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The Perfect Storm

80. The Committee has heard the widely rehearsed crie de coeur from bankers that the wholesale markets
abruptly closed in August 2007 and that they “didn’t see it coming”. Which means that the real question to
be determined is: why did the wholesale markets abruptly close?

81. The bankers’ explanation is that the assets became toxic. The bankers blame the source of toxicity on
the allegedly “bad” borrowers who defaulted on their loans. This universal defamation of the borrowing
public unjustly stigmatises the homeowner when in fact, in August 2007, the default rates were no more than
would be ordinarily experienced. To accept the bankers’ allegation without question requires a gullible belief
that a minority of defaulting borrowers had the power to bring down the whole of the banking industry. That
contention is too incredulous to countenance and consequently, it is submitted that the bankers’ explanation
should be rejected.

82. A more reasonable and logical explanation for the source of the toxicity can be found in tax law. In
the Finance Act 2005, the Government took tentative steps with new tax law targeted specifically at
securitisation companies. The 2005 Act provided “interim relief for securitisation companies”.365 Then, on
21 March 2007, H.M. Revenue and Customs made a public announcement366 stating that legislation would
be introduced in the Finance Bill 2007 that would aVect “Large companies involved in securitisation or
issuance of debt” and that the measures would have eVect following its Royal Assent. The Finance Act 2007
received its Royal Assent on 19 July 2007. It cannot be a mere co-incidence then, that the wholesale money
markets went into meltdown within a couple of weeks apparently with the cry “toxic-assets”. On the facts,
it is logical to deduce that the source of toxicity is tax rather than the bankers’ defamatory allegation against
the allegedly “bad” borrower. The flight from funding was fear. Fear of paying tax.

83. The twist of fate turned the tide on tax policy and trumped the Treasury’s tax intentions. The SPVs,
rather than being the new contributors to the Treasury coVers became the greatest recipients of the Treasury
coVers. The consumer now pays the money-masters twice. First directly to the banks and then indirectly
through the Treasury.

84. To exacerbate these events, a further factor came into play. The banks cry for capital. The cry was
driven by the apparent immediate need to comply with the new Basel Capital Accords. Angela Knight
informed the Committee that the banks’ capital requirements “jumped” overnight367 which naturally
implies, that the banking industry was caught oV-guard. Again, this assertion is too incredulous to attract
credibility. Nonetheless, this lame excuse is the generally accepted foundation for the tax payer funding the
banks’ balance sheets. The result is that the ordinary public was hit with this double-whammy of tax policy
and Basel.

85. The Government aspires to stimulate the economy which requires the revival of the housing market.
The Government appears to be in state-mate with the banks. There is demand for property purchases, but
the banks will not facilitate the buyer’s desire to buy. Again, the Government is at the mercy of the banks.
But the Government does not necessarily need to beg the bankers to lend. It can apply the rule of law and
revive and give life to law that already exists.

86. The Law of Property Act 1925 s.95 contains a provision: “Where a mortgagor is entitled to redeem,
then subject to compliance with the terms on compliance with which he would be entitled to require a
reconveyance or surrender, he shall be entitled to require the mortgagee, instead of re-conveying or
surrendering, to assign the mortgage debt and convey the mortgaged property to any third person, as the
mortgagor directs; and the mortgagee shall be bound to assign and convey accordingly” Emphasis added.

87. This means that the borrowers have a statutory right to assign the mortgage debt to a buyer. The loan
already exists. No new lending is required. The borrower can assign the debt to the buyer as part of the
property sale. The SPVs have made use of their statutory rights to assign. It is now time to give life and real
eVect to the borrower’s right to assign. The Government does not need the bankers, the funding is already
available. The Government can revive the housing market without the acquiescence of the bankers. If
nothing else, the threat of facilitating the public’s use of this provision would add weighty negotiation
leverage to eVect the Government’s aspirations. The Government has given the golden carrot to the bankers
who have coveted that carrot to the exclusion of all. It is perhaps time to use the stick.

88. Implementation of this provision is simple. H.M. Land Registry could create a new Transfer Form
to facilitate the mortgage assignment. For example, the TR1, transfer of the property and TR4, transfer of
mortgage charge, could be used as the basis to create a new form to simultaneously transfer and assign both
the property and the mortgage debt to the buyer. Additionally, the HIP pack could be amended to include
disclosure of the mortgage product.

365 See Global Legal Group Ltd, The International Comparative Legal Guide to: Securitisation 2007, Sanja Warna- kula-suriya
and Laurence Rickard of Slaughter and May at page 117: “…under UK GAAP (as it is from 1 January 2005), significant
unrealised profits and losses would have had to be recognised in the accounts of securitisation companies and, if tax had to
be paid on any such profits, there would have been a risk of securitisation companies becoming unviable. In order to avoid
this, and the eVect that that would have had on the securitisation market, certain statutory measures were introduced to allow
an interim relief for securitisation companies…”, (underline emphasis added). Source: http://www.iclg.co.uk/khadmin/
Publications/pdf/1321.pdf

366 H.M. Revenue & Customs Budget 2007 BN13 available at: http://www.hmrc.gov.uk/budget2007/bn13.pdf
367 See above, footnote no. 67
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89. The Government has supported the minority, the bankers to the absolute detriment of the majority,
the public. The Government should re-focus its perspective and support the majority. Consumers only need
the Government commitment to enforce the rule of law to empower the ordinary public.

Conclusion

90. Qui Bono? Who benefits? The banks and the SPVs. The banking-crisis has undoubtedly been the
greatest heist of public money at the hands of money-men wielding their power in the guise of victimhood.
In reality it is passive-aggressive intimidation. Power is being concentrated in the hands of the few remaining
banks that have successfully dispensed with competition, leaving the public at the future potential mercy a
cabal of bankers and the attendant possibility of a concealed cartel. The golden rule will prevail. He who
holds the gold—Rules! Private foreign companies and their investors have also done exceptionally well. The
SPVs are being capitalised by the public purse through bank consolidated balance sheets and consequently,
the public purse will carry any SPV losses. The investment paradigm appears to have shifted. Historically,
investors capitalised their companies and received high returns for taking risk and, if the risk manifests,
investors lost their investment; but now, the Investors still receive high returns but, the public capitalise their
companies and guarantee the investors’ returns.

91. The intention of this memorandum is to highlight securitisation issues from the consumer and the tax
payer perspective. It is not intended to give the impression that the securitisation process is harmful per se
but it is intended to demonstrate that without checks and balances, this financial engineering dysfunctions
to the detriment of the consumer and ultimately the economy. Transparency is essential, together with
openness and honesty from the financial institutions368.

92. The contractual relationship is not one of equals, it is one of Goliath and David without the stone! The
scales of justice are in urgent need of recalibration. To restore equilibrium between the contracting parties the
remedy is: the faithful application of the rule of law. The failure of British courts to give eVect to consumer
rights makes the UK a most creditor friendly jurisdiction (which means a most debtor unfriendly
jurisdiction) in the world attracting the highest creditor friendly rating of A1369. This high rating is achieved
not through the lack of consumer protection law, but rather through the lack of consumer law enforcement.
Consumers do not necessarily need new protection laws, consumers need empowerment to enforce their
contractual rights and the consumer laws that exist.

This memorandum is respectfully submitted for your consideration.

February 2009

Memorandum from Philip Murphy

I watched the Parliament channel on TV today and watched the committee speak to various senior staV
members of banks. The subject of house repossessions was discussed and I think my experience might be of
interest to the committee.

I had a mortgage with on my Davyhulme property with Bristol and West Plc. In recent years I was
gainfully employed and encouraged by banks and credit companies to go into ever increasing debt. I then
found myself unemployed and unable to meet my commitments.

I attempted to sell my house last year, having had it valued in July by a local estate agent at £150,000.
That sum would have covered what I owed. Unable to sell it, my property was repossessed by Bristol and
West in October. Last month, January 2009, B&W oVered the property for sale through a local estate agent
for oVers above £90,000. That will not cover what I owe B&W and obviously therefore will not leave any
to cover the other debts I have.

I am now faced with bankruptcy. I am homeless and the relationship I had with my seven year old son
and his mother from whom I am separated, in tatters, as a direct result of what has happened to me because it
has left me homeless. As an ex member of the Armed Forces and having worked as a Firefighter with Greater
Manchester Fire and Rescue Service for twelve years I have worked hard, been a good citizen and always
paid my taxes.

Bearing in mind that money taken from me in tax has been used to rescue the financial industry I am
appalled and sickened at the way that I have been treated by that very industry, in particular Bristol and
West but I seriously doubt that such practices as I have seen are restricted to that company.

368 It is observed that the legal profession have escaped all scrutiny for their role in the banking crisis. Without the City law firms
support, bankers and SPVs may not have so confidently violated statutory obligations nor violated borrowers’
contractual rights.

369 Contrast the U.K.’s rating of A1 with Germany and U.S.A. rated A2 and France rated B. Source: Standard and Poor’s: http://
www2.standardandpoors.com/spf/pdf/events/blr200714.pdf
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They have not only taken my only asset from me but they have then, in my opinion, mismanaged that
asset. They have taken the opportunity to quickly turn that asset into a ridiculously small sum with no regard
for the short and long term negative aVects that would have on me. In doing so they have also contributed
in a small but notable way to the collapse of house prices in the marketplace.

Also they have increased the amount of irretrievable debt that other companies have on their books
because I am aVectively now forced into bankruptcy.

My vocabulary simply is not adequate to express my anger and disgust at the greed shown by financial
institutions at their ongoing attempts to stuV their own corporate pockets with a complete disregard for the
consequences of their actions on people like me and I am sure other members of the public that have
practically had to bail them out in their hour of need.

Thank you for taking the time to read this, I hope you find it of some use in getting a rounded view of
what is actually happening to hardworking people on the ground that are suVering as a result of the actions
of the institutes you are talking to on a regular basis.

February 2009

Memorandum from Manifest Information Services Ltd

Introduction

1. Manifest welcomes the opportunity to submit evidence to the Committee in connection with its inquiry
into the lessons that can be learned from the banking crisis.

2. Notwithstanding the fact that we are submitting our evidence past the published deadline, given the
nature of some of the evidence presented to the Committee in respect of the Role of Institutional
Shareholders, we hope that the Committee will not be averse to taking supplementary, factual findings to
support their deliberations.

Background

3. Manifest Information Services Ltd was formed in December 1995 to address the operational problems
faced by investors wishing to take an active role in the oversight of their investments through the AGM
process. Manifest is not an NGO, trade association or lobby organisation and receives no funding support
from political parties or special interest groups; our entire turnover derives from subscription sales.

4. Our mission is to provide independent and impartial analysis of shareholder resolutions and to
facilitate shareholder voting through our proprietary electronic voting platform. Our customers vary in type
and size but include insurance companies, sovereign wealth funds, local government pension schemes as well
as a variety of consultants, advisors and academics. Our clients are mostly UK and continental Europe
based. Through our partnership with a similar organisation in Washington DC, ProxyGovernance Inc., we
also service North American investors.

5. Our coverage since 1996 has been the UK Main Market and AIM and for the past 5 years we have
extended our scope and coverage to include Continental Europe, Oceania and certain global “Blue Chip”
indexes.

6. In addition to our analysis of routine resolutions, Manifest maintains a database of, inter alia,
executive remuneration data, director biographies and board composition data, all of which is designed to
enable investors to make informed judgements on their voting decisions. We have also been honoured to be
able to work with the Department of Business, Enterprise and Regulatory Reform, the Financial Reporting
Council and the European Commission in the provision of data and analysis on a variety of governance
reform issues.

7. A matter of relevance to the Committee is the fact that since our first proxy season of 1996, Manifest
has collected the voting results from shareholder meetings in order to assess overall voting levels as well as
to be able to analyse connections between governance issues and voting outcomes. Manifest is uniquely
qualified to be able to present these findings to the Committee as this data set represents the largest, most
comprehensive and uninterrupted database of its kind. What makes this data especially valuable for the
members of the Committee is that historically there has been no legal requirement for the disclosure of this
data; although this issue is being addressed through the EU’s Shareholder Rights Directive for which BERR
has recently closed its consultation.

8. Using the voting results that we have collected, we wish to present the Committee with our findings on
the voting patterns in the Banks before and during the current turbulence. In doing so we seek to be able to
address, in part, the Committee’s question relating to: ‘The responsibilities of shareholders in ensuring
financial institutions are managed in their own interests.’
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Rationale

9. Having read the initial call for evidence together with the subsequent written and oral evidence
submitted to the Committee, we believe that it is necessary to put some of the statements and answers into
context, particularly those relating to shareholder engagement and activism.

10. Shareholders have a number of property rights most notably the right to transfer their shares (buy
and sell) as well voting on various issues at general meetings. While selling securities can indeed be used as
a disciplining mechanism, it is not without its costs. There is not just the spread and commission to consider
there is also the wider market impact. Selling can also be a very blunt tool in terms of flagging issues to
management. Whereas the more developed governance teams will notify a company of their intention to
vote against or abstain, any notification of a buy or sell intention would negatively impact the institutions
buy or sell strategy.

11. Asset disposal also does not have a legal impact on a company in the same way as the shareholder
vote. The UK is extremely fortunate in that shareholder votes can have a binding eVect; this is particularly
helpful on issues such as the appointment or removal of directors and dismissal of auditors. In some
jurisdictions, such as the US, votes are not mostly advisory. US shareholders are often very surprised at the
relatively low levels of dissent votes against management and shareholder-sponsored resolutions. In North
America all too often it falls to the Class Action lawyer to find a legal resolution to shareholders concerns
because the shareholder vote is that much weaker.

12. Voting has recently been described as a “fairly blunt tool” in the governance tool box. It is,
nevertheless, the ultimate sanction against management for misdeeds. Case law clearly shows that the
Courts are loath to intervene in shareholder disputes until the full range of shareholder remedies has been
exhausted. These would include, for example, the removal of directors, the proposal of shareholder
sponsored resolutions, the calling of an Extraordinary General Meeting (EGM) or a combination of all of
the above.

13. Putting it politely, there may be a cultural or societal norm which tends to lead to an avoidance of
direct conflict through the use of voting dissent. Or to be blunt, there are widespread concerns that too much
of the City’s business takes place behind closed doors for comfort. If shareholders can demand transparency
and accountability from their investee companies, is it too much t0 ask for that process to be a two-way
street?

14. Turning to the Investment Management Association’s written evidence, paragraph 107 stated that a
number of their members had begun to exit the banking sector ‘as long ago as 2005’. In paragraph 108 the
paper states that investors not in a position to sell would have had no alternative but to raise their concerns
and ‘ultimately vote against management’.

15. We therefore felt that it was important to test this proposition by measuring actual voting outcomes.
It is not our position to argue which should come first, the ‘engagement’ or the ‘voting’ but whichever
strategy was being deployed, in theory the results should show one of two outcomes. If it were true that non-
selling, captive, shareholders expressed their concerns by withholding voting support there should be a
higher than average level of dissent at the Bank meetings; alternatively if dissenting vote levels remained
constant then that would show that those shareholders have supported management.

Methodology

16. We created a series of tests with the objective of comparing voting trends at Bank meetings compared
to the meetings of all FTSE100 constituent companies. The earliest data available to us is from 1996.
Although there has not always been 100% disclosure by every constituent company over this period, since
1998 the sample is statistically significant and response rates to our requests have consistently been in the
mid to high 90% range with 100% in later years. Should the committee wish to access the underlying data
for further inspection we would be happy to share our findings.

17. Every UK incorporated company is now legally obliged to hold an Annual General Meeting (AGM)
within 6 months of its year end.370 The AGM contains a number of resolutions for shareholders to consider,
on average 12 per meeting. Typically these resolutions will be election of directors, appointment of auditors
and various technical items relating to share issues, articles of association. Since the introduction of “The
Directors’ Remuneration Report Regulations 2002” shareholders have also been able to voice their concerns
on overall compensation policy in addition to specific remuneration elements. This particular vote is non-
binding, as is the adoption of the report and accounts, if it is presented. Unlike much of the rest of Europe,
the UK does not require shareholders to approve the acts of management through a ‘Discharge Resolution’.
Some may argue that this is the UK’s loss however these resolutions can have their own unique diYculties.

18. As part of Manifest’s standard methodology, every resolution that is entered into our database is
assigned a specific meeting business category and certain analytical rules applied to the resolution. These
rules are derived from the various national codes such as the Combined Code, as well as best practice
guidelines from organisations such as the ABI, NAPF etc.

370 Prior to 2008 companies were required to hold a meeting in each calendar year and not more than every 15 months.



Processed: 24-03-2009 23:39:07 Page Layout: COENEW [E] PPSysB Job: 421276 Unit: PAG1

Ev 532 Treasury Committee: Evidence

19. If and when the results of shareholder meetings are announced these are also entered into our database
and referenced back to the original resolution. From this we are then able to undertake analyses based on
a variety of criteria such as type of company, market capitalisation, type of resolution etc. When looking at
resolutions relating to remuneration and election of directors we can further drill down into the
characteristics of the remuneration plans and biographical or governance structure indicators for individual
directors.

20. In our analysis we use the term ‘Dissent’. For the purposes of this report, dissenting votes are those
purposely not cast ‘For’ a management proposal and include both ‘Abstain’ and ‘Against’ votes. Dissenting
votes on shareholder-sponsored proposals are those purposely not cast ‘Against’ the proposal and include
both ‘Abstain’ and ‘For’ votes. Across the various markets, local regulations treat Abstain votes in diVerent
ways; in some they have no legal meaning. Irrespective of regulations, however, they have become a strong
indicator of shareholder sentiment to demonstrate that shareholders do not feel able to fully lend their
support. To use a sporting analogy, the Abstain or Withhold votes (ie where a shareholder has positively
withheld their votes, not merely omitted to tick the box) are treated as a ‘Yellow Card’ and an Against Vote
a ‘Red Card’. We would generally say that a dissent level of greater than 5% should be cause for concern for
a company, and 10% would constitute what the press would be apt to call a ‘Shareholder Backlash’.

21. The Committee may wish to bear in mind that although voting levels in the FTSE100 constituents
are now 63% of shares in issue,371 this has not always been the case as a decade ago that same figure would
have been circa 40% with voting levels of around 30-35% at the time of the Cadbury Report. This is an
impressive improvement in numerical terms, especially given that the proportion of shares held by UK
institutions has fallen at the expense of increased overseas ownership. As at 2006 it is estimated that foreign
investors held 2/5ths of UK shares. For further detailed information relating to the ownership of bank shares
we would refer the Committee to the ONS.372 It is worth noting that ONS estimates that Banks themselves
own around 3% of all UK shares, the highest recorded level since 1963.

22. Looking at the percentage turnout figures together with the ownership figures, there is a wider
question as to whether all UK institutional shareholders are exercising their franchise. Although this
represents an interesting question it is outside the scope of this paper due to time and resource constraints.

23. While we can measure for quantity of voting, there is no simple metric for the quality of the thought
processes and due diligence behind the scenes. In our sales activities we meet investors with a wide divergence
of views from those who devote considerable eVort and resources to those for whom voting is a non-value-
adding operational annoyance to be avoided at all costs. Even within organisations with a commitment to
the active oversight of their shares there will be diVerent styles and approaches from those where the
governance team is fully integrated into the investment process and others where it is a ring-fenced activity
with a narrow remit.

24. To challenge the proposals that shareholder concerns about Bank governance would be expressed
through votes, we designed 4 tests of voting activity looking at the voting results from UK Banks and the
constituents of the FTSE100 over the same period. The tests looked at:

— Overall Dissent: Was average overall voting at Banks materially diVerent from companies of
similar size?

— Share Schemes: Did shareholders have greater concerns about share-based incentive pay at Banks
in comparison with other FTSE100 companies?

— Remuneration Reports: If concern was not expressed against the share scheme resolutions, would
dissent be shown through the report on the remuneration report? and lastly

— Director Elections: Ultimately, if shareholders were concerned with management strategy and
board oversight they would have had the right and opportunity to either cast a vote of no
confidence or remove directors, executive and non-executive. Would we see any correlation of
votes with the wider public comments about bank boards?

Detailed Findings

Overall Dissent

25. In the first test, we measured overall ‘Average Voting Dissent’ in the Banks vs. the FTSE100
constituents. That is to we assessed every resolution at every company to discover how much support or
dissent management received. The results are as follows:

371 Source: The Manifest Pan-European Voting Review 2008, page 13
372 Source: http://www.statistics.gov.uk/cci/nugget.asp?id%107



Processed: 24-03-2009 23:39:07 Page Layout: COENEW [O] PPSysB Job: 421276 Unit: PAG1

Treasury Committee: Evidence Ev 533

Figure 1
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26. UK companies tend to receive unstinting support from their investors with over 95% approval in
nearly all instances. Overall, the average dissent for voting at Banks is marginally lower (0.27%) than for
FTSE100 companies in general. Dissent only exceeded the average in 4 out of the 11 years under review and
then, at most, by 1.73% in 2008. A detailed breakdown of the results can be found in Table 1 on page 15.

27. To understand which issues attracted dissent we drilled down further into the data. Looking at the
four years where Banks showed higher than average dissent we discovered the following:

27.1.2002: Significantly above the all time average and 0.53% ‘extra’ dissent. There were a number of
resolutions requiring shareholder consent to approve EU Political Donations which attracted very
significant dissent. The regulations on EU Political Donations were generally not very well
understood at the time of their introduction and were confused with donations to national political
parties.373 374 375 Resolutions relating to the election of directors at Bradford & Bingley and
Standard Chartered Bank are particularly notable. The director-related dissent can largely be
attributed to an enthusiastic implementation of director independence criteria, most notably
relating to length of service. Please see Table 2 on page 16 for details.

27.2.2004: Total dissent is still below the all time average but we see 0.13% extra dissent in comparison
with the FTSE100 overall. Remuneration issues at Bradford & Bingley and Standard Chartered
provoked a sharp shareholder reaction.

27.3 2007: Slightly above the all time total dissent average with 0.86% extra dissent. Two proposed
M&A transactions, Barclays with ABN Amro and Standard Chartered with Temasek, plus two
remuneration-related resolutions at Royal Bank of Scotland provoked a significant reaction.
Manifest’s analysis of RBS’ 2007 Executive Share Option Plan highlighted our serious concerns
regarding the possibility of excessive levels of rewards that could be granted to senior executives.

27.4.2008: There is a marked increase in voting dissent with almost double the level of average dissent.
On further inspection we can see that this is attributable to four shareholder-proposed resolutions
at Northern Rock attracting dissent levels of over 65%; capital raising resolutions from Barclays
and remuneration related dissent. Please see Table 5 on page 21 for a detailed breakdown.

Long Term Incentive Related Votes

28. In Figure 2 below we are looking at a comparison of the overall dissent on the adoption of
performance share plans. Table 6 and Table 7 on page 23 show the detailed breakdown.

373 Political Parties, Elections and Referendums Act 2000 http://www.opsi.gov.uk/ACTS/acts2000/ukpga2000004en14
374 http://www.telegraph.co.uk/finance/2746759/Political-donations-back-on-the-agenda.html
375 http://www.parliament.the-stationery-oYce.com/pa/cm200001/cmstand/deleg2/st010130/10130s01.htm
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Figure 2
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29. With a dissent rate of double that of the rest of the FTSE100, 2002 is the year of highest variation
from the mean. However this relates to a single resolution proposed by Bradford & Bingley which attracted
27.40% dissent. In 2004 there were three resolutions that attracted consistently above average dissent; 2008’s
uplift related to two resolutions. There is a common theme across all years with Bradford & Bingley
consistently attracting dissent on a variety of resolutions.

remuneration Report Related Votes

30. In Figure 3 we see that the average dissent on votes to approve the Remuneration Report in the Banks
largely tracks the FTSE100 with a more noticeable trend away starting in 2007.

Figure 3

Average Dissent Banks vs FTSE 100
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30.1.As can be seen in the associated Table 8 and Table 9 on page 23, in overall terms we are only looking
at a diVerence of 0.01% between dissent towards Banks and the whole of the FTSE100. In 2002
there is around half as much concern with Bank remuneration and it is not until 2008 that dissent
is 3.3% above the norm.
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Director Elections

31. Turning our attention to the election of directors, because the directors are the elected agents of
shareholders and in theory accountable to them for their actions, we might expect to see some relation
between concern about the boards’ strategy and oversight and shareholder voting turnout or dissent. The
detailed breakdown of these results can be found in Table 10 and Table 11 on page 25.

Figure 4

Average Dissent Banks vs FTSE 100
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31.1 The dissent relating to Bank director elections is clearly significantly lower that the FTSE100
average. The diVerence is especially marked from 1998 to 2004, the time during which it is said
that some shareholders raised doubts about the future strategy of the Banks. Even after this time,
although the margin has narrowed, the votes do not bear any relation to the subsequent, alleged
shareholder dissatisfaction with and animosity towards certain individuals as reported by the
media.

31.2 There is a peak in dissent in the period between 2000 and 2003, but this applies equally to the
FTSE100 group as well as to Banks. This uptick is related to a period of new disclosures by issuers
and shareholder concerns regarding non-executive director independence. Looking at the
individual resolutions on director re-elections we see a clear trend toward Combined Code related
compliance issues. Further details and drill down are available on request.

Conclusions

32. The role of institutional investors in the real “ownership” of quoted companies is the subject of many
column centimetres (or inches) and we do not to intend to revisit the theory in this short submission. For
those shareholders wishing to be actively involved there are many barriers to contend with including the
opacity of disclosures and the compressed time frames that they have to work within. Please see Figure 5
below for the impact of ‘Peak Season’. It is also clear that there is a significant variation in the resource
allocation for the governance professionals, many of whom are not fully integrated into the investment
process, and that is not necessarily out of their own choosing.
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Figure 5

UK PROXY SEASON
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33. There is an education and understanding issue in parts of the City where voting and shareholder
democracy is seen as a time-wasting, administrative burden which is irrelevant because either “the shares
are going up” or “if we don’t like them we sell”. For long-term beneficial owners it is not clear that this
approach is sustainable. If our stock markets are nothing more than respectable casinos then perhaps not,
however we are always mindful of the fact that we are often dealing with the life savings of modestly
remunerated individuals who have put considerable trust in the expertise of their investment managers.

34. There are also administrative issues for shareholders such as the problems associated with the way
that Custodian banks, for their own administrative and P&L preferences, have forced shareholders to hide
their share ownership through pooled nominee names. This also leads to anti-competitive bundling and
network access practices which have meant that shareholders are not at liberty to vote their shares by more
eYcient means resulting in numerous lost votes and missed deadlines. Nor can they correlate their voting
instructions directly with those received by the company.

35. At the outset we said that we wanted to test the assertion that Banks were held to account by their
shareholders through the shareholder vote. Taking 2005 as the point at which sentiment is said to have
turned against British banks with a subsequent abandonment of their share registers, the data shows no
evidence of excess shareholder dissent at Bank meetings in the 3 year run up to this sentiment sea change.
There certainly a marked change of voting outcomes in 2008, but these changes are attributable to a very
small number of resolutions against one specific company which it could be argued, was a doomed attempt
to shut the door after the horse had bolted.

