans and advances to cusiomers
Loans and receivables 195,080 188.090 173,603 173.554 124,391 120,165 115,277 115,250
Finance leases 304 34 451 458 e — - —
Settlement balances 4,117 4,117 2,700 2,700 — — — —
Financial liabilities
Deposils by banks 31,023 31,022 27.60G 27,606 8,225 8,224 5,589 5,590
Customer actounts 177,532 177,532 188.517 188,502 29,893 129,884 131,971 131,967
Debt securilies in issue 17,137 18,087 20923 20,943 15 15 9 9
Subordinated liabilities 8,875 8.178 5,932 5842 7,860 7.163 4,244 4,214
Settlement balances and short positions 1,850 1,850 2518 2,518 - - — —

Notes:

0
2
&)

(-

15

1

)

Financial assals and inancial labilities lor which carrying amount appraximales 1o fair value because they are of shod maturity.

Fa:r values are gstimated by discounting expectod tuiure cash Aows! using current interost rates and making adjustments for credit

The fait vaslue of dupasits rapayable on demand 15 equal to ther carrying vaius. The fair value of elher deposits by banks ana customer secalnts is gslimated by Jscounting wxpuacled fulure cash
flows al current rates and adjusting, where appropiae. for Ihe Croup’s own credit spread. The far value of many of theso instruments approximates 1o thelr carnying value because they are of

short matynly or reprice lrequently

The fair value of short-lerm debl securides in 185ue is cose 10 1hir carrying vaiue, The lair vatue of cthor dobt secunbes in issue is based on quoled prices; whong these are unavallabic 3 valto

15 estmaled using other valualinn lechniques.

The fair va'ue of subordinated habilities in issue is based or quoled prices; where these are

far value is

using other vatuation lechmiques.
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Notes on the accounts continued

10 Financial instruments {contrued;
Rernaining maturity

The following tables show the residual maturity of financial instruments, based on contractual dale of maturity.

Group
2008 2007
tess than Morg than Lass than Mora than
12 months 12 manths Tota 12 months 12 months Jotal
Em £m £m £m in Em
Assels
Cash and balances at central banks 1,283 2 1,285 1,363 — 1,363
Loans and advances to banks 62,423 3.811 66,234 69,783 1,666 71,449
Loans and advances to customers 110,546 ar. 7 198.267 117,090 71,886 188,976
Debt securilies 5797 30,196 35,993 5,463 32474 31937
Equity shares - 1,129 1.12% — 1.110 1,110
Settlement balances a7 — 4,117 2,700 — 2,700
Derivatives 2,719 6,176 8,895 1,230 2,345 3.575
Liabilities
Deposits by banks 50,793 2,840 53.633 42,978 1,883 44 861
Customer accounts 195,111 5,273 200,384 201,014 4,305 205,519
Debt securities in issue 8,364 8,848 17,212 10,429 10,493 20,922
Seltlement balances and shori posilions 2,691 10,400 13,091 3,444 11,511 14,955
Derivatives 2,308 5,758 8,066 1.315 11,936 3,254
Subardinated liabilities 1.050 9,049 10,099 195 5,737 5,932
Barnk.
208 2007
Less than Morgz than Less than Mare than
12 manins 12 montihs. Totat 12 months 12 montns Total
£m im Em £m £m £m

Assets
Cash and balances al central banks 838 — 838 1,006 — 1,006
Loans and advances (o banks 23.033 113 23.146 27,058 238 27,296
Loans and advances o customers 81,196 43497 424,693 78,387 37,245 116,632
Debt securilies 41 — 41 30 1 31
Equity shares - 6 6 — 18 18
Derivatives 1,216 3,681 4,897 319 1,269 1,588
Liabilities
Deposits by banks 7,462 1,074 8,536 5,733 591 6,324
Customer accounis 128,589 2,096 130,695 129,787 2461 132,248
Debl securities in issue i5 — 15 — 9 a9
Derivatives 1,081 5,162 6,243 302 1,050 1,352
Subordinated liabilities 856 7,004 7.860 106 4,138 4,244
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The tallowing tables show lhe contraclual undiscounted cash flows payable on financial liabilities up to a period of 20 years including future

paymenis of interest,

On balance sheet liabilities

Group

0-3 months 3-12 momins 1-3 years 35 years 5-10 years 10-20 years
2008 £m £m £m £m £m £m
Deposits by banks 25,194 3,198 2,046 509 319 4
Customer accounts 171,888 4,319 2498 1,540 153 24
Debt securities in issue 8,482 3,131 1,185 1,105 445 742
Subordinated liabilities 227 1.536 2.287 824 3.869 2468
Other financizl liabililies 2,382 — — _ 4 —

208,173 12,184 7.986 3,978 4,780 3,238
2007
Deposits by banks 24 056 2,489 808 270 138 3
Customer accounts 184,228 2,881 2,515 893 252 81
Debt securities in issue 9,074 2,769 4,455 4,208 1,460 —
Subordinated liahilities 102 a5 1,807 542 2,145 1622
Selflement balances and other liabilities 2,983 — — — 1 2

220,443 9124 9,585 6,013 3,996 1.708

Bank

-3 months. 3-12 manths 1-3 years 3-b years 5-10 years 10-20 years
208 £m £m £m £m £rm £m
Deposits by banks 6,332 798 948 1 157 —
Customer accounts 128,925 593 a1 7 — —
Debt securities in issue -— 15 —_ —_ - o~
Derivalives held for hedging 10 57 126 95 203 366
Subordinaled liabilities 178 1.055 1,892 752 3,816 2,432

135,445 2518 3,706 865 4,176 2,798
2007
Deposits by banks 5,123 a1 353 7 84 —
Cuslomer accouns 130,693 393 1,344 11 — —
Debt securities in issue — 9 — — — —
Derivatives held for hedging 1 o 11 6 9 12
Subaordinaled liabilitias 62 685 1,184 340 1,074 1,622

135,879 1,182 2,692 464 1,167 1,634

The tables above show the timing of cash outflows to setile financial
liabilities. They have been prepared on the following tasis:

Firancial liabililies are included al the earliest date on which the
counterparly can require repayment regardless of whether or nat such
eary repayment resulls in a penaliy. If repayment is tnggered by, or is

subject lo, specific criteria such as markel price hurdles being reached,

the Hability is included at the earliest possible date that the conditions
could be huliled without considering the probability of the conditions
being met. For example, if a struclured note is automaltically prepaid
when an equity index exceeds a certain level, the cash cutflow will be
included in the less than thrge months period whatever the level of the
index at the year end. The seltlement date of debt securities in issue
issued by certain securitisation vehicles consolidated by the Group

depends on when cash flows are received from the securitised assels.
Where these assets are prepayabla, the thming of the cash outflow
relating to securilies assumes thal each asset will be prepaid at the
earlies! possible date.

Liabilities with a contractual maturity of greater than 20 years - the
prncipal amounis of financial liabilittes thal are repayable after 20 years
or where the counterparty has no righl to repayment of the principat are
exciuded from the table as are interest payments afier 20 years.

Held-for-trading Kabiiities — held-for-trading liabilities amounting to
£63.8 billion (2007 — £48.3 billion} for the Group and £6.1 billion (2007 -
£2.2 billion) for the Bank have been excluded from the table in view of
their shart term nature.
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Notes on the accounts continued

11 Past due and impaired financial assets

The fallowing tables show the mavement in the provision for impairment losses for loans and advances.

Group
Individualiy Collecirely Total
assessed a5565500 Laent 2008 2007 2006
£m Em im £m fm £m
AL 1 January 256 1,787 257 2,340 2,061 2,031
Currency lranslation and other adjustments 65 [} 1 65 41 {25)
Amaunts written-off {141) {651} — {792} {67) (801)
Recoveries of amounts previcusly written-aff 10 52 —_ 52 94 71
Charged to the income statement 430 8599 22 1,351 848 852
Unwind of discount (23) ({77) — {100} (87) (67)
At 31 December in 637 2.009 2B0 2,926 2,34 2,061
Noter
(1) The provision for impairrment iosses at 31 Decernber 2008 includes £2 milion relating to loans and acvances o banks (2007 ~ £2 mitlion; 2006 - £2 million).
Bank
Individualy Collectively Tena!
assessed assesses Larant 2008 2007 2006
£m Em £y Em £m £m
Al 1 January 82 1.595 143 1,921 1,707 1673
Currency translation and cther adjustments 7 — (W 6 13 21)
Amounis written-off {135} {B04) — {739) {541y (702)
Recoveries of amounts previously written-off 10 45 — 55 71 58
Charged lo the income statement 142 775 12 929 742 754
Unwind of discount {5) (64) — (69} (71} (55)
Al 3% December 201 1.748 154 2.103 1,921 1,707
Group
2008 2007 2006
Impairment losses charged to the income statement £m m £m
Loans and advances to customers 1,351 848 852
Equity shares 11 [ —
1,362 849 852
Group
208 2007 2006
Em £m £m
Gross income not recognised but which would have been
recagnised under the original lerms of non-accrual and restructured loans
Domestic 243 200 225
Foreign 108 10 24
351 210 249
Interest on non-accrual and restructured loans included in net inlerest income
Domestic 78 75 68
Foreign 22 12 9
100 87 77
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The following tables show analyses of impaired financial assets.

2008 2007
Ned book Net book
Cost Provision value Cost Prowisian valug
Group £m £m Em £m im £m
Impaired financial assets
Loans and advances to banks (1) 2 2 — ‘2 2 —
Loans and advances te customers (2 6.070 2,644 3426 3,297 2.081 1,216
Equity shares (1) ) 14 7 7 10 2 8
6,086 26563 3,433 3,309 2,085 1,224
2008 2007
Nel bash Nel trook
Cost Provigion watue Cost Provision valug
Bank Im £m m £m £m £m
Impaired financial assets
Loans and advances o customers 3 3,135 1,949 1,186 2,634 1,778 856

Netes:
{1} Impairmant provisions individually assessed.
{2) Imparrment provisions indivicually assessed on balances of £2 654 mifion (2007 - £539 midion).

13) Impairment previsions individually assessed on balances of E404 midian {2007 - £270 mitkon).

The Group and Bank hold collateral in respect of certain loans and advances lo banks and to customers lhat are past due or impaired. Such
coltateral includes mortgages over property (bath persoral and commercial); charges over business assets such as plant, inventories and trade
deblors; and guaramees of lending from parties other than the bBorrower. ’

The foliowing table shows financial and non-linancial assets, recognised on the Group's balance sheet, obtained during the year by taking possession
of collaleral or calling on other credit enhancements.

Group Btk
2008 2007 2008 2007
Em £m Em £m
Cash 28 3 28 3

In general, the Group seeks to dispose of property and other assets obtained by taking possession of collateral thal are not readily convertible into
cash as rapidly as the market for the individual asset permits.

The following toans and advances to customers were past due at the balance sheet date but not considered impaired:

Group Burk
Past due Pasl due
Past due Pas{ due Past due 90 days Past due Past due Past due a days
1-29 cays 30-59 dayy 6089 days or tnove Totat 1-29 gays 30-58 days 60-89 days oF more: Tolal
Em £m £m £m £m £m £m £m Em £m
2008 2,909 743 500 1,000 5,162 1,161 362 207 596 2,216 |
|
2007 2,285 569 381 89 3,324 1,213 357 176 40 1.786

These balances include loans and advances 10 customers that are past due through adminstrative and other delays in recording payments or in
linalising documentation and other events unrelated to credit quality.

