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Presentation of information

In the Report and Accounts, and unless specified otherwise the term
‘Bank or ‘NatWest means National Westminster Bank Pic the 'Group’ or
‘NafWest Group’ means the Bank and its subsidianes, ‘the Royal Bank',
‘RBS pic’ or ‘the helding company means The Royal Bank of Scotland
ple, 'RBSG’ or 'the ultimale holding company’ means The Royal Bank of
Scotland Group plc and ‘RBS Group means the uttimate holding
company and its subsidianes

The Bank publishes its financ:al statements in pounds sterling ('€’ or
stering) The abbrewviations £m’ and ‘€bn’ represent milions and
thousands of miltions of pounds sterling, respectively, and references to
‘pence’ represent pence i the United Kingdom ( UK") Referenceto
‘dollars or‘$ are to United States of Amenca ('US ) dollars The
abbreviations '$m and ‘$bn represent milions and thousands of millions
of dollars, respectively, and references to ‘cents represent cents in the
US The abbrevialion ‘€’ represents the ‘euro’, the European single
currency, and the abbreviations ‘€m and '€bn represent millions and
thousands of milhons of euros, respeclively

Certain information in this report 1s presented separately for domestic and
foreign activiies Domestic activities pnmanly consist of the UK domestic
transactions of the Group Foreign activilies compnse the Group's
transactions conducted through those offices in the UK specifically
orgamised lo service nternational banking transactions and transactions
conducted through offices outside the UK

The geographic analysts in the Financial Review, including the average
balance sheet and interest rales, changes in net interest mcome and
average interest rates, yrelds, spreads and margins in this report have
been compied on the basis of location of office - UK and cverseas
Management believes that this presentation provides more useful
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information on the Group's yields spreads and margins of the Group's
activifies than would be provided by presentation on the basis of the
domestic and foreign activities analysis used elsewhere in this report as !
mare closely reflects the basis on which the Group 1s managed ‘UK'in
this context includes domestic transactions and transactions conducted
through the offices i the UK which service intemational banking
transactions

The resutts, assels and habilites of indeadual business units are
classified as trading or non-trading based on their predominant activity
Although this method may resul in some nen-trading activity being
classiiied as trading and vice versa, the Group believes that any
resuling misclassification 1s not matenal

International Financial Reporting Standards

As required by the Companies Act 2006 and Article 4 of the European
Union 1AS Regulation, the consolidated financial statements of the Group
are prepared in accordance with internattonal Financial Reporting
Standards 1ssued by the International Accounting Standards Board
{IASB) and interpretations issued by the IFRS Interpretations Committee
of the IASB as adopted by the European Union (together IFRS ) They
also comply with IFRS as issued by the IASB

Divisional reorganisation and Group reporting changes
Comparative data have been restated to reflect the divisional
reprganisation (see page 4)

Glossary
A glossary of terms 15 provided on pages 250 to 257
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Description of business

Introduction

National Westminsier Bank Plc 1s a wholly-owned subsichary of The
Royal Bank of Scottand plc, which in turn 1s a wholly-owned subsidiary of
The Royal Bank of Scotland Group ple, a large banking and financtal
services group NatWest Group has a large and diversified customer
base and provides a wide range of products and services to personal,
commercial and large corperate and institutional customers

Followang placing and open offers in December 2608 and n Apnl 2009,
HM Treasury owned approximately 70 3% of the enlarged crdinary share
capital of the ultirnate holding company kn December 2008, the ultimate
holding company i1ssued a further £25 5 billion of new capital to HM
TFreasury This new capital took the farm of B shares, which do not
generally camry voting nights at general meetings of ordinary shareholders
but are convertible into ordinary shares and qualify as Care Tier 1 capital
Following the 1ssuance of the B shares, HM Treasury's holding of
ordinary shares of the ultimate holding company remained at 70 3%
although 1ts economic Interest rose to 84 4%