36. Would a change in legislation on shareholder oversight bring about the changes that are needed?
Possibly, but we would be cautious about a rush to legislation as the unintended consequences of hurried
regulation can, as has been seen in other jurisdictions, be far removed from legislations original intention.
Taking the US example, the ERISA Guidelines for pension funds mandate voting at shareholder meetings.
Lord Myners at one point suggested their introduction to the UK but he was counselled against this on the
basis that much of the voting by ERISA funds had become little more than a box ticking exercise with more
emphasis on compliance with the letter of the law than its spirit. It also resulted in a massive outsourcing of
the due diligence process as many fund managers had little appetite for the chore.

37. In 1996 we asked the Financial Services Authority why proxy voting was not included in their
Conduct of Business Rules. Our rationale was that votes, in law, are no diVerent that transferability rights
and as such their exercise should be the result of a careful fiduciary process. The FSA was not moved by our
arguments and to this date the buying and selling of shares is tightly regulated but the after market is not.
This is a sad reflection on a market which is said to have the highest governance standards and most
comprehensive shareholder protection regime in the world. However until the entire shareholder ownership
process comes under the scrutiny of the compliance department it is unlikely to receive the widespread
resource allocation it requires.

37.1 For further information please contact: Sarah Wilson—Chief Executive; or Alan Brett—Head of
Research Telephone: !44 (0)1376 503500 Web: http://www.manifest.co.uk. Email: sarah.wilson
wmanifest.co.uk or alan.brettwmanifest.co.uk
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APPENDIX

SUPPORTING TABLES

Table 1

OVERALL AVERAGE DISSENT

Year Banks FTSE 100 DiVerence

1998 1.46% 2.63% 1.16%
1999 1.20% 3.02% 1.82%
2000 1.42% 2.54% 1.12%
2001 2.41% 3.39% 0.98%
2002 4.42% 3.89% -0.53%
2003 3.71% 4.53% 0.81%
2004 2.66% 2.53% -0.13%
2005 1.85% 2.08% 0.23%
2006 2.04% 2.16% 0.11%
2007 2.82% 1.96% -0.86%
2008 4.06% 2.33% -1.73%

Period Average 2.72% 2.73% 0.01%

Table 2

2002 HIGH BANK DISSENT VOTES ( 10%

S/H Poll % % % % Total
Name Type Title Res? Narrative ?7 For Discr.8 Abstain Against Dissent

Royal Bank AGM 18 No To authorise No 51.50% 46.47% 2.03% 48.50%
of Scotland political donations
Group and expenditure by

Direct Line Group
Ltd in terms of the
Political Parties,
Elections and
Referendums Act
2000

Bradford & AGM 8 No To approve No 66.99% 5.60% 12.35% 15.05% 27.40%
Bingley amendments to the

Performance Share
Plan

Standard AGM 5 No To re-elect as a No 81.23% 0.33% 16.20% 2.24% 18.44%
Chartered director, Mr C A

Keljik

Northern AGM 8 No To authorise the No 78.99% 2.85% 10.17% 7.99% 18.16%
Rock Company to make

EU political
donations and/or
incur EU political
expenditure

Standard AGM 13 No To authorise No 83.48% 0.34% 12.17% 4.01% 16.18%
Chartered Standard Chartered

to make EU political
donations under the
Political Parties,
Elections and
Referendums Act
2000

Standard AGM 14 No To authorise No 83.52% 0.65% 12.13% 3.70% 15.83%
Chartered Standard Chartered

Bank to make EU
political donations
under the Political
Parties, Elections
and Referendums
Act 2000

Standard AGM 7 No To re-elect as a No 84.43% 0.33% 9.12% 6.11% 15.23%
Chartered director, Mr A W P

Stenham

Bradford & AGM 3 No To elect as a No 82.42% 5.46% 9.47% 2.65% 12.12%
Bingley director, Steven

Crawshaw
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S/H Poll % % % % Total
Name Type Title Res? Narrative ?7 For Discr.8 Abstain Against Dissent

Bradford & AGM 5 No To re-elect as a No 82.73% 5.49% 9.13% 2.65% 11.78%
Bingley director, Keith

Greenough

Royal Bank AGM 21 No To authorise No 88.49% 7.99% 3.52% 11.51%
of Scotland political donations
Group and expenditure by

Ulster Bank Ltd in
terms of the Political
Parties, Elections
and Referendums
Act 2000

Royal Bank AGM 17 No To authorise No 88.52% 7.99% 3.49% 11.48%
of Scotland political donations
Group and expenditure by

Coutts & Co in
terms of the Political
Parties, Elections
and Referendums
Act 2000

Royal Bank AGM 19 No To authorise No 88.53% 7.99% 3.48% 11.47%
of Scotland political donations
Group and expenditure by

Lombard North
Central in terms of
the Political Parties,
Elections and
Referendums Act
2000

Royal Bank AGM 20 No To authorise No 88.53% 7.99% 3.48% 11.47%
of Scotland political donations
Group and expenditure by

Angel Trains Ltd in
terms of the Political
Parties, Elections
and Referendums
Act 2000

Royal Bank AGM 16 No To authorise No 88.54% 7.99% 3.47% 11.46%
of Scotland political donations
Group and expenditure by

National
Westminster Bank in
terms of the Political
Parties, Elections
and Referendums
Act 2000

Royal Bank AGM 15 No To authorise No 88.54% 7.99% 3.47% 11.46%
of Scotland political donations
Group and expenditure by

The Royal Bank of
Scotland in terms of
the Political Parties,
Elections and
Referendums Act
2000

Royal Bank AGM 14 No To authorise No 88.63% 7.99% 3.38% 11.37%
of Scotland political donations
Group and expenditure by

the Company in
terms of the Political
Parties, Elections
and Referendums
Act 2000

Standard AGM 6 No To re-elect as a No 89.53% 0.33% 6.08% 4.06% 10.14%
Chartered director, Sir Ralph

Robins
7 % Turnout calculation methodology was not the same in earlier years so has not been included to avoid confusion. Vote

outcome was not routinely recorded at this time.
8 Discr. % Discretionary votes. Votes which the chairman has been granted authority to vote.
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Table 3

2004 HIGH BANK DISSENT VOTES ( 10%

S/H Poll9 % % % % Total
Name Type Title Res? Narrative For Discr. Abstain Against Dissent

Bradford & AGM 2 No To approve the No 71.50% 4.22% 15.28% 9.00% 24.28%
Bingley report of the

Remuneration
Committee

Alliance & AGM 7 No To re-elect as a Yes 80.19% 4.39% 15.42% 19.81%
Leicester director, F A

Cairncross10

Alliance & AGM 11 No To approve the Yes 81.95% 13.62% 4.43% 18.05%
Leicester report of the

Remuneration
Committee

Northern AGM 8 No To approve the No 82.61% 10.74% 6.65% 17.39%
Rock report of the

Remuneration
Committee

Bradford & AGM 13 No To approve the No 83.66% 4.30% 2.08% 9.97% 12.05%
Bingley Bradford & Bingley

Executive Incentive
Plan (2004)

Standard AGM 3 No To approve the No 89.66% 2.81% 7.54% 10.35%
Chartered report of the

Remuneration
Committee

Standard AGM 18 No To amend the rules No 89.98% 1.70% 8.32% 10.02%
Chartered of the Standard

Chartered 2001
Performance Share
Plan

9 % Turnout calculation methodology was not the same in earlier years so has not been included to avoid confusion. Vote
outcome was not routinely recorded at this time.

10 Length of service issues idetified.

Table 4

2007 HIGH BANK DISSENT VOTES ( 10%

S/H % % % % % Total
Name Type Title Res? Narrative Turnout Outcome Poll ? For Discr. Abstain Against Dissent

Royal Bank of AGM 16 No To approve the 2007 66.31% Passed Yes 73.96% 4.63% 21.40% 26.03%
Scotland Executive Share Option
Group Plan

Standard AGM 21 No To approve the waiver 68.92% Passed Yes 79.60% 19.66% 0.74% 20.40%
Chartered in respect of the

requirements to enter in
to fixed-term written
agreements with
Temasek and its
associates in respect of
ongoing banking
transactions

Standard AGM 20 No To approve the waiver 68.92% Passed Yes 79.60% 19.66% 0.74% 20.40%
Chartered in respect of the

reporting and annual
review requirements in
respect of ongoing
banking transactions
with associates of
Temasek that the
company has not been
able to identify

Standard AGM 22b No To approve future 68.85% Passed Yes 79.68% 19.58% 0.74% 20.32%
Chartered ongoing banking

transactions with
Temasek and its
associates, including the
waiver in respect of the
requirement to set an
annual cap

Standard AGM 22a No To ratify past ongoing 68.85% Passed Yes 79.74% 19.53% 0.73% 20.26%
Chartered banking transactions

with Temasek and its
associates
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S/H % % % % % Total
Name Type Title Res? Narrative Turnout Outcome Poll ? For Discr. Abstain Against Dissent

Standard AGM 3 No To adopt the 68.92% Passed Yes 81.39% 3.50% 15.10% 18.60%
Chartered remuneration report for

the year ended
31 December 2006

Royal Bank of AGM 2 No To adopt the 66.31% Passed Yes 85.28% 5.49% 9.22% 14.71%
Scotland remuneration report for
Group the year ended

31 December 2006

Barclays EGM 1 No To approve the 59.32% Passed Yes 87.81% 2.01% 10.18% 12.19%
proposed merger with
ABN AMRO Holding
NV, to increase the
authorised share capital
and to authorise the
directors to issue shares
in connection with the
merger

Barclays EGM 2 No Subject to the passing 59.32% Passed Yes 88.87% 2.12% 9.02% 11.14%
of resolution 1 and the
merger becoming
eVective, to increase the
authorised share
capital, to authorise the
directors to issue
preference shares and to
amend the Articles of
Association

Barclays Class 1 No To approve the passing 57.97% Passed Yes 89.53% 2.18% 8.29% 10.47%
and implementation of
resolution 2 at the
Extraordinary General
Meeting relating to the
preference shares and to
consent to any resulting
change in the rights of
ordinary shares

Barclays EGM 4 No To approve a general 59.32% Passed Yes 89.55% 0.28% 10.18% 10.46%
authority to the
directors to dis-apply
pre-emption rights on
the issue of shares for
cash

Table 5

2008 HIGH BANK DISSENT VOTES ( 10%

S/H % % % % % Total
Name Type Title Res? Narrative Turnout Outcome Poll ? For Discr. Abstain Against Dissent

Northern EGM 2 Yes Subject to the passing 37.45% Defeated Yes 66.10% 33.90% 66.10%
Rock of resolution 1, to (InsuV

replace the directors’ Majority)
existing authority to
issue shares on a non
pre-emptive basis with
an authority to issue a
lower number of
shares on a non pre-
emptive basis

Northern EGM 4 Yes To delegate powers to 37.25% Defeated Yes 66.01% 33.99% 66.01%
Rock the Board to eVect the (InsuV

resolutions adopted by Majority)
the meeting

Northern EGM 3 Yes To amend the Articles 37.25% Defeated Yes 65.96% 34.04% 65.96%
Rock of Association in (InsuV

relation to the Majority)
prevention of disposals
or acquisitions of
assets by the Company

Northern EGM 1 Yes To replace the 37.24% Passed Yes 65.91% 34.09% 65.91%
Rock directors’ existing

authority to allot
shares with an
authority to allot a
lower number of
shares

Barclays EGM 2 No To approve a specific 60.81% Passed Yes 76.72% 10.17% 13.10% 23.27%
authority to the
directors to issue
shares
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S/H % % % % % Total
Name Type Title Res? Narrative Turnout Outcome Poll ? For Discr. Abstain Against Dissent

Barclays EGM 4 No To approve the issue 60.81% Passed Yes 77.77% 10.48% 11.75% 22.23%
of shares at a discount
of 25.3% to the closing
share price as at
30 October 2008

Barclays EGM 3 No To approve a specific 60.81% Passed Yes 77.85% 10.44% 11.71% 22.15%
authority to the
directors to dis-apply
pre-emption rights on
the issue of shares for
cash

Barclays EGM 1 No To approve an increase 60.81% Passed Yes 78.13% 10.39% 11.48% 21.87%
in the authorised share
capital of the
Company

HSBC AGM 2 No To adopt the 36.32% Passed Yes 81.75% 7.53% 10.71% 18.24%
Holdings remuneration report

for the year ended
31 December 2007

HBOS AGM 10 No To adopt the 43.98% Passed Yes 82.94% 6.89% 10.17% 17.06%
remuneration report
for the year ended
31 December 2007

Bradford & AGM 15 No To approve the 31.26% Passed No 81.36% 1.74% 13.85% 3.05% 16.90%
Bingley amendments to the

Bradford & Bingley
Executive Incentive
Plan 2004

HSBC AGM 10 No To amend the rules of 36.44% Passed Yes 84.23% 6.63% 9.14% 15.77%
Holdings the HSBC Share Plan

Bradford & EGM 5 No To authorise the issue 38.86% Passed No 85.11% 2.73% 12.16% 14.89%
Bingley of shares to

shareholders in lieu of
a cash interim
dividend for the year
ended 31 December
2008, including to
increase the authorised
share capital of the
Company, to reduce
the share premium
account and to
approve a specific
authority

Royal Bank AGM 2 No To adopt the 59.85% Passed Yes 88.39% 3.24% 8.37% 11.61%
of Scotland remuneration report
Group for the year ended

31 December 2007

Standard AGM 3 No To adopt the 73.43% Passed Yes 89.41% 4.45% 6.14% 10.59%
Chartered remuneration report

for the year ended
31 December 2007

Lloyds AGM 2 No To adopt the 45.96% Passed Yes 89.57% 9.30% 1.13% 10.43%
Banking remuneration report
Group for the year ended

31 December 2007

Table 6

LONG TERM INCENTIVE ARRANGEMENTS DISSENT VOTES (AVERAGE)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Period
Average

Banks 2.57% 9.21% 4.37% 14.54% 27.40% 4.51% 10.13% 5.73% 3.69% 8.33% 16.34% 8.15%
FTSE 100 8.06% 7.34% 11.74% 15.87% 13.47% 11.04% 5.75% 5.64% 6.55% 7.96% 7.80% 9.06%
DiVerence -5.50% 1.87% -7.37% -1.33% 13.93% -6.53% 4.37% 0.10% -2.86% 0.36% 8.54% -0.91%
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Table 7

LONG-TERM INCENTIVE ARRANGEMENTS DISSENT VOTES (BANKS)

Name 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Period
Average

Alliance & Leicester 22.19% 4.53% 2.51% 6.85%

Bank of Scotland 31.50% 31.50%
Barclays 5.66% 1.90% 3.15%

Bradford & Bingley 27.40% 12.05% 16.90% 18.78%

Halifax Group 3.63% 7.31% 5.47%
HBOS 4.37% 4.21% 4.29%

HSBC Holdings 3.00% 3.33% 15.77% 6.28%

Lloyds Banking Group 0.63% 7.71% 2.52% 8.31% 4.81% 4.80%

Northern Rock 2.57% 18.08% 3.80% 5.77%

Royal Bank of Scotland 9.21% 5.17% 12.03% 4.66% 26.03% 11.42%

Standard Chartered 6.94% 11.86% 6.49% 10.02% 4.57% 8.34%

Yearly Total 2.57% 9.21% 4.37% 14.54% 27.40% 4.51% 10.13% 5.73% 3.69% 8.33% 16.34% 8.15%

Table 8

REMUNERATION REPORT DISSENT VOTES (AVERAGE)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Period
Average

Banks N/A N/A N/A N/A 4.74% 12.82% 10.79% 5.98% 6.57% 7.75% 10.64% 8.95%
FTSE 100 N/A 8.47% 12.65% 8.49% 8.84% 17.05% 9.55% 6.63% 6.14% 7.11% 7.31% 8.94%
DiVerence -4.10% -4.23% 1.23% -0.65% 0.43% 0.64% 3.32% 0.01%

Note: Prior to 2002 a number of companies elected voluntarily to propose their Remuneration Report to the vote. No banks chose
to do so, hence three years of null data.

Table 9

REMUNERATION REPORT DISSENT VOTES (BANKS)

Company 2002 2003 2004 2005 2006 2007 2008 Grand
Total

Alliance & Leicester 16.63% 18.05% 2.94% 2.93% 3.63% 2.74% 7.82%
Barclays 17.51% 6.65% 4.92% 5.93% 5.75% 6.27% 7.84%
Bradford & Bingley 8.09% 24.28% 9.77% 13.28% 5.32% 8.15% 11.48%
Egg 1.55% 2.01% 0.37% 1.31%11

HBOS 21.44% 6.62% 1.50% 1.45% 3.06% 17.06% 8.52%
HSBC Holdings 21.69% 8.15% 5.60% 4.84% 4.99% 18.24% 10.59%
Lloyds Banking Group 4.78% 7.08% 6.31% 6.14% 7.45% 10.43% 7.03%
Northern Rock 5.49% 7.73% 17.39% 16.13% 10.78% 6.25% 10.63%
Royal Bank of Scotland 3.99% 16.11% 7.27% 7.84% 7.60% 14.71% 11.61% 9.88%
Group
Standard Chartered 12.70% 10.35% 4.44% 6.18% 18.60% 10.59% 10.48%
Grand Total 4.74% 12.82% 10.79% 5.98% 6.57% 7.75% 10.64% 8.95%
11 Egg is 79% owned by Pridential plc therefore 1.3% of 21% free float represents a true dissent level of 6.2%

Table 10

DIRECTOR ELECTION DISSENT VOTES (AVERAGE)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Period
Average

Banks 1.29% 1.01% 1.22% 2.71% 3.30% 3.55% 2.03% 1.08% 1.13% 1.38% 1.52% 1.82%
FTSE 100 3.68% 3.55% 3.31% 3.51% 3.83% 4.67% 1.93% 1.45% 1.63% 1.55% 1.90% 2.67%
DiVerence "2.39% "2.54% "2.09% "0.81% "0.53% "1.12% 0.10% "0.38% "0.50% "0.17% "0.39% "0.85%
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Table 11

DIRECTOR ELECTION DISSENT VOTES (BANKS)

Company 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Grand
Total

Alliance & Leicester 3.85% 3.87% 5.63% 2.44% 11.53% 5.47% 0.94% 0.50% 0.75% 0.80% 3.68%
Bank of Scotland 0.24% 0.20% 0.25% 0.23%
Barclays 0.54% 0.62% 0.95% 0.76% 1.20% 1.92% 1.74% 1.34% 2.21% 1.57% 1.26% 1.38%

Bradford & Bingley 1.29% 9.32% 2.39% 1.47% 1.37% 1.10% 0.70% 1.08% 2.30%

Egg 0.46% 0.04% 0.20% 0.04% 0.23%

Halifax Group 1.71% 1.06% 0.78% 1.15%
HBOS 0.59% 1.10% 0.74% 0.39% 0.58% 1.36% 0.81%

HSBC Holdings 0.44% 1.47% 2.97% 2.26% 4.16% 2.27% 1.17% 0.76% 1.41% 0.75% 1.76%

Lloyds Banking Group 0.27% 0.58% 0.30% 1.07% 0.57% 1.29% 0.66% 2.37% 1.61% 1.48% 0.98%

NatWest Group 0.61% 0.61%
Northern Rock 0.87% 1.20% 1.12% 0.94% 1.81% 2.89% 0.92% 0.86% 3.27% 6.78% 2.17%

Royal Bank of Scotland 2.50% 3.27% 4.18% 0.71% 1.69% 2.92% 0.56% 0.75% 1.53% 1.20% 1.94%
Group

Standard Chartered 2.89% 0.42% 4.64% 9.16% 9.79% 1.03% 2.07% 0.89% 0.64% 0.67% 2.94%

Grand Total 1.29% 1.01% 1.22% 2.71% 3.30% 3.55% 2.03% 1.08% 1.13% 1.38% 1.52% 1.82%

Memorandum from Phil Bale

RE: SUBMISSION TO THE TREASURY COMMITTEE’S INVESTIGATION ON THE BANKING
CRISIS—MEMBER EMPOWERMENT IN THE UK MUTUAL SECTOR

I am writing to you as an ordinary member of several mutual businesses in the United Kingdom and as
a former Member of Britannia Building Society’s Members’ Council. I hope that this submission will assist
members of your Committee when making their recommendations to the Government, with its particular
focus on member owned businesses.

Whilst the Committee will be focusing its attention primarily upon the failings in the UK banking sector,
in this submission I would like to focus on the UK mutual sector. In particular, I wish to advance a number
of ways in which the Government could strengthen governance arrangements in the financial mutual sector.

I would therefore be grateful if the Treasury Committee could address the three key issues highlighted
below as part of its final report:

1. Member Representation—National Level.

2. Member Representation—Member Business Level.

3. Building Societies—The lost generation.

1. National Member Representation

Support a “Mutual Members’ Association” (MMA) in the United Kingdom

1.1 Despite the significant and growing role of mutually owned businesses across the United Kingdom,
there is still no one organisation which exists to represent the interests of ordinary members.

1.2 Shareholders in public companies have benefited from the establishment of the UK Shareholders
Association in 1992. Likewise, financial mutuals have the support of their own trade associations, which
include the Building Societies Association (BSA) and the Association of Mutual Insurers (AMI). However,
these bodies exist to represent the interests of their member businesses, not members themselves, in the
various sectors in which mutuals now operate.

1.3 It is therefore vitally important that the Government works with members to develop such a body, so
that the voice of members is better represented at a national level. The creation of a new member led (MMA)
body would be extremely helpful in addressing this historical imbalance.

1.4 If the mutual sector had an equivalent organisation to the UK Shareholders Association, then it is
likely that the debate over the large scale demutualization of Building Societies in the 1990’s would have
been much less one sided. This could have reduced the number of Building Societies which pursued such
strategies, which in turn may well have reduced the need for substantial taxpayer support for the
demutualised banks.

1.5 The role of a new national member advocate group could include:

— Promoting greater awareness and participation in the democratic process in mutual businesses and
assisting in the development of good corporate governance in the sector.
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— Supporting education and training on the mutual model, including working with schools and
colleges.

— Facilitating national forums to encourage member debate and awareness of the issues facing
particular types of mutuals. (The first industry wide “Mutual Forum” was held in December 2008
but no such event exists for ordinary members).

— Improving the scrutiny of management and highlighting poor business performance.

— Undertaking and commissioning new research and member surveys.

— Providing increased opportunities for member involvement in consultations with regulators as well
as an input into government policy formation.

— Inclusion on the Board of Mutuo, along with employee representatives, to provide an enhanced
tripartite arrangement to promote mutuality.

1.6 It is worth highlighting at this point the potential impact of the Building Societies (Funding) and
Mutual Societies (Transfers) Act. The recently announced merger between Britannia Building Society and
The Co-operative Group, may well herald the start of further cross-mutual consolidation in the financial
industry. This will inevitably encourage greater co-operation and in some instances, mergers between trade
bodies as well.

1.7 If members remain ineVective in monitoring the use of this new legislation, then there is a real danger
that some mutuals will begin to expand into more complex (and potentially unsuccessful) business
combinations, supported by a smaller number of more influential trade body groups.

1.8 This development has the potential to undermine member understanding of their businesses and the
required scrutiny of management in the sector going forward.

1.9 I would therefore urge the Government to take decisive action to ensure that ordinary members are
properly represented at all levels within the mutual sector.

2. Member Business Representation

Recommend the appointment at Board level of a “Member Advocate”

2.1 There is a case for the Committee to consider the merits of legislation which would require a customer/
member representative to be appointed to the Board of Directors of Building Societies (and perhaps even
our banks as well).

2.2 This representative could produce their own Member Report as part of the Annual Report & Accounts
and could hold specific responsibilities for member engagement and consultation, for example over branch
closures. Some Societies do already advertise and invite applications for Board candidates from their
members but successful candidates do not have any special customer owner responsibilities.

2.3 I would also recommend that this Board level “Member Advocate” was also accountable to a panel
of members, similar to Britannia’s Members” Council, but with clearly protected rights and responsibilities
which cannot be manipulated by senior management. Such bodies do already exist at some Societies, but
their powers and remit vary considerably.

2.4 The Nationwide Building Society for example, prefers to hold “Talk Back” sessions for its members
across the country as a means of listening to their grassroots membership. However, there is no reason why
such road shows could not take place alongside a permanent body of members.

2.5 The ability of a member to monitor management is of course helped considerably when they are able
to do so in a formal framework, over a three or four year period, and with access to the same information
as the Chief Executive. This is why such changes can only be implemented by Government as management
themselves are unlikely to promote member engagement strategies which undermine their authority.

2.6 There are a number of Building Societies which now appear to have followed strategies which have
left these businesses poorly positioned to deal with the rapidly deteriorating economic climate. One can only
speculate what the outcome of such practices would have been if such strategies had been allowed to
continue unchallenged and unchecked by the current recession.

2.7 The election of a customer member to the Board of a financial mutual would help to assist in
promoting a challenging culture within Boardrooms.

2.8 Furthermore, if an ordinary member who has been elected to the Board cannot understand or becomes
increasingly concerned by the direction being followed by management, then that would in itself act as a
useful warning to excessive risk taking.

2.9 The Government should also move quickly to end the practice of Executive Directors sitting on
Nomination Committee’s, which then select the Non-Executive Directors who are supposed to monitor their
own performance.
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3. Building Societies: The Lost Generation

Promote a new breed of Building Society based on important social and economic principles rather than
geographic spread

3.1 The long term decline in the number of mutual mortgage providers in the UK must be addressed in
the Treasury Committee’s Report.

3.2 The last new Building Society in the UK was the Ecology Building Society in the early 1980’s. There
are now significant barriers to entry to the market which must be addressed.

3.3 The BSA has failed to take a lead in this important area and concentrated on the priorities of their
last remaining member societies. However, now is just the time for the Government to encourage greater
consumer choice through smaller, locally run and accountable mutual lending and savings providers.

3.4 The long term consequences for competition in the mortgage market, as a result of the consolidation
or complete withdrawal from the UK market, of significant numbers of participants should not be
underestimated.

3.5 Furthermore, the dominant position of the Nationwide, relative to its peers, currently exposes the
entire sector to an excessive degree of risk. If the Nationwide were, for whatever reason, to loose the
confidence of its members then the viability of the entire sector would be called into question. This risk would
be reduced if the Nationwide’s size, relative to the whole sector can be reduced over time.

3.6 This can be achieved through the promotion of a new breed of Building Society which, like the
Ecology, is focused upon important social objectives rather than any geographical spread. Such an approach
would not only capture the current climate for socially responsible business but would also provide an
incentive for members to invest the levels of new capital required. These capital requirements should be
reviewed to ensure that they are no longer viewed as a barrier to entry for the sector.