Loans that have been renegotiated in the past 12 months that would otherwise have been past due of impaired amounted 10 £127 million
{Bank — £127 million) as at 31 December 2008 (2007: Group - £169 million; Bank - £167 milion),
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Notes on the accounts continued

12 Derivatives

Companies in the Group transact derivatives as principal either as a trading activity or to manage balance sheet forelgn exchange, interest rate and

credit risk.
Group
2008 2007
Natona! Notignal
amounts Assels Liab:kties amgunts Assels Liabilites
£bry £m £m Ebn £m Em
Exchange rate contracts
Spot, forwards and futures 41 1,916 1,424 36 378 478
Currency swaps 7 404 824 30 513 504
Options purchased 5 267 — 4 122 —
Options written 4 - 266 3 — 122
Interest rate contracts
interest rate swaps 264 4,490 4,927 204 1,852 1,854
Options purchased 34 407 — 79 89 —
Options written 28 —_ 162 68 — 37
Futures and forwards 63 — 24 — —
Credit derivatives 242 1.376 447 9 464 256
Equity and commedity contracts 1 35 10 1 157 —
8,895 B,066 3,575 3,251
Amounts above include:
Due fromfto holding company 5,647 6,132 1,711 2,000
Bue fromio fellow subsidiaries 8 1 4 —
Bank
2008 2007
Notionat Melional
amounls Assels Linbilitas amaunts Agsels Liabiites
Ebn i £m fon im im
Exchange rate contracts
Spot, forwards and futures 16 954 883 13 226 164
Currancy swaps 3 206 282 3 207 100
Options purchased 4 259 — 4 119 —
Options writlen 3 — 259 3 — 119
Interest rate contracts
Interest rate swaps 82 3.136 4,753 78 969 954
Options purchased 6 304 — B 58 R
Options written 2 e 40 3 — 7
Credit derivatives 2 38 26 L 9 a
4,897 6,243 1.588 1,352
Included in the above are derivatives held for hedging as follows:
2008 2007
Assals Liabifi:es Agsets Liavilttes
£m m £m
Fair value hedging:
Interest rale swaps —_ 720 65 —
Cash fiow hedging:
Interest rate swaps — 198 — 34
Amaounts above include:
Due fromito holding company 2,617 3.621 850 786
Due fromio fellow subsidiaries — — 3 —
Due fromilo subsidiaries 54 1,517 52 201
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The following tables show when the hedged cash flows for the Bank are expecled la occur and when they will affect orofil or loss,

2008
01 1.2 23 34 45 510 10-20 Qver 20
years years years years years years years years Tertal
Hedged forecast cash flows expected to occur £m £m £m £m Em Fm £m Em £m
Forecast payable cash flows {5} (5) {5} 15} (5} (28) 51) {15} (116)
2008
-1 1-2 23 3-4 45 5-10 10-20 Qver 20
years years Yeurs yaars years years years yaars Tolal
Hedged forecast cash flows affect profit or loss £m Em im £m £m £m £m £m £m
Forecast payable cash flows (5} {3) (5) {5) {5} (25) (51) (15) (116)
13 Debt securities
Group
Other Morlgage-
UK central US cenlral central Bank and and other
and lacal and local and local bulding  asset bhacked
government government goveramonl society secuntiesin2)  Corporale Other Total
208 £m £m £m £m £m £m £m £m
Held-for-trading — 8,157 63 — 20,338 3,799 — 32,357
Designated as at fair value through profit or loss 1 —_ — — 1 17 2 21
Available-for-sale 1,372 — 1,343 713 168 19 — 3,615
1,373 8.157 1,406 713 20,507 3.835 2 35,993
Available-for-sale
Gross unrealised gains —_ — 24 — 1 _ . 25
Gross unrealised losses (25) —— — (24} (14; — — {63}
{25} — 24 (24} (13 — — {38)
07
Held-for-trading — 10,630 1,924 — 20277 1,224 — 33,955
Designated as at fair value through profit or foss 5 — ¢] 122 4 11 9 154
Available-for-sale 1,320 — 940 831 124 B 5563 3.828
1,325 10,630 2,670 953 20,402 1,295 562 37,937
Available-for-sale
Gross unreatised gains 25 — — — — — — 25
Gross unrealised losses — — {2} {26) — —_ — (28)
25 — (2} {26) — — - (3)

Note;:

{1} Includes AAA rated secunhes ssued by LS federy! agencies of £1.222 mdlion (2007 - £1,389 milion) ang governmenl sponsored entities of £17,847 mdlion (2007 - £14,723 million) of qurrent
year vintage

{21 includes sub-prime RYBS of £396 million (2007 - EY87 million) and Alt-A RMBS of £2249 miliion (2007 ~ £1,915 milkon}.

Gross gains of £14 million (2007 - £1 million) and gross losses of nil (2007 - £31 million} were realised an the sale of available-for-sale securities,

Bank
2008 2007
Bank and Bank and
building huilding
socialy Corparate Total society Carporate Tatal
fm Em m £m fim Em
Available-Tor-sale 34 7 41 24 7 31
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Notes on the accounts continued

14 Equity shares

Group
2008 2007

Lested Unbsteq Total Lislod Unitsleg Tolal
Em m £m im £m £m
Held-for-trading 7 102 109 12 140 152
Designated as at fair value through profit or loss 22 — 22 32 — 32
Available-for-sale 4 994 998 3 892 926
33 1,096 1,129 78 1,032 1,110

Available-lor-sale
(Gross unrealised gains — 42 42 13 31 44
Gross unrealised tosses (4) (12) (16) 3) (6) (9
4) a0 26 10 25 35

Gross gains of £4 million {2007 — £116 milion) and gross losses of
£0.8 million {2007 - nil) were realised by the Group on the sale of
available-for-sale equity sharas,

Dividend income from availzble-for-sale equity shares was £5 millon
{2007 — £14 million; 2006 — £36 million}.

Unquoted equity investments whose fair value cannot be reliably
measured are carried al cost and classified as avallable-for-sale
financial assels. Thay include invesiments in fellow subsidianes of

£634 million (2007 - £634 million; 2006 - £910 million}. Dispesals in the
year generated no gains ar losses (2007 - £0.6 miltien gain; 2006 -
£31 million gain).

Bank

2008 2007

Listed Unsted Tota! Listedt Unlisted Total

£in £m an £m £m Em

Available-for-sale 2 4 6 15 3 18
Available-lor-sale

(Gross unrealised gains —_ — — 13 — 13

There were no disposals in the year of unguated equity investments classified as available-for-sate financial assets (20607 - nif; 2006 — £24 miilion gain).
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15 Investments in Group undertakings
Invesiments in Group undertakings are carred at cost less impairment. Mavements during the year were as follows:

Barrk
2008 2007
. Em £m

At 1 January 6,052 6,758

Currency translation and other adjustments 441 (25)
Additions B46 965

Additional invesiments in Group underiakings - 251

Repayment of invesiments — (1,823}
increase in provisions — (74}
At 31 December X ' 7,339 6,052

The principal subsidiary undertakings of the Bank are shown below. Their capital consisis of ardinary and preference shares. which are unlisted.

All of the subsidiary undertakings are owned directly or indirectly through intermediate holding companies and are all wholly-owned. All of these

subsidiary undertakings are included in the Group's consolidated financial statements and have an accounting reference date of 31 December

Counlry of incorporation

Nature of and principal area

DUENESS of uperalons
Coutts & Co Private banking Great Britain
Greenwich Capital Markets, Inc. Broker dealer us
Ulster Bank Limited 3 Banking Narthern Ireland
Noles:

11) Coulls & Ca)s incorporatedd with unfimited lisknlity Its registered office 1s 440 Strand. London WGZR 005,
t4) Sharos are nol ditectly held by lhe Bank.
{13) Ulster Bank Limited and s subsidiary undertakings also operate in the Republic of Ireland.

The above informalion is provided in relation to the principal refated undertakings as permitted by section 231(5) of the Companies Act 1985. Full

information on ail relaled undertakings wili be included in the Annuai Relurn filed with the UK Companies House.
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Notes on the accounts continued

16 Intangible assets

Group
Core Other Internally
depost purchased qenerated
Goodwil intang. bles nlangiples Softwany ol
2008 £m £m £m £m Em
Cost:
At ) January 2008 773 27 32 2.028 2,860
Currency translation and other adjustmenis 247 B 10 8 273
Additions — — 8 159 167
Disposals of subsidiaries (47) — — — {47}
Disposals and write-off of fully amortised assets — — (1) — {1}
Al 31 December 2008 973 35 49 2,185 3.252
Accumutated amortisation and impairment:
Al 1 January 2008 — 14 13 1,589 1,618
Currency transtation and other adjusiments — 7 4 i 12
Disposals and write-off of fully amortised assets — - (nm - {1}
Charge for the year — 3 4 99 106
Write down of goodwill and other inlangible assets 579 — 21 104 704
At 31 December 2008 579 24 41 1,793 2,437
Net book value at 31 December 2008 394 " 8 402 815
2007
Cost:
Al 1 January 2007 719 25 30 1,893 2,667
Currency translation and other adjustments 54 2 2 3 61
Additions — — — 132 132
Al 31 December 2007 773 27 3z 2,028 2,860
Accumulated amartisation:
Al 1 January 2007 — 10 9 1,439 1,458
Currency translation and other adjustments — 1 1 1 3
Charge for the year — 3 3 148 155
Al 31 December 2007 — 14 13 1,589 1.616
Net book value at 31 December 2007 773 13 19 439 1,244
Bunk

. 2008
Intermally generated software £m
Cost:
At 1 January 2008 1.912
Additions 152
At 31 December 2008 2,064
Accumulated amartisation:
At 1 January 2008 1,537
Charge for the year 81
Wnile down 45
Al 31 December 2008 1,663
Nel book vatue at 31 December 2008 401
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Bark

2007
Internally generated software £m
Cost:
At 1 January 2007 1,781
Addilions 131
AL 31 December 2007 1,912
Accumulated amortisation;
At 1 January 2007 1,422
Charge for the year 115
At 31 December 2007 1,537
Net book value at 31 December 2007 375

Impairment review

The Group's geoawill acquired in business combinations is reviewed annually at 30 September for impairment by comparing the recoverable amount
of each cash generating unit (CGU) to which goodwilt has been allocated with its carrying value. In light of the unprecedenled market condilions tha
review has been updated to reflect the 1atest position as at 31 December 2008,

The CGUs where the goodwill is significant are as follows:

Goodgwill pnor 1o Goodwll at

Signif:cant Recoveratde ampunt wile down Viite down 31 December

2008 uquisiion based on £m £m £m
Globat Banking & Markets Greenwich Fair value less cost to sell 128 — 128
Europe & Middle East Retail & Commergiat Banking First Active Value in use 576 {576) —
Asta Retail & Commercial Banking Bank Von Ernst Value in use 182 — 182
Goodwill at

Signihicant Recoverablp amount 30 Seplemtrer

2007 acquisition based on £m
Global Barking & Markels Greenwich Fair value less cost o sel! oz
Europe & Middle East Retail & Commercial Banking First Active Fair value less cost to sell 421
Asia Relail & Commercial Banking Bank Von Ernst Fair valug less cost 1o sell 121

In 2007, the recoverable amounts for all CGUs were based on fair value
less costs to sell, Fair value was based upon a price-earnings
methodology using current earnings for each unit. Approximate price
earnings multiples, validated against independent analyst information,
were applied to each CGLU. The multiples used were in the range 9.5 -
13.0 times earnings after charging manufacturing costs. The multiples or
earnings had lo be less than one fifth of lhose used o cause the valie
in use of the units to equal their carrying value,

The Group has generally adopled value in use tests for CGUs in 2008,
based upon management's latest five year forecasts, excepl for Global
Banking & Markets. For the value in use tesl. the long-lerm growth rales
have been based cn respective country GDP rates adjusted for inflation.
The risk discount rates are based on observable market long-term
government bond yields and average industry betas adjusted for an
appropriate risk premium based on independent anatysis,

The goodwill in Global Banking & Markels arose from the Group's interest
in Greenwich Capital. The recoverable amount exceeds the carrying value
by £0.7 billion. The earnings muliiples, validated against independent
analyst information. or the earnings would have to reduce by a quarter of
those used to cause the value in use to equal its carrying vafue.

The goodwill in Europe 8 Middle East Retail & Commercial Banking
arose from the agyguisition of First Activa. The Irish economy stalled in
2008, with the Government providing rescue packages to local banks,
and forecasts within the Eurozone economies have reduced accordingly,
The impairment review, based on a 3% terminal growth rate and 14.1%
pre-tax risk discount rate, showed all goodwill associated with the
business was impaired. The resull was insensilive Lo reasonably
possible changes in key assumplions.