At 31 December 2012, HM Treasury's holding of ordinary shares in the
uttimate holding company was 65 3% and s economic interest was
81 1%

Organisational change

In January 2012, the RBS Group announced changes to iis wholesale
banking operations in ight of a changed market and regutatory
environment The changes saw the reorgamisation of the Group's
wholesale businesses into *Markets and ‘Interngtional Banking' and the
exit and downsizing of selected activities The changes ensure the
wholesale businesses continue to deliver against the RBS Group's
sirategy

The charges include an exit from cash equities, corporate brokenng,
equity capital markets and mergers and acquisitions busingsses
Significant reductions i1n balance sheet, funding requirements and cost
base in the remaining wholesale businesses will be implemented

Global Banking & Markets (GBM) and Global Transaction Services (GTS)
divisions have been reorganised as follows

¢ The 'Markels’ business mamtams its focus on fixed income, with
strong positions i debt capital raising, secuntisalion, nsk
management, foreign exchange and rates It will serve the corporate
and institutional cherds of all RBS Group businesses

o GBMs corporate banking business has been combined with the
International businesses of the GTS am mto a new ‘Intemational
Banking’ unit and prowides clients with a 'one-stop shop' access
te the RBS Group's debt financing, nsk management and payments
services This intemnational corpoerate bustness will be self-funded
through its stable corporate deposi base

s The domestc small and mid-size corporates previously served
within GTS 15 now managed within RBS Group's domestic corporate
banking businesses in the UK, Ireland (Ulster Bank} and the US (US
Retal & Commercial)

Qur wholesale business retains its international footprint ensunng that it
can serve our customers' needs globally We believe that despiie current
challenges to the sector, wholesale banking services can play a central
role in supporting cross barder trade and capitat flows, financing
requirements and nsk management and we remain committed to this
business

Organisational structure and business overview
The Group's actmvbies are organised on a divisional basss as follows

UK Retarl offers a comprehensive range of banking products and related
financial services 10 the personal market 1t serves customers through a
number of channels including the NatWes! network of branches and
ATMSs in the United Kingdom, telephony, onkne and mobile UK Retail
remains committed to delivenng Helpful and Sustainable banking and to
the commitments set out in its Customer Charter - the results of which
are externally assessed and published every six months

UK Corporate 1s a leading provider of banking, fimance and nsk
management services to the corporate and SME sector in the United
Kingdom [t offers a full range of banking products and related financial
services through a nationwide network of relationship managers, and also
through tefephone and internet channels

Wealth prowides private banking and investment services in the UK
through Coutts & Co, ofishore banking through NatWest Offshore, and
international private banking through Coutts & Co Ltd

Internahonal Banking serves the world s largest companies with a feading
chent praposiion focused on financing, ransaction services and nisk
management  Internationat Banking serves as the delivery channel for
Markets products to corporate chents and serves international
substdianes of both International Banking and chents from UK Corporate
and Ulster Bank through its intermnational network

Ulster Bankis a leading retail and commercial bank in Nerthern ireland
and the Repubhc of Ireland It prowdes a comprehensive range of
finangal services through both its Retall Banking division, which provides
loan and deposit preducts through a network of branches and direct
channels, and its Corporate Banking dwsion which provides services o
businesses and corporate customers

The divisions discussed above are collectively referred 1o as Retail &
Cormmercial




Markets business s predominantly through RBS Securities Inc (RBSSI)
in the US RBSSI s principally engaged in the purchase, sale and
financing of US Treasury US Agency, asset-backed, corporate debt, and
equity secuntes and the execution and clearance of exchange traded
futures and options on futures contracts RBSSI also trades over-the-
counter options on US Treasury secunties RBSSI transacts primanly
with institulienal counterparttes and govemment sponsored entities

Central Functions compnses Group and corporate functions, such as
treasury, inance, nsk management, legal, communications and human
resources The Centre manages the Group's capital resources and
Group-wide regulatory projects and provides services to the operating