I do hope that you have found the points I have raised of interest to your enquiry. I shall now await, with
interest, your final report but in the meantime if you have any further questions, please do get in touch. I
would welcome the opportunity, in partnership with the London Centre for Corporate Governance & Ethics
(LCCGE), to expand upon any points raised and to assist you more generally in any way possible.

February 2009

Further memorandum from Paul Moore, Ex Head of Group Regulatory Risk, HBOS Plc

Introduction and Important Preliminary Points

1. I provided my initial evidence to the Treasury Select Committee (TSC) on Friday 6 February 2009 and
before I set out my substantive additional evidence, I need to make some important preliminary points.

2. The purpose of my original testimony was not (as some of the media reports have suggested) to reek a
personal vendetta against those who acted to my detriment (see 2.17) in dismissing me from HBOS. Nor
was it to obtain a re-hearing of the fairness or otherwise of that dismissal. It was solely to provide what I
considered to be relevant evidence to assist the TSC and Parliament to learn the lessons from my personal
experience because, as I said, I believe “. . . it draws into sharp focus the lessons about the crucial importance
of really eVective governance” (see 2.3 and 2.4) in the financial sector.

3. Unfortunately, it has turned out to be impossible to deal with the policy points that can be learned
without also dealing with the personal even though I would have preferred to have avoided that.

4. The allegations I made in my original testimony have been denied by Lord Dennis Stevenson, Andy
Hornby, Sir James Crosby and the FSA.

5. All parties have relied on a report produced by KPMG to deny the truth what I said in my original
testimony.

6. The Committee will recall that I did not seek to avoid the issue of the KPMG report and actually
referred to it myself in sections 2.20—3.21 of my original testimony. For ease of reference, I repeat what I
said there:

(a) 2.20 “A supposedly “independent report” by HBOS’s auditors said HBOS were right but failed
even to interview key witnesses’.

(b) 3.21 “As I stated above in section 2 above, a supposedly “independent report” by HBOS’s
auditors said HBOS were right but failed even to interview key witnesses. No doubt they and the
FSA would rely upon this report. In relation to this report, you should be aware that, following
the very first response to the report from my lawyers and me which challenged it vigorously, HBOS
settled within a very short time”.
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7. Notwithstanding the vigorous denial of my allegations, I made the following statement last Wednesday
at about 2.00pm and repeated it to ITN, BBC and Sky News on Thursday on camera:

“I read with interest that Sir James continues to refute the allegations I made in my evidence to the
Treasury Select Committee and I want all those interested to know that I continue stand firmly and
confidently behind what I have said.

I have a significant body of detailed additional evidence which will corroborate what I said. I am
confident that the ‘independent report’ to which Sir James has referred will not bear up to any
proper independent scrutiny. I described that report as “supposedly” independent in my evidence
to the committee and I strongly stand behind that statement. No doubt I shall be given the
opportunity at an appropriate time to disclose my evidence and demonstrate what I am saying
is true”.

8. This memorandum of additional evidence is provided in response to the evidence now produced by
[HBOS, Sir James Crosby, Lord Stevenson, Andy Hornby] and pursuant to a request by the Clerk of the
TSC, Dr John Benger to provide the TSC with the additional evidence to which I referred in this statement
and elsewhere.

9. At first, the intention was to provide the TSC with all relevant corroborative documents. However,
following correspondence and discussions with the Clerk of the Committee last week, it was agreed that it
would be impractical, confusing and, (having regard to the specific terms of reference of the TSC)
unnecessary to provide the Committee with all the documents.

10. To put this in perspective, on an initial tally by myself and my advisers, the minimum number of
relevant documents totalled 53 and amounted to approximately 4.5 megabytes of written material ie literally
hundreds of pages.

11. In these circumstances, my advisers and I have agreed with the Clerk of the Committee that the most
useful approach to the provision of additional evidence is to write a detailed resume and history of events
which are relevant to the terms of reference of the TSC but without supplying all the underlying
corroborative documents.

12. I have already said in my original testimony that I strongly believe that the prime or underlying cause
of the banking crisis (ie what permitted the symptoms of over-lending (including sub-prime), excessive credit
and liquidity risk to occur without adequate restraint) was a completely inadequate “separation” and
“balance of powers” between the executive and all those accountable for overseeing their actions and
“reining them in”.

13. When I refer to “. . . all those accountable for overseeing their actions and “reining them in”, I want
to be absolutely clear that I mean every constituent that has a part to play in oversight ie internal control
functions such as finance, risk, compliance and internal audit, the non executive directors, external auditors,
The FSA, the shareholders and the analysts and, very importantly, the politicians.

14. The terms of reference of the TSC state that: “The Treasury Committee is seeking to identify lessons
that can be learned from the banking crisis”. In particular, it seeks to identify lessons relating to securing
financial stability, protecting the taxpayer, consumers and shareholder interests.

15. I strongly believe that a detailed resume of my personal story from HBOS, without supplying all the
underlying documents, is the most appropriate approach for all key stakeholders and will draw out the key
lessons for all these areas which are the subject of the TSC’s enquiry. I also believe that it will show that the
importance of the points I made in section 4 of my original testimony: “Some recommendations for policy
analysis and development”.

16. Finally, it may very well be that it is in the public interest for there to be a more detailed enquiry/
investigation in a diVerent “tribunal” than the TSC into what happened in the lead up to the current crisis
and who did or did not do what and what it teaches us about what the future policy should be.

The Substantive Evidence

17. The simplest way to make my evidence, which is complex, understandable and digestible, is to deal
with it in chronological order and this is what I do below.

18.

19. It is important for the TSC to understand in some detail how the internal operations of the bank
worked as it will inform their final report. There are three key “chapters” to the evidence:

(a) The lead up to my appointment as Head of Group Regulatory Risk at HBOS.

(b) What happened during my tenure as Head of Group Regulatory Risk at HBOS.

(c) My dismissal and the KPMG investigation and report.
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The Lead up to my Appointment as Head of Group Regulatory Risk at HBOS

20. I joined HBOS in 2002 as Head of Regulatory and Operational Risk for HBOS’s Insurance and
Investment Division (IID) as well as for the Retail Division in respect of their sales of IID products and
services. I reported to the CEO of that Division, Phil Hodkinson. I believe that IID was the second largest
division in terms of profit at HBOS. Phil Hodkinson later became the CFO of HBOS after I left and
eVectively retired when the Board decided to re-appoint Mike Ellis as CFO. I think this was announced in
the summer of 2007.

21. During 2003, the FSA carried out a full Arrow risk of Retail, IID, Corporate, Treasury and HBOS
Group Functions. The key objective of FSA Arrow (which stands for Advanced Risk Responsive Operating
frameWork) supervisory visits of firms is to assess the risks that the firm poses to the FSA’s four statutory
objectives which are:

(a) Maintaining confidence in the financial system.

(b) Promoting public understanding of the financial system.

(c) Securing the appropriate degree of protection for consumers.

(d) Reducing the extent to which it is possible for a business carried on by a regulated person . . . to
be used for a purpose connected with financial crime.

22. Given the limited resources available to the FSA, there is only a limited amount of work which they
can perform during any visit to establish the risks that exist. In a real sense, what the FSA do is to carry out
a fairly limited review of the operations in each division, arrive at preliminary conclusions and then set out
and agree a “Risk Mitigation Plan” (RMP) for the bank to follow. If the FSA have a suspicion of key risks,
they will normally ask the bank itself or an external expert (what is called a “Section 166” review) to carry
out additional work to establish the final view and assessment of the risks. If the bank itself is required to
carry out the additional work, this will normally be assigned to one of the two Group Risk functions that
existed at the bank, either Group Regulatory Risk or Group Financial and Operational Risk.

23. Until the additional work is carried out the FSA do not actually “know” in any final sense that the
risks are as they suspect them to. That final decision must await the more detailed work carried out after the
Arrow visit itself and in accordance with the agreed RMP.

24. Arrow visits are carried out over several months and the general view of what the FSA thinks is known
well in advance of the final report which itself is sent in draft for the bank to comment on in advance—
certainly in a factual sense.

25. By about early September 2003, it was clear that the FSA were going to issue a very serious risk
assessment on HBOS but the final report was not issued until either November or December.

26. While this was going on, during 2002 and 2003 my team and I in IID had set a new strategy for risk
management in that division and had been carrying out rigorous oversight of the regulatory and operational
risks in that division. My appraisal from Phil Hodkinson for our work in 2003 read:

Your vision for risk management within IID was clearly articulated 18 months ago and now
through execution is producing solid results, leading to extremely good feedback from the IID Risk
Control Committee and the IID Exec . . ..

“Success through delivery” was the key theme for your personal development plan in 2003 and I’m
really pleased that this has not only paid oV in very tangible results within IID and Retail, but also
was endorsed via your appointment to your new role. You have also made significant strides in
building relationships (through delivery and a conscious eVort on your part) and I very much hope
that your success in 2003 will give you a platform to build on.

27. From their Arrow work, it was clear that the FSA were concerned that risk management was not being
carried out eVectively at HBOS and in late September or early October 2003, I was asked if I would accept
a promotion to the most senior regulatory risk management role at HBOS as Head of Group Regulatory
Risk. This meant that my accountabilities would be not only to oversee the IID compliance with FSA
requirements but also the compliance of all other divisions within HBOS.

28. I have put in bold and underlined the words in paragraph 26 above because they are important in the
story. I was asked if I would accept the promotion to Head of Group Regulatory Risk not only because I
had already received excellent feedback for the work my team and I had been doing in IID but also because
of my long track record and experience in regulatory risk management and especially because of the
confidence that I had developed with the FSA over many years of carrying out diYcult regulatory work as
a Partner at KPMG.

29. I was phoned by Mike Ellis, the then CFO, and I told him that before I accepted the role, I wanted
to be sure he understood how I would carry out the role because I knew that the level of enquiry and rigour
in our oversight was going to have to increase substantially if we were going to regain the confidence of the
FSA and mitigate the key risks at the bank. I knew that such an increased level of enquiry was vital and that
this was bound to lead to discomfort in areas that had not hitherto been subjected to strong challenge.
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30. I met Mike Ellis privately and told him this and said that I would only be able to take on the role if
he was going to provide his full support to the very diYcult work we were going to have to carry out. He
said he would and, therefore, I accepted the promotion.

31. Although my formal start date was 1st January 2004, my appointment was announced on 8th October
2003 and I set to work immediately as there was a huge agenda of work that we were going to have to carry
out and a significant reorganisation the existing GRR department in order to facilitate this.

32. I made my first formal announcement to the GRR team on 5 November in which I said:

“We need to build deep and long term relationships with our business colleagues which allow us
to be truly challenging in a way that genuinely and lastingly improves performance. Our most
important accountability at the moment is to carry out business and performance improvement
focused oversight”.

33. I do not have a full copy of the FSA’s final Arrow risk assessment report from that year, although I
am sure this can be obtained from the FSA. However, I provided two key quotes in my original testimony
which I will repeat here for ease of reference.

“By November 2003, the FSA had assessed key parts of the Group as posing high or medium-high
risks to the achievement of its statutory objectives of maintaining market confidence and
protecting consumers. They wrote that they were concerned that “. . .the risk posed by the HBOS
Group to the FSA’s four regulatory objectives is higher than it was perceived”.

The FSA also wrote in relation to the Halifax (called “Retail”) “There has been evidence that development
of the control function in Retail Division has not kept pace with the increasingly sales driven operation. . .”
and “There is a risk that the balance of experience amongst senior management could lead to a culture which
is overly sales focused and gives inadequate priority to risk issues.”

34. I thought that the operational staV at the FSA had done a good job on the Arrow visit they had
conducted and that they almost certainly had identified the key risks at the bank at that stage in its
development. I would not necessarily consider staV at that level to be accountable in for what followed.

35. I wrote in the following terms in HBOS’s December “Blue Book” which is the report provided on a
monthly basis for the top fifty or so executives in the company and all the non executives:

FSA Arrow Risk Assessments

The Arrow risk assessments and the accompanying Risk Mitigation Programmes for Retail, IID
and HBOS Group have been received as well as a more specific assessment by the FSA relating to
Corporate’s credit risk management of its commercial property lending.

There is a great deal of detail to be digested and one always needs to be careful of simplification.
However, a reasonable summary of the key points might be as follows:

— We have been growing more rapidly than our peers and we have aggressive plans for
continued growth.

— We have a retail bank that feels and is diVerent to our peers . . . it has a sales culture and a
very diVerent style of management!

— We have a substantially larger commercial property loan book proportionately than our
peers and our approach to credit risk management on that book is very diVerent. . .as a
matter of business philosophy.

— We have one of the biggest With Profits life businesses in the UK.

— We are doing a lot of other things all at once and there’s a lot of change forced on us from
mandatory regulatory change . . . so we must suVer from management stretch.

— The FSA has yet to be convinced that our risk management and control framework is
eVective or keeping pace with our growth. In particular, they are clearly concerned with the
way Group Risk functions relate to the Divisions and whether they are really able to carry
out their oversight role eVectively.

The upshot of all this and taking all of the general and specific points together, has lead the FSA
to conclude “. . . that the risk posed by HBOS Group to the FSA’s four regulatory objectives is
higher than it was perceived. . .”.

Although we can agree with many of the detailed points the FSA makes, we do not agree that the
points they make support a conclusion that HBOS” control environment has deteriorated or that
the risk to the FSA’s objectives have increased.

Indeed, it is quite diYcult to determine whether the FSA have actually drawn conclusions or
whether they have arrived at perceptions, which will become working assumptions until further
work is done; they do use the word “perceive” on quite a number of occasions in their letters. In
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any event, as Mike Ellis commented in his paper to the Audit Committee—”We will tackle the risk
mitigation programme with gusto and determination to satisfy the Audit Committee, Board and
FSA that risk management is firmly under control in HBOS”.

The only other point worth re-emphasising is that management should not underestimate the
importance of demonstrating unequivocally and visibly to the FSA that the understandable
diYculties of establishing the roles of the specialist Group risk functions (the second line of
defence), are in reality behind us now. This will essentially depend on the Group Risk functions
agreeing with the operating divisions and then carrying out to a very high standard a well designed
programme of specialist oversight work with the obvious and active support of local management.

36. I wrote a draft business plan for GRR which was presented to the Group Audit Committee on 9th
December. The theme for the year was “The regulatory environment—a key strategic challenge”.

37. Because that document laid the foundation of the work we were going to do, it is necessary to quote
a sizeable extract from it to put the work were obliged to carry out to fulfil our Approved Persons
accountabilities into perspective.

38. In this regard, it is important to note that Approved Persons have a direct contractual relationship with
the FSA and if they do not carry out their accountabilities in accordance with “The Principles for Approved
Person”, they can be personally liable. The first two principles require the Approved Person to carry out his
or her control function with integrity and due skill, care and diligence and Principle 7 states that “An
approved person performing a significant influence function must take reasonable steps to ensure that the
business of the firm for which he is responsible in his controlled function complies with the relevant
requirements and standards of the regulatory system.” As Head of GRR my AP function was treated as
“performing significant influence”. The extract from the business plan is below.

39. Below I set out the key extract from the GRR Business Plan:

Introduction

With our regulatory risk profile arguably as high as it has ever been, it is clear that managing our
regulatory risks over the coming year (and maybe more) will be a major challenge.

It is, of course, a major tactical challenge to manage the existing list of regulatory risks and issues
we face in the current environment. But it needs to be seen as even more important than that. It
needs to be treated as a strategic challenge. If we treat it with that importance, we will not only
deliver the tactical successes we must achieve but also a real competitive advantage in the
market place.

As Dennis Stevenson will say in his statement in the Annual Report and Accounts 2003:
“Regulation represents both society’s consent to our activities and an opportunity to create
advantage over our competitors”.

Conversely, the impact on the Group’s Business Plans of not meeting the challenge we face could
be material if senior management’s attention is forced to be diverted from its growth ambitions—
which are such a prominent feature of our message to the market place—to its systems and controls
for ensuring regulatory compliance. This could not only impact on existing markets but may make
the FSA reluctant to see HBOS undertaking any material expansion into new markets or any
significant M&A activity.

More directly, the quality cost of failure or re-work will hit the bottom line—the £2m of fines we
received in 2003 mask the very much larger other direct and indirect costs associated with resolving
these failures. If this means we don’t hit our published targets, the financial impact will not just hit
the P&L and our crucial ROE target but could well have a magnified impact on shareholder value.
Furthermore, if we don’t get the implementation of the Integrated Prudential Source Book right,
we may very well be required by the FSA to set aside more regulatory capital.

So, how can we meet this crucial strategic challenge?

At the heart of overcoming the challenge, GRR believes that there are three key pre-requisites for
success on which we should focus:

— The strength, depth and quality of our relationships and communications with the FSA.
This requires much more work so that all the requisite parts of the group are working in
harmony, with one strategy and a completely diVerent level of coordination. It also needs
the FSA to agree how important this is and how much work needs to be done in this area.

— The credibility of Group Risk functions operating as a truly eVective second line of defence.
This depends on the standards and policies they set, the depth and quality of the oversight
they perform and the strength of the relationships they have which allow them to provide
functional and technical leadership. But even more important, it will depend crucially on
the FSA’s confidence in this work.
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— The demonstrable and enthusiastic engagement of the operating divisions in the work
carried out by Group Risk functions: This business plan is designed support the
achievement of these key pre-requisites.

40. It is fair to say that the role into which I was now moving as Head of GRR was going to be at the very
diYcult end of the very diYcult scale. It is also fair to say that I had made it more than abundantly clear
both orally and in writing that the number one priority to solve the regulatory problems facing the bank
was more rigorous and in depth oversight activity but that this could not be achieved without the full support
of the most senior executives.

What happened during my tenure as Head of Group Regulatory Risk at HBOS

41. As a result of the Arrow visits each of the key HBOS operating divisions had to agree a final “Risk
Mitigation Plan” (RMP) with the FSA.

42. These plans were subject to discussion with the FSA and that discussion would be intense.

43. As a result of the RMPs during the first few months of 2004, HBOS Board agreed to carry out the
following key pieces of work. There were many other pieces of work that we had to carry out at the same
time. But those set out below are of fundamental importance to my evidence as they involved reporting to
the Board as well as the Group Audit Committee:

(a) A review of the selling practices relating to Corporate Bond Funds. This was to be carried out
by GRR.

(b) A review of the balance between sales and controls within Retail. At first and because of the
seriousness of their concerns, the FSA had said they were considering requiring this review to be
carried out by an independent expert (S166) but after discussions with my team and me, they
agreed to allow GRR to do the work.

(c) Review of the degree of independent challenge in Corporate Banking credit approvals and why the
process is “atypical” and if and how this can be justified. This was to be carried out by the Group
Financial and Operational Risk department headed by Dr Andrew Smith.

(d) A review of HBOS With-Profits Strategy (Clerical Medical) in diVerent market circumstances. This
was to be carried out by the Group Financial and Operational Risk department headed by Dr
Andrew Smith.

(e) A group-wide review of risk management eVectiveness to be carried out by PwC and as a Section
166 expert report. In particular, the FSA had expressed concerns about the level of oversight,
challenge and functional leadership being carried out by Group Risk functions of the risk
management in the operating divisions. Therefore, one of the key areas this review had to cover was
the strength and eVectiveness of challenge from Group Risk Functions. My department’s strategy,
approach and operations were obviously to be reviewed as part of this work as was the department
of Dr Andrew Smith.

44. The detailed terms of reference for all of the above work were agreed over the first few months of 2004
in discussions with the FSA and formed the basis of the most important oversight work that my and Dr
Andrew Smith’s departments carried out during 2004. But I repeat that there were a great many other
oversight reviews which were also carried out at the same time, for example a review of the way Halifax were
handling mortgage endowment complaints as well as a review of the way Jo Dawson’s area (sales of
regulated investment products and insurance) checked the suitability of the investment advice given by the
direct sales force she managed. We also started to question the suitability of creditor insurance sales (also
known as PPI or Payment Protection Insurance sold along with personal loans and mortgages. This
potential miss-selling comes in various forms. Because there is such significant profit generated by creditor
insurance that I witnessed a huge amount of management attention in HBOS GI and in Retail paid to hitting
sales targets in this area; this type of sales pressure could drive front-line branch staV towards marshalling
clients towards taking on a personal loan rather than, say, a short-term overdraft or use of revolving credit
card facility; it can also potentially drive staV to “encourage” customers to take out a larger loan than they
really needed, wanted or should really take on because that way the creditor premium is larger as well. Apart
from this creditor premiums were incredibly high and paid upfront so that even if a personal loan was repaid
half way through its term no premium was refunded. Also it appeared that many customers who bought PPI
were never able to claim as they were in an excluded class.

Review of Corporate Bond Fund Sales and Surrounding Events

45. When I was in IID in mid 2003 I had already discussed with Jo Dawson, who ran the sales force that
gave advice on insurance and investment products, the importance of reviewing corporate bond fund (CBF)
sales, the volumes of which were very high indeed.

46. A corporate bond fund is a collective investment scheme which uses investors” money, as its name
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suggests, to purchase bonds ie corporate debt. Depending on the debt purchased it can be higher or lower
risk and the capital value of an investment can go up or down depending on a range of factors including the
view taken by the market of the risk relating to the bonds held by the fund as well as the direction in which
interest rates move.

47. There was resistance from the word go to this suggestion from Jo Dawson and other senior
management and nothing actually happened until the FSA made it clear in September and October that they
were going to require such a review as part of the RMP.

48. It was Jo Dawson who ultimately became Group Risk Director on my dismissal.

49. As the yields went down on standard deposit accounts, many customers were switched into CBF and
GRR and I were not confident that customers who were switched out of deposit accounts into CBFs would
really understand the additional capital risks they were taking on and we wanted to ensure they did. What
was clear was that the advisers were strongly targeted to sell CBFs to deposit account customers whose
deposits matured and the margin HBOS made on CBFs was very much higher than on deposit accounts.
This obviously increased the incentive to sell them.

50. To give you some idea of the sales culture in operation, I quote an extract from an email sent by the
MD of Halifax Financial Services (the product “manufacturer” of CBF) to Jo Dawson about the time I was
originally suggesting we needed to carry out a risk review of CBF sales. Note the attitude of a senior
executive to important risks suggested by the publisher of the Fund Sales Report in question. I am not clear
as to what a PJF means but the general gist can be understood.

“Nice one Jo!.

Our best ever showing in the Fund Sales Report (the Pridham report). Headline was “Fidelity and
Halifax enjoy healthy sales in first quarter while many other managers see their business dry up”.

HFS was:

— 2nd for total net sales (we were double L&G, Fidelity top).

— 1st for total net retail sales (equal to total of 2nd,3rd and 4th places added together!).

— 1st for gross ISA sales.

— 1st for corporate Bond ISA sales.

— 1st for best selling ISA fund (Corporate Bond).

Also—top 10 for funds under mgt. Only negative was a swipe at “it must be hoped Halifax
customers truly understand the potential risks to their capital” re CBF. I am taking this up with
Press OYce as we need to treat Pridham like a PFJ.

Copies available from Sandra.”

51. Indeed, the volume of sales were so high that I actually received a warning from the CEO of Insight
Investment Management (HBOS’s asset management division) to the following eVect: “The reality is we are
being forced to invest in lower quality bonds because the client [Jo Dawson and her sales force] wants to sell
more product. Now that’s what I call risk!”

52. My final attempt on 8th June 2003 to persuade Jo Dawson to carry out a review read as follows:

“But I still recommend you do what I originally suggested below [a thorough review of CBF sales].
Clearly the temperature is rising around this issue and the reasons I suggest for independent
validation still exist. If James C[rosby] is interested, it probably makes it an even more advisable
way to keep everyone happy. Let’s have a chat about it. What do you actually think? I guess it
probably feels overkill to you; I can only advise you in the best way I know how. I am definitely
not going to tell you what to do. But if you want to know what I would do if I was you, I would
do it”.

53. Of course, as soon as it became clear, as I had always expected and advised, that the FSA would pay
special attention to CBF sales and would actually require a review as part of the RMP, Jo Dawson and the
management team had no choice but to permit GRR to carry out the review and we started our field work
in late November 2003 and completed the field work in March 2004.

54. To say that doing the work was like going behind enemy lines might be an exaggeration but it certainly
was not far oV and the extreme “argy bargy” that took place in trying to finalise the report itself was
upsetting to my team and to me and generated some of the emails I quoted in my original testimony. On
quite a number of occasions, my team carrying out the work reported that they were being threatened.

55. To keep the explanation of what happened as simple as possible, I set out below an extract relating to
the CBF review from the Outline Case prepared by my Barrister, Peter Hamilton of 4 Pump Court, after my
dismissal from HBOS. For ease of reference, I have inserted the key parts of supporting documents to which
he referred after the relevant paragraph.
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Extract from Outline Case by Peter Hamilton Re: CBF Review

56. From November 2003 to August 2004 there was a review of Corporate Bond Fund (“CBF”) sales. In
the course of this review GRR found that there were potentially serious issues of suitability in relation to
sales. Mr Moore and GRR raised their concerns about actual or potential breaches of FSA rules; for
example, relating to the systems and controls to ensure that sales were suitable. This document was provided
both to HBOS and the FSA at the time of my dismissal.

57. On 5 March, Mr Moore and Mr James Davies (Deputy Head of GRR) had a meeting with Mr Andy
Hornby to give him an early briefing to warn him of emerging findings of regulatory systems and controls
failures.

58. Those warnings were repeated on 9 March at an Audit Committee meeting. [See GRR quarterly report
and extract of minutes of that meeting set out below.]

Quarterly Report

Review of Corporate Bond Fund Sales—Substantial volumes of Corporate Bond Funds were sold during
2003. Group Regulatory Risk are currently undertaking a review of the adequacy of the controls in place
and the overall eVectiveness of the risk management arrangements within Retail Regulatory Risk, designed
to ensure the suitability of these sales. FSA have shown an active interest in this work. The report is currently
being finalised and an update will be provided orally at the meeting

Minute

Paul Moore advised that GRR was close to completing a review of Corporate Bond Funds (CBF) sales
within Retail. This was an important piece of work, given the substantial sales volumes of CBF in 2003 and
the focus that the FSA was currently giving to products of this type. Of particular importance was the degree
to which customers understand the risk of the product. There is evidence to suggest that some customers may
not fully understand the risks and this could expose HBOS should there be unfavourable market conditions.

59. On 21 March 2004, Mr Moore sent an email to the CFO, Mr Mike Ellis, attaching the executive
summary of a report on CBF sales and suggested a meeting to discuss its contents. This report set out
instances of likely unsuitable sales. [See extract below and excuse typos!]