The Asia Retail & Commercial Banking business comprises the Group's
Wealth management business. There was no impairment recognised in
respect of the goodwill arising on the acquisition of Bank von Ernst. The
recoverable amount was based on a 5% terminal growth rate and 1%
pre tax risk discount rate. A 1% change in the discound rate or similar
change in the terminal growth rate would change the recoverable
amaunt by approximately £150 million and £100 million respectively. In
addition a 5% change in forecast pre tax earnings would change the
racoverable amount by £50 million.
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17 Property, plant and equipment

Group
Long Short Computers
Invesstiment Fraehold feasehald leasshola and other
praperies premises premses premises equ:pment Totl
2008 £m £m i £m £m £m
Cost or valuation:
At 1 January 2008 110 g0 133 635 359 217
Cusrency translation and other adiustmenis 45 110 5 42 L) 290
Additions 125 215 ] 52 75 472
Change in fair value of investment properlies 2 — — — — 2
Transfer {o fellow subsidiary - — —_ (8} {6} {14}
Disposal of subsidiaries —_— — — [bed ] (21} {23}
Disposals and write-off of fully depreciated assels (70) (6} {1} {2) [T (90}
At 31 December 2008 212 1,299 142 77 484 2,854
Accumulated impairment, deprecialion and amertisation;
Al § January impairment 2008 — 247 48 204 204 703
Currency translation and other adjustments — 4 1 15 49 69
Transfor to fellow subsidiary —_ —_ — m (2) (3)
Disposal of subsidiaries - — — (1} {15) {16)
Disposals and write-off ol fully depreciated assets — n — (1} (10} 12}
Charge for the year — 29 3 51 48 131
Write down of property, plant and equipment —m 12 — — — 12
Al 31 December 2008 — 291 52 267 274 884
Net book value at 37 December 2008 212 1,008 90 450 210 1,970
2007
Cost or valuation:
Al 1 January 2007 202 1,089 200 590 306 2,387
Currency translation and cther adjustments 8 9 1 [¢] 15 39
Additions 5 113 10 58 41 297
Disposals and wrile-ofl of fully depreciaied assels (179) {231) (78) (19} 3) {5086}
At 31 December 2007 110 980 133 635 359 2217
Accumulated depreciation and amartisation;
At 1 January 2007 — 259 71 173 165 668
Currency lranslation and olher adjustments —_ 1 — 2 9 12
Disposals and write-off of fully depreciated assets _— {44} (28} (11) (3) (86}
Charge for the year — 31 5 40 33 109
Al 31 December 2007 — 247 48 204 204 703
Net book value at 31 December 2007 110 733 85 431 165 1,614
28 2007
£m £m
Contracts lor future capital expenditure not provided for in the accounts
ai the year end {excluding investment praperties and gperating lease assats) 6 —
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Invesiment properties are valued to reflect fair value, that is, the market The fair value of investment properties includes losses of £5 million

value of the Group's inlerest at the repoarting dale excluding any special (2007 - nil) since purchase.

terms or circumstances relating to the use or financing of the property

and transaction costs that would be incurred in making a sale. Rental income from investment properties was £10 million (2007 -
Observed market data such as rental yield, replacement cost and useful £10 million; 2006 ~ £5 million).

lite, reflect relatively few transaclions involving property that, necessarily,

is not identical to property owned by the Group. Property, plant and eguipment, excluding investment properties, include

£339 million {2007 — £91 million) assets in the course of construction.
Valualions are carried out by management with the support of qualified
surveyors who are members of the Royal Institution of Chartered Freehold and long leasehold properties with a net book value of nil (2007
Surveyors, or an eguivalent averseas body, The valuation as at - £202 million; 2008 — £62 miltion) were sold subject {0 operating leases.
31 December 2008 for a significant majority of the Group's investment
properties was undertakan by externa! valuers,

Banh
Leng Shart Computers

Freehald igasehold leascholg any other

premises premises Dremises equpmenl Total
208 £m £m £m £m £m
Cost or valuation:
Al 1 January 2008 729 90 518 7 1,344
Additions a6 1 7 — 44
Disposals and write-off of fully deprecialed assels {3) (1) {2} —— (6
Al 31 December 2008 762 90 523 7 1,382
Accumulated depreciation and amertisation:
At 1 January 2008 229 42 160 5 436
Disposals and write-off of fully depreciated assets — — {1} — (1)
Charge for year 25 3 35 1 64
At 31 December 2008 254 45 194 6 499
Net book value at 31 December 2008 508 45 329 1 883
2007
Cost or valuation:
At 1 Jancary 2007 835 98 498 7 1,438
Additions 59 6 39 — 104
Disposals and write-oll of lully depreciated assets (165) (14) {19} — (198)
At 31 December 2007 729 a0 518 7 1,344
Accumulaled depreciation and amortisation:
At 1 January 2007 239 47 140 3 429
Gisposals and wrile-oH of fully depreciated assets (37) 8 (10} — {55)
Charge for year 27 3 30 2 62
Al 31 December 2007 229 42 160 5 436
Net hook value at 31 December 2007 500 48 358 2 908
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18 Prepayments, accrued income and other assets

Gitup Bank
2008 2007 2008 2007
fm m Em m
Prepayments 42 39 2 1
Accrued income 294 247 212 154
Deferred expenses i8 10 — —
Other assets 1,664 1,697 458 403
2,018 1,893 674 558
19 Settlement balances and short positions
Group
2004 2007
£m £m
Settlement balances {amartised cost) 1,850 2,518
Short positions (held-for-irading}:
Debt securities — Government 9.569 10,317
- Other issuers 1,372 2,120
13,091 14,955
20 Accruals, deferred income and other liabilities
Group Barik
2008 2007 2008 2007
£m Em m £m
Notes in circulation 532 465 — —_
Current taxation 647 534 633 419
Accruals 943 824 177 126
Deferred income 188 174 118 99
QOther liahilities 1,722 1,384 479 447
4,032 3,381 1,407 1,091
fncluded in other liabilities are provisions for liabilities and charges as follows:
Group Bank
£m Em
Al 1 January 2008 66 61
Currency translation and other movements 1 —
Charge to income statement 63 62
Releases to income statement (21} (19
Provisions utilised (10} (10
Al 31 December 2008 99 94

Nate

i1) Compnses property pravisions and other provisions ansing in the normal courss of busINGss.
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21 Deferred tax

Provision for deferred taxalion has been made as follows:

Group Bank
2008 2007 2008 2007
Em £m £m £m
Deferred tax liability 46 36 — —
Deferred tax asset (496} {521} (400) (321)
Net deferred tax {450) {485} (400) 321)
Group
Fair  Avalatiy-
Acculorated valug of tor-sale
capilal Craterried A5 financial financia! Cash flow
Pension dllowantes Prowsions gans  iransipon insiruments assels Intang'bles  hodgng Olher folal
£m £m £m £m m £m Em £m £m Em £m
Al | January 2007 (383) 204 (143) 98 (238) 1 — 28 39 (13)  (@on
Chargef{credit) to income statement 13 (42) (73) {34) 58 2 — (8) {7} 17 {74
Charges{credit) to equily directly 17 — —_ {10) — 9 — — (3) — 13
Other (1} — 5 — 1 — — —_ — 22) {17)
Al 1 January 2008 {354} 162 {211) 54 {179) 12 — 20 29 (18} {485)
Chargef(credit} to income statement 45 (137) 14 13 10 (9) 1 (8 110 43 86
Charge/(credit) to equily directly 4 — — (3) — 3 - — (10} —_ (8)
Disposals of subsidiaries — — — — - — — - — (6} &)
Qther {6) (1) {in 2 3 — 3 (1) 30 2 {39)
Al 31 December 2008 {(311) 24 (268) 66 1166} 10 4 1 159 21 (450)
Buirth
Accaleratod
cupital Deterred 1AS Cash fiow
Pensian Alowances Prowisions Qans iransiton ntangibles hedgiry Tolal
oin £m £m Em £m £m im Em
Al 1 January 2007 (329) 461 (24) 82 (234} 8 25 (311
Charge/{credit) lo income statement 14 (28) 17 (34} 48 (8) {4) 5
Credil to equily direclly — —_ — {10) — — (5 {15)
Al 1 January 2008 (315) 133 {7) 38 (186} — 16 (321)
Chargef{credit) to income stalement 40 (108} 2 14 30 — 3 19
Credit 10 equity directly — — —_ (4) — _ (43) (47)
Other — — — — — — (13} (13}
Al 31 December 2008 {278) 23 (5) 48 (156} — (37} (400)

Noles:

11} Deferred tax assets of £17 mullon {2007 - £22 millon} have not been rReognised i respect of Lax iosses carried lorward of £67 millien (2007 - £G5S million) as it 1s nol considered probzble that
tasable profils will srise against which they could ba ulilised. Those losses have Do expiry dato,

{2) Delerred 1ax babdliies of £621 milicn {2007 — £584 milien) have nol been recoanised in respect of retained urnings of oversess subsc:anes and held-gver gains on e incor poration of

overseas branches Retaned earnings of overseas subsadiaries are expacled to be remvesled indefinitely or rarmitied i Ihe UK free from fusther laxation. No tation is oxpected to anisq in the

foreseeaply future in respect of nold-over gains
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22 Subordinated liabilities

Group Bank
2008 007 2008 2007
£m £ £m £m
Dated loan capital 6,560 3,586 4,518 2,050
Undated loan capital 3,194 2,056 2,997 1,904
Preference shares 345 290 345 290
10,099 5932 7.860 4,244

The Group’s preference shares are classified as liabilities; these securilies remain subject 16 the capital maintenance rules of the Companies Act 1885.

The following 1ables analyse the remaining matunly of subordinated liabilities Dy (1) the final redemplion dale; and (2} the next callable date.

Group
2009 210 2011-2013 2013-2038 Thereufter Petpetual Total
2008 - final redemption £m £m Em m £m m Em
Sterling 94 - — 2,403 456 1,597 4,550
uss 896 342 — — 274 1,225 2,737
Eurg 80 586 475 382 643 851 2,798
Other — — — —_ 14 — 14
1,050 928 478 2,785 1,387 3,473 10,099

Gioup

Currently 2009 2010 2011-2013 2014-2018 Thargafter Perpetuat Total
2008 — call date £ £m £m £m £ £m £m £m
Sterling _ 94 430 766 2,337 755 1568 4,550
uss 1513 882 342 — —_ — - 2737
Euro — 633 586 476 382 555 166 2,798
Other _ — — — — 14 — 14
1.513 1,609 1,358 1,242 2,719 1,324 334 10,099

Group
. 2008 2009 2010-2072 2013-2017 Trereaker Perpetual Total
2007 - final redemption £m Em £m £m *Em £m
Stering 43 — — 343 491 985 1.862
Uss 108 348 249 — 200 895 2.000
Euro 44 —_ B26 294 480 416 2,060
Other — — — e 10 — 10
195 548 1075 637 1,181 2.296 5,932

Group

Currantly 2008 2000 2010-2012 2013-2017 Therealter Perpeluat Tolal
2007 — call date Em £m Em £m £m £m £m £m
Sterling — 43 — 433 408 725 253 1,862
uss 1.109 94 548 239 —_ —_ — 2,000
Euro — 44 445 826 204 412 39 2.060
Other — — — — — 10 — 11y
1,109 181 093 1,508 702 1,147 292 5.932
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Bank

2000 mia 212013 2014-2018 Therealter Perpatual Total
2008 — fina! redemption £m £m Em om £m £m Em
Sterling 94 — — 2,337 326 1,569 4.326
uss 710 —_ —_ — — 1.225 1,935
Eurc 52 586 476 — — 485 1,599
856 586 476 2,337 326 3,279 7,860

Barnk
Currentty 2009 2010 2001-2013 2014-2018 Thereaher Perpetual Total
2008 — call date £m fm Em Em om £m £m £m
Sterling — 94 330 700 2337 725 140 4,326
Us$ 1,238 6o7 — — — — - 1,935
Euro — 537 586 476 — — — 1,599
1.238 1,328 916 1.176 2.337 725 140 7,860

Bank,

2008 2009 2010-2012 27 Tnerealtor Pergetual Total
2007 - final redemption £m Erms £m £m m £m £m
Sterling 43 — — 343 326 872 1,584
Uss 23 498 —_ - —_ 895 1,416
Euro 40 — 826 — — 378 1,244
106 498 826 343 326 2.145 4,244

Bank
Currently 2008 2004 201p-2012 am3-0mr Thareatier Perpetual Total
2007 - call date £m £m tm £m £m £m £m
Sterling _ 43 — 333 343 725 140 1,584
uss 909 9 498 — — —_ — 1,418
Euro — 40 378 826 — — — 1,234
809 92 876 1,159 343 725 140 4,244
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Notes on the accounts continued

22 Subordinated liabilitles (contiuec)

2008 2007
Dated loan capitat Em £m
The Bank
US$1,000 miltion 7.375% subordinated notes 2009 697 507
€600 million 6.0% subordinated notes 201¢ 619 485
€500 miltion 5.125% suborginated notes 2011 4588 376
£300 mitlion 7.875% subordinated notes 2015 344 350
£300 milfion 6.5% subordinated notes 2021 332 332
£2,000 mitlion subordinated loan capital floating rate notes 2018 (issued January 2008) 2,038 —
4,518 2,050
Greenwich Capital Holdings, Inc.
US%100 million 5.575% senior subordinaled revolving credit 2009 69 50
US$170 million subordinaled loan capital floating rale notes 2009 116 85
US$500 million subordinated lean capital floating rate notes 2010 {caltable on any interest payment date) 342 249
First Active plc
EB0 million 6.375% subordinated notes 2018 {callable April 2013) 66 65
Ulster Bank Limited
€120 million floating rate notes 2039 115 88
£100 million fleating rate subordinzted loan capital 2020 (callable September 2010) 100 100
€60 million floating rate notes 2020 57 44
€100 million floating rate nofes 2019 97 74
€280 million floating rate notes 2022 271 208
€400 million floating rate notes 2017 382 295
Coutts Bank Von Ernst
CHF22 miltion floating rate note 2022 14 10
Coutts & Company
£30 million 7.278% subordinaled notes 2023 {issued Agpril 2008} 30 —
€20 miltion 6.274% subardinated notes 2023 ({issued April 2008) 19 —
RBS Netherlands Holdings B.V.
£92 miliion floating rate note 2019 (callable January 2009) 89 68
MNatWest Group Holdings Corposation
US3400 million floating rate note 2018 {callable on any interest payment date) 275 200
6,560 3.586

Nates:.

(1) In tho event ot cerlan changas in tha tax laws of tha UK, all of the dalid loan capilal issuas are redeamatie in whole, bul nat in parl, al the oplan of the 1ssuer. @ lhe principsl amoeunt thereof

plus accrued inlerest, subjoct to prior approval of the UK Financial Services Authonly

{2} Except as slated abave, Clims o respsect of the Group's dated loan capital are subordinaled to ihe claims of olher crediors. None of the Graup's unddted 10an captal 15 setumd

13) Interest on 2l foalng rate subortsnated notes s caltulzled by reference o market rates.
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tUndated loan capital £m Em
The Bank
US$500 million primary capital floating rate notes, Series A {callable on any interest payment date) 343 251
US$500 million primary capital floating rate notes, Series B {cailable on any interest paymenl date) 347 256
USS500 million primary capita! floaling rate notes, Series C {callable on any interest payment date) 346 255
€400 miltion 6.625% fixed/Noaling rate undated subordinated nates (callable Octaber 2008) 395 309
€100 million flogaling rale undaled step-up notes (callable Oclober 2009} 97 74
£325 million 7.625% undated subordinated slep-up notes (callable January 2010) 353 356
£200 million 7.125% undated subordinated slep-up notes {callable October 2022) 20 201
£200 million 11.5% undated subordinaled notes (callable December 2022) (n 202 202
£700 million subordinated koan capilal floaling fale notes (issued January 2008) 713 —
2,997 1.904
Firs{ Active plc
£20 million 11.75% perpetual ter two capital 26 23
€38 million 11,375% perpetual tier twa capital 52 39
£1.3 million Koating rate perpetual tier twe capital 2 2

Ulster Bank Limited
€120 million perpetual floating rate subordinated notes 117 88
3,194 2,056

Noters:
Al
12,

13} In the event of ceriah changes in the tax laws of o UK, all of the undated loan cap:tal issues are redeemalbye in whote, bul notin part, &t the option of the issuet, a! ihe phncipal smount thefeal
pus accrued intefesl, subjecl to paor approval ol the UK Financial Services Authonly

Exchangeable af the option of he issuer inta 200 million B.392% {gross} non-cumulatve preforence shares of £1 each of Nalional Wesimnster Bank Pl at any Ume.

Excepl as slated abovy, claims in respect of the Growp's undatsd lean capitnl ore subordinated o the cla:ms ot clher creditors. None of the Sroup’s undated loan capial & secured

(4] Intecast on ali toating rate subordinaled notes 1s ca'culated by reference fo market rifes.
2008 2007
Preference shares im £m
The Bank
Non-cumulalive preference shares of £1
Serigs A £140 millian 9% (non-redeemable) 143 142
Non-curulalive preference shares of US$25
Series C US$300 million 7,.7628% 202 148
H5 290

Nolg
(1} Furiher details of the centrastual terms of the preferenca shares are given in Nole 24 on page 90.
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Notes on the accounts coniinued

23 Minority interests

Group
2008 2007
Em £n
Al 1 January 1,314 1,02
Currency translation ard other adjustments 12 %]
Profit altributable to minority interests 93 89
Dividends paid (94) (72)
Equity raised 7 288
Equity withdrawn (72} (2)
Al 31 December 1,323 1.314
24 Share capital
Group und Bank
Allotled, called up
ard tully pakd Authonsyd
2008 2007 2008 2007
m £m m m
Ordinary shares of £1 1,678 1,678 £2,250 £2,250
Non-cumulative preference shares of £1 140 140 £1,0600 £1,000
Non-cumulative preference shares of US$25 150 150 $2,000 $2.000
Altolleq, catwd unp
amd fity paid Authorised
Numper of shares - midions 2004 2007 2008 2007
Ordinary shares of £1 1,678 1,678 2,250 2,250
Non-cumulative preference shares of £1 140 140 1.000 1.000
Non-cumulative preference shares of US$25 12 12 80 80
The 9% non-cumufative preference shares Senes A of £1 each are non- The holders of sterling and dollar preference shares are nol eniitled to
redeemable. receive notice of, altend, or vote at any general meeling unless the
busirass of the meeting includes the consigeration of a resolution for

The non-cumulalive preference shares Series C of US%$25 each carry the
right lo a gross dividend of 8.625% inclusive of associaled tax credit.
They are redeemable at the option of the Bank at US$25 per share,

The holders of sterling and dollar preference shares are entitted, on the
winding-up of the Bank, to priority over the ordinary shareholders as

regards payment of capitat. Otherwise the holders of preference shares
are not entitted to any further participation in the profits or assets of the
Bank and accordingly these shares are classified as non-equity shares.
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the winding-up of the Bank ar the sale of the whole of the business of

Ihe Bank or any resalution directly affecling any of the special righl
privilages attached lo any of the classes of preference shares,

s or

Under IFRS, the Group's preference shares are classified as debt and are
included n subordinated liabilities on the balance sheet {see Note 22).




25 Shareholders’ equity

Group Ban«
2008 2007 2008 2008 2007 1006
Em £m £m £m £m £m

Called-up share capital i
Al 1 January and 31 December 1678 1,678 1,678 1,678 1,678 1,678
Share premium account
Al 1 January and 31 December 1,291 1,291 1,291 1,23 1,291 1,291
Available-for-sale reserve
AL 1 January 23 18 — ¢] 31 —
Unrealised (losses)/gains in the year {54) ar - 81 {13) 40 44
Realised losses/(gains) in the year 3 (85} {55) — (72) —
Tax 10 3 {8) 4 10 {13)
At 31 December (18) 23 18 — 9 3l
Cash flow hedging reserve
At 1 January 56 72 148 25 42 94
Amount recogrised in equity during the year — — {21 {158) 2] 13
Amount transferred from equity to earnings in the yearm {36) (20 (39) (29} (13 {28}
Tax 10 4 (35) 43 5 {37}
At 31 December 30 56 72 {119) 25 42
Foreign exchange reserve
AL 1 January {66) (314} 169 3 1 (5}
Retranslation of net assels 1,966 248 {183) 47 2 6
At 3% December 1,900 (66) {314) {d44) 3 1
Other reserves
At 1 January 614 486 298 614 486 298
Redemption of preference shares classified as debt — 128 —_ — 128 —
Capital contribution — — 188 — — 188
At 31 December 614 B14 486 814 614 4386
Retained earnings
Al 1 January 7,192 6,942 5,856 773 2,541 2,353
Profit attributable 1o ordinary shareholders 448 2228 2,586 1,387 3,210 1,688
Ordinary dividends paid {1,000) {1,850 {1,500) (1,000} (1,850) (1.500)
Redempiion of preference shares classified as debt — (128) — — {128) —
Al 31 December 6,640 7,192 6,942 4,180 3,773 2541
Shareholders” equity at 31 December 12,135 10,788 10,173 7,580 7,383 6,070

Note:

(1) The amounts transterred o warnings sy inclided in netinlerest incomne.

UK law prescribes that only reserves of the Bank are taken into account
for the purpose of making distributions and the permissible apptications
of the share premium account and capital redemption reserve of
£426 million {2007 - £426 million) included within other reserves.

The Group optimises capital efficiency by maintaining reserves in
subsidiaries, including regulated entities. Certain preference shares and
subordinated debt are also included within regulatory capital. The
remillance of reserves 10 the parent or the redemplion of shares or
subordinated capital by reguiated entities may be subject 10 maintaining
the capilat resources required by the retavant regulalor,
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Notes on the accounts continued

26 Leases
Minimum amounts receivable and payable under non-cancellable leases.

2008 2007
Year in which recelpt or payment will oGcur Year 1 which recespt of paymient will acour
Alter | yenr Alter § year
Withen 1 Dt within Afler § inin 1 ol within After 5

yaar 5 yuiiry years Total year 5 ywars yuars Todal
Group Em £m Em £m £m £m Em £m
Finance lease assets:
Amounts receivable B5 203 152 420 162 23 206 594
Present value adjusiment (19} {35) {61) {115) {22) (60) (656) {148}
Present value amounis receivable 46 168 91 305 140 171 140 451
Operating lease obligations:
Future minimum fease payables:
Premises 109 406 938 1,453 105 358 1,017 1,480
Equipment . 5 4 — 9 3 4 —_ 7

114 410 938 1,452 108 362 1,017 1,487
Bank
OCperating lease obligalions:
Future minimum lease payables:
Premises B0 286 7N *,067 79 283 803 1,165

Soun Bank
2008 2007 2008 2007

Amounts recognised as income and expense £m £m Em £n
Operating lease payables — minfmum payments ti2 100 85 7
Finance lease receivables
Unearned finance income 116 148 - —

The Group provides assel finance to its customers through acting as a lessor, ! purchases planl, equipment and intellectual property; renting them to
customers under lease arrangements thal, depending on their terms, qualify as either operaling or finance leases.

27 Collateral and securitisations

Securities repurchase agreements and lending transactions

The Group enters into securilies repurchase agreemaents and securitios
lending transactions under which it receives or transfers coltaterat in
accordance with normal market practice. Generally, the agreements
require additional collateral to be provided if the value of the securities
fall below a predetermined tevel. Under standard terms for repurchase
transactions in the UK and US markets, the reciplent of collateral has an
unrestricted right to se!l or repledge it, subject to returning equivalent
securities on settlement of the transaction.

Other coliateral given

The fair value {and carrying value) of secunties transferred under
repurchase transactions included within debl securilies on the batance
sheet were £33,817 million (2007 - £33,344 million). All of these secuniies
could be sold or repledged by the holder. Securities received as collateral
under reverse repurchase agreements amounted te £9.1 biltien (2007 -
£36.7 billion}, of which £9.1 billion (2007 - £34.} billion) has been
resold or repledged as collateral for the Group's own transactions.