Corporate Bond Fund Sales—VERY IMPORTANT You will know that this is a hot topic . . .
much comment in the press and the FSA about to come in a do a themed visit. We have now
completed our oversight review and I attach here the executive summary of a very much longer
report. We cancelled a meeting with Retail Reg Risk Management on Friday because we decided
it was important enough a matter that your involvement was required—there are some very
important issues which we need to discuss and on which we need your review and input—eg on
the day of launch of the Fund the extra income provided by a £10,000 investment into CBF in
comparison to the Guranteed Reserve Account in return for the extra risk was on 50p per week
. . . do you consider that recommending someone to switch—irrespective of the strength of the
disclosure—would be suitable/fair for that marginal benefit. . ..this sames scenario happened at
other times throughout the sales history . . . and with interest rates on the way up there are
increased risk that customers wont get there capital back? Also Retail Reg Risk Management set
no limits on how much of a persons savings could be switched so customers were recommended
to switch veruy substantial percentages of their savings. Anyway, read the exec summary and we
can discuss—we have prewarned Andy on this and the Audit Committee but are supposed to
briefing Jo Dawson on Wednesday, so we need to speak urgently—password for the doc is oliver.
Might be best to have a conference call with James Davies on this and other Retail matters . . ..
We have a session with Andy Hornby on Monday at 3.30. . .I will be with him at the Mound.

60. [Added by Paul Moore—Following a programme carried out by the GRR review team of contacting
customers to establish whether or not they understood the risks associated with investing in CBFs, the initial
assessment was that as many as 23% of customers did not understand that a CBF carried any capital risk
at all; they thought it was a deposit account with a higher interest rate. This exceptionally high initial finding
was reduced after the normal bruising encounters in trying to finalise the report. But this made no diVerence
to the actual finding that the systems and controls had failed in a material way and that all customers had
to be re-contacted to explain the capital risk prominently and to be oVered a free switch back to a deposit
account.]

61. On 22 March, Mr Moore met Mr James Crosby and briefed him on early findings in relation to the
CBF sales review.

62. On 23 March 2004, GRR discussed CBF compliance issues with Mr Ellis. He failed to provide any or
any appropriate support to GRR.

63. On 24 March, Ms Dawson and her team met the GRR team and were antagonistic and threatening
to the GRR team.
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64. On 26 May, Mr Moore and Mr Davies attended the Retail Risk Control Committee. Ms Dawson was
also present. She shook her head vigorously in disagreement and threateningly as Mr Moore was updating
the committee on his important concerns about failures in compliance by CBF. The minutes did not reflect
accurately what Mr Moore had said and had to be corrected after they had been signed as a true record by
Charles Dunstone.

65. On 28 May, Ms Dawson sent an email to Mr Moore in which she attacked GRR repeatedly for its
work. [See the attached bundle of email correspondence from Mr Moore to his team and Mr Ellis.] Mr
Moore brought this to Mr Ellis” attention. It became evident from the correspondence that individuals in
the Retail Division were lobbying Mr Ellis for support against GRR. In emails written on 6 and 7 June,
Mr Moore appealed to both Mr Ellis and Mr Andy Hornby for support. [See the attached bundle of email
correspondence between Mr Moore and Mr Ellis.][Extract repeated from original evidence below—
excuse typos]

Mike

We have spoken at some length this morning on this and more generally about the current issues in dealing
with Retail. We really do have to do something. . .and you may wish to lead this. . .to change the whole tone
of engagement. This is not a battle of wits but a joint attempt to do what is right for the organisation. Yes,
now that people with a huge amount of external experience are now accountable in GRR for oversight, it
is not surprising that the level of enquiry is going to be more detailed—that is to be expected. . .and actually
welcomed.

Some behaviours are going to need to change, particularly the sentiment that constantly questions the
competence and intentions of GRR carrying out its formal accountabilites for oversight plus the ever present
need to be able to prove beyond reasonable doubt as if we were operating in a formal judicial environment.
The more we adopt this approach, the more adversarial it all becomes, the more emotional it becomes, the
more personal it becomes and the worse the relationship becomes. It becomes a viscious circle which needs
to be broken. We need you and Andy to intervene here to create a watershed here so we can move on from
the issues of the past (from which we can learn but not blame) to the brave new world of the future. Actually,
the responsibililties for getting into the current position are held all around the organsiation and not just in
Retail. . .and I include Group Risk functions in this. What would be absolutely fatal would be if there was
ever a perception—explicit of implicit—that diVerent parts of GF&R took diVerent views. Then you get the
“divide and rule” happening. We must all be asa one and communicate as such.

We will get there but there will also be some pain in the process of change.

Paul

66. There is significant correspondence on the file in which Ms Dawson and her team made clear their
resistance to responding positively and appropriately to matters of non-compliance raised by GRR.

67. [Added by Paul Moore—During the course of the review was that the regulatory requirement for
“suitability” did not apply when switching between a banking product and an investment product ie the
strict rules against “churning” did not apply; this was particularly worrying.Principle 6 of the FSA’s
Principles for Business states explicitly—“A firm must pay due regard to the interests of its customers and
treat them fairly.”.

68. On 8 June, there was a meeting of the Group Audit Committee. Mr Moore decided that having not
received any support from Mr Ellis, he was duty bound to alert the committee to the relationship diYculties
he and GRR were experiencing with the division managed by Ms Dawson. Mr Moore said: “I would not
want the Committee to be under any illusion as to how strong the tensions were as GRR carried out its
oversight work and I have to say that there have been some behaviours which I would consider to be
unacceptable.”

69. The chairman asked if Mr Moore had direct access to him as chairman. Mr Ellis and Mr Moore
disagreed, the latter saying that he thought that he should have a direct line in to the chairman. [See GRR
quarterly report and extract of committee minutes.][Key extracts inserted below]

Extract from Quarterly Report

Review of Corporate Bond Fund Sales

A report produced by GRR following a review of CBF Sales within Retail was issued during April.

The report raised a number of very important issues. In particular, there were questions raised about
systems and controls and just how robustly product design and suitability considerations were considered
and especially so as to incorporate non-regulated products. This again is an absolutely key element of
treating customers fairly. It is crucial that the strongest possible focus is applied to ensuring and assuring
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that we do not have any systems and control weaknesses which could lead to potential customer detriment,
even though to date we have not found evidence of widespread customer detriment in the sale of CBFs by
Retail Regulated Sales.

Extract from Minutes

The Committee was advised that there were strong tensions between Group Risk Functions and Divisions
and some intervention may be appropriate. The Chairman asked for this matter to be discussed at the July
private meeting with the Committee.

70. On 10 June, Mr Ellis emphatically, and without justification, criticised Mr Moore for what he had said
at the Audit Committee meeting and warned him not to do it again.

71. One of the last emails about this matter from Jo Dawson was as follows:

“On CBF, I thought he might have mentioned it at dinner on Monday? I know he has spoken of it
with both Mike E and Andy H—probably because of the considerable heat the GRR report caused
internally . . . I know ray spoke with John Edwards too re the process.

72. Jo Dawson in saying “he might have mentioned it” was actually referring to James Crosby whom she
had been clearly lobbying in the background to try to have the report adjusted. Members will note the
reference to “the considerable heat the GRR report caused internally” demonstrating her indisposition to
legitimate and expert challenge.

73. The very final part of the story relating to the review of CBF sales was extraordinary. I arranged a
meeting with Jo Dawson in an attempt to settle our relationship diYculties. That meeting took place on 30
July. Before we had begun to discuss any of the issues, Jo Dawson lent across the table and pointed her finger
at me and said, “I’m warning you, don’t you make a f****ing enemy of me”. Later in the meeting she taunted
me by asking if I would be embarrassed to learn that my report on Sales Culture was being re-written over
the weekend by Mr Ellis and Mr Hornby.

GRR Review of Retail Sales Culture and Systems and Controls

74. The review was commissioned to enable GRR to make an assessment of the eVectiveness of the
controls in operation in Retail when compared to the strength of its marketing and sales culture.

75. The review had particular regard to the FSA’s Arrow assessment and Risk Mitigation Programme
(’RMP’) in respect of the Retail Division, dated 1st December 2003, and specifically the following
comments:

(a) “There has been evidence that development of the control function in Retail Division has not kept
pace with the increasingly sales driven operation”.

(b) “There is a risk that the balance of experience amongst senior management could lead to a culture
which is overly sales focused and gives inadequate priority to risk issues”.

76. It should be noted that early in 2004 and before the review was commissioned by the Board, Andy
Hornby went to see the FSA and strongly denied that the FSA were correct in their views.

77. The key objectives of the review were as follows:–

(a) To provide a formal assessment of whether the risks to customers, and the wider prudential and
regulatory risk associated with the marketing and distribution of financial products by HBOS’s
Retail Division are being managed in a control / governance framework and cultural environment
which will ensure that key risks are identified, assessed and mitigated in a manner which will meet
the FSA’s and HBOS’s requirements and policies.

(b) Where applicable, to identify priorities and to provide recommendations for change in the culture,
organisational structure and control framework.

(c) To identify, in the process of the review, any other issues of regulatory concern.

78. The GRR review focused on four areas for investigation:

(a) The overall risk culture and the alignment of business and risk strategies.

(b) The development of the sales culture and its practical implementation.

(c) Assessment of the Governance framework and key high-level systems and controls.

(d) The eVectiveness of the Risk Management Framework.

79. A key extract from the formal terms of reference read as follows:

“The review is to enable GRR to provide a formal assessment as to whether the risks to customers
and the wider prudential and regulatory risk associated with the marketing and distribution of
financial products by HBOS’s Retail Division are being managed in a control / governance
framework and cultural environment which will ensure that the key risks are identified, assessed
and mitigated in manner which will meet the key FSA and HBOS’s requirements and policies.”
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80. I personally led the review which was managed on a day to day basis by my number two James Davies.
My department was assisted by additional resources that we seconded to GRR from Ernst & Young.

81. The “field work” for the review took place between about mid April and June 2004. You will recall
that this was one of the four key reviews commissioned by the Board as explained above. I was due to report
formally to the main Board on 27th July 2004.

82. A vast number of documents have been reviewed covering all the key processes associated with sales
management throughout the Division.

83. In total (including the initial Ernst & Young work), the review team have conducted over 40 interviews
with senior management within the Retail business, Non-Executive Directors and senior management in
Group functions.

84. I personally interviewed Andy Hornby, the CEO of Retail at the time, Jack Cullen, the Head of Risk
of Retail and Charles Dunstone who was the non-executive Chairman of the “Retail Risk Control
Committee”. I was accompanied on these interviews by James Davies to ensure that we could corroborate
our notes.

85. Along with the management interviews, the team visited thirty one branch visits across eight Regions,
five Regional Contact Centre visits, and three BoSIS branch visits were conducted. Furthermore, we have
conducted seven Culture Study focus groups. Each focus group comprised between six and eight colleagues
at similar grades (eg Banking Advisers, Branch Managers, PFAs) with the purpose of exploring typical
scenarios relating to sales, risk and compliance. In total, it is estimated that over 135 customer-facing
colleagues participated in the review.

86. We decided to take such substantial measures in evidence gathering to be sure that there could be no
“push-back” on any conclusions we came to for lack of evidence.

87. To keep the explanation of what happened as simple as possible, I set out below an extract relating
to the sales culture review from the Outline Case prepared by my Barrister, Peter Hamilton of 4 Pump Court,
after my dismissal from HBOS. For ease of reference, I have inserted the key parts of supporting documents
to which he referred after the relevant paragraph. This document was provided both to HBOS and the FSA
at the time of my dismissal.

Extract from Outline case by Peter Hamilton re GRR review of retail sales culture and systems and controls
review

88. In May 2004, GRR began a review of the retail sales culture and systems and controls. Mr Jack Cullen
was interviewed on 25 May. His analysis of the culture in the Retail Sales Division was bleak. [See attached
interview notes.] [Key extracts inserted below]

JC showed us the action plan which stated that:–
“Leadership and focus on risk matters has had no priority.”
“Sales regarded as more important than anything else.”
“Risk not seen as a core business imperative or competency.”
“[Note—we subsequently asked for a copy of the plan and were sent a new draft which had deleted
some of these points. We were not told that the later version had been changed.]
“Lets step back and look back to where we have come from in April 2002 . . . David Walkden had
15 direct reports; organisation had not settled down; the focus was on merger; new people with
new jobs; it “was all about growth and making the business succeed”; “the culture was of “don’t
tell me the bad news”. “you always had to prove things beyond reasonable doubt”.
For a BOS person it all felt uncomfortable; the Halifax skills were rewarded—sales and
promotion . . . BOS was not so good at sales but was good at “professional banking. Used the eg
of the discussions around the bad debt charge…recommended £31m and was told “that’s not
acceptable” . . . so he said, well put whatever number you like….so the whole focus was on
growth . . .and so the bad debt charge ended up being £25m.
Andy tried to make it a merger but it was a takeover. JC and three others moved down from
Scotland . . . JC was the only one left . . .”and you know they are animals around here and unless
you can prove it….its always good new reporting”
PM asked if he thought his position might be aVected if he spoke up . . . pause “ . . .Well there is
that . . . but . . . not just that . . .”
JC described them (management) as Gungho . . .

89. [Comment inserted by me—I think it is fair to say that James Davies and I were literally flabbergasted
by our interview with Jack Cullen.]

90. On 11 June, GRR briefed Mr Hornby on the early conclusions of potentially serious regulatory
failings in the Retail Sales Division reached by GRR, including evidence of inappropriate behaviour that
would need to be investigated further. [See the attached GRR briefing paper for Mr Hornby.] [Three key
slides from the aide memoire are inserted below.]
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33For use in oral briefing only

Important preliminary remarks

� The review is still underway and we have not yet undertaken the process of assessing and concluding on the
significant amounts of information and evidence that we have obtained. The comments made in this
document are preliminary findings only. However, we are confident of them even at this early stage

� It is very clear from the discussions we have had with the senior management team that everyone is taking
the matter of risk and systems and controls very seriously and making progress.

� Lets not forget, it has been an enormous business achievement to change the culture in Retail to focus on
marketing and sales. Some of our findings are just part and parcel of the next steps in the natural
evolution and growth of the organisation. We must not “kill the goose that laid the golden egg”

� But there are important lessons to be learnt from the review which apply to both Retail and the Group
Oversight functions …..but the whole organisation has some accountability.

� The way in which the findings of the work are communicated and agreed will be very important, and their
communication to the FSA vital. The focus should be on the future and what is being done, rather than
dwelling on the past forcing a detailed expose of substantive evidential material to justify each conclusion
that has been drawn. This could kill the goose that laid the golden egg.

� There are great benefits to be had by executing the change well – and vice versa.

� We genuinely understand that the review may have added to tensions and relationship challenges between
GRR and Retail. We see the way in which the findings of the review are communicated to Retail, together
with the way in which we work with Retail in addressing any actions arising as being key to developing this
relationship.

11For use in oral briefing only

Preliminary findings

� Everyone appears to agree that the focus on sales culture has led to an imbalance with the control
environment. The evidence from our review strongly supports this view.

� This does not mean that there is actual clear evidence of customer detriment, but, there are 1 or 2
areas that we may need to investigate in more detail. But being out of balance is, in itself as we
already know, an issue of considerable importance to the FSA and must be rectified.

� In our opinion it‛s the balance of emphasis and focus (rather than experience as proposed by the
FSA) amongst senior management that has led to a culture which is overly sales and marketing
focused and has given inadequate voice / priority to risk and control issues. The quality of the
individuals themselves we found to be exceptional and we have no evidence yet that suggests that
intentions have not been correct at all times.

� The risk and compliance environment within Retail has undergone incremental change but has not
kept pace, in certain parts of the division, with business developments. At the same time,
regulatory requirements have significantly increased and, given Retail‛s market position, it is
inevitable that the regulator will expect HBOS to demonstrate a risk management framework
appropriate to the nature and scale of the business.

� There is a distinction between the Network and regulated sales area. We found that the systems
and controls within the network, were significantly less effective than within Regulated Sales.
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77For use in oral briefing only

� In our view the balance within the Network needs to be redressed as a matter of priority,
particularly having regard to the upcoming mortgage and GI regulation. However, we do recognise
the importance and challenge of maintaining a committed and successful sales and marketing
culture.

� The culture created by such a strong focus and drive on marketing and sales has also created a
tension in the environment and it appears that people have not always felt able to say what they
wanted to say. This has resulted in people “down-loading” pent-up frustration. One opinion holds no
weight but two or more corroborate each other. A lot of people said the same. You need to see
some of this and we need to decide what it means and how we should fulfil our AP responsibilities.
There is some evidence which might suggest inappropriate behaviour which will have to be
investigated further.

� We acknowledge the importance of balance in the assessment and conclusions we have drawn from
some of these discussions, however, they were not isolated, and it appears to provide strong
evidence which if misinterpreted could be used to build more serious allegations.

� There is some evidence which suggests that customer interest has not always been fully served by
the environment created. We suggest that further work is done in certain areas to examine this
further.

91. On 4 July, Mr Moore sent an early draft of the GRR report on the Sales Culture review to Mr Ellis
together with copies of selected notes from branch visits. [See attached notes from branch visits.] Mr Moore
was concerned that the notes of the branch visits should be disclosed to the Board, Audit Committee, or
FSA. He sought to discuss this with Mr Ellis and Mr Hornby, but Mr Ellis made it clear that those notes
were not be disclosed.

92. Mr Ellis prepared a paper on the Sales Culture review for the Board meeting held on 27 July. Neither
the full report nor the notes of branch visits were attached to his paper.

93. At the Board meeting, Mr Moore made four important points. They did not appear in the minutes.
Mr Moore questioned whether the minutes should be changed to accurately reflect the points he had made.
Mr Ellis was not prepared to support a request to change the minutes. [See the bundle of emails between Mr
Moore and Mr Ellis from 1 to 5 October—copied below for ease of reference.] The TSC should be aware
that I was never actually sent the minutes to check accuracy and I had to follow up with the secretary after
I came back from holidays in early September and that is why it took so long to raise the point.

-----Original Message-----
From: Ellis, Mike (Executive Director)
Sent: 03 October 2004 12:44
To: Moore, Paul (Executive—Group Regulatory Risk)
Subject: RE: Extract of HBOS Board—27th July 2004

Paul,

HBOS minutes are not a record of verbatim comments as this would be incredibly time consuming
and repeat a lot of what is in the agenda papers and, therefore, a matter of record. We encourage
open discussion at meetings and wouldn’t wish people to be speaking—just for the record. If there
is something important that is said and not covered in documents of record—then it should be
minuted—but I thought that the Board minute was OK. You should be under no doubt that we
do and always will adopt proper procedure. I can’t comment on the Retail RCC as I wasn’t there.

If you have concerns, I suggest that you discuss the same with the Company Secretary (ie Harry
Baines not his secretary Pamela) who can advise you more fully on the minuting process. The
Board minutes for July were approved at the September meeting.

-----Original Message-----
From: Moore, Paul (Executive—Group Regulatory Risk)
Sent: Friday, October 01, 2004 10:34 AM
To: Ellis, Mike (Group Finance Director)
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Subject: FW: Extract of HBOS Board—27th July 2004

Mike,

I asked to see the minutes of the Board meeting I attended on 27 July when the Retail Sales Culture
Review was discussed. I was sent the attached extract and I was a little surprised at the diVerence
between what I had actually said and the minutes…..see my note below which I have not yet sent
to Pamella. Shall I send it?
By the way James and I had a similar issue with the Retail RCC we attended and I have had the
same issues in relation to the one I attended on 23 September….I will blind copy you in on my
response to the secretary of that committee. It is obviously very important that minutes do
accurately reflect the key points which were made.

“Pamella,

Thanks for this. I just wanted to check that the minutes covered the points I made. I am still not
sure as to the exact protocols associated with minute writing at HBOS but they dont quite follow
my own notes of what I said. You will remember that Andy Hornby positioned the sales culture
review before I made my comments and I said that I only had a few key observations to make which
were as follows:–

— That the Board should be aware that, although not stated explicitly in the report, the review had
shown that the FSA were justified in having concerns as to the balance between the sales culture
and the controls in Retail.

— That key to correcting the balance was the set up of a well considered, robust and achievable action
plan led by the DCE which did not destabilise the major consumer benefits which Retail have so
successfully brought to market with their product strategy aimed at simplicity, transparency and
price. GRR will support, advise and oversee Retail’s plan on a “close and continuous” basis.

— That in the context of that action plan very careful consideration should be given to exactly what
standards and policies we consider to be consistent with “Customer Champion” strategy, The Way
We Do Business and the current, as well as anticipated, regulatory standards. It will be this thinking
that will underpin process design, risk and control management systems and the MI needed to
monitor current performance. This will require a review of RMS.

— That from a strategic perspective, very careful consideration should be given in the development
of Retail’s operating and strategic plans as to exactly what level of sales growth is achievable, given
current capacity, without putting customers and colleagues at risk.

Not sure whether you want to do anything about this? Perhaps you should have a quick word with
Mike Ellis.

Regards

Paul

94. Mr Moore decided that the full report ought to be tabled at the October meeting of the Audit
Committee. At the meeting on 11 October, the chairman said that now that he had read the full report he
realised more clearly how serious the situation was.

95. Mr Ellis strongly reprimanded Mr Moore in writing for tabling the full report. [See the email
correspondence between Mr Moore and Mr Ellis.] [I quoted from part of this email trail in my original
testimony but re-quote it in greater detail here for ease of reference—obviously you need to start at the
bottom and work upwards to follow the story]

From: Moore, Paul (Executive—Group Regulatory Risk)
Sent: 11 October 2004 15:57
To: Brian, Tony (Group Regulatory Risk); Davies, James (Group Regulatory Risk)
Subject: FW: Additional document for Audit Committee on Monday

I thought you might be interested in reading this correspondence. The GAC were clearly pleased
to have had the opportunity to read the full report… so all’s well that ends well!

Paul

-----Original Message-----
From: Ellis, Mike (Executive Director)
Sent: 10 October 2004 19:59
To: Moore, Paul (Executive—Group Regulatory Risk)
Subject: RE: Additional document for Audit Committee on Monday

I’m available before the GAC but am in the private session from 10.00am. Your full report was
made availbale to anyone who wanted it at the main Board meeting. It was also given to the FSA.
Possibly it should also have gone to the RCC but not to GAC and eVectively the full Board again.
I didn’t review your paper before it went as I didn’t have time and it didn’t go to GMB. If Group
Secs misprinted—then this didn’t help—but in reality it wasn’t necessary to send the paper.
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-----Original Message-----
From: Moore, Paul (Executive—Group Regulatory Risk)
Sent: Sunday, October 10, 2004 6:42 PM
To: Ellis, Mike (Group Finance Director)
Subject: RE: Additional document for Audit Committee on Monday
Importance: High

Mike,
I am sorry you feel so strongly about this but, with all due respect, this document (ie the full GRR
report) has not been seen or formally put on the record as you state. Your short paper presented
to the Board has been seen but not the full repor.
Having discussed it with James Davies we decided that it should be formally put on the record in
this GAC report and copied in full. We did this by referencing it in the main body of the text and
copying into the Appendix. If you had not wanted this, you could have instructed us otherwise
when reading our report in advance of it being sent to the full Committee and the GMB. Our
rationale for copying the full report was that we felt strongly that the FSA would have expected
a report of this importance to be referenced formally at the senior risk committee in full.
Although referred to as such in Isabella’s email, the document is not, in fact, “an additional paper”
but simply a paper which was referred to in our report which had failed to be copied into the papers
in the first place. I only picked this up on Thursday when I first scanned the papers and noticed it
was missing. As it was oYcially referred to in the text, I felt it was important that it should be
circulated as, no doubt, someone woulf have noticed it missing.
I also dont think it is entirely fair to blame only us for the error (indeed at the moment I am not
even sure we did make an error in sending our docs to companyt secs…but I will find out) . . . the
fact that a document which was clearly cross referenced in the main text of our report was not there,
should have been picked up by at least someone reading the papers in advance eg Company
Secreatary’s, GMB….I find it a little surprising that not a single person did so . . .
I have a couple of other points I would like to make about the situtation which I think are better
dealt with face to face. Is there any chance of speaking for a couple of minutes after the Audit
Committee tomorrow?
Paul

-----Original Message-----
From: Ellis, Mike (Executive Director)
Sent: 10 October 2004 12:35
To: Moore, Paul (Executive—Group Regulatory Risk)
Subject: RE: Additional document for Audit Committee on Monday

Paul,

This really looks bad and just look at the circulation list! There was no need to attach the
appendices to your report in the first instance as they have already been seen/made available to all
Board members. But if you were going to do so we ought to have got it right. People will be
wondering why we are circulating seperately a document they’ve already seen—its looks like we’re
making an issue of it when we’re not.

-----Original Message-----
From: Owen, Alison (Company Secretaries)
Sent: Friday, October 08, 2004 2:28 PM
To: Moorhouse, Robert (Company Secretary’s); Anthony Hobson (E-mail); John Maclean (E-mail);
Coline McConville (E-mail); Kate Nealon (E-mail); Coyle, Jim (Executive); Ellis, Mike (Executive
Director); Fryatt, David (Group Internal Audit); Smith, Andrew Dr (Group Risk); Tucker, Mark (Group
Finance Director); Guy Bainbridge (E-mail); John Ellacott (E-mail)

Cc: Lord Stevenson (E-mail); David Shearer (E-mail); Charles Dunstone (E-mail); Ron Garrick (E-mail);
Brian Ivory (E-mail); Keith Nicholson (E-mail); Crosby, James (Chief Executive); Hodkinson, Phil
(Executive); Hornby, Andy (Executive); Matthew, Colin (Executive); Mitchell, George (EXECUTIVE);
Beadle, Tony (Executive); Biggins, Steve (Group Financial Accounts)
Subject: Additional document for Audit Committee on Monday
Importance: High

Please see below additional paper for Monday’s meeting.

-----Original Message-----
From: Acklam, Isabella (Group Regulatory Risk)
Sent: Friday,08 October,2004 12:23
To: Owen, Alison (Company Secretaries)
Cc: Moore, Paul (Executive—Group Regulatory Risk)
Subject: Additional document for GAC boardpapers
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Importance: High

Dear Alison,

As discussed yesterday, there is an additional document (called Retail Division Sales Culture &
Systems & Controls Review) to be included with the paper being presented by Paul Moore at the
GAC on Monday. Please find it attached. I hope it is not too late to circulate it round to all the
attendees in advance of the meeting.

Please note that the order of the Paul’s GAC paper (with this additional document) is:

1st: Group Regulatory Risk Update Report (presenter: Paul Moore)—the main paper

2nd: Retail Division Sales Culture & Systems & Controls Review (presenter: Paul Moore)—1st
part of the Appendix 1 docs referred to in the Main Paper

3rd: Review of Sales and Control Culture within Retail Banking (presenter: Mike Ellis/ Paul
Moore)—2nd part of the Appendix 1 docs referred to in the Main Paper

I hope this makes sense & that this doesn’t cause you any inconvenience.

Many thanks in advance and kindest regards,

Isabella

Isabella Acklam

Exec. PA to Paul Moore

Head of Group Regulatory Risk

HBOS plc

''File: Retail Division Sales Culture Systems Controls Review Final 230704.doc

96. For those not familiar with the banking world it probably makes sense to explain the eVect of a sales
culture being significantly out of balance and why I told the Board—“That from a strategic perspective, very
careful consideration should be given in the development of Retail’s operating and strategic plans as to
exactly what level of sales growth is achievable, given current capacity, without putting customers and
colleagues at risk”.