Group Bank
2008 2007 2008 2007

Group assets charged as security for liabilities £Em £&m £m m
Loans and advances 1o customers 8,668 9,301 1,465 1,239
. 2008 2007 008 2007
Liabilities secured by charges on Group assets £m £m £m Em
Customer accounts 990 1,173 990 1,173
Debt securities in issue 7042 8,041 — —
8.032 9,214 990 1173
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Securitisations and other asset transfers

The Group engages in securitisation transactions and other transfers of
its financial assets including commercial and residential mortgage
luans, commercial and residential mortgage related securities. US
Government agency collateralised mortgage obligations, and other
types of financial asseis.

In the normal course of business, the Group arranges securitisations to
facilitate client transactions and undertakes securitisations to sell financial
assels or to fund specific portfolios of assets. The Group also acls as
an underwriter and depasitor in securitisation transactions involving both
client and proprietary iransactions. In a securilisation, assels, or
interests in a pool of assets, are transferred yenerally to a special
purpose entity (SPE) which then issues liabililies to third party investors,

Continued recognition

SPEs are vehicles sel up for a specific, fimited purpase, usually do not
carry out a business or trade and typically have no employees. Thay
lake a variely of legal forms - trusts, partnerships and companies - and
fulfil many dilferent functions. As well as being a key elfement of
securitisations, SPEs are alse used in fund management aclivities lo
sagregate cusiodial dulies from the Tund management advice provided
by the Group.

Securitisations may, dgpending on the individual arrangament, result in
continued recagnition of the securilised assets or continued recognition
of the assets to the extent of the Group’s centinuing involvement in
those assets. The Group has securilisations in each of these categories.

The table betow sets out the asset categories together with the carrying amounts of the assets and assoclated liabilities.

Groupy
2008 2007
Assels Liabiities Assels Liubiities
Asset lype £m £m Em £rm
Residential morigages 6,854 6,693 7,683 7,692
Credil card receivabies 1,465 990 1,269 3,173
Other loans 349 349 349 349

Continuing involvement

Al 31 December 2008, securitised assets were £323 million (2007 — £17.6 billion); retained interests £50 millien (2007 - £888 million); subordinated
assels £9 million (2007 — £314 million) and related liabilities £9 million {2007 - £314 million).
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Notes on the accounts continued

28 Capital resources

The Group's regulatory capilal resources at 31 Decemper in accordance with Financifal Services Authority (FSA} definilions were as follows:

Basel 1t Basa |

2008 2007

Compeosition of regulatory capitat £m tm
Tier 1:

Ordinary shareholders’ equity 12,135 10,788

Minority interests 1,323 1,314

Adfustment for:
— Goodwill and other intangible assets

(815} (1.244)

- Unrealised losses on available-for-sale debl securities 3z (4
— Reserves arising on revaluation of property and unrealised gains on available-ior-sale eguities {4 (19
— Reallocation of preference shares {1.248) (1,2486)
- Other regulatory adjustments 17 889
Core Tier 1 capital 11,432 10,478
Preference shares 1,591 1.536
Tax on the excess of expecled losses over provisions 786 _—
Tier 1 deductions (1.821) —
Total Tier 1 capitai 11,988 12,014
Tier 2;
Reserves arising on revaluation of property and unrealised gains on available-for-sale equities 14 19
Colleciive impairment allowances 5 1,430
Perpetual subordinated deb! 3.043 1,927
Term subordinated debt 4,234 2,117
Tier 2 deductions {1,821) —
Total Tier 2 capital 5,475 5493
Supervisory deductions:
Unconsolidated investiments (119) (729)
Other deduclions {171) (625)
Total deduclians other than from Tier 1 capitat (290} (1,354)
Total regutatory capital 17,173 16,153

In the management of capital resources, the Group is governed by RBS
Group's policy which is o maintatn a strong capital base, to expand it
as appropriale and to ulitise it efficiently throughout its activilies o
optimise the return to shareholders while maintaining a prudent
relationship between the capilat base and the underlying risks of the
business. In carrying oul this policy, the Group has regard o the
supervisory requirements of the FSA. The FSA uses Risk Asset Ralio
{RAR) as a measure of capital adequacy in the UK banking seclor,
comparing a bank’s capital resources with its fsk-weighted assots (the
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assets and off-batance sheel exposures are ‘weighied' to reflect the
inherent credit and other risks); by international agreement, the RAR
should be not less than 8% with a tier 1 compenent of not less than 4%.
The Group has complied with the FSA's capital requirements thraoughout
the year,

A number of subsidiaries and sub-groups within the Group. principally
banking entities, are subject o various individual regulatory cagpital
requircments in the UK and overseas.




29 Memorandum items
Contingent liabilities and commitments

The amounis shawn in the table below are intended only to provide an indication of the volume of business outstanding at 31 December. Although the
Group is exposed to credit risk in the event of non-perdormance of the obligations undertaken by customers, the amounts shown do nol, and are not
intended to, provide any indication of the Group's expeclation of futyre losses.

Group Bank
2008 2007 2008 2007
Em £m Em Em
Contingent liabilities: .
Guaraniees and assels pledged as collateral security 2,609 2.438 1,840 1,811
Other contingent liabilities 2,654 2,907 2,032 2,141
5,263 5,345 3,872 3,952
Commitments:
Undrawn formal standby facililies, credil lines and other commitments Lo lend
- less than one year §3,902 62,298 38,954 43,073
- One year and over 13,485 13.818 9,194 12,338
Other commitments 700 220 G627 141
68,096 76,336 48,775 55,522

Nota,
(1) in the rormal course of business. lhw Bank quarontyes specihed third party |

af ¢artain

purties undor contractual or other arrangements.

Banking commitments and contingent obligations, which have been
entered into on behalf of cuslomers and for which there are
corresponding obligations from customers, are not incleded in assets
and liabilities. The Group's maximum exposure to credit loss. in the
event of non-performance by the other party and where all counterclaims,
collateral or security proves valueless, is represented by the contractual
nominal amount of these instrumenis included in the iable above. These
commitmenis and conlingent obligalions are subject to the Group's
normal credil approval processes.

Contingent liabilities

Guarantees - the Group gives guarantees on behalf of customers.

A financial guaranlee represents an irrevocable undertaking that the
Group will meet a customer's abligations 1o third parties if (he customer
{ails to do so0. The maximum amount that the Group could be required to
pay under a guarantee s its principal amount as disclosed in the table
above. The Group expects most guaraniees it provides to expirg unused,

Other contingent liabilities - these include standby letters of credi,
supporting customer dett issues and contingent liabilities relating to
customer frading activities such as those arising from pedormance and
customs bonds, warranties, indemnities and acceptances.

'es; il alsa gives underiakings halindividual subsidivnes wil full:l ther chligations to turd

Commitments

Commiiments lo lend — under a loan commitment the Group agrees (o
make funds available to a cusiomer in the fulure. Loan commitments,
which are usually for a specified term may be unconditionalty
cancellable or may persist, provided all conditions in the loan facility are
satisfied or waived. Commilmentis to lend include cemmercial standby
facilities and credit lines, liquidity facilities 1o commercial paper conduils
and unutilised overdraft facilities.

Other commiiments — these include forward asset purchases, forward
deposiis placed and undrawn note issuance and revolving underwriting
facilities, documentary credits and other shori-term trade related
transactions,

Trustee and other fiduciary activities

In its capacity as trusies or other fiduciary rofe, the Group may hold

or place assels on behalf of individuals, lrusts, companies, pension
schemes and others. The assets and their income are not included in
the Group's financial statements. The Group earned fee income of

£385 million {2007 - £409 milion; 2006 -~ £381 million}. The Bank garned
fee income of £58 million (2007 — £62 million; 2006 — £64 million).
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Notes on the accounts continued

29 Memerandum items ivontrued)

The Financial Services Compensation Scheme

The Financial Services Caompensalion Scheme (FSCS}, the UK's
stalutory fund of last resort for customers of authorised financial
services firms, pays compensation it a firm is unable to mee! ils
obligations, The FSCS funds compensation for customers by raising
managemenl expenses levies and compensation levies on the industry.
Ir: relation lo protected deposits, each deposit-taking institution
contributes towards these levies in proportion to their share of total
protecied deposits on 31 December of the year preceding the scheme
year {which runs from 1 April to 31 March), subject to annual maxima
set by the Financiat Services Authority (FSA). In addition, the FSCS has
the power (6 raise levies (‘exit levies} on firms who have ceased W
participate in the scheme and are in the process of ceasing lo be
authorised for the amount Lthat the lirm would otherwise have been
asked o pay during the refevant levy year. The FSCS also has the power
to raise exit levies on such firms which look at their potential liability 1o
pay levies in future years.

FSCS has borrowed from HM Treasury to fund the compensation cosis
associated with Bradford & Bingley. Heritable Bank, Kaupthing Singer &
Friedlander, Landsbanki 'lcesave’ end London Scottish Bank ple. These
Dorrowings are on an interest-only basis until September 2011, The
annual limil on the FSCS management expenses levy for the three years
from Seplember 2008 in relation to these institutions has been capped
at £1 billion per annum.

The FSCS will receive funds from asset sales, surplus cash flow, or other
recaveries in relation to these institutions which will be used to reduce
the principal amount of the FSCS's borrowings, Only after the interest
only period, which is expecled lo end in Seplember 2011, with a
schedule for repayment of any remaining principal outstanding (after
recoveries) on the borrowings be agreed between lhe FSCS and HM
Treasury. It is expected that, from that point, the FSCS will begin 1o raise
compensation levies {principal repayments}. No provision has been
made far these levies as the amount is not yet known and is uniikely 1o
be determined before 2011,

Costs of this scheme will be borne by The Royal Bank of Scotland plc.

Investigations

The Group's businesses and financial condition can be alfecied by the
liscal or other policies and other actions of various governmental and
regulatory authorities in the Uniteg Kingdom, the European Union, the
United States and eisewhere.

The Group has engaged, and will continue to engage, in discussions
with relevant regulators, including in the United Kingdom and the United
States, on an ongaing and regutar basis informing them of operational,
sysiems and conirol evaluations and issues as deemed appropriate or
regquired and it is possible that any matlers discussed or idenlified may
result in investigatory actions by the regulators, increased costs being
incurred by the Group, remediation of systems and controls, pubilic or
private censure or fines. Any of these evenls or circumstances could
have a material adverse impact on the Group its business, repuiation,
resulls of aperations or RBS share price.
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There is continuing palilical and regulatory scrutiny of the operation of
the retgil banking and consumer credit industries in the United Kingdom
and elsewhere, The nature and impact of future changes in policies and
reguiatory action are nol predictable and are beyond the Group's
control but could have an adverse impact on the Group's busingsses
and earnings.

European Union

In the European Union, regulatery actions included an inquiry into retail
banking in all of the then 25 member states by the European
Commission's Directorale General for Compelition. The inquiry
examined retail banking in Eurcpe generally. On 31 January 2007, the
Eurapean Commission announced that barriers to competition in certain
areas of retail panking, paymeri cards and payment systems in the
European Union had been identified. The European Commission
indicated that it will cansider using ils powers to address these barriers
and will encourage naticnal competition authorities to enforce Europaan
and nalional compelition taws where appropriate.

In 2007, the European Commission issued a decision that, while
interchange is not ilegal per se, MasterCard's current multilaterai
interchange fee {MIF} arrangement for cross border payment card
Iransactions with MasierCard and Maesiro-branded consumer credit
and debit cards in the European Union are in breach of competition law.
MasterCard was required by the decision to withdraw the relevant cross
border MIFs by 21 June 2008. MasterCard lodged an appeal against
the decision with the European Court of First Instance on 1 March 2008,
and on 12 June 2008 il announced that it would be temporarily
withdrawiny its cross border MIF pending the outcome of the appeal.
The Group has been granted leave lo intervene in the appeal
proceedings. Visa's MIFs were exempted in 2002 by the European
Commission for a period of five years up to 31 December 2007 subject
to certain conditions. On 26 March 2008, the European Commission
opened a formal inquiry into Visa's current MIF arrangements tor cross
border payment card transactions with Visa-branded debil and
consumer credil cards in the European Union. There is no deadline for
the closure of the inguiry.