97. The eVect is two fold:–

(a) The risk to customers is that they are missold / oversold credit of all types—credit cards, personal
loans, excessive mortgages, creditor insurance, investment products such as CBFs which are not
necessarily suitable to their needs or aVordable.

(a) The risk to colleagues (which is a reference to the bank as a whole) is that for every loan made
above the deposit base, more wholesale funds are required with the consequential increased credit
and liquidity risks. Ultimately, of course, it was the liquidity risk in the wholesale markets that
crystallised but the underlying cause of this was a whole market place in which the sales culture
got out of balance with the controls and risk management.

98. I have already explained in my original evidence the remark made by Charles Dunstone when I went
to see him and interview him for this review ie “Even more extraordinary than this, Charles Dunstone
himself admitted to me and my colleague one day words to the eVect that he had no real idea how to be the
Chairman of the Retail Risk Control Committee!”.

99. Another extraordinary thing that happened during this review relates to the inter-play between my
interview with Andy Hornby and Charles Dunstone.

100. I interviewed Andy Hornby only a few days (maybe a week) before I interviewed Charles Dunstone.
When I interviewed Andy, he told me that the sale of creditor insurance (sometimes called “payment
protection insurance”) “kept him awake at night”. I agreed with him. Creditor insurance was the most
profitable line of business in the entire bank—I recall that it accounted for about 12% of group wide profits
when I arrived and I was very concerned about the selling practices that had been adopted.

101. When I was interviewing Charles Dunstone, I asked him what he thought about creditor insurance
sales. He vigorously lent forward in his chair and said that he had no ethical concerns about creditor
insurance sales as he had been assured only a week ago of this by Andy Hornby!

My dismissal and the KPMG investigation and report

102. I quote from Peter Hamilton’s Outline Case again.

103. “The process leading to the decision to dismiss Mr. Moore has departed from all the requirements
of fairness as well as the express procedures set out in, inter alia, Group HR policies.

104. Prior to being informed on 8 November that his position was redundant, Mr. Moore had received
no warnings or consultation. This in itself makes the dismissal unfair.

105. It is not accepted that the position held by Mr. Moore as Head of GRR is redundant. Indeed, it is not
accepted that this post could ever be redundant and it is inappropriate for the Group to suggest otherwise.
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106. Whilst Mr. James Crosby has failed to provide any adequate explanation as to why Mr. Moore is to
be dismissed, he has contended that the decision was his own personal decision. This is in breach not only
of statutory requirements and compulsory procedures, but in breach of the Group’s own HR policies. Mr.
Moore has been informed that he is redundant and that his activities will be taken over by Ms. Jo Dawson
with eVect from 1 January 2005. Such a decision falls within the Group’s Recruitment and Selection Policy.
The procedure outlined in that policy has been ignored in full. [See the attached copies of the correspondence
between Mr. Crosby and Mr. Moore.]

107. The role held by Mr. Moore included CF10 responsibilities. This makes it even more important that
appropriate and transparent procedures are followed. There should have been a meeting of the Board of
Directors or alternatively a meeting of the Group Audit Committee before any decision to contemplate the
termination of Mr. Moore’s position was made. Instead James Crosby has confirmed that it was his
personal decision.

108. As well as the failure to consult, there has been no fair selection process despite the explicit Group
HR policies concerning selection. In any decision to dismiss, there should be consideration of reasonable
alternative employment. As part of the reorganisation announced on 11 November by Mr. Crosby, one post
filled was that of Head of Risk for Retail. At no stage has there been any indication that Mr. Moore was
considered for this post (or indeed any alternative posts) even though having regard to his experience and
skills, he would have been an exemplary candidate.

109. It is an overwhelming inference from the above facts that the process leading to and the reason for
Mr. Moore’s dismissal is not because the role is redundant but because he has done his job well. He has
challenged unacceptable practices and the conduct of others in fulfilling their obligations under the
Principles for Approved Persons. He has made one or more “qualified disclosures” as defined in s.43B of
the Employments Rights Act 1996 by reporting, as his job required, regulatory failings against the wishes
of senior management.

110. As an approved person, Mr. Moore is required by the principles applicable to all approved persons
to raise the matters set out above with the management of HBOS. But he also has an obligation to disclose
appropriately any information of which the FSA would reasonably expect notice. He has received legal
advice that he must disclose all the facts and matters summarised in this outline to the FSA. He ought to
make that disclosure soon—and in any event before the 31 December 2004 when his role as Head of GRR
is due to come to an end.

111. The following points are of particular concern:

(a) Against the background of the above matters, including the fact that Mr. Moore and GRR
repeatedly expressed their concerns about actual or potential regulatory failures and their
recognised excellent performance, Mr. Moore’s imminent dismissal itself is something that should
be reported to the FSA.

(b) Further, the failure to follow proper procedures in the course of the dismissal must also be reported
to the FSA.

(c) The general inference to be drawn from all the matters set out above is that the concerns expressed
by the FSA about the high regulatory risk profile of HBOS at the beginning of this year and which
resulted in the requirement under s.166, have not in fact been dealt with. The individual whose
excellent performance directly contributed to a reduction of the HBOS regulatory risk profile, is
being dismissed for his good work.

112. It must follow that the facts and matters set out above are serious and should be investigated and
appropriate action taken. Proper corporate governance as well as obligations to the FSA require a full
investigation and consequential action. Such an investigation should be independent and with terms of
reference that include the making of all appropriate recommendations for action by HBOS as a result. The
FSA should be consulted on the terms of reference, and should be given a copy of the full report in due
course.”

113. The KPMG investigation that followed departed from all principles of fairness and drew conclusions
which would not withstand any fair, independent public tribunal of fact.

114. The TSC has a copy of the first rebuttal letter that my advisers and I sent to HBOS. This must be
read in detail. However, for simplicity, I will list the key points.

115. We never agreed the terms of reference notwithstanding significant correspondence to the eVect
setting out all the areas that should be covered. An extract from our letter complaining about this is set
out below.

We welcome your positive indications. However, in fairness to Paul, we have now been waiting for
some period of time for confirmation that he will be entitled to a copy of the Terms of Reference
and the final report. Whilst recognising the legitimate point about commercially sensitive material,
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there seems to us no reason at all for simply now confirming that a copy of the Terms of Reference
will be supplied at the earliest opportunity as soon as it has been finalised and further, that we will
be provided with a copy of the Report (less any commercially sensitive material).

KPMG have already undertaken a number of steps in the investigation and therefore it seems odd
if they are doing so without the Terms of Reference having been finalised. If it has now been
finalised, then please confirm that we will be provided with a copy. If this decision needs to be made
by the Audit Committee, then please let us know when the decision will be made by this
Committee. I have indicated to Paul that until such time that he receives the Terms of Reference,
he should not take any further steps to co-operate with the investigation (whilst he is unable to
know what exactly the investigation is tasked to carry out).

116. I was treated as a defendant and unfairly. See attached letter referenced BZ. Key extract
“There is nothing in the terms of reference which would suggest that KPMG treat Paul Moore as the
“Defendant”.

Indeed it is clear from the terms of reference that KPMG’s task is an open-ended one where
establishing the facts in an impartial and uncontentious manner forms the first stage.

KPMG need to establish the facts of this case. Whistle-blowing issues have been raised in relation
to the regulatory compliance of some of the most senior executives at HBOS. Having regard to the
subject matter, and the nature of the investigation that is required, it is essential that the
investigation is carried out in all times in a way that is totally beyond reproach. KPMG need to
act with the intention of gathering facts. It is essential the investigator must maintain a neutral
viewpoint and suspend judgement until all the facts are established. It follows that questions
should always be asked in a non judgmental and certainly non accusatory manner. This is not what
happened on 18 February.”

117. The final findings were reported to the HBOS Audit Committee on 8th March—see KPMG Report
a full ten days before my final evidence was sent to KPMG.

118. KPMG failed to interview key witness that were vital to my evidence. I quote from our final
rebuttal letter:

“The second example is the feedback received from Dougie Ferrans, Operating Division CEO of
Insight Investment Management. Paul had specifically requested that KPMG interview Mr.
Ferrans during the investigation and indeed provided, along with a number of other people who
have not been interviewed, the contact details. At Paul’s second interview with KPMG (page 59
of the transcript) Alan Bates, in response to Paul asking about Dougie Ferrans, stated,

“We have not seen him yet”.

It is not clear why KPMG never have interviewed him. Mr. Ferrans said,

“I thought I would drop you a line to say how sorry I was to see you were departing HBOS. I fully
understand why. You have achieved so much in such a short space of time, often unrecognised by
those around you. I have thoroughly enjoyed working with you and having you as a trusted
colleague. The same can be said about you by all of the Insight team.”

On learning of Paul’s dismissal, Mr. Ferrans told our client that his was the worst decision James
Crosby had ever made. In these circumstances, he was a relevant witness for the investigation.

119. Finally and very importantly, KPMG simply failed, notwithstanding repeated requests by me to
corroborate the crucially important notes of my and James Davies’ interview with Jack Cullen during the
sales culture review. Jack Cullen was the Head of Risk Management in Retail and I referred in some detail
to this above in paragraph 88 above. In short Jack Cullen was a key witness and the notes of the meeting
were crucial but KPMG never checked their veracity with James Davies who was present and said that they
were irrelevant. I would not have thought that comments about the culture in Retail such as those set out
below were irrelevant.

JC showed us the action plan which stated that:–

“Leadership and focus on risk matters has had no priority.”

“Sales regarded as more important than anything else.”

“Risk not seen as a core business imperative or competency.”

It “was all about growth and making the business succeed”; “the culture was of “don’t tell me the
bad news”. “you always had to prove things beyond reasonable doubt”.

For a BOS person it all felt uncomfortable; the Halifax skills were rewarded—sales and
promotion . . . BOS was not so good at sales but was good at “professional banking . . . ”and you
know they are animals around here and unless you can prove it….it’s always good new reporting”
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Final points

120. Obviously, there is a large amount of detail to digest in this evidence. But the purpose of digesting it
is not to arbitrate between myself and HBOS / Crosby and the FSA but to show how banks should not be
run in the future or rather, help the policymakers decide what policy changes need to be made. I have made
recommendations in that regard already in my original testimony.

19 February 2009

Memorandum from Ms Sheila Kettles

I am writing to you as a stakeholder in HBoS. I am a staV member, customer, shareholder and payer of
income tax. I am also a Workplace Representative in the HBoS Retail Contact Centre in West Marketgait,
Dundee for the Unite union. There are approx 400 staV in this Centre.

I attended a meeting on 28th October at the House of Commons with other union reps within the Finance
Sector where we launched the Unite Social Contract for Financial Services.

One of the biggest fears I, and the members I represent, have at the moment is the uncertainty of our
situation within HBoS. We are receiving daily communications regarding the take-over by Lloyds TSB from
the HBoS advising that this take-over is in all our best interests.

The report contained in Wednesday’s “Scotsman” that Lloyds have retained Andy Hornby, current CEO
of HBoS, at a reported annual salary of £720,000 on a consultancy basis has both angered and confused me.
The Government have injected serious amounts of money into banks and many of us are unaware if our
jobs are secure. Andy Hornby has contributed to the situation we find ourselves in and due to his ‘knowledge
of HBoS’ is being retained on a salary that most of us will not earn in a lifetime far less a year. Mr Hornby
is now advising the best course of action is to let Lloyds TSB take-over HBoS knowing he will be paid a
substantial amount of money from the Company he is promoting. Would this not count as a conflict of
interest?

The most recent “message from Andy” on 10th Nov and sent to all staV speaks of the recent letter from
Peter Burt and George Matthewson to the board of HBoS. Quotes contained within this message include:
“We (The Board and CEO) remain very much of the view that the Lloyds TSB deal continues to be in the
interest of all our stakeholders, including colleagues. It provides certainty, real financial benefits”, “We
would all like the uncertainty to go away. That is why the deal with Lloyds TSB is important. It removes
that uncertainty for colleagues and our other stakeholders.”

Given that Mr Hornby has secured a £720,000 per annum consultancy ‘fee’ from Lloyds TSB, it certainly
will provide ‘real financial benefits’ to him but what about the workers who will lose their jobs—figures
suggest this could be 20,000 colleagues from both HBoS & Lloyds TSB work force. Where is their “real
financial benefit”?

I believe Lloyds TSB oV-shore some of their functions including their contact centres (referred to as Call
Centres in some Companies.) This is giving cause for concern on several issues. It could mean that our jobs
in the local Contact Centres (there are also contact centres at Pitreavie, Dunfermline and Motherwell) are
more at risk. I believe that Lloyds TSB and other financial institutions have to be told that oV-shoring of
jobs should be halted. British tax payers have contributed to the funds to assist these banks so surely jobs
should remain in Britain to help the British economy.

There is also a social & corporate responsibility issue in that if for example the Dundee Contact Centre
was closed through oV-shoring of jobs, this would impact heavily on Dundee and the surrounding area.
Colleagues travel in from Angus, Fife and Perthshire as well as those living in Dundee.

Colleagues in the Finance Industry have for years been encouraged to “sell” other products from their
employer which the Company may deem to be “beneficial to customers”. Whilst our customers should be
able to benefit from other financial products, whether or not customers decide to take up a product should
not impact on workers. Unfortunately, these “sales” make up a large part of our targets and have an eVect
not only on bonuses but also any annual pay awards. These products include credit cards, personal loans
and upgrading of accounts to accounts which have a monthly fee attached to them. Despite the “credit
crunch” and the take-over situation we now find ourselves in, the targets for selling these products have
remained the same. It is this sell, sell, sell-target driven culture which has encouraged a “profit before people”
ethos that has contributed, I believe, to the state HBoS and other Financial Institutions now find
themselves in.

I believe an independent inquiry into the situation between HBoS and Lloyds TSB has to be looked at
seriously. The issue of “short-selling” of shares appears to have aVected the HBoS price since last August.
There must be some method ie inland revenue, of tracing dealings of this nature and who has benefited.

The takeover of HBoS by Lloyds TSB would normally have gone through the monopolies commission
however given the situation this has not happened.

It appears some people may have already benefited or will benefit from a situation which could see many
workers without jobs throughout Britain.
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As the Chair of the Treasury Committee, I sincerely hope these points are raised on, not only my behalf
but on behalf of the many people this unprecedented situation will aVect.

November 2008

Memorandum from D Lightwood

During the last few days, I have been following with great interest the televised broadcasts of the treasury
Select Committee’s investigation into the banking crisis.

My reason for writing is to bring to your attention what I believe to be inaccurate statements made to the
Committee on February 11 by the Chief Executive of the Lloyds Banking Group.

In answer to questions from Committee members, Mr Eric Daniels said that had the merger of Lloyds
TSB and HBOS not taken place “Lloyds TSB would not have required public funds”. This answer is
disingenuous if not totally false. I explain why this is so:

In the acquisition document issued by Lloyds TSB it clearly states:

If the Acquisition and Placing and Open OVer do not complete, HM Treasury has stated that it would
expect Lloyds TSB to take appropriate action to strengthen its capital position. The FSA has advised
Lloyds TSB that if the Acquisition were not to occur, it would require Lloyds TSB to raise £7 billion
of additional capital, made up of £5 billion of Core Tier 1 equity and £2 billion of Tier 1 instruments.

Whilst Lloyds TSB would be able to seek to raise such additional new capital in the public markets,
there can be now certainty that Lloyds TSB would be able to successfully raise such capital or as too
the terms on which such capital could be raised, including the terms of any participation by HM
Treasury in such capital raising.

This statement in the acquisition document issued in October last under Mr Daniels’ recommendation of
acceptance clearly indicates that he knew further capital was required by Lloyds TSB, and that at the time
of issue of the document he saw that it probably would not be possible to raise this sum without Treasury
participation.

In the light of events since the acquisition, it is unbelievable that when he sat before your Committee he
could honestly maintain that had the acquisition not taken place Lloyds TSB would not have required
Government (and therefore taxpayer) funds. These facts clearly render inaccurate Eric Daniels’ answer to
the Committee question relating to Lloyds TSB need for Government funds.

One could be excused for asking: Was it the shareholders who were being deceived when requesting a yes
vote for the acquisition, or members of the Treasury Select Committee when he responded to their questions?

The Chief Executive of Lloyds Banking Group was also questioned by your committee on whether he had
taken legal advice regarding bonuses. To which he said yes. He stated that due to contractual obligations
bonuses would have to be paid to some HBOS executive. I quote again from the acquisition document:

HBOS Directors will receive no bonuses for 2008. If such directors are entitled to bonuses as part of
contractual arrangements, they will relinquish their entitlements voluntarily.

Despite the Prime Minister stating during PMQ’s on Friday 11 that where the Government had taken
shares in a bank “No bonus or share options will be paid” to executive or non-executive directors of that
company, Lloyds TSB had said in the acquisition document:

Lloyds TSB announced on 13 October 2008 that although Lloyds TSB Directors remain entitled to
take cash as an alternative to shares in respect of their 2008 bonus, it would ask Lloyds TSB Directors
to receive such entitlement in Lloyds TSB shares. The directors have responded positively to this
request and have now agreed to receive shares in lieu of cash.

This, I believe, is the position to which they still hold as regards directors bonuses. It amounts to payment
deferred. So you can see, Mr McFall, that this is a clear and blatant intention to circumvent the conditions
of the government bail-out of the financial sector.

Repeatedly, we have heard it said that ordinary employees of banks deserve onuses for one or two
thousand pounds because of the relatively modest salaries they earn. On could, of course, question why if
this is so, do the banks not increase their salaries by the amounts they now maintain they deserve? After all,
bricklayers, carpenters, shop and oYce workers and the majority of others in industry and commerce do
not as a rule get bonuses (and this is especially true of employees of failed companies, who usually lose their
jobs). Why should bank employees?

Are you aware, that in regard to the Lloyds TSB executive directors (already some would say very highly
paid) they have the opportunity to receive up to 200% of their salaries in bonuses; in the case of Mr Eric
Daniels the maximum bonus is 225% of salary?

Could it not be that this bonus culture in the banking industry suits directors because relatively small
bonuses paid to run-of-the-mill employees acts as some justification, however unconvincingly, for the
enormous bonus awards to directors.
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A further factor to bear in mind is that if directors of banks are still paid bonuses but in the form of shares,
will they be given shares to the value of those bonuses based on the present low share price? Perhaps then,
when the share value improves, as we all hope it eventually will, to sell at a much higher price than when the
bonuses were awarded. If this be the case, then they could emerge with much higher financial reward than
if they had been originally paid in cash.

If the government’s intention were achieve, then all bonus payments would be forfeit in all financial
companies which receive taxpayer funds. There is a great deal of anger in the country, with people losing
homes and jobs due to the financial greed and incompetence of the financial sector.

May I wish your Committee success in getting to the bottom of what everyone recognises is an extremely
complex, but very important issue.

February 2009

Supplementary memorandum from the Isle of Man Financial Services Commission

At the hearing of the Treasury Committee held on 3 February 2009, there were two areas where we agreed
to provide additional information.

The first of these related to an exchange of correspondence with the FSA, in relation to our understanding
of some of the limits applied in respect of various exposures. I enclose a copy of two letters of 21 May 2008
for your information (the letter from the FSA does not have a letterhead because it printed as a copy from
a computer). Individuals’ names have been redacted for reasons of privacy.376

On a second point, we were asked at the Committee hearing about the Derbyshire Building Society. We
were informed that the Derbyshire kept the FSA informed of their planned disposal of the Isle of Man
subsidiary and that no objections were raised. It is also our understanding that there was no formal
regulatory approval process to be followed in relation to the disposal from the perspective of the FSA.
Kaupthing Singer & Friedlander (Isle of Man) Ltd, which was regulated by the FSA for mortgage business
only, also advised the FSA of the transaction under its relevant obligations at the time.

13 February 2009

Supplementary memorandum from the Local Government Association

1. The LGA welcomes the opportunity to provide further evidence. Following the oral evidence session,
the LGA undertook to provide a supplementary memorandum responding to the Committee’s questions.

Background

2. Authorities in England had deposits with Icelandic banks or their UK subsidiaries made up as follows:

Number with Icelandic
Number of councils deposits at risk

District Councils 238 61
County Councils 34 15
Unitary/Metropolitan Councils 116 28
and London Boroughs
Other (eg police, transport etc) 80 20

3. The Committee asked for information on three areas:

(a) To clarify the credit advice provided in 2008.

(b) To indicate the term deposits with Icelandic banks at the time of their collapse.

(c) To summarise what investigations had been carried out by authorities into late deposits.

Question 1—Credit advice in 2008

4. Local authorities receive credit information about bank ratings from one or more of the three main
credit rating agencies; Fitch, Standard and Poors or Moodys. Most local authorities get this information
forwarded to them by one of the three main treasury advisors; Butlers, Sector or Arlingclose. It is unusual
for authorities to subscribe directly to credit rating agencies.

376 The letters have been published on the Committee’s website.
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5. The credit information passed to authorities is in the form of alerts of changes or proposed changes
to individual bank credit ratings. The chronology, as the LGA understands it, of changes to individual bank
ratings is attached as an appendix to this note.

6. However, as the committee noted, the credit rating agencies can also produce other information. Some
of this is available to individuals or organisations that register on their website, other information is only
available to paid subscribers. Fitch produced two reports relating to Iceland:

(a) On 22 April 2008 Fitch produced a “sovereign report” which was only available to paid
subscribers. This report noted that the country’s sovereign debt fundamentals remained strong,
but also pointed to the very highly geared nature of the Icelandic economy.

(b) On 22 May 2008 Fitch produced a “special report”. The LGA contacted the Client Services
department of Fitch Ratings who confirmed that “special reports” are available without charge to
organisations or individuals as long as they register on their website.

Fitch “Special Report” of 22 May 2008

7. The special report’s introduction explains that after the onset of the global financial market turmoil
in August 2007, Iceland faced “a much less favourable investor sentiment”.

8. The report notes the weaknesses in the Icelandic economy, as well as pointing to its strengths. The
paper confirms that Fitch downgraded Glitner and Kaupthing bank ratings from “A” to “A"” on 9 May
2008 whilst leaving Landsbanki uncharged at “A”.

9. Local authorities’ contracts with at least two of the three treasury agencies said that they would receive
information about changes to bank ratings. However, it appears that councils would not have seen this
special report unless they went direct to Fitch and they would not have received the earlier sovereign report
unless they had taken out a paid subscription with Fitch.

10. Crucially, Fitch (and the other agencies) did not change the bank credit ratings of Icelandic banks—
which remained at investment grade levels until the end of September 2008. Given that these bank credit
ratings remained unchanged, councils that were mainly relying on these ratings could have reasonably
concluded that the pressures on the Icelandic economy were not such that there was a risk to security of
individual bank deposits.

Question 2—The term deposits with Icelandic banks

11. The LGA does not have a complete picture of:

(a) When individual local authority deposits were placed.

(b) The size of those deposits.

(c) How long those deposits were placed for.

12. The LGA is aware of other research in this area by Channel 4 News. That organisation contacted 102
English councils and their report summarised information on 87 authorities as below.

Channel 4 News Survey

Month the last deposit was placed Number of councils

October 2008 2
September 2008 27
August 2008 9
July 2008 8
June 2008 2
May 2008 5
Prior to May 2008 32 377

13. Moreover:

(a) Some member councils have reported that they did not renew their deposits as sums became due.

(b) It is not normal practice to have a fixed term deposit repaid early, and in practice it is extremely
diYcult to recover the money ahead of the repayment date.

(c) At least two authorities in the Channel 4 News survey placed deposits under a “forward
agreements”.

377 The survey included two authorities that reported placing loans that had been repaid before the banks ceased operating.
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14. The available evidence is that authorities were placing deposits in line with their previously agreed
treasury strategies. Where a bank’s credit rating was reduced, which meant it fell below the minimum ratings
for inclusion on a counterparty list, authorities stopped making deposits with that bank.

Question 3—investigations by individual authorities

15. The LGA has called for authorities to carry out their own investigations if they placed deposits with
Icelandic banks after their ratings were put on rating warning on 30 September 2008.

16. The LGA is aware that some local authorities have commissioned independent investigations even
though they deposited funds before this date.

17. A number of local authorities have made these independent reports public—reflecting the transparent
approach in this area.

9 March 2009

APPENDIX

CREDIT RATINGS

Credit Ratings at February 2008

UK subsidiaries of Icelandic banks

Moody’s and S&P did not provide ratings to Heritable bank, but Fitch awarded them a F1 short term
rating.

Kaupthing, Singer and Friedlandler was rated by Fitch but not by either Moody’s or S&P. The short term
rating was F1 and the bank achieved an A long-term rating.

Icelandic banks

Fitch and Moody’s rated both Glitnir and Landsbanki Islands Bank HF. S&P did not provide either a
short or long-term rating on Landbanski.

— Fitch and Moody’s gave Landsbanki high short-term ratings. Fitch did not give Landsbanki an
extra “!” on their F1 rating which most of the 60 overseas banks did secure. Moody’s do not
provide this extra analysis and gave all 60 banks a top (F1) rating.

— Fitch gave Landsbanki an A (high quality) long-term rating, around 20 of the 60 overseas banks
had a similar rating, the others receiving the higher AA (very high quality) assessment.

— Moody’s gave Lansbanki a Aa3 rating. Aa is described as “excellent” though the 3 notes it is at
the bottom of this range.

Glitnir had ratings from all three agencies:

— Fitch and Moody’s gave the bank high short-term ratings, though again Fitch did not award a
F1! extra rating.

— S&P gave a short term rating of A2 (satisfactory). Glitnir was the only overseas bank they rated
at this level. This rating would be suYciently low to mean some authorities would not include them
on a counterparty list in February 2008.

— Fitch and Moody’s rated Glitnir’s long-term credit rating as A (strong) and Aa3 (bottom of
excellent) respectively.



Processed: 24-03-2009 23:39:08 Page Layout: COENEW [E] PPSysB Job: 421276 Unit: PAG1

Ev 568 Treasury Committee: Evidence

How credit ratings changed over the subsequent months

30 January 2008

On 30 January Moody’s announced that they were reviewing the Landsbanki’s short and long-term
ratings with a view to reducing them.

28 February 2008

Moody’s concluded their deliberations. They held Landsbanki’s short-term credit rating at F1 but
reduced long-term credit rating from Aa3 (the bottom of “excellent”) to A2 (the middle of “good”).

1 April 2008

Fitch’s announced they were reviewing Icelandic banks and gave a negative rating watch—in eVect
warning that short and long-term ratings on Icelandic banks could be reduced.

9 May 2008

Fitch completed their review and concluded that both Heritable and Landsbanki’s ratings should remain
as they were in February 2008. Short-term loan ratings for both banks were F1 (the highest rating) and long-
term ratings were held at A (High Quality) whilst Glitner and Kaupthing bank ratings were downgraded
from “A” to “A"”.