United Kingdom !
In the United Kingdorm, in September 2005, the Office of Fair Trading
[OFT) received a super-complaint from the Citizens Advice Bureau
relating to payment protection insurance {PP1}. As a result, the OFT
commenced 3 market stiudy on PPl in April 2006. In Cctaber 2006, the
OFT announced the outicome of the market study and, on 7 February
2007, foliowing a period of consultation, the OFT referred the PPI market
to the Competition Commission {CQ) for an in-depth inquiry. The CC
published its final report on 29 January 2009. It found a lack of
compelition in the PPI market as a result of various factors, including a
lack of ransparency and barriers o eniry for standalone providers. The
CC will therefore impose by Order a range of remedies, including a
protebition on actively selling PPl at point of sale of the credit product
{and for 7 days tnereafler), a ban on single premium policies and other
measures o increase transparency (in order lo improve customers’
ability lo search and improve price competition). The deadline for
implementation will be 2010.




The FSA has been conducling a broad industry thematic review of PPI
sales praclices and in September 2008 announced that it intends to
escalate its level of regulalory intervention. The FSA is expecled 1o
publish a further update in 2009, Substantial numbers of customer
camplaints alleging the mis-selling of PPI policies have been made to
banks and to the Financial Ombudsman Service (FOS) and many of
these are being upheld by the FOS against the banks. Discussions
continue between the FSA, the FOS and industry bodies on how besl to
handle these complaints, Separately, discussions are ongoing between
the FSA and the Group in respect of concerns expressed by the FSA
over certain calegories of historic PPI sales.

The OFT has carried out investigations into Visa and MasterCard
dameslic credit card interchange rates. The decision by the OFT in the
MaslerCard interchange case was sel aside by the Competition
Appeals Tribunal in June 2006, The OFT's investigations in Lhe Visa
interchange case and a second MasterCard interchange case are
ongoing. The outcome is not known, bt these Investigations may have
an impacl on the consumer credit industry in general and, therefore, on
the Group's business in this seclor. On 9 February 2007, the OFT
announced that it was expanding its invesligation into domestic
interchange rates to include debit cards.

On 29 March 2007, the OFT announced that, following an initial review
into bank current account charges, it had decided to conduct a market
study inta personal current accounts in the Uniled Kingdom and a
farmal investigation into the fairness of bank current account charges.

On 16 July 2008, the OFT published the results of its market study into
personal current accounts in the United Kingdom. The OFT found
evidence of competilion and several positive features in the personal
current account market bul believes that the markel as a whole is not
working well for consumers and thgl the ability of the market to function
well has hecome distorted. The OFT is currently consulling with the
barking industry, consumer groups and interested parties on its report.
After this consullation the OFT will decide on next steps, which could
include further discussions or agreed remedies with the industry, or
possibly a reference of the market lo the CC,

The OFT's investigaiion into the fairness of bank current account
charges is ongoing. On 12 August 2008, the OFT indicated to the Group
and other banks that, although it had not concluded ils investigation and
had reached no final view, it had serious concerns that contractual
terms relating to Relavant Charges in personal current account
agreements were uniair under the Regulations. The OFT is currently
consulting with the Group and other banks on this issue. Given the
stage of the investigation, the Group cannat reliably estimate the impact
of any adverse outcome of the OFT's market study or investigation upon
it, if any. However, the Group is co-operating fulty with: the OFT lo
achieve resolution of the matters under investigation.

On 26 January 2007, the FSA issued a Statement of Good Practice
retating to Martgage Exit Administration Fees. On 1 March 2007, the
Group adopled a policy of charging all customers the lee applicable al
the time the customers took out the mortgage or, if {ater, varied their
morigage. The Group believes that it is currently in compliance with the
Statement of Good Practice and will continue to monitor its performance
agains! those slandards.

United States

The New York State Attorney General has issued subpoenas to a wide
array of participants in the sub-prime mortgage industry, including
mortgage onginators, appraisers, due diligence firms, investment banks
and rating agencies, focusing on the information underwriters obtained
as parl of the due diligence process from the independent dua
diligence firms and whether that information is adequately disclosed to
investors. RBS Greenwich Capital has produced documents requested
by the New York State Altorney General principally relaled to sub-prime
loans thal were pooled inlo one securilisalion ransaction.

In addition to the above, certain of the Group’s subsidiaries have
received requests for information from various US governmental
agencies and self-regulatory arganisations including in connection with
sub-prime morlgages and securitisalions, collaferalised debt obligations
and synthetic products related to sub-prime mortgages. In particular,
during March 2008, the Group was advised by the SEC that it bad
commenced a non-public, farmal investigation relating to the Group's
US sub-prime securities exposures and US residential mortgage
exposures. The Group and its subsidiaries are co-operating with these
various requests for information and investigations.

Litigation

United Kingdom

In common with other banks in the United Kingdom, the Royal Bank and
NatWest have received claims and comptainls from a large number of
customers challenging unarranged overdrall charges (ihe 'Charges’) as
contravening the Unfair Terms in Consumer Gontracts Regulations 1999
(the ‘Regulations’} or being unenforceabla penallies (or both}.

On 27 July 2007, the OFT issued proceedings in a lest case agsinst the
banks which was intended to determine certain preliminary issues
concerning the legal siatus and enioreeability of contractual terms
relating to the Charges. Because of the test case, most existing and
new claims in the County Courts are currently stayed, the FSA
temporarily waived the customer complaints-handling process and there
is a standslll of Financial Cmbudsman Service decisions.

A High Court judgment in April 2008 addressed preliminary issues in
respect of the banks' contractual terms relating to the Charges in force
in early 2008 (the ‘Current Terms’). The judgment held that the Current
Terms used by the Royal Bank and NatWesl (i) are not unenforceable as
penalties, but (i) are not exempt from assessment for fairness under the
Regulations.
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29 Memorandum items ivort meed)

The RBS Group {in common wilh the other banks) has accepled that the
ruting in the Apeil judgment that the Currenl Terms are nol exempt from
assessment for fairness applies alse o a sample of the Royal Bank and
NatWest contractual terms relating io the Charges in force belween
2001 and 2007 (the "Histaric Terms'). The High Court made an order 10
this effect in October 2008.

The RBS Group and the other banks have appealed against the rutings
in April 2008 and October 2008 that the Current Terms and Histonc
Terms are not exempt from assessment for Tairness under the
Regulations, The hearing of the appeal in relation to Current Terms took
place before the Court of Appeal in Qctober and November 2008, The
Court of Appeal delivered its judgment on 26 February 2009 and
rejected the appeals. The RBS Group and the olher banks intend to
seek leave from the House of Lords to appeal the Court of Appeal’s
decision. The appeal in relation to the Historic Terms is stayed pending
the resolution of the appeal in relation to the Current Terms.

High Court judgments on further preliminary issues were handed down
in October 2008 and January 2009. These judgments primarily
addresscd the question of whether certain Historic Terms were capable
of being unenforceable penallies. The Judge decided that all of the
Royal Bank's and mast of NaiWest's Historic Terms ware not penaltics,
but that a term contained in a set of NatWest 2001 terms and conditions
was a contractual prohibition against using a card to obtain an
unarranged overdrait. The Judge did nol decide whether any charge
payable upon a breach of this prohibition was a penalty. The RBS Group
has not appealed that decision.

The issues relaling lo the fegal status and enforceability of the Charges
are complex. The RBS Group maintains that ils Charges are fair and
enforceable and believes that it has a number of substantive and credible
defences. The RBS Group cannot at this stage predict with any certainty
the tinal oulcome of the customer claims and complaints, the appeals
referred o above and any further stages of the lest case. Il is unable
reliably to estimale the liakilily, if any, that may arise as a result of arin
connection with these matters or ils eflect on the Group's consolidated
net assetls, operaling results or cash flows in any particular peried.

United States

Proceedings, including consolidated class actions on behall of former
Enron securities holders, have been brought in the Uniteg States against
a large number of defendants, including the Group, following the
collapse of Enron, The claims against the Group could be significant;
the class plaintiff's position is that each defendant is responsible for an
entire aggregate damage amount less settlements - they have not
quantified claimed damages against the Group in particular. The Group
considers that it has substantial and credible legal and faclual defences
ta these ctaims and will cantinie Lo defend them vigorously. Recent
decisions by the US Supreme Court and the US Federal Court far the
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Fifth Circuil provide further support for the Group's position, The Group
iz unable reliably lo estimate the liability, if any, 1hat might arise or its
effect on the Group's consolidated nel assels, operating results or cash
flows in any particular period,

RBS Group companies have been named as defendants in a number of
purported class action and other lawsuits in the United States thal refate
o the sub-prime mortgage business. In genaral, the cases invalve the
issuance of sub-prime-related securities or the issuance of shares in
companies with sub-prime-related exposure, where the plaintifis have
brought actions against the issuers and underwriters {including RBS
Group companies) of such securilies claiming that cerlain disclosures
made in connection with the relevant offerings of such securities were
false or misleading. The RBS Group considers that it has substantial
and credible legal and factual defences to these claims and will
conlinue 1o defend them vigorously. The RBS Group does not currently
expecl thal these lawsuits, individuglly or in the aggregate, will have a
materiat impacl on its consolidated net assels, operating results or cash
flows in any particular penod.

The ultimate holding company and a number of its subsidiaries and
ceriain individual officers and directors have been named as
defendants in a number of class aclion complaints filed in the United
States District Courl for the Southern District of New York. The
complaints allege that public filings in connection with the issuance of
RBS Group Non-cumulative Dollar Preference Shares, ADS, including
Senes Q, Senes R, Series § and Series T, together with the much
broader class of RBS Group publicly traded securities between 26 Juna
2007 and 19 January 2009, contaired false and misleading statements,
and variously assert claims under Sections 11, 12 and 15 of the
Securities Act 1933, Section 10 of the Securilies Exchiange Act 1934
and SEC Rule 10b-5. Plaintiffs seek unquantified damages on behalf of
purchasers of these shares. The proceedings are in their initial stages.
The RBS Group considers that it has subslantial and credible lega! and
factual defences to these claims and will defend them vigorously. The
RBS Group is unable reliably to estimate the liability, if any, that might
arise or its effect on the Group's consolidated net assets, operating
results or cash flows in any particufar period.

Summary of other disputes, legal proceedings and litigation
Members of the Group are engaged in ather litigation in the United
Kingdom and a number of averseas jurisdictions, including the United
States. involving claims by and against them arising in the ordinary
course of business. The Group has reviewad these ciher aclual,
threatened and known potential clams and proceedings and, after
consulting with its legal advisers. does not expect that the outcome of
these other claims and proceedings will have a material adverse effect
on its consolidated net assets, operating results or cash flows in any
particular period.




30 Net cash flows from operating activities

Group Bank
2008 2007 2006 1008 2007 2006
£m £m £m £ £m £m
Operating pralit before tax 1,140 3.085 3456 1,866 3,729 1,963
{Increase)/decrease in prepayments and accrued incame (59) (92 {(17) {61) (66} 30
Interest on subordinaled liapilities 509 271 330 432 239 271
Increasef(decrease; in accruals and deferred income 181 431 37 110 (521} (28)
Provisions for impairment losses 1,362 849 862 929 742 754
Loans and advances writien-off net of recoveries {730} {523) (730} (684) (470 (544}
Unwind of discount on impairment losses {100} (87) (67) {69) (71) {55)
Profit on sale of property, plant and equipment (7 (189) (31} )] (114) {31)
Loss/(profily on sale of subisidiaries and associates 31 — (70} 2 73 45
Profit an sale of secuniies (17 (117) {86) — (72) (24}
Charge for defined benefit pension schemes 2 132 229 {65) 83 168
Cash cantribution to defined benefit pension schemes {154) (117 (135) {78) (69) (70)
Other provisians utilised (10) {135) {30) {10) (123) {20)
Depreciation angt amartisation 237 264 257 145 177 202
Write-down of goodwil! and other assets 716 — — 45 — —
Elimination of foreign exchange differences (5,850) (464) 1,503 (1.002) 5 143
Other non-cash items 66 650 (147} {148} 242 1
Net cash {outllow)/inflow from trading activitias (2,683} 3,096 5331 1411 3,784 2,705
Increase in loans and advances to banks and customers {22,2486) (1,856) 140,552) (9,345) (2.958) (15,215)
Decreasef{increase) in securities 1,758 (2,061) (4,316) {1} 1 2
{Increase)/decrease in other assets {19) 1,772) 1,303 {57 (167) 707
(Increasel/decrease in derivative assets {5,320) (829) 230 {3,309} {188) {197)
Changes in operating assets {25,827} (6,518) {43,335) {12,712} (3,312} {14,703}
Increase in deposits by banks and customers 4,878 22903 39,118 659 7,064 16,281
{Decreasel/increase in debt securities in issue (3,711} 6,588 3534 6 (20} (9)
Increase/(decrease) in other liabilities 285 432) 646 (4] 60 {26}
Increasef{decrease) in derivative liabililies 4,815 908 (314) 4,891 207 6
{Decrease)increase in selllement balances and shorl positions {3,281) (8.445) 3,057 — —_ —
Changes in operating liabilities 2,986 21,522 45,041 5,549 7,311 16,262
Total income taxes paid (331) (592) (1.157) {290) {104) {588)
Net cash (oulflow)inflow from operating activities {25,855) 17,508 6.880 6,042) 7.679 3,676
31 Net investment in business interests and intangible assets
Group Bank
2008 2007 2006 2008 2007 2006
£m £in £m £m £Em £m
Fair value given for businesses acquired {60) (35) (20) — — {624)
Additional invesiments in Group undertakings -— — — (846) (1.2186) (719)
Nel putflow of cash in respec! of purchases {60) (35} (20) {846) (1,216) (1,343)
Other assels sold 277 3 (31) — — 1
Repayment of investmenls — — — — 1,823 1.022
Non-cash consideralion — -— 112 — — —
(Loss)/profit on disposal (31) —_ 70 (2) (73) (45)
Nel cash inflow on disposals 246 3 141 (2) 1.750 978
Dividends received from joint ventures 4 5 17 — — —_
Net cash expenditure on other intangible assels (167) {132) (230} (152} (131} {159)
Net inflow/{outtiow} 23 (159) (92) (1,000) 403 (524}
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Notes on the accounts continued

32 Interest received and paid

Groun Bank
2008 2007 206 2008 2007 2006
Em £m Er £m Em £m
Interest received 12,472 12,035 9,952 797 7.942 6.601
Interesl paid (6,893) (5,752) (5.527) {4,144) (4,325) {3,505)
5,579 6,283 4,425 3773 3,617 3.196
33 Analysis of changes in financing during the year
Groun Bank
Snate capital Suparaitrated Shayre copital Subord:nated
and share permiurn Vabtiles and share premism hahikties
2004 2007 2068 2007 2008 2007 2008 2007
£m £m £m £m om £m £m Em
Al 1 January 2,969 2,969 5,832 5.641 2.969 2,969 2,244 4,583
Netl proceeds from issue of
subordinated liabilities 2,749 634 2,700 —
Rapayment of subordinated liagitities — (403} — (381)
Net cash outflow from financing —_ — 2,749 231 —_ — 2,700 (381)
Currency translation and other adjustments — — 1,418 60 — — 916 42
At 31 December 2,969 2,969 10,099 5,932 2.969 2,969 7.860 4,244
34 Analysis of cash and cash equivalents
Group Bank
008 2007 2006 2008 2007 2006
£m £Em £m £ £m £m
At 1 January .
- cash 37,364 3B.650 33,273 18,071 16,340 13,952
- cash equivalents 28,825 12,810 15,151 7,265 3,187 4,636
66,189 51,460 48,424 25,336 19,527 18,588
Net cash (outflow)/finflow {16,114) 14,729 3,036 (4.402) 5,800 239
Al 31 December 50,075 66,189 51,460 20,934 25,336 19,527
Comprising:
Cash and balances at central banks 1,203 1,258 1,430 771 921 795
Treasury bills and debt securities — 28 1 — — —
Loans and advances 1o banks 48,872 64,903 50,029 20,163 24,415 18,732
Cash and cash equivalents 50,075 66,189 51,460 20,934 25,336 19,527

The Bank and certain subsiciary undertakings are required to maintain balances with the Central banks which, at 31 December 2008, amounted to

£82 miltien (2007 — £105 million).
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33 Segmental analysis

(a) Divisions

The directors manage the Group primarily by class of business and
present the segimental analysis on that basis. The Group's activities are
organised as follows:

Global Markets is focused on the provision of debt and equity financing,
risk management and transaction banking services lo large businesses
and financial institutions in the United Kingdom and arcund the world. ls
activities have been organised into two divisions; Glabal Banking &
Markets (GBM) and Global Transaction Services (GTS). in order best to
sefve the Group's cuslomers whose financial needs are global.

GBM is a leading banking partner io major corporations and financial
inslitutions around the world, providing an extensive range of debt and
equity financing, risk management and investment services (o ils
customers,

GTS offers global payments, cash and liquidity management, as well as
trade finance, UK and international merchant acquiring and commercial
card producls and services.

Regional Markels is organised around the provision ol retail and
commercial banking 1o customers in regions including; the United
Kingdom, Europe and the Middle East and Asia. This includes the
provision of wealth management services both in the United Kingdom
and internationally.

UK Retail & Commercial Banking comprises retail, commercial and
carporate barking, and wealth management servicas in the United
Kingdom. [t supplies financial services through the NatWest brands.

Europe & Middle East Retail & Commercial Banking comprises Ulster
Bank, including Firsl Active, which provides a comprehensive range of
financial services across lhe istand of Ireland. Its retail banking arm has
a network of branches and operates in the persona!, commercial and
wealth management sectors, while its corporate markets operations
provide services in the corporate and institutional markets.

Asla Retail & Commercial Banking offers private banking and
investment services to clienis in selected markels through the RBS
Coultls brand.

Group Manufacturing supports the Group's cusiomer-facing businesses
and provides operational iechnology, customer suppor! in telephony,
account management, lending arnd maney transmission, global
purchasing, property and other services,

The Centre comprises group and corporate functions, such as capital
raising, finance, nsk management, legal, communications and buman
resources. Thg Centrs manages the Group's capital resources and Group-
wide regulatory projects and provides services {o the operating divisians.

Segments charge market prices for services rendered to other parts of
the Group with the exception of Group Manufacturing and central items.
The expenditure incurred by Manufacluring refates to cosls principatly in
respect of ihe Group's banking and insurance operalions in the UK and
Ireland. These costs reflect aclivities that are shared between the
various cuslomer-facing divisions. These shared costs and related
assels and liabilities are not allocated 1o divisions in the day-lo-day
management of the businesses and the resulls below reflect this.
Funding charges belween segments are determined by Group Treasury,
having regard to commercial demands. The results of each division
before amortisation of purchased intangible assets, integration and
restructuring costs and wrile down of goodwill and other assets,
{"Contribution) are shown in the fotlowing table.
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35 Segmental analysis {continued)

Group
Revemie Tolal Income
Oepreciaton
Inter Inter Operaing and  Imparment
Extarnal saqment Tota! Extornal sogment Toud expenses  amorisalen losses  Contnbubon
2008 £m £m £m £m £m £m £m £m £m £m
Global Markets
- Global Banking & Markets 1,988 1.315 3,303 675 (362) 313 {307 (10) — {4}
- Globat Transaction Services 1,660 — 1,660 1,077 (27) 1,050 {196) — {15) 839
Regional Markets
~ UK Retait & Commercial Banking 8,873 50 8,923 6.207 (219) 5788  (1291) (1 (932) 3,564
- Europe & Middle East Retail
& Commerciat Banking 4,210 — 4,210 1,456 {103) 1,353 {474) i {410} - 468
- Asia Retail & Commercial Banking 654 a5 699 266 3 297 {199) 8 (5} 85
Group Manufacturing (37} — 3an (142 — (112) (1,650 (187) —  (t.p4g
Central items (1,490} 837 (653) (1.865) 880 (985) (110) (3) — (1,098}
Eliminations — (2,247}  (2,247) — — — — — — —
15,858 — 15,858 7,704 — 7.704 (4.227) {210) {1,362} 1,905
Amerlisation of purchased intangible assets  — — — — — — — (7} — (7}
Integration and restrucluring costs — — — —_ — — (22) {20} - {42
Goodwill and other asset write-downs —_ — — — —_ e (716) — — (716)
15,858 — 15,858 7,704 — 7,704 {4,965) {237y (1.362) 1,140
2007
Global Markets
- Global Banking 8 Markels 2157 1,768 3.925 €] {107) {11 (432} (5) {2) {550)
- Glabal Transaction Services 1.638 — 1,638 1.055 {47) 1,008 (134) — 6) 568
Regional Markets
- UK Retail & Commercial Banking 8.671 43 8,714 6.048 (3985) 5653 (1,319} (7) {737) 3,590
- Europe & Middle East Relail
& Commercial Banking 3.043 —_— 3,043 1,441 (131) 1319 {430} {6) (104) 770
- Asta Retail & Commercial Banking 608 35 843 225 24 2449 {170y (5} - 74
Group Manufacturing {85) 1 (84) (158) [§))] (159) (1,400 (202) — {1.761)
Cenlral items 445 637 1,062 (253) 657 404 (259 2) — 143
Eliminations — (2,464}  (2,464) — — - — — — —
16,477 — 16,477 8,354 — 8,354 (4,144) (227) (849) 3,134
Amortisation of purchased intangible assels — — — — — — - {6) —_ {6)
Inlegration costs — — — o — — {12) (31 — (43)
16,477 — 16477 8,354 — 8.354 {4.156) (264) (849 3,085
2006
Global Markets
— Global Banking & Markets 3.106 1,334 4,440 1,690 (63) 1,627 (866) {2) 24 783
— Global Transaction Services 1,520 — 1,520 962 —_ 962 (17 — {3 Ba2
Regional Markets .
- UK Retail & Commercial Banking 7,534 {25) 7.509 5,665 (371) 5294 {1,268) (B} (768} 3,250
- Europe & Middle East Retail
& Commercial Banking 2557 20 2577 1.186 (33) 1,153 {360} {12) {1044} 677
- Asia Retail & Commercial Banking 440 3t 471 188 24 212 {141) (4} 1 66
Group Manufacturing 26 5 31 {71} (21) 92y (1,519) {226} e {1,837}
Central items 479 570 1,049 (294) 484 170 (428) 6 (2) (254)
Eliminalions — {1,8935) (1,935) _ — — — — e —_
15,662 — 15,662 9,326 — 9,326 (4,699} (246) {852) 3.529
Amorlisation of purchased intangible assets - — — — — - — (3] - ()]
Integration costs — -— — — —_— — {62) (5) — (67)
15,662 — 15,662 9,326 —_ 9,326 (4.761) (257) {852) 3,456

Notes:

(1) Revenue represents tota! ircome included in the incams statement grossed-up ki ntefest payable an COMMISTIONS payatile.
(2} Segmen:al resuts for 2007 and 2006 have been restated ta reflect Tanslers of businesses betaeen segrmerts in 2008
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Group

2008 2007
Cost la Cost Ip
acquiny acguire
fived assets fmed assels
and intangibig and inlangble
Assels Lizbilities assals Assals Liabikties ansals
Em £m Em Em
Global Markets
- Global Banking & Markets 106,017 81,020 348 113,764 90,162 138
- Global Transaction Services 6.458 21,661 — 8.854 21.461 —_—
Regional Markets
- UK Retail & Commercial Banking 123,192 115315 2 M 717 115,081 [
- Eurape & Middle Easl Retail & Commercial Banking 70,828 68,155 8 59,653 55,678 35
- Asia Retzil & Commercial Banking 13,221 10,864 18 10,726 9.009 44
Group Manufacturing 1,912 598 254 1,710 78 234
Cenlral items 591 10,148 9 1,858 8,211 2
Group 321,219 307,761 639 312,282 300,180 429
Note:
(1) Segmentat results tor 2007 have been reslaled 10 reflect ransters of businesses between seimelts in 2008,
Segmenlal analysis of goodwill is as follows:
Europe &
Midale Easl Asia
Glaba Global UK Retal & Rettuil & Retzil &
Banking & Trarsaciion Commetcial Commurcial Commercial
Markats Senicos Banking Banking Banking Total
£m £m Em £€m £m £m
Al 1 January 2067 94 59 3 445 118 719
Currency translation and other adjusiments {1} 5 — 43 7 54
Al 1 January 2008 93 64 3 488 125 773
Currency translation and ather adjusiments 35 20 — 135 57 247
Disposals — m —_ (47) — 47)
Write down of goodwill - — (3) (576) o (579)
Al 31 December 2008 128 84 — — 182 194
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25 Segmental analysis tconbnued)
(b} Geographical segments
The geographical analyses in the tables below have been compiled ont the basis of location of office where the transaclions are recorded.