21 May 2008

Moody’s aYrmed that Landsbanki foreign and UK short and long-term ratings would remain at the
revised levels it had set in late February 2008.

30 September 2008

Fitch’s reduced Lansbanki’s long-term ratings from A (high quality) to BBB (good quality). This would
have the eVect of meaning that it fell outside lending limits for typical local authorities.

The reduction in short-term credit ratings was significantly more marked. Landsbanki was previously
rated as F1 (highest) was reduced to F3 (fair).

To put this rating into context; in February 2008 no foreign or UK bank had a F2 short term rating from
Fitch, let alone an F3.

30 September 2008 (contd)

Moody’s announce they are reviewing Landsbanki’s ratings with a view to reducing them.

8 October 2008

Moody’s reduced Lansbanki long-term rating from A2 (Good) to Caa1 (the top end of extremely poor).
The short-term credit rating was reduced from the top rating of PI (Superior quality) to the bottom rated
NP (not prime).

Supplementary memorandum from Tony Shearer

In his evidence to the Treasury Select Committee on 25 February 2009 Mr Sants said that:

1. the minute prepared by FSA employees in respect of the meeting with me and others on 14 April
2005 did not refer to concerns as to whether Kaupthing were “fit and proper”; and

2. the forms that the Heads of Risk and Compliance completed when they left Kaupthing Singer &
Friedlander did not say that they had been dismissed.

This is neither the full story, nor the answer to the questions he was asked by members of the Select
Committee.

The full answer is that my colleagues and I gave our opinions on the qualities, experiences and
competencies of the management of Kaupthing, as well as highlighting information that was in the public
domain. One instance when we provided these opinions was at the meeting on 14 April 2005 (and my own
contemporaneous note, a copy of which I have provided to the Select Committee, clearly shows that I did
raise the issue of Kaupthing not being fit and proper at this meeting).
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But, as Mr Sants should have been aware, there were other contacts in April and during the summer of
2005 where these concerns were also expressed to the FSA; for example, two of my former colleagues have
emailed Mr Fallon to tell the Committee of their own experiences. Mr Sants may, or may not, have been
aware of these contacts as he was not himself at the FSA at the time, and can only rely on what people have
said to him. I was, of course, there at the time.

Also the sequence of events (in addition to the comments referred to above that we made about the
Kaupthing management), all of which was known to the FSA at the time, was:

1. the board of Singer recommended a cash oVer as they refused to countenance an oVer in
Kaupthing shares as we did not trust the Kaupthing management;

2. I decided I would not stay and work with Kaupthing and left at the end of November 2005;

3. then the Finance Director resigned and left for the same reason;

4. then the Head of the Bank resigned and left for the same reason; and

5. then both the Heads of Risk and Compliance were fired, and, based on what they both told me,
explained the facts orally to the FSA.

Accordingly there were a number of warning flags for the FSA to respond to, other than what might, or
might not, have been said in the forms completed by the Heads of Risk and compliance.

Nor Mr Sants did say that neither of the Non-Executive directors that he placed so much reliance on asked
to see either of the Heads of Risk or Compliance to ask why they were leaving. Nor did he refer to the results
of the Arrow report into Kaupthing Singer & Friedlander in the autumn of 2008.

For all these reasons Mr Sants’ answer was at best so incomplete as to be misleading.

Mr Sants was also asked about the protection that the FSA gave to whistle-blowers. He did not answer
this question but chose to answer the question of whether he took whistle-blowers seriously.

The facts are that the FSA never took seriously the opinions of any of the people from Singer &
Friedlander in 2005, 2006, 2007 or even when I wrote to him in April and May 2008.

Since my evidence he and the FSA have tried to downplay my evidence. Hardly the actions of taking
whistle-blowers seriously, let alone encouraging them to come forward by their treatment of them. This, as
far as I can see, is also the situation relating to the former Head of Compliance at HBoS, regardless of
whether his allegations are correct or not. Rather than protecting him, Mr Sants and the FSA have
attempted to ridicule and marginalise him.

5 March 2009

Supplementary memorandum from the Financial Services Authority (FSA)

1. This memorandum is submitted by the Financial Services Authority as a follow-up to the oral evidence
given by Adair Turner and Hector Sants on 25 February.

2. The memorandum provides answers to the specific questions the Committee asked on:

— the number of individuals in senior positions who we found not to be fit and proper in the past;

— our remuneration policy;

— our current salary scale ranges;

— our severance policy;

— the number of individual consumer complaints we have received in the last five years;

— information on the stress testing we have undertaken; and

— how the anti-money laundering “know your customer” requirements apply to non-UK residents.

Fit and proper

3. The Financial Services and Markets Act 2000 (FSMA) has made provision for the FSA to require
individuals performing certain roles to seek approval to perform a controlled function. We have determined
which roles should be defined as controlled functions in our Handbook. These controlled functions are
divided into groups and are Governing Functions, Required Functions, Systems and Controls Function,
Significant Management Functions; and Customer Functions. The first four groups of functions are
collectively known as Significant Influence Functions reflecting the roles that have a significant influence
over the decisions and strategy of a corporate entity.

4. There are three main outcomes in the applications for an individual to perform a controlled function:
authorisation/approval; refusal; or withdrawal of the application. Since 1 December 2001 (the date when the
FSA became the UK’s single financial regulator), approximately 51,700 applications to perform significant
influence functions within existing authorised firms were processed. 616 of these were identified as requiring
detailed investigation because of adverse information or apparent fitness and propriety issues, and were
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subject to close scrutiny. Of those 616, four significant influence functions were refused, with a further 75
being withdrawn (representing 13% of the significant influence function applications receiving closer
scrutiny). A substantial number of these withdrawals will have resulted from the detailed investigations
carried out.

Remuneration policy

5. The total remuneration of our staV comprises:

— salary;

— core benefits (eg 20 days’ holiday and life assurance);

— flexible benefits (eg additional holiday, and child care vouchers);

— non-contributory pension; and

— performance-related payment (up to 35% of salary in 2008).

6. During 2008 we reviewed our total reward oVering, taking into consideration all elements of reward
and comparing against the external market. It is vital that, with increasingly challenging external market
conditions, our reward strategy supports the objective of further improving and maintaining the quality of
our staV by ensuring that total reward remains appropriate, competitive and is aligned with the relevant
external market. The intended outcome from the delivery of new rewards is to ensure that total rewards
oVered are appropriate and reflect an individual’s contribution, skills and performance.

7. The overall aim of the new strategy is to ensure that all staV are on a common reward platform and to
ensure a more equitable distribution of reward spend. The philosophy behind this is to ensure competitive
and market aligned total remuneration and will provide transparent links between skills, contribution,
performance and reward. It allows for increased flexibility in the targeting of pay awards and performance-
related awards at individuals. The specific ranges for the individual performance rewards for each year are
decided at the end of the previous year. For 2008, as we informed the committee, the range is 0-35%. This
will also be the range for 2009.

8. In March 2009, we began a 90-day consultation period on a proposal to cease future accrual in the final
salary section of the pension plan. The consultation period ends on 2 June, after which our Board will decide
whether to implement the proposal.

Current salary scale ranges

9. We do not have one pay structure that covers all employees. Instead we use a broad “job family”
structure that provides salary ranges. These salary ranges are used to group roles of similar skills and content
under the same generic heading which we call job families. We have 12 job families.

10. Appendix A includes the FSA job families and their salary ranges.378

Severance policy

11. The FSA has a published redundancy policy which applies to all staV that may become displaced due
to changes in the content of their role. Where an employee is made redundant and we have been unable to
oVer alternative employment, a compensatory payment calculated according to the formula below will
normally be granted.

— When there has been service of more than six months and less than two years. A sum equivalent
to 13 weeks’ salary.

— When there has been service of more than two years. A sum equivalent to 13 weeks salary
minimum, plus (for all service in excess of two years):

— two weeks for every complete year of service in excess of two years.

— 0.5 week for every complete year of service over age 40 and under age 45.

— one week for every complete year of service over age 45 and under age 50.

— 1.5 weeks for every complete year of service over age 50.

12. As set out in our redundancy policy, all compensatory payments in excess of statutory redundancy
pay are subject to an individual accepting a compromise agreement. For senior staV these are agreed by our
Remuneration Committee.

13. Members of the FSA Pension Plan who are made redundant, will retain preserved rights in the Plan
calculated in accordance with its Trust Deed and Rules. Eligible employees over the age of 50 can also apply
for immediate payment of pension on an actuarially reduced basis. We will automatically agree to such an

378 Not printed. Available on the FSA’s website at http://www.fsa.gov.uk/pages/Library/Other publications/StaV/families.shtml
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application on an “Active Member” basis and seek Trustee approval. Under these arrangements, any
benefits payable in respect of service with a prior organisation will be paid in accordance with the rules of
that scheme. Core and flexible benefits cease on the date of termination of employment.

14. Clive Briault’s remuneration payment was detailed in our Annual Report 2007/8. During the financial
year, the Remuneration Committee approved the financial settlement paid to Clive Briault on his departure
from the FSA on 30 April 2008. The settlement was included in the remuneration table outlined in the
Annual Report for the year 2007/8 because the FSA was contractually liable to those terms from 13 March
2008. The departure payment comprised £356,452 in respect of salary and bonus, £36,000 in respect of
pension contributions and £202,500 in respect of compensation for loss of oYce. In addition, external
professional fees of £17,500 plus VAT were approved for payment.

Consumer complaints

15. We have received 2,127 consumer complaints between 1 April 2004 and 27 February 2009. This figure
includes 723 Bank Charges Waiver Cases and 477 cases about our actions in the case of an alleged
unauthorised collective investment scheme—KF Concept (KFC).

Stress testing

16. We have always espoused the importance of stress testing as part of a well functioning risk-
management process (a view that is enshrined in the Basel II capital process) and in our own risk
management we carry out an extensive stress-testing programme. We carry out three diVerent types of
stress test:

(a) Parameter Shift—the simplest kind and a necessary building block for scenarios (see later).
This involves taking a single parameter (eg the rate of unemployment) and moving it. The
impact the change has will depend on the transmission mechanism we build, which will
include amongst other things how sensitive our risk profile is to the change in parameter. In
some cases we can estimate the sensitivity and transmission mechanism from data that firms
submit to us. In other cases this is a judgement-based exercise.

(b) Scenarios—these are, in eVect stories that are made up of multiple parameter shifts often over
a defined time period. Scenarios can become quite complex, once more than one parameter
moves we need to think about how one parameter aVects the other—in other words we need
to consider “correlations”. Again, where possible we use data to provide estimates and we
place heavy reliance on our Oxford Economic Forecasting and National Institute economic
models. For all their complexity, however, the main advantage of scenarios is that they are
easier to relate to. In our work we have looked at scenarios as varied as a collapse of the
internet and an avian flu pandemic—to a disruption in the hydrocarbon sector. More recently
our stress scenarios have focused more on economic stresses. We have considered a range of
domestic and global economic outcomes. Some of these were published in our recent
Financial Risk Outlook. There we outlined three alternative scenarios—the first a successful
application of policy and a relatively rapid recovery from recession, commonly described as
a “V”-shaped recovery (referring to the shape of the GDP curve). The second was a deeper
recession, where recovery would take longer—more a “U”-shaped recovery. Finally we
considered the impact of stagflation—in essence the impact of a monetary policy dilemma
where the needs to control inflation and promote growth may conflict. We have additionally
considered the impact of more individual shocks, for example, severe equity moves.

(c) Historical simulations—these stress tests re-run an actual stress. The main advantage of this
being that there is no shortage of data on parameters and correlations. There principle
weakness is that the world (particularly the financial one) moves on and as such we need to
interpret results more carefully. For example the growth of internet and telephone banking
has significantly reduced the cost of moving deposits. Despite this drawback we have been re-
running various versions of the 1980s and 1990s recessions to test the vulnerabilities of our
banks and insurance companies.

17. For each individual firm we take this generic approach and customise it. We believe that publishing
these individual scenarios could be damaging to market stability and release commercially sensitive data.
Therefore, it is not our intention to publish this information.

Know your customer requirements

18. Neither the Treasury’s Money Laundering Regulations nor our Handbook prohibits a firm from
taking on a UK citizen who is not resident in the UK as a customer. The same is true of guidance written
for the financial services industry, by the financial services industry, and which is formally approved by the
government (the JMLSG Guidance).
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19. The Treasury’s Money Laundering Regulations require firms to know their customer. The JMLSG
Guidance sets out how firms should identify their customer and which aspects of their identity they should
verify. There is a section in the Guidance on customers who are non-resident, not physically present in the
UK, wishing to open a bank account. This section explains what firms should consider when dealing with
such applications: for example, it states that a firm should apply enhanced due diligence where the customer
is not met personally or where other high risk factors come into play. It does not, as noted above, suggest
that firms should refrain from entering into a business relationship with a UK citizen not residing in the UK.
20. Ultimately, it is a firm’s decision about whether to take on a customer and money laundering risks are
likely to be just one of the factors that they will consider.

21. We attach in Appendix B the British Bankers’ Association’s research which Hector mentioned in our
oral evidence and which suggests that some banks are oVering accounts for UK citizens located oVshore.

6 March 2009

Appendix A

FSA Job Families can be found on the FSA’s website at http://www.fsa.gov.uk/pages/Library/
Other publications/StaV/families.shtml

Appendix B

Select BBA members’ responses to FSA/HMT questions on non-residents

Question 1: Would you/do you open accounts with your UK entities (as distinct from oVshore entities) for
people who are not resident in the UK?

Bank 1—“We would not open an account for customer who is not resident in the UK within UK retail
banking.”

Bank 2—“For Non-UK residents, our websites do not currently permit individuals to progress, in line
with the European Commission’s findings to date. We do however oVer an account to non-residents, with
limited features. This product is a cheque book based high rate investment product aimed at high balance
and low activity. It requires a minimum investment of £5000.

We also oVer an account for students moving to the UK who require a new bank account. It oVers an
ATM card, Visa Electron debit card, direct credits, standing orders, direct debits, bill payment, online and
telephone banking, and withdrawals from Post OYce counters. It does not however oVer overdraft, cheque
guarantee card, or cheque book facilities.”

Bank 3—“Yes, but they are subject to our usual identification process (ID) and verification of address
(VA). We do require the appropriate documentation to be presented to one of our oYces in the UK before we
open the account. Depending upon the product requested credit review and decision will also be completed.

We have a product designed specifically for non UK residents who are planning to come to the UK for
a period of time. Although most of the account opening process for this product is available on-line, and
therefore locally, we do require the appropriate account opening documentation (ID and address
verification) to be presented to one of our oYces in the UK before we open the account.

Additionally we have products that cater for non UK residents requiring an account in the UK via our
international banking centres. To qualify for this service the customer would have to be our customer in their
country of residence (this service is available to non-customers for a fee but is not promoted)

Bank 4—“We will currently open an account for an individual if they can provide a UK address. The only
account we currently oVer specifically to a non UK resident, is an International Student product. We would
however open accounts for individuals who have recently moved to the UK from overseas (such as economic
migrants) and our staV have specific identification procedures to support this process.”

Bank 5—“In principle we have no objection to a non-UK resident opening an account. However, fraud
is a major concern for us and indeed many of our competitors and this does have a bearing on product
availability in practice.

We complete a risk assessment, which incorporates fraud checks and UN/EU Sanction checks on all new
accounts. The fraud checks are undertaken via credit reference agencies and as part of this process we require
that the customer’s address is verified. This verification is possible for UK Residents as the Credit Reference
Agencies have access to data which enables this check to be completed. This is not currently possible for
Non-UK Residents, due to data sharing issues.

For those individuals that are temporarily resident in the UK, we have developed a specific product aimed
at Polish speaking migrants. This account can be opened on the production of a passport or national ID
card. We have a similar product for the Indian market.

We also provide banking facilities to International Students which are temporarily studying in the UK.
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Bank 6—“Yes. We have a business unit that caters for international clients who wish to open accounts
with our UK entities. These international clients include foreign nationals residing outside the UK who may
wish to hold funds in the UK, or UK expatriates living and working overseas who may also wish to hold
an account with the UK entity to facilitate transactions they may have in the UK.

Our fraud controls and ID&V requirements do not prohibit the opening of an account for a non-resident
at any UK branch. However, for operational reasons we would normally direct an overseas resident to open
an account with our nominated branch in London which specialises in operating such accounts.

We also run initiatives where accounts are opened in the UK pending arrival of an economic migrant from
their home country. Accounts are also opened for example for international students, ie non-residents
visiting UK for short term educational purposes.”

Question 2: If no to 1, would it make a diVerence if the person already had an account with you, had moved
overseas and wanted to open another account?

Bank 1—“If a customer has an account with us and moves abroad we would open a secondary account
as we have already undertaken identification and verification requirements”

Bank 2—“Non-residents have the ability to open up accounts referred to in Question 1 above.”

Bank 3—“Opening of a secondary account for an existing customer is easier depending on the account
opening request and providing we hold current ID and VA information”

Bank 4—“No, we currently only open new accounts for people with a UK address”

Bank 5—“Each request is considered on a case by case basis and the decision made will be determined by
the perceived risk. If an existing customer (living abroad) wished to open an additional account, our staV
would still need to undertake the same due diligence procedures, however the existing relationship and
associated knowledge of the customer and their account profile would all have a bearing on the ultimate
decision and in the majority of cases an additional account will be opened.”

Bank 6—N/A

Question 3: If no to 1, why not?

Bank 1—“Inability to verify identity and address details and inability to confirm the customer details”.

Bank 2—“For products other than those mentioned, not being able to verify the address/identification of
a non-resident nor ability to check a credit database for fraud information”.
Bank 3—N/A

Bank 4—“This is a complex issue, which we know has been discussed within the BBA membership.

Our credit decisioning is fully integrated with the Credit Reference Agencies and this would not be suitable
for non UK residents. The same level of service is not available from overseas Credit Reference Agencies.

With respect to the Basic Bank Account, this too is currently oVered only to UK Residents. We believe
that this is in line with the legislation and guidance in the UK for this product ie the requirement to oVer
basic banking facilities to socially excluded individuals resident in the UK.”

Bank 5—“We generally require a customer’s address to be verified before an account is opened for Fraud
Management Reasons. This policy also applies to Basic Bank Accounts, which whilst not having an
overdraft facility, are still the subject of first and third party fraud, the main concerns being; uncleared fraud,
debit card excesses, mail interception and ID Theft.

Bank 6—N/A

Question 4: If someone moves abroad, do you require them to close their account?

Bank 1—“No—we do not insist on the customer closing their account if they move abroad”

Bank 2—“No, there is no requirement for the customer to close their UK account, however we do advise
the customer that they may have diYculties in operating their account in the normal manner if our firm does
not have a presence in that particular jurisdiction. Where UK expatriates are taking out a mortgage, or other
product, with our Spanish, Irish or Dutch subsidiaries, they can continue operating their UK accounts.

Bank 3—“No”

Bank 4—“No. We only require accounts to be closed if a customer moves to a jurisdiction which is
prohibited under our AML policy.”

Bank 5—“We do not normally require customers to close their account if they move abroad. The
exception to this rule is where bespoke arrangements have been put in place for corporate farming clients
to open accounts for seasonal migrant workers (ie crop pickers) and these are closed (with the clients
agreement) when they return home at the end of the season.”
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Bank 6—“No (subject to normal regulatory constraints such as compliance with international sanctions
policy etc.). For example, accounts remain open for expatriates, returning overseas students, economic
migrants. There is nothing to stop these or any other account-holder maintaining their account when no
longer residing in UK (in some cases this may involve the account being transferred to our nominated
specialist branch).”

Question 5: If yes to 4, why?

Bank 1—N/A

Bank 2—N/A

Bank 3—N/A

Bank 4—“We have a Country Control Policy for AML purposes, which outlines certain high risk and
prohibited jurisdictions. The only jurisdiction currently classed as Prohibited is Iran.”

Bank 5—“Not for the majority of our customers (please see answer to Question 4).”

Bank 6—N/A

Memorandum from Graham Senior-Milne

Over the last few weeks I have watched the proceedings of the Treasury Select Committee, which you chair,
with a sense of increasing outrage. Let me explain why, in terms which, as a simple accountant and auditor,
I hope most people will understand.

The global recession has been caused largely by the banking crisis. The banking crisis has, in turn, been
caused largely by excessive risk-taking by banks around the world, but principally in the USA and the UK,
who have undeniably “led the pack”. The excessive risk-taking by UK banks has been enabled by a weak
regulatory regime. To put it the other way round, a strong regulatory regime in this country could certainly
have avoided the worst eVects of the banking crisis. The banking regulator in this country is the FSA, which
is a supervisory arm of government, set up by and acting on behalf of the Treasury. It is therefore largely the
government’s responsibility that the banking system in this country is in such a mess.

The Labour Government in general, and Gordon Brown in particular, have fostered a risk-taking and
loosely-regulated banking environment since coming into oYce and the blame for doing that must be laid
squarely at their feet.

So where does the Treasury Select Committee come into it? Well, your Committee, like all Parliamentary
Committees, is there to hold the executive to account; that is, to ensure that the Government is doing its job
properly. On this basis your Committee oversees the FSA on behalf of Parliament. The question therefore
arises as to how well your Committee has done its job of overseeing the FSA in the past 10 years or so and
whether it (the Committee) could or should have done more to prevent the current banking crisis.

In October 2008, the Parliamentary Ombudsman issued her report on the Equitable Life Crisis, and that
report identified serious wrong-doing on the part of the FSA, including that it had “actively misled”
policyholders. What she identified were not isolated acts of negligence or misconduct by individuals, but
widespread, continuing, systematic (institutionalized) and conscious wrong-doing on the part of the
organisation; in short, a body that was clearly, to use John Reid’s words, “not fit for purpose” as a regulator.

The point is that the Equitable Life Crisis happened back in 1999 and 2000.

All the key evidence that was available to the Parliamentary Ombudsman for the purposes of her 2008
report was available to your Committee when it investigated and reported on the Equitable Life Crisis in
2001. The only conclusion is therefore that had you investigated the Equitable Life Crisis properly in 2001
then you would have identified that the FSA was “not fit for purpose” as a regulator at that time, and had
you done this then you could have taken steps to radically reform the FSA 7 YEARS AGO. Had you done
this (that is, turned the FSA into an organisation that identified and dealt with problems robustly rather
than brushing them under the carpet) then it is probable that the UK could have avoided the worst eVects
of the banking crisis—or, at least, that we stood a good chance of doing so.

But there is more. Not only was all the key evidence concerning the FSA’s lack of fitness for purpose
available to your Committee back in 2001, but on 22 August 2003 my then MP, Sir Archy Kirkwood, wrote
to your Committee on my behalf on this very subject (the FSA’s misconduct during the Equitable Life crisis
and in relation to GAR liabilities generally). You then spent the next four years fighting what I can only
describe as a rear-guard action in order to avoid investigating this matter and I even understand that, as a
result of your eVorts, it was never even considered by the Committee as a whole.

As Chairman of the Treasury Select Committee since 1999 you have been entrusted with a great
responsibility, which is to hold the Government to account on behalf of Parliament. It is clear that you have,
in fact, done precisely the opposite; you have sought to protect the Government as far as you possibly could.
In acting as you did, you, and the other Labour members of the Committee who have acted in concert with
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you, are primarily responsible for the failure to ensure that the FSA was fit for purpose as a regulator. In
order to identify one of the main causes of the banking crisis in the UK, you need to look no further than
your own mirror.

During the session of the Treasury Select Committee on 10th February 2009, a member of the Committee,
Nick Ainger MP, asked the former bank executives attending at that time (Sir Tom McKillop, Sir Fred
Goodwin, Lord Stevenson and Andy Hornby) what banking qualifications they had. Although I feel it
might be an idea to ask you this question as well, I am sure you will appreciate why I feel it is not
qualifications that matter in the banking industry, it is trustworthiness. It is largely lack of trust that is
responsible for the current credit squeeze and it is trust that must be rebuilt—but we need to be able to trust
not just the banks and the people who run them but the regulator who oversees the banks and the politicians
who oversee the regulator.

In order to rebuild trust at the political level, it is essential that, in future, the Treasury Select Committee
should be chaired by an opposition MP.

This is my recommendation to the Committee.

21 February 2009

Further memorandum from Graham Senior-Milne

I am writing further to my E-Mail below and, in particular, to my comment that the FSA was clearly not
fit for purpose back in 2001. I read in the Daily Telegraph that Lord Turner of the FSA stated in evidence
to the Committee today “that the regulator had not been fit for purpose for much of the past decade”, which
exactly reflects what I have said. In my view, much of the blame for this can be laid squarely at the feet of
Mr. McFall who consistently failed to hold the government to account during his chairmanship of the
Committee for its policy of lax regulation and, indeed, that he actually acted to protect the government from
being held accountable during this period—something that he continues to do.

25 February 2009

Memorandum from Timothy Hicks, FCA, Ex-Development Accountant for the HBOS Subsidiary
Clerical Medical Europe

1. Personal Credentials

1.1 I am a Chartered Accountant qualified in 1986.

1.2 I have worked in Financial Services since 1990, specialising in internal control and have experience
in fraud investigation and computer systems.

1.3 In 1998 I submitted evidence to the Nolan Committee on Standards in Public life on protection for
whistleblowers.

1.4 I was employed by HBOS from October 2002 until August 2005 in their subsidiary Clerical Medical
Europe in Luxembourg.

2. Background

2.1 Clerical Medical used an electronic system to approve all invoices, expense claims and credit card bills
in which they would be scanned into the system and sent to the approver to electronically authorise. In
September 2004 it came to my attention that the Sales Director had given his password to all of the Finance
systems to a temporary secretary and told her to approve all invoices, expense claims (including her own) and
credit card bills without reference to anyone else. I objected to this because it was contrary to bank policy,
constituted a material failure of Financial Control and allowed an outsider to pay her own expenses and
hundreds of thousands of Euros worth of invoices without any review or supervision by HBOS. On a related
issue, I also complained that Clerical Medical did not have an expenses policy and that consequently the
European Strategy Director was authorising expenses claims from his employees for cigarettes and which
were unsupported by receipts. I reported both of these matters to the Finance Director, who refused to take
any action. The European Strategy Director then made a written complaint about me because I had asked
him not to authorise the payment of cigarettes with HBOS funds and not to approve expenses claims which
were unsupported by a receipt.

2.2 The temporary secretary that had access to the passwords complained about me to HR and alleged
that I had called her “incompetent” in an e-mail. This was an allegation of gross misconduct, for which I
could be summarily dismissed, so I was interviewed by the HR Manager. I denied the allegation and asked
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to see the e mail in which I had called the secretary “incompetent”. The HR Manager was unable to produce
any such e mail and agreed that the allegation was without substance and I was acquitted. I now believe that
this was an attempt to dismiss me for gross misconduct because I had reported failures in Financial Control.