Group
Rest of

Uk usa Europe the World Totat
2008 £m £m m [ £
Total revenue 12,046 134 3476 202 15,858
Net inlerest income 4,577 141 B58 21 5,397
Net fees and commissions 2518 333 293 45 3.189
{Less)income from trading activities (518) (389) (85} 9 {963)
Cither operaling income 78 (20 22 1 8t
Total income . 6,655 65 908 76 7.704
Operating profit/(loss} before tax 2,097 (187} (767) 3) 1,140
Total assets 186,130 63,984 66,589 4,506 321,219
Total liabilities 179,488 60,728 63.050 4,495 307,761
Net assets attributable to equity shareholders and minority interests 6,652 3.256 3.539 11 13,458
Contingent liabilities and commiiments 64,470 3,355 1.378 4,156 73,359
Cost to acquire property, plant and equipment and intangible assets 218 214 188 19 639
2007
Total revenue 13,759 {250) 2,766 202 16,477
Nel interest income 4,379 (14) 711 15 5,091
Net fees and commissions 2506 3413 281 62 3.190
Incomef(ioss) from trading activities 186 {B58} 108 4 (360}
Other operaling income 357 11 B4 1 433
Total income 7.428 (320} 1,164 a2 8,354
Operating profit{loss) before tax 2,989 {341} 423 14 3,085
Total assels 181,249 74,775 52,329 3,929 312,282
Total liabiiilies 174,797 72,521 48,950 3,912 300,180
Nel gssets aitributable to equity sharehotders and minorily interests 6,452 2,254 3,379 17 12,102
Contingent liabilities and commitments ' 64,384 3.040 12,143 2,114 81,681
Cost to acquire property, pfant and equipment and intangible assets 239 63 124 3 429
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(Group

Resl al

UK us Europe the Wordd Total
2006 £m Em £m £m £m
Total reverue 11,811 1.140 2508 205 15,662
Net interest income 3,865 (11) 581 14 4,449
Net fees and commissions 2327 258 309 74 2.968
Income from trading aclivilies 547 783 126 2 1,458
Other operating income 315 48 88 — 451
Total incorne 7,054 1.078 1,104 90 9,326
Operating profit before tax 2,434 623 399 — 3.456
Total assets 168,696 76,883 42,334 - 2,748 290,661
Total liabilities 163,083 74,723 38,938 2732 279,476
Nel assets attributable to equity shareholders and minority interests 5613 2,160 3.396 16 11,185
Conlingent liabilities and commilments 66,273 3,978 8,049 1.960 80,260
Cost to acquire property, plant and equipment and intangible assets 490 46 130 4 670

36 Directors’ and key management remuneration

The current direclors of the Bank are also directors of the ullimate holding company and are remunerated for Lheir services 10 the RBS Group as a
whale. The remuneration of the directors is disclosed in the Reporl and Accounts of the RBS Group. Pensions paid o former directors of the Bank

and iheir dependants amounted 10 £244,000 (2007 — £243,000).

Compensation of key management

The aggregate remuneration of directors and other members of key management during the year, borne by the RBS Group, was as follows:

2008 2007
£000 £000

Short-term benefits
Post-employment benefits

16,813 37,763
13,174 10,051

Other long-lerm benefits 496 708
Termination benefils 345 —
Share-pased paymenis 2,078 5,165

37 Transactions with directors, officers and others

32,906 53,687

(a} Al 31 December 2008, the amounts outstanding in relation to transactions, arrangemenis and agreements entered into by autherised instilutions in
the Group, as defined in UK legislation, were £52,484 in respect of loans lo 21 persons who were directors of lhe Bank (or persons connecied with
themy) al any lime during the financial period and £2,779,435 to 10 people who were offiicers of the Bank at any lime duning the financial period.

(b) For the purposes of IAS 24 ‘Related Party Disclosures’, key management comprise directors of the Bank and mempers of the RBS Group's Group

Executive Management Committee. The captions in the primary financial statements include the following amounts altributable, in aggregate, to key

management;
2008 2007
FODO £000
Loans and advances (o customers 2,753 1479
Customer accounts 4,508 277

Key management have banking refationships witk Greup enlities which are entered inte in the nermal course of business and on substantially the
same terms, incleding interest rates and securily, as for comparable transactions with other persons of a similar standing or, where appticable, with
other employees. These transactions did notl involve more than the normal risk of repayment or present other uniavourable fealures.

Key management had no reportable transactions or balances with the ultimale holding company excenl far dividends.
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Notes on the accounts continued

38 Related parties

{a) Group companies provide development and other types of capitat
support lo businesses in their rotes as providers of finance. These
investmenis are made in the normal course of business and on
arm's-length terms. In some instances, the investment may extend o
ownership or control over 20% or more of the voting rights of the
invesiee company. However, these investments are not considered to
give rise Lo transactions of a materiality requiring disclosura under

(c) In accordance with IAS 24, transaclions ar balances between Group
enlities that have been eliminaled on consolidation are nol reported,

(<) The captions in the primary financial statements of the Bank include

amounts attributable to subsidiaries. These amounis have becn

disclosed in aggregate in the relevant notes to the financial

statements. The table below discloses items inciuded in income and

operaling expenses on transactions between the Group and fellow

1AS 24. subsidiaries of the RBS Group.
(b) The Group recharges The Royal Bank of Scotland Group Pension
Fund with the cost of administration services incurred by it. The
amounts involved are not material to the Group.
2008 2007
Em £m
Income
Inleresl receivabla 3.857 4,257
Interest payable 1,147 1,020
Fees and commissions receivable 299 235
Fees and commissions payable 184 a1
Expenses
Other adminisirative expenses 1,509 1,125

(e) On | December 2008, the UK Government through HM Treasury became the ultimate conirolling party of The Royal Bank of Scotland Group plc.
The UK Government's sharehalding is managed by UK Financial Investments Limiled, a company wholly owned by the UK Government. As a
resuli, the UK Government and UK Government controlled bodies became related parties of the Group. The Group enters inlo transactions with
many of these bodies on an arms’ length basis. The volume and diversily of such transactions are such that disclosure of their amounts in the

period 1 December 2008 1o 31 December 2008 is impragtical.

As at 31 December 2008 balances with the UK Government and UK Government controlled bodies were:

Grown
Central Banks, financial
government covporations
(incluging the Local and pubkc 2008
Bask of Englard)  gowrnmen! co/poratons Total
Em £m £m £m
Assets
Balances at ceniral banks 82 82
Loans and advances to customers 5 146 37 188
Debt secunties 1,373 — 10 1,383
Derivatives —_ 4 3 7
Liabilities
.Customer accounts i315 1,886 449 3,650
Derivalives — 9 7 16
Notes:

(1) ¥ adstion 1o the UK Governmaert's sharehaldng in the Graup, tre UX Governmunt and UK Government corirotied bodies may hold debl secunbes, subordinated lisbdithes and olher liabilines o
shares issued by the Group in the normal course of ther business. It is rol practcanle 1o ascenain and disclose these armounts.

(2} Certain of the fiabilty balances are secured.
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Bank

Central Banks, financial
government COF PO HONS.
{including the Local wnd public 2008
Bank of England) qovernment corparations, Total
£m £m £m £m
Assets
Balances at centra! panks BY 67
Loans and advances to cusiomers 4 146 32 182
Derivatives — 4 3 7
Liabilities
Custamer accounts 1,307 1,249 444 3.000
Derivalives — 9 7 16
Noles:

{1} In aodilion o the UK Gewsrament's sharshela:ing in lhe Group. e UK Government and UK Gavaramenl controlied bodies may hold debt securilies. subardinated linbilities und other kabifiivs or
shares issued by lhe Group 0 the nomal course of thewr busingss. I is not practicable to ascerlan and disclose these amounts.

{Z) Certain of the liabilly balances are secured,

No impalrment losses were recognised by Lhe Group in 2008 in respect of balances wilh UK Gavernment and UK Government controlied bodigs.

39 Ultimate holding company

The Group's ultimale holding company is The Royal Bank of Scottand
Group plc and its immediate parent company is The Royal Bank of
Scotland pic. Both companies are incorporated in Great Britain and
registered in Scotland. As at 31 December 2008, The Royal Bank of
Scotland Group plc heads the largest group in which the Group is
canstlidated and The Royal Bank of Scotland ple heads the smallest
group in which the Group is consolidated. Copies of the consclidaled
accounts of both companies may be obtained from The Secretary, The
Royal Bank of Scotiand Group pic. Gogarburn, PO Box 1000, Edinburgh
EH12 1HQ.

Following a placing and open offer by The Royal Bank of Scotland
Group ple i December 2008, the UK Government, through HM Treasury,
currently holds 57.9% of the issued ordinary share capital of the
ultimate holding campany and is therefore the Group's ultimate
controlling party.

40 Post balance sheet events

Thers have been no significan! events between the year end and the
date of approval of these accounts which wovld require a change 10 or
disclosure in the accounts.
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Additional information

Amounts in accordance with IFRS

2003 2007 2006 2005 2004
Summary consolidated income statement - IFRS im £m £m Em im
Net interest income 5,397 5,091 4,449 4,461 4,382
Non-interest income 2,307 3,263 4,877 4,189 3,640
Total income 7,704 8,354 9,326 8.650 8,023
Operating expensss (1) 5202 4,420 5,018 4483 4,168
Profit before impairment losses 2,502 3,934 4,208 4,167 3.855
Impairment 1,362 844 852 756 625
Operating profit before tax 1,140 3,085 3,456 3411 3.230
Tax 599 7 831 948 866
Profit after tax 541 2,317 2,625 2,463 2,364
Minority interesls 93 89 lz] T i2
Preference dividends — — _ — 38
Profit attributable to ordinary shareholders 448 2,228 2,586 2,446 2,316
Nete:
(11 Includes integration and restructuring expenciiute of £42 nullion (2007 - £43 malken. 2006 - £67 milkon, 2005 - E163 milkon, 2004 ~ £297 million)

2008 2007 2006 2005 2004
Summary consolidated balance sheet — IFRS Em £m Em £im £m
Loans and advances 264,501 260,425 243,974 215,538 161.661
Debt securities and equity shares 37,322 39,047 33,701 30,338 23,936
Derivalives and setllement balances 13,012 6,275 6,320 6,907 4,004
Other assets 6,584 6.535 6.666 7,420 6,720
Total assels 321,219 312,282 290,661 260,603 197,221
Shareholders” equily 12,135 10,788 10,173 9,440 8,009
Minority interests 1,323 1,314 1.012 T44 408
Subcerdinated liabilities 10,099 5,932 5,641 6.648 5.808
Deposits 254 017 250,380 227 477 203,925 149,992
Derivatives, setilement batances and short positions 21,157 18,206 26,617 24,231 22,775
Qther liahilities 22,488 25,662 19,741 15,615 10,229
Total fabilities and equity 321,219 312,282 290,661 260,603 197,221
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