2.3 In January 2005 I was told by the HR Manager that I was being made redundant under a restructuring
called Project Crystal. This was a falsehood and HBOS subsequently accepted that Project Crystal had
finished some time before and my redundancy was not part of Project Crystal. It was clear to me that I was
being made redundant because of the conflict that arose because I had reported failures in Financial Control,
so I submitted a formal complaint under the HBOS whistle blowing procedures.

2.4 The Group best Practice manager notified local Clerical Medical management that I had submitted
a complaint under the whistle blowing procedures and I was interviewed by HR that day, told to leave the
oYce immediately, escorted oV the premises and subsequently made redundant. HBOS also withheld my
bonus, although this is not done when an employee is made redundant, only when he is dismissed for gross
misconduct.

2.5 The complaint was investigated by Mr Moore’s successor as the HBOS Good Practice Manager
whom Mr Moore describes as being a sales manager who had “never carried out a role as a risk manager
before”. During the investigation, it became clear that the Chairman of the Audit Committee and the
investigating oYcer did not understand the terms of reference of the investigation. The investigation
confirmed my allegation that the Sales Director had given away the passwords to all of the Finance Systems to
a temporary secretary and allowed her to make entries in the systems on his behalf, but concluded that this was
not a failure in Financial Control and refused to support my case. This conclusion was supported by every
member of the Audit Committee, the HR Director, Internal Audit and the Finance Director. I consider that
this conclusion was perverse. HBOS also refused to implement an expenses policy for Clerical medical in
Europe.

2.6 When the case came to Court, I claimed that I had been forced out for complaining about failures in
financial control, Clerical Medical claimed that I had been made redundant because sales were falling at the
time of my redundancy and they had to cut costs. A statement from the CEO was read out in Court to that
eVect. The judge ordered Clerical Medical to produce their sales figures and then adjourned the case. When
the figures were produced, they showed that sales had in fact risen at the time I was made redundant and
the court accepted that the reasons given for my redundancy by Clerical Medical were without foundation
and awarded damages against Clerical Medical.

3. Executive Summary of the Main Points I am Making

3.1 I agree with the recent comments of the US Treasury Secretary Mr Tim Geithner that one of the main
causes of the credit crisis was the failure of the risk management function.

3.2 Clearly, a situation where a temp secretary has Director level access to all the Finance systems and is
approving her own expenses and all of the expenditure of a large part of the company, is completely
unacceptable, as is a situation where shareholders funds being used to pay for employees cigarettes. Yet the
Group Risk Director, The Finance Director, Internal Audit, HR and the Audit Committee all supported
the sales Director and refused to intervene, while an impartial Court upheld my case. It does not matter how
strong the procedures are or what the legislation is, if the people enforcing it are not independent, competent
and strong enough to speak out, then any system of regulation is bound to fail.

3.3 I also agree with the comments of Mr Moore that there was a total failure of all key aspects of
governance in HBOS, including Finance, Internal Audit, Compliance, HR and the Audit Committee.

3.4 It was quite clear that HBOS was focused on sales and that if anyone from the various control
communities spoke out against a member of the sales force, they would not be supported. Nothing
demonstrates this better than Mr Moore’s evidence that a sales manager had been appointed to a senior risk
function that she was not competent or experienced enough to occupy. In particular, the HR Department
was quite willing to remove a whistleblower to protect the Sales Director, even to the point of submitting
falsehood in evidence in legal proceedings.

3.5 As Mr Moore points out, by its very nature, the role of internal control requires that the incumbent
challenges senior management when systems, controls or personal conduct do not meet the standard
required by the public interest. Under these circumstances, internal control professionals need a higher level
of protection than is currently aVorded to them.

3.6 It is also clear that the various Directors involved in reviewing my case were not independent, had
been there a long time and their positions in HBOS and relationships with each other had become too cosy,
to the point that Directors were no longer objective or able to fulfill their functions.
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4. Recommendations

4.1 That consideration of whistle blowing cases should be withdrawn from banks and put in the
jurisdiction of an independent statutorily appointed body or person, not aninternal appointment that is
subject to political influence. Such a person could be for instance a retired High Court Judge and should
have the power to examine witnesses and documents and make binding recommendations.

4.2 The FSA or the Treasury should have a right of veto over the appointment of Compliance and Risk
professionals, Internal Audit Directors, Good Practice Managers, members of Audit Committees and Non
Executive Directors who are not experienced, independently minded or impartial, and a right of removal of
those who are shown to have failed to execute their functions properly.

4.3 There should be regular, formal and independent audit of internal control functions.

4.4 A suitably experienced non-executive Director of independent temperament should be directly
appointed by the FSA or the Treasury, with direct responsibility for oversight of the risk and compliance
functions and rotated regularly.

4.5 The Audit Committee should all be competent to fulfill the role. Currently there is only a requirement
for one to be competent. They should also be rotated oV the Committeee every three years.

12 February 2009

Further memorandum from Gavin Fryer

Last Week’s Treasury Select Committee Meetings with Bankers

Following my letter to you of 7 February and your acknowledgement, you can imagine that in the light
of events I am “seething”. I believe that from the line of questioning last week, some of which I witnessed
through the television broadcast, this was going along the right lines.

Building Societies Converted to Banks

It concerns me that the Financial Services Authority assessed the uncertain position of HBOS and
probably found itself ill-equipped to change the likely course of events. Why have some banks of today
eVectively failed?

Building Societies had a stable lending activity founded on a business model that served them well for
many decades. This was despite the overturning of the convent ion “you do not borrow short to lend long”.
The key reason for this in the case of building societies was the extent and quality of the confidence that
depositors placed in the societies’ conservative business model. Those “friendly societies” had been
regulated under legislation diVerent from the Companies Acts and operated on a very conservative basis.
Thus they survived for a very long time, distinct from the skewed model in the USA. Were depositors’
confidence to be undermined, the consequences of overturning the convention would result in disaster, vide
Slater Walker for which the Bank of England found they had indeed borrowed short to lend long. That is
part of the root of the problem we have encountered. Owing to a mistaken perception and entry into the
banking arena as a bank, distinct from traditional building society activity, these entities took the initiative
to access the wholesale money markets without the diligence and know-how to assess and manage the
associated risks. The mistake seems to have been the urge to seek massive additional money from short-term
international sources to re-lend for long-term mortgages.

One cannot make sense of the attitude that a bank recruits at board level, or just below, an expert in retail
selling to expand the loan book. Anyone with the remotest contact and experience of international finance
would tell you that. The risks are a hundred fold greater. How is it that this attitude prevailed at board level?
Did the directors honestly examine the risks and consider what experience they had to deal with them? There
were plenty of individuals who could at least have explained why such a course for expansion would be risky.
But what experience did the directors have to even consider this prospect? Entry into the wholesale finance
markets is totally diVerent from what one might term traditional borrowing from depositors who had a
number of long-standing relationships with their building society that gave them a great deal of confidence.
That confidence was the basis of the trust between the parties. It evaporated once the scale of their borrowing
expanded outside these depositors to encompass the risks inherent in the international money markets.

In my view the directors should have never gone down that road even if their entity took on the status of
a bank. Those directors did not understand what they were doing: in particular the directors did not
understand the way the traditional confidence of depositors that underpinned a conservative building
society business would alter once the convention that “you do not borrow short to lend long” was turned
on its head. Without a broad sweep of confidence, operating a business in opposition to that convention and
involving international counter-parties was bound to lead to big problems, if not destruction. Look to the
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USA and to the experience of Fannie Mae and Freddie Mac. Indeed, some years ago the entire mortgage
activity in the US fell on its head when interest rates rose above the government imposed ceiling for lending
rates in the personal mortgage market of 13! % pa. That arbitrary waterline could never hold out in a flood.

It seems that some investment banks broadened their business activity into personal lending on
mortgages, an area of business their directors knew little about, while building societies experienced in this
type of lending for 100 years and more moved the other way by taking on huge exposure in the wholesale
markets. Neither sets of directors understood the diVerence between these activities.

Experience of Directors

Last week you and members of your Committee rightly focussed on the experience of the directors of the
British banks being interviewed and how much relevant experience they had of banking. The answer given
was economical and time should have been made to pursue these questions far harder. If these directors did
not have banking experience, one has to ask why they did not act cautiously and adopt a conservative
business strategy. Instead they clearly thought that having directed a substantial business they were equally
qualified to run a bank in the deepest pools of international finance. Added to which, they authorised
commitment of their bank to huge exposure in complicated transactions in money instruments, securitised
debt, in the deepest currency markets and extended the time intended to elapse in such contracts. The
combination of all those factors and the changing relative strength of the counter-parties makes for a myriad
of consequences. I expect that they had hardly any clue as to how such contracts operate in fair weather or
foul. Once outside factors turned against them the value and hence the price fell faster than they could
imagine. But that is the nature of markets when things get tough, as they will sooner or later.

Decision-making and Governance

One can be forgiven for thinking that these directors forged ahead regardless of the risks, despite so much
current attention to establishing and implementing correct corporate governance, even through Company
Law. Did these directors think they were somehow above the law and current convention? What did they
think was the point of all the work involved even for the smallest entity, not necessarily in a business, that
now goes through due diligence to protect itself against claims later? I was a part of a “house” that specialised
in advising on corporate governance, advising individuals intending to take board positions and present
workshops for directors or persons expecting to assume such positions both in the UK and Europe, even in
Russia. I know that there is no excuse whatever.

Before taking strategic and tactical business decisions, what regard did the board have for the various
groups of stakeholders in their bank? What factors did they consider on behalf of the depositors, the
counter-parties with which business deals were done, creditors, the shareholders, the money market, the
interests of the UK banking sector and other wider public interests including the regulators and government,
and not least the entity’s reputation and ability to maintain a sustainable activity into the future. Indeed,
what were the non-executive directors saying? Were they the appropriate people to have on the board of
a bank?

Summary

These factors should be examined closely to understand how the people holding responsibility for the
actions of each bank allowed the situation to get so completely out-of-hand. It seems that the directors did
not have relevant experience, did not seek and obtain advice that was applied to their entity’s situation and
acted out of total disregard for the consequences.

Avoid being drawn into technical detail. The picture is so large and so many people are aVected by the
consequences of only a few hundred individuals in the UK “taking their eye oV the ball”. Similar numbers,
pro rata to national GDP, would probably be found in other countries. Also remember that no bank or
company can take action of itself. For any course of action, or inaction, one has to have people to take
decisions and implement them. A corporation is not self-propelled.

Consequences

If the point is proved, then quite serious consequences should follow. It matters not whether they are
executive or non-executive since they are all equally responsible under company law. If the directors did not
understand these transactions and their implications, how could they recognise a mistaken strategy adopted
by senior managers. Why and how did the directors and senior managers in this entire saga of the last five
months not stop to consider the consequences of their chosen business strategy. It seems to me that a case
could well be made for pursuing the Directors for not acting prudently. When one boils all this down, it
comes to acting without due care and attention, regardless of the consequences. Persistent questioning may
well reveal responses that show aspects of “gross negligence”. Insofar as that finding is the case for some
individuals, grave consequences will follow.
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I cannot see why those individuals who received huge remuneration should not be required to repay in
cash the last year’s total remuneration to their employer for the benefit, say of junior staV pension finds.
That way these individuals would experience some pain. Furthermore, to the extent that culpable individuals
on the Boards of directors of British banks that are regulated by the Companies Acts should be addressed
by the Secretary of State for Business, Enterprise and Regulatory Reform, Those against whom findings
have been delivered that they acted without due care or acted in a grossly negligent manner should be
disqualified as a director. Such disqualification should apply to the individual to prevent him or her from
ever again acting as a director of an entity that falls within any of the UK corporate regulatory control.

The Financial Services Authority—Regulatory Control

As regards the Financial Services Authority (FSA), their chairman and directors should be questioned by
your Committee. What were they doing to control the banks, especially those that changed their activity
from a building society to an authorised bank? Why were these entities permitted to change their business
and authorisation, and of course fall within diVerent legislation from that previously applied to them? Why
did these changes go through without extensive interviews and assessment of the know-how and
understanding by the directors of the risks inherent in international banking, derivatives, etc.? Were such
assessments carried out after an initial vetting? Why were no ceilings or other controls imposed upon those
entities, at least until their directors could demonstrate to their regulators that they would be in full control
of the risks of their business? There are a lot of questions here.

In my view the FSA has a lot to answer for. There seems to be an assumption that Banking entities and
dealing enterprises can be allowed to operate without any controls and provided they are earning lots of
money for shareholders and “everything in the garden seems fine”. For the key regulator, that will not do.
In the light of events last year lack of eVective regulation is a catastrophe.

Bonuses

Now we see that the FSA directing banks not to pay bonuses but to defer settlement in the form of share
options or a similar manoeuvre. That needs to be questioned. It looks like a wet response to a very serious
problem. The banks say have felt that they need to retain executives because their skills must be retained.
Well, the international scene is telling us that as most countries in the Western world have run into the
banking crisis, these so-called “skilled people” are not about to migrate to a competitor.

Payment of these bonuses to any employee earning say over £45,000 should be eliminated forthwith. It
very much looks as though entities, banks and FSA to take examples, are taking swift action to dispose of
cash that may well not rightly be theirs to dispose, so that the “deed is done” and cannot be reversed.
Taxpayers are not in a generous mood to fund bonuses for actions that have lead to such a widespread
disaster. Any bank in the taxpayers’ ownership, partly or wholly, relies on taxpayers’ funding. Furthermore,
we have been told that the UK taxpayers may find that it will take until 2030 to pay for all this damage. On
no grounds whatsoever should bank executives or directors be paid other than for a wholly satisfactory
delivery of work, not work the hours and be paid double for attending the oYce consistently.

FSA Bonuses

Again, the FSA want the public to believe that it is appropriate, in the light of events and the above factors
and FSA’s own failings, for FSA to pay a huge sum from their own resources by way of bonuses, covered
by a sugar coating of “for services in dealing with the banking crisis”. No, Sir! This is taking us into the
“Looking Glass World” of Alice. The FSA was established as the regulatory authority to protect the public’s
involvement in investment and banking, as well as insurance, etc. Can it honestly hold up its head in public
and say on one hand banks must defer payment of bonuses, that ought not to be paid anyway, while on the
other it says “we will pay ourselves in cash for immediate settlement”. This surely surpasses the
understanding of most people. Any remaining credibility or reassurance the public have in the regulators is
being dissolved. Also to say that, on behalf of the public, Britain’s investigators should not go too far on a
“witch hunt” because this will destroy overseas perception of British banking, well that has been done quite
perfectly by the directors of these banks in the first place and possibly by others in the second. Is no one
going to take a grip of this problem?

Select Committee Procedure

In my view your Committee has a big task on its hands. Will the Committee be able to set aside suYcient
time to address these problems, to find out why they occurred, and what can be done (a) to address the
outcome to those responsible and (b) make proposals for dealing with the future? An Inquiry should be
carried out swiftly with a published outcome for the public to read, digest and discuss.
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If it is not possible for the Committee to set aside the time needed, I believe that the government must
appoint a Royal Commission or similar all-party Inquiry that quickly goes to the root of these problems,
and reports within six months. The Jenkins Committee on Company Law many years ago produced a
marvellous Report that was a model of clarity in all aspects. For many years that Report was a standard
reference for a wide range of complex points in Company Law. It was also very well-written in English. Your
Committee owe it to the public to carry out such enquiries and report or recommend an alternative
mechanism to do so.

Meanwhile, until those findings and recommendations have been received by the government and been
published, no bonuses or other precipitate action should be taken that might not otherwise be capable of
reversal.

15 February 2009

Memorandum from Michael Paxton

Subject: Failure to Detect Risk in Toxic Bank Assets, Related Issues and Suggestions

I am a well-educated 74 year old male. My financial expertise is limited to the study of higher mathematics;
the usual one year economics course in university and careful reading of the New York Times (NYT).

I do not seek a response to this letter other than, perhaps, acknowledgement that it arrived upon your
desk.

CNN TV was kind enough to present two hours recording of your meeting of Tuesday 17 February
concerning the failure of the Royal Bank of Scotland (RBS), causes, remedies.

I found your few questions to be of exceptional clarity and focus. The following observations and
questions may be of help in any such future meeting.

Following the fall of Lehman Bros., the NYT explained the toxic nature of bundled and securitized (B&S)
mortgages. Immediately, risks were apparent to me. The main question being why, based on common sense
only, was I able to detect these issues, but not the several risk assessment committees cited by your meeting
respondents. Here are a couple of observations.

It should be immediately obvious that it is impossible for Moody’s, or any other rating service, to evaluate
and rate B&S mortgages. How would one even attempt it? Go back to each and every lending bank and
borrower and ask, “Did you tell the truth in loan documentation?” The only answer possible would be, “Yes,
of course.” And what would be the cost of even attempting this? Simply too labor intensive. So, the rating
agencies simply stamped them all AAA or whatever based upon some macro considerations.

Also common sense at the time, at least to me, was the question: who will do the follow-up on the portion
of these loans that turn sour, and how motivated will follow-up agencies or individuals be? This in contrast
to a bank which holds individual mortgages and would surely follow up aggressively.

At least one of your respondents pointed out that the banking industry presumed that purchase of B&S
instruments by many banks would have a stabilizing eVect because it “spreads the risk.” This opinion may
have surfaced at a time when those not intimately involved with the details of banking institution portfolios
were aware only of B&S American home mortgages. They hypothesis may have been that, “There’s just not
that much of this stuV to go around. No single bank will hold a lot of it”. But shortly after that, all bankers
should have become aware that B&S car loans, credit card debt, and other instruments abounded, erasing
the idea that small scale might help.

Having recognised the large scale purchases of such investments, common sense should have indicated
that there was certainly one risk, that of an economic downturn. So, we must presume that the risk
committees collectively decided that there was no danger of a serious economic downturn. Risk is stated in
terms of probability. So, risk % 0? Was it quantified? This, 12–18 months after the American housing
situation and indeed the entire economy was in a boom approaching a bubble. Where was the common
sense?

Somehow the spread the risk argument does not work in this case. Perhaps a mathematician should look
at this. Discussion concerning risk by your respondents does, however, indicate that risk was recognized, if
not quantified, and ignored.

Some have suggested that the pressure to achieve returns comparable to at least the mid range of others
in one’s industry diluted the eVect of warnings by risk committees and induced bank management to take on
high return investments even though warned about risk. In this context common sense prompts a question to
which I have no answer. Prior to the time they started to go sour were B&S instruments indeed high return
investments?
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If not, why buy them with at least some mild perception of risk? Setting aside B&S American credit card
debt with its ridiculously high interest rates, a small part of the whole after all, leaves primarily mortgages
and car loans. Back in the boom, Allan Greenspan kept interest rates low. In addition to low interest rates,
one has to believe that a large chunk of the potential return was taken in the form of fees by organizations
conducting the B&S, rating services such as Moody’s, and expensive bad loan follow-up. Considering other
alternatives, it almost appears that bank management acquired high risk instruments oVering low return—
ignoring both risk and their need for high returns. If correct, what happened to common sense? Hindsight,
but interesting.

A related question is: Why did RBS and other banks and lending institutions take on so much of this sort
of investment? My limited experience indicates that bank assets are usually thought of in terms of
outstanding bank loans. Relative to that, investments and securities of whatever sort should be rather small.
This being the case, it is surprising that they can do so much damage.

Finally, some discussion is worthwhile concerning the eVect of rapid declines in share prices such as
occurred immediately before the demise of Lehman, Bear Stearns, and RBS. The speed of these declines
indicate that they are rumor driven. But even if the share’s price of RBS falls by 60!% in two days, does
this destroy the bank; same for Bear Stearns? It may be true, as was the case with Bear Stearns, that potential
partners do not want to do business because they fear the quality of operations and the quality of assets of
the victim. And shareholders suVer.

Still, it would seem that a Bear Stearns, for example, or RBS, could simply ride it out. After all, streams
of returns guaranteed by contract are still coming in. The question of the eVect of rapid share value declines
needs more explanation.

As does the question of why even potentially toxic assets were not segregated and simply sold at fire sale
prices once inability to value them became apparent. Or drastically written down.

Suggestions

Consider an outside organization to review and comment upon risk assessments. Having worked for one
of the big four international accounting firms, I can testify to the intense pressure on partners not to lose
an account as large and profitable as RBS. The same would be true of a law firm serving RBS. Complete
independence is required for objectivity. However, little should be required in the way of special expertise
or higher mathematics. Required is independence and judgment. Consider enlisting economics professors
coupled with students working toward advanced degrees in economics to do the grunt work. A learning
curve would be involved. One of your respondents mentioned that RBS was quite willing to tolerate learning
requirements for directors recruited from other industries such as retail.

Find a way to make rating of B&S instruments more reliable. While business models of banks, hedge funds
and the like may be confidential to give them an edge over the competition, activities of rating services to
achieve their results can be made transparent and open to public scrutiny.

Consider requiring that each B&S instrument, eg, a bundle of 1000 mortgages, be insured. One response
to this and the previous suggestion would be, “But if that cost is added, they will not be very profitable.”
Indeed.

I applaud your eVorts and found your meeting extremely informative.

March 2009

Memorandum from Kenneth Gray

With reference to the enquiry by the Treasury Select Committee I would like to make some small but
hopefully relevant comments about the Chairman of Halifax Bank of Scotland.

I attended the A.G.M of HBOS in Glasgow and would have liked to ask the chairman a question but was
ruled out by time. At the Special meeting in Edinburgh to discuss the Rights Issue I was fortunately allowed,
to my surprise, to ask a question not related to the Rights Issue and a supplementary question.

Firstly I wanted to know why in 2007 when things were going so well for HBOS and other banks did their
Risk Management Department not flag up to the board the strength of concern that was being expressed in
the United States about their financial problems?

Some concerns had been mentioned as early as late 2006. In a long and waZing reply Lord Stevenson said
that they had an excellent Risk Management team and that since HBOS had not been involved in any way
with the sub-prime market there was no concern.
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During the meeting, which was about the proposed Rights Issue, Lord Stevenson said that in these diYcult
times the group was trading up to expectations. I view of the £10 billion loss announced this week this must
have been a false statement and could have influenced shareholders to take up their Rights Issue which could
have resulted in considerable losses.

Both these meetings were shown on the HBOS company web sight and there must be copies which you
could look at and which might be more informative than these few notes from me.

I feel that it should be possible to disqualify all the directors of banks that are found to be culpable from
holding directorships in quoted companies for a very long time.

19 February 2009

Memorandum from Anthony Livesey

1. I write to you in your capacity as Chairman of the Treasury Select Committee with my comments on
the ongoing matter in respect of the UK Banking crisis.

I declare my interest as a member of the Labour Party and also a former Chief Accountant of Greater
Manchester Passenger Transport Executive (GMPTE) retired for several years.

2. It was most interesting to watch the Committee questioning the former Senior OYcers of the
Government supported Banks and on the following day the current OYcers of the main UK Banks.

3. With regard to the examination of the former Senior OYcers of HBOS and RBS the apologies left me
cold; there was no real “Mea Culpa/Mea Maxima Culpa” oVered by any of the four former OYcers, they
appeared to represent themselves as unfortunate innocent victims of what happened, their responses were
very superficial.

As a Chief Accountant, responsible to a Board of Directors, I can hardly believe some of the explanations
oVered by these Senior OYcers to members of your Committee. These OYcers were at the very top of the
Bank Hierarchy and when the question was put “How did it happen?” They were unable to oVer any detailed
constructive diary of events leading to their Bank’s collapse; save to say that the packages acquired appeared
to be reasonable and that all the correct risk analysis procedures had been completed.

It is diYcult to believe that not one Senior OYcer had done any “homework” on important facts which
they were clearly to be questioned thereon.

I would like to have known just how the anticipated “Return on Investment” (ROI) was calculated when
the Board of Directors made the decision to invest in £billions of savers’ and customers’ funds in what we
now understand to be “Junk” US/UK “Sub-Prime Assets”, unless I missed the answer. If I recall Sir Fred
Goodwin stated that he was aware that there were “Sub-Prime Assets” acquired and that same were
packaged to sell on. I presume RES/AMN were also an the same “game”.

My question is what would the ROI have been able to continue normal traditional type banking and
investing in “simple” overdraft facilities capable of being monitored for UK Small Businesses (SMEs) or
oVering more “UK House buyers” mortgages at reasonable rates instead of shunting £billions into the “Sub
Prime” Markets? I suspect the responses would have been that the ROI on the latter investment would have
been a lot less than the anticipated ROI from “Sub Prime” Investments therefore “NO CONTEST”.

“The HBOS and RES Directors” invested in US/UK “Sub-Prime Assets” to make “Mega Profits” and
ultimately “Bonuses” which in the end failed to materialise.

4. The Directors of HBOS and RES must have known there were serious risks in these “Sub Prime”
Investments. I cannot believe they did not; because there must have been same form of monthly
“Management Accounting/Reporting” and monitoring in place to highlight the up-to-date financial
position which presumably would be presented to monthly Board/Management meetings indicating any
potential cascading disaster. If NOT why NOT?

The information presented to your Committee by the “Whistleblower” (former HBOS Head of Risk
Management) must give rise to same suspicion notwithstanding the explanations by the HBOS OYcers—
in fact, all of a sudden, following searching questions by Committee Members a verbal “Diary of Events”
was given by the HBOS OYcer as though it was discussed “yesterday”. It is amazing what a person can
remember in detail when confronted; but nobody at Board level could see the impending disaster as clearly
despite the apparent warnings by the former Head of Risk Management. On this point there are “Audit”
matters to look at as well; these are discussed further at paragraph 6 below.

No doubt further information will be extracted by your Committee when Sir James Crosby is invited to
present his case. It will be interesting to see the minutes of the meetings at which HBOS OYcers considered
these matters and also the reasons and decision to remove the “Whistleblower” and, if possible, the financial
figures to justify the concern of the “Whistleblower”. Could they both be invited to attend the Committee
at the same time?
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5. As a Chief Accountant I had a fiduciary responsibility to my Finance Director and the Board; the
Board of the PTE had a fiduciary responsibility to the politicians and the public they were serving.

What were the fiduciary responsibilities of the Directors including “Non Execs” to the shareholders,
savers and customers of HBOS and RBS? Has this question been put to them and how did they respond?

6. With regard to audit matters looking at HBOS and RBS; just what areas of Investment (Corporate
including Sub-Prime and normal Commercial) and borrowings associated with these investments did the
Statutory Auditors cover in their Audit of these Companies? Speaking from experience with Auditors
(Statutory and Internal) they can be a “Pain” but as a Finance OYcer I have to accept their routines and
provide proper and correct explanations whenever required in order to satisfy their enquiries.

The Audited Accounts of all the UK Banks for the year ended 31.12.2007 have been completed BUT not
one firm of auditors appeared to have come across any “Sub Prime Asset” Investment weaknesses in their
audit control checks in that year by way of qualification; unless, of course, the auditors presented a separate
report to the Board of Directors for their attention only and the Directors’ responses satisfied the auditors
(this is a normal practice). If this is so then records will be available.

It could be that “Write OV” provisions may have been made in the 31.12.2007 accounts by the banks and
presumably these would have been advised and identified to your Committee.

In addition it is normal practice by the Statutory Auditors to consider whether any important “Post
Balance Sheet” events needed to be considered and it would be Directors’ responsibilities to advise the
auditors accordingly if this was necessary when did the Sub Prime “Bubble” burst in 2008? Were any of the
Banks aware of Sub Prime problems before “Signing OV” their accounts? It would appear not! This is hard
to believe.

Most of the audit firms who are responsible for the Statutory Audit of the UK Banks are “Big” names
viz: KPMG, PWC, Deloittes and others. They are international/multinational. I would have thought that
communications between the UK Audit Groups and their US/European OYce Partners would have
triggered some form of alert in respect of “Sub Prime” Investment finance etc but it does not appear to have
happened. Why not? Did the best audit firms in the world miss something? Or was it not their responsibility?

How do these firms audit the Balance Sheets? It will be interesting to see what audit qualifications will be
presented in the 2008 year end accounts.

One further question arises—what happened to the “Whistleblower’s” (Mr Paul Moore) report in 2005
(? correct year) when he advised HBOS Directors of his reservations about the “Sub Prime” Investments?
KPMG (HBOS Auditor) investigated the “Whistleblower’s” concern and concluded it had no credibility;
the FSA also appeared to be involved as well. It seems that both KPMG and the FSA may have a “case”
to answer.

Was there a conspiracy to “cover up” the “Whistleblower’s” reservations in order to continue riding on
the “Mega profits/Bonuses Crest of a Wave”? Did the Statutory Auditors interview the new person
responsible for “Risk Management” in the course of their audit in the following years (2006 and 2007)?

It may be necessary for the Committee to invite the auditors of all the UK Banks to obtain their views
and explanations to get their side of the story.

7. This completes my comments on the first meeting of your Committee. I would, however, like to
comment on auditors generally at a final paragraph.

8. With regard to the second meeting with the current directors of all the UK Banks and also Santander
(Spain) it was diYcult to understand whether they are now riding on a “Crest of a Wave” or bumping along
a “Rocky Road”. “EGO” profiles continue to be important.

The banks which have not received Government support were, of course, more confident in their
responses. With regard to their attitude in respect of “Regulation” HSBC appeared to have the biggest
problem dealing with 500 regulators in various countries; their “Model” appears to cope with this situation.

Mr Varley (Barclays) was not supportive of any proposal to “split” the Banking Sector between Normal
Banking (as per Oxford Dictionary) and Investment/Merchant Banking. His argument was not a good one
because in the event of the Investment “Arm” of a bank failing (eg Sub Prime disaster as at present) the
savers, customers and shareholders are the losers. His counter argument is that “It will never happen to us”;
until something goes wrong.

If Barclays are to take advantage of the proposed Government Scheme for insuring the doubtful debts of
all the UK banks then it may be necessary for their directors to re-think their views.

HSBC appear to be saying they have a diVerent “Model” of Operation which they claim to be in complete
control; until something goes wrong!

RBS and Lloyds TSB (HBOS) are in the hands of HM Government at this point in time and have to
conform to certain regulations albeit very “light” from my view.
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On the matter of transparency there will need to be more information presented on the Bank Balance
Sheets. This would be identifying Investments in respect of:

(a) Corporate Debt (Split between UK/Europe/USA/Other Areas) and Commercial Debt (Traditional
Banking split again as above if significant); and

(b) Borrowings (Split as (a) above).

9. The losses arising from Lloyds Group this week due only to HBOS gives rise to question the investment
decision by Lloyds to acquire HBOS notwithstanding Mr Daniels view that it was a good investment by the
Lloyds Group. One must again question the professional ability of banks or their advisers to ensure that
adequate “Risk Analysis” or “Due Diligence” checks are in place within their organisations.

10. What can be done to control Banks and Financial Institutions? Firstly there has to be an agreed
“Measurement of Performance” in respect of Financial Institutions that is to say those Institutions coming
within the scope and control of the Financial Services Authority (FSA).

There are regulations in the Companies Acts (CA) covering activities of Banking Organisations; looking
at Part 11 of Schedule 9 (CA 1985) at paragraph (a) “Banking” means the carrying on of a deposit-taking
business within the meaning of the Banking Act 1987, but this may be out of date (as I am!).

If tighter controls are to be instituted for Banks, Financial Institutes and also Building Societies then
possibly a new Banking/Financial Services Act may have to be enacted, to include all the proposals
recommendations “flying around” to be able to control Banking/Financial Services Organisations in the
future so as to protect Savers, Customers and Shareholders.

All I would ask for is to ensure that the fiduciary responsibilities of Bank/Finance Institution Directors’
are clearly defined in legislation together with penalties if proved in Court akin to US sentencing.

11. The next most important Committee topic related to the payment of Bonuses—I note that even to-
day schemes are being “hatched” to evade/avoid the word Bonus, the new name is “Retention Awards” as
one oV payments! It is going to be tricky to legislate against the new schemes arising to avoid the Bonus
criticism.

12. So why not use the taxation system to frustrate attempts to avoid Bonus payments. This could be
done simply by allowing the principle of Bonuses (subject to profits) to be acceptable up to—say not more
than 10% of an individual’s (Directors, Executives, Employees) contracted pay; thus giving the lower paid
staV in Banks/Financial Institutions a modest amount of additional remuneration. These costs would be
allowable against the profits of the Bank/Financial Institution for tax purposes. BUT any amount payable
to Directors, Executives and Other Employees over their contracted rate of pay in excess of 10% would be
deemed to be disallowed in the Tax Computation of the Bank/Financial Institution. The Corporation Tax
take would benefit.

In addition any amount payable in excess of 10% to the individual Director, Executive and Other
Employees could also suVer a higher tax charge on the excess balance of their Bonus/Retention Award and
on which tax advantage would not be allowed to be used for those private pension purposes.

This tax would be collected through the normal PAYE system when paid. These details would be required
to be included in the accounts of the Company (a CA change for Bank/Financial Institutions). The
Shareholders would then have to consider whether the Bonuses earned by Directors/Executives are value
for money.

13. The outcry would be that Government is frustrating the enterprise of Directors and ruining the
principle of incentive Bonuses etc. This is something which I think most public opinion would summarily
dismiss as “justice” in action.

14. Finally I referred to the question of Statutory Auditors, at present Company Directors make this
appointment which is confirmed by shareholders at the Company AGM. In Local Government it is now the
responsibility of the Audit Commission to appoint auditors to local authorities. In the case of GMPTE, my
old organisation, we started with Ernst & Young, then PricewaterhouseCoopers and lastly the District
Audit.

Whilst it seems complicated from time to time to change auditors is not a bad option to look at the
question of Audit Appointments. I feel there can be a “cosy” relationship between auditors and directors
which may eVect the operation of a Statutory Audit. I am thinking of Enron in the USA (Arthur Anderson
“deed”) and recently the MadoV scandal and his Audit Team (in which Santander was caught). Whilst these
are extremes, it would never happen here, there should not be any reason why say after three years a plc
should be mandated to change its Statutory Auditors. The argument against this it that it can take time for
the current auditors to get to know the business but I do not “buy” that argument.

Looking at the Banking Crisis it seems to me that an Audit Report may not be the security which
shareholders are entitled to rely on. Not one firm of auditors publicly highlighted the weaknesses in any UK
Bank’s Investment Portfolio nor did they consider whether or not the Bank was capable of withstanding a
“run” if its short term creditors were unwilling to continue leverage . . . as happened with Northern Rock.
There is still a lot to be learned in the auditing profession.
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Perhaps the Audit Commission should be given the responsibility to appoint auditors to plcs in any future
reform of the Companies Acts so as to avoid any “cosy” relationships arising. I apologise for the length of
this report Mr McFall, but I hope some of my comments “will be of support to your Committee”; the rest
can go into the WPB (Waste Paper Basket).

My own view on the question “How did it happen?” is that the banks and their oYcers were just too
GREEDY for high reward without considering the consequences and eVect on Savers, Customers and
Shareholders.

14 February 2009

Memorandum from Ian Westbrook

I am pleased to see that it finally seems as though politicians and regulators are waking up to the danger
posed by short-sellers and hedge funds. I welcome the proposed new rules to force disclosure of short
positions across the entire UK stockmarket, even as I am disappointed that the FSA has ruled out a complete
ban on the practise of short-selling.

In my view there are only two groups of people with a legitimate interest in a company’s share price: those
who already own shares in that company and those thinking of buying shares in that company. Why should
a third party with no interest in buying shares in a company be allowed to aVect that company’s share price
by selling what they do not own—and, in the case of naked shorting, have not even borrowed? To listen to
hedge fund managers, one would think that they were doing the markets a favour by selling stock short and
creating, as they would have it, “liquidity”: as if what they were doing was not—as in fact it is—about
manipulating the share price of companies and naked greed.

Shorting is speculation, pure and simple: and we all now know where rampant, ill informed speculation
can lead, whether it be shorting shares or trading in exotic financial derivatives. If the world’s financial
markets are ever to return to some semblance of sanity and normality, a fundamental re-engineering of
processes, practises and risk management will be required. I cannot think of a better place to start than an
outright ban on short selling.

I saw a report in The Times on Saturday (http://business.timesonline.co.ukltol/business/industry sectors/
banking and finance/article5679626.ece) that many fund managers are reacting angrily to the proposed new
disclosure rules. The obvious question to ask is: why? If short-selling is perfectly legitimate and above-
board—as hedge funds and others claim—why should they or would they worry about being forced to
disclose their short positions? If, on the other hand, shorting is—as I and many others maintain—immoral,
unethical, highly dangerous and should be illegal, then one could understand that they would have concerns.
If short-sellers are forced to declare their positions across the entire market, only then will the full extent of
their manipulation become apparent. That is why so many of them are so worried.

In my view short-selling should be banned, immediately and across the entire market. Power and control
should be given back to the pension funds and investment funds who manage the wealth of the many; not
given to the few to make obscene profits oV the back of those who prudently save. Such a recalibration will
be required if we are to avoid the events of the past two years or so ever happening again: why would the
Labour Party not do so now, re-establish that it is on the side of the working family against the spivs and
the speculators, and avoid a catastrophic wipe-out at the next general election?

9 February 2009

Memorandum from John Clare

Investment Trust Cash Deposits

I am writing to draw your attention to the uncertainties which investment trusts are facing when
depositing cash in banks whose stability may be in doubt.

This problem was flagged up in a presentation at last Friday’s AGM of the Edinburgh based Scottish
Investment Trust. SIT is a large, broadly-based investment trust, with a global investment remit. Nearly two-
thirds of its shares are held by more than 25,000 individuals; an average holding of about £19,000. Another
25% of SIT’s shares are held by pension funds and insurance companies.
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Most if not all of its individual shareholders will have bought their shares as a long term investment in a
company whose objectives are to provide above average returns through a diversified portfolio of
international equities and to achieve dividend growth ahead of UK inflation.

SIT is one of several investment trusts which seek to oVer small shareholders a relatively low risk (and
low cost) opportunity to benefit from global equity markets. Others include the Alliance Trust (Dundee),
Foreign and Colonial (London), etc. Alliance and Foreign and Colonial are both bigger than SIT and have
correspondingly many more individual shareholders; more than 50,000 for Alliance, and over 100,000 for
Foreign and Colonial.

Investors in such trusts accept that, as with any other equity-based investment, the value of their shares
can go down as well as up. Nevertheless, in seeking to preserve the assets of its shareholders SIT at least has
been obliged to take risks to which investment trusts shareholders are unaccustomed and to which, I believe,
they should not be exposed.

An important way in which investment trusts can manage risk on behalf of their shareholders is to
temporarily reduce their exposure to volatile equity markets by converting some or even all of their equity
assets into cash, for as long as such volatility persists. That facility is not available to the more popular (and,
in terms of fees, more expensive) unit trusts and OEICS.

However, in present circumstances, investment trusts such as SIT understandably hesitate before
depositing as much as £100 million or more in commercial banks. Investment trusts are not of course
protected by the FSCS, and the loss of such a sum (amounting to one sixth of SIT’s total assets) would have
serious implications for its shareholders. The only alternative would be to continue to invest most if not all
of its assets in equities, which might also expose its shareholders to the risk of failing companies, and
certainly to declining share values.

The ideal solution would be for the government to give investment trusts and similar collective investment
funds an assurance that their monies on deposit with clearing banks would be fully protected.

I appreciate that such a proposal might be extremely unwelcome to the Treasury. Another option,
therefore, would be for the Bank of England, or a specially constituted public sector bank such as is presently
under discussion, to act as a deposit-taking institution for collective investment vehicles, and then lend those
monies on, either to the commercial banks, or to individuals and small businesses.

I accept that such an arrangement would discriminate between the shareholders in investment trusts and
those in other companies, but most companies are net borrowers, not depositors. Moreover, I would argue
that shareholders in individual companies, and certainly those who manage their investments on their
behalf, should be assumed to have a heightened awareness of the risks they run—collective investment funds
such as investment trusts are conventionally (and properly) seen as an important and valuable way of
minimising risk for small shareholders with little or no knowledge or experience of investing.

Please let me know if you like me to elaborate on any of these points.

4 February 2009

Memorandum from Alistair Watson

I am a retired police oYcer. During my police career I served in the Serious Crime Squad of Strathclyde
Police and the Scottish Crime Squad. I recently heard you talking on the radio about fraud. If I remember
correctly you were suggesting the setting up of a Serious Fraud Squad to tackle that crime here. I believe
there is a serious need for such an organisation. I know Strathclyde Police and Lothian and Borders do have
Fraud Squads but I do not believe they act eVectively. I pride myself in having a good memory and I can
tell you I do not recall a police force in Scotland ever having a case of fraud at the High Court in the last
forty years.

There have been cases of fraud at the high court but the ones I read about usually involve customs and
it’s a case of vat fraud. I have been told that fraud squads when they are asked to make an inquiry by a
complainer they try to get such cases made a civil matter. There by avoiding the police and prosecution in
costly inquiries which might not result in a conviction. I know too that many serious professional criminals
are involved in fraud because they know the police may try to get the case made a civil matter. They point
to making more money from fraud than drug dealing with less of the risk of arrest.. In respect of the recent
bailout of the banks. I agree there should be government help for the banks. However I would hope those
responsible for the present state of aVairs are investigated and prosecuted.

I can tell you that many organisations who suVer a loss from fraud and theft are only too pleased when
such matters are brought to the police for investigation. The reason anyone in such a company suVering a
theft or fraud can write oV a1l business losses and theft against the criminal and in most instances claim
against their insurance. I think that those who sold mortgages to people who could not reasonably be
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expected to repay same should be prosecuted. These people when selling these mortgages I believe knew this
but didn’t care all they could see was the commission they would get selling the mortgage. I know too that
banks and other establishments write oV some fraud because they do not want bad publicity. I think this is
unacceptable because all they are doing is covering up their own ineptness. I think they should be obliged
to report on annual accounts money lost specifically to frauds. Thereby allowing members of the public more
able to decide if their cash is safe there.

I hope my comments will be of some use to you

25 January 2009

Memorandum from Caridade Edward D’Souza

Re: Lax Accounting Standards further contributed to our current credit crisis

In 1992 Terry Smith, in his book “Accounting for Growth” (the book they tried to ban) while he was a
research analyst at UBS Philips & Drew, highlighted some of the financial engineering techniques used to
enhance profits. One of the more popular creative accounting tricks used by some companies was “oV
-balance sheet” transactions.

This shows the current “oV-balance sheet” problems are nothing new and if the issues had been addressed
promptly we would not have Enron, and more recently the credit crisis. What we are alluding to is that if
“oV-balance sheet” transactions were illegal the credit crisis would not have occurred.

We understand “oV-balance sheet” accounting is illegal in Spain hence their banks would appear to be
on a more sound footing as they were not seduced by fraudulent US mortgage-backed securities.

If the Government is seriously concerned about repairing the City’s reputation, it needs to take firm action
and not allow self-regulation, which we all know has largely failed. The time has come for a stricter regime
in the City.

The real reason Gordon Brown likes PFI is its ability to allow the Government to use dodgy “oVbalance
sheet” book accounting because PFI schemes are not directly connected to debt.

A lack of general transparency, and in particular over exposure to toxic debt, is far and away the biggest
issue for any potential investor in banks. We feel the directors should be forced to give monthly updates on
known exposure, and be held accountable if they do not give as accurate a figure as possible.

To-date there is no deterrent in the City for wrong doing as no one has been arrested and charged with
conspiracy to defraud, or obtaining money by deception as far as we are aware to do with the banking crisis.
However, the US government and the SEC are having a big push on white collar crime and have pushed
through some criminal cases.

We feel there is a conflict of interest in the auditing of the financial institutions. The main accountancy
firms use auditing as a leverage to obtain further lucrative add-on assignments and might therefore be
influenced to be less critical. The auditing firm should not be allowed to get involved in any other
consultancy activities with the client in order to prevent conflict of interest.

We understand KPMG dealing with the bankruptcy of Lehman Brothers say it could take several years
to untangle the financial records of the company. The only reason for this web of complexity of companies
and subsidiaries is to confuse the regulators, auditors and the general investors.

We are surprised that none of these accountancy firms highlighted the fact that these banks were over-
geared (ie lent beyond what was considered prudent).

Thank you for your time.

November 2008

Memorandum from John Cartlidge

The Structure and Delivery of Consumer Mortgage Products

Who Am I?

I am a self employed Independent Financial Adviser and Mortgage Broker. My first employment at the
age of 16 was with the then Birmingham Midshires Building Society. Apart from a couple of years involved
in care work, and a brief sales role with a media organisation, all of my employment and experience has been
with consumer financial products and advice. My experience is broad in this arena, from in 1992, challenging
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a Director of Bear Sterns on the prudence of securitised loans, through to managing a mortgage processing
centre handling 200 applications per week. I have worked for small brokerages, as well as large banks and
insurance companies. I have been a “one man band” IFA since 2000.

Introduction

Many observers including the committee have noted the shortfall in understanding of complex financial
instruments between financial institutions, yet I believe the same financial institutions impose similarly
complex and ambiguous terms onto mortgage customers. In addition, there are other issues that I feel the
committee and others should address. The committee is already aware of the now very high margins between
base rate and charged rate and so I do not comment on this. The changes I suggest to consumer product
structure would have the eVect of ensuring the lenders used more stable internal financing also. In keeping
these notes as short as possible, references and examples have been kept to a minimum, but I would provide
more if the committee so requests.

Complexity

Mortgage lenders are aware that many borrowers use internet comparison websites, newspaper articles,
“best buy” tables’ and so on when looking for a mortgage product. In eVect, the lenders know borrowers
chase the loan amount, and the rate, and very few give thought to other charges and restrictions.

The lenders strive using many diVerent devices to secure places on “best buy” tables and so receive
enquiries from customers. In oVering attractive low rates, the lenders then use means to recover the cost of
this headline-grabbing rate. This has increasingly been the case over the last 5-8 years, but a current example
might be the Alliance & Leicester mortgage deal of 3.19% fixed rate for 2 years, but which has a 2%
arrangement fee. Typically, such a fee is added to the debt, and it attracts interest charges, but this would
not appear in the “best buy” APR figure. Consumers sadly are taken in by such deals. Another example is
C&G plc (Lloyds Banking Group) that has 2 fixed rate oVers, one at 4.99% but with a fee of £995, and the
other at 5.39% but with no fee, but according to C&G, the APR is exactly the same: 5.8%. I have the capacity
to understand that a fixed amount fee deal might benefit the borrower looking for a larger loan, and the
higher rate, but no fee might be more suited to the borrower looking for a smaller amount, but many
consumers do not, and end up taking the lower rate, the fee is added to the loan and incurs interest and so on.

Interest Rate Margins

The committee will be aware of the great eVorts by many lenders to use the news grabbing “standard
variable rate” to show how they have passed on a rate cut. However, there is now a very short list of lenders
who will actually accept all application at the standard variable rate.

Such lenders who do not permit such an application include C&G & Northern Rock. In my opinion, this
is to ensure that new customers must take one of the more complex and more expensive products carrying
fees etc.

Less Than Clear Charges

Many lenders now use diVerent terminology for the same fee; Booking fee, reservation fee, administration
fee, arrangement fee, product fee and so on. I personally believe that no such fees should be charged, as these
companies are banks and the model should make money out of lending, ie interest received, and not by fees.
Sadly, I don’t think the committee will get the banks to accept this, so if a fee is to be applied, there should
be one generic fee term employed. An example of the complexity lenders use is on the C&G website:

“There’s a reduced product fee of £895, knocking £100 of the usual fee.” In the small print that one has to
seek out however, there is the additional charge of an application fee of £99.

Valuation Fees

A most unpleasant activity of mortgage lenders is the high margins applied to property valuation and
survey fees. Perhaps the worst oVender is Northern Rock. In a recent mortgage illustration, the valuation
report fee was £735 and this figure includes a “commission” of £345.00 payable to Northern Rock for
(quoting from Northern Rock literature) “facilitating, accepting and assessing the valuation report for
mortgage purposes”. Facilitating, accepting and assessing the valuation report for mortgage purposes is
what lenders do, and they should not be making money out of the valuation fees.

I note a number of traditional building societies do not charge any valuation fee, as they accept that
assessing the risk of a loan proposition is part of the business model that allows them to charge interest.
Those that do merely ask for the actual cost. Valuation fees charged by the lenders for the same estimated
house value vary from £150 through to £550, yet the amount paid to a valuer is on a set scale. Also, many
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lenders now have their own in house or staV valuers, and so do not have to pay an external party at all. I
would like to see the position where for a basic valuation, no lender can charge any fee, and for more detailed
surveys, only charge the actual fee incurred.

Access

There are some smaller lenders who carry an association that restricts to whom they might lend, either by
geography, profession, union aYliation and so on. As this is the stated position, then this is appropriate, and
based in the traditions of many of the original building societies.

In recent years however, we have seen increasing numbers of lenders first of all courting intermediaries
to introduce customers, and then for no consumer valid reason, refusing to accept intermediary introduced
business. Some lenders have even commented it is to control quality, but it is an abuse of the larger number
of customers chasing smaller amounts of lending, and forcing customers to go direct even if they have an
adviser. Even more worrying, is the increasingly broad convention that customers who go direct to a lender,
will have the choice of better deals than if they sought advice from an independent adviser. Genuine adviser’s
receive very little in terms of commission from lenders, and I as many other have done, have arranged
mortgages for customers when no commission has been received, but it is part of the service we provide to
protect the best interest of our customers.

The govermnent, via the HMRC, allows an individual to appoint an adviser to arrange and administer
a persons tax aVairs, provided obviously the person confirms their appointment. Why can the banks not
allow a customer to appoint an adviser to help them with their borrowing? This creates a barrier to advice
and service that intermediaries can provide. The research and preparation prior to an application means that
almost without exception, the application a competent adviser submits to a lender is successful. The lenders
should acknowledge this, and allow all customers to have access to all products via all channels be it branch,
online or intermediary, be they existing or new customers.

Affordability

Whilst high loan to values have led to a portion of current property and mortgage diYculties, the high
loan to value was a by-product of the excessive loans to aVordability being oVered. I believe the banks should
compete on their internal costs and the service they provide, and not on having an oVering that is perhaps
desirable to the borrower, but detrimental to them also, by allowing them to borrow too much.

I would suggest aVordability be based on a set “worst case” scenarios, and to either a regulatory set fixed
percentage of net income, or a fixed industry wide income multiple.

Illustrations

There is a well known activity in financial services regulation design known as “gold plating” where each
party to a potential regulatory issue each adds their own degree of safety and security, but each time,
forgetting who they are trying to protect, and adding further text, or small print adding complexity that
consumers, often driven by motivation to move home, raise funds, buy their first home, do not look into.

The term APR is supposed to be the leveller, an easy comparison, but because of the very diVering
customer circumstances with mortgages, the only way to get a true comparison using APR would be to get
a full 7-9 page illustration from each mortgage lender for each of the available mortgage products, then
tabulating the APR’s. This is because the set terms used for APR calculation are of no value to a customer
who for example, is looking to borrow for longer than the “standard term”, or wishes a more detailed survey,
or wishes to borrow for a shorter term.

Removing the variables of less than clear charges, hidden loadings to valuation fees, complexity of
products and illustrations, access and clarity, the banks will be forced to compete on service, and profit from
lending, and not from confusion and fees.

Conclusion

It is necessary to change the way mortgage products are packaged and charged, and the costs should be
few, clear, and from a level position, presented in an illustration no more than one page long. It is possible
if the banks will agree to compete on service and not on confusion marketing.

A level approach to aVordability and genuine access to all products will mean far fewer repossessions, far
fewer borrowers requiring government support, far more stable house prices, and far more stable banks,
with borrowers working to live, and not living to work.

19 February 2009
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Ev 590 Treasury Committee: Evidence

Memorandum from Ann Fulton

Re: Crisis in Banking Industry

I have been employed as a part time cashier with Lloyds TSB since April 1985, some 24 years, My gross
salary is £7501 per annum. During that time employees were encouraged to participate in the companies
Share Save Schemes. Most of us did in fact join these schemes as a means of saving for the future, saving
for a family wedding, holidays, a new car or anything else that might crop up. These schemes, we were lead
to believe, were as safe as “The Bank of England”, albeit there was always a proviso, in small print that “the
value of shares could fall”. How likely was that?

Over the years I and most of my colleagues participated in these schemes, in my case retaining the shares
for my retirement, which is in October this year. The proceeds of the sale of these shares over the coming
years were to supplement my pension, when the time came. I have seen the value of these shares plummet
from a high of around £10 some years ago to just £0.61p today. My portfolio of around 4000 shares, as you
can see, is now worth considerably less than I could ever have imagined. And if the Bank should be
nationalised, as is being reported in the press and media, they would be completely worthless.

I know my modest shareholding is miniscule in comparison to the holdings of some of the so called “Fat
Cats”, but to me is almost certainly a lot more important, especially in few of my impending retirement!

I and my fellow workers on the “shop floor” have had nothing to do with the decision making over the
last few disastrous years but we feel that we are being penalised for the bad management decisions.

As for the much hyped Bonus Culture, what are the press and media talking about? Quarterly I have to
refer at least 75 customers to members of the Bank’s sales team, resulting in at least 25 sales, in order to
qualify for a bonus of . . . wait for it . . . £60 before tax. If! am just 1 sale short of target, I receive no bonus
at all. Not only do I disagree with this practice, I also regard it as harassment of customers, who only come
into the bank to carry out their day to day business, many of them senior citizens. I and thousands of
ordinary bank employees feel that we have been badly let down by the banks executives. Does the Treasury
Committee realise how badly treated we feel?

Most ordinary bank workers like me totally disagree with the “selling culture” which is so prevalent in the
banking sector today and would love a return to the days when the customers needs come first and foremost.

Get rid of the “fat cat executives” who don’t care a jot about the ordinary customers and put in place a
group of executives with a bit of common sense who will treat both customers and staV fairly.
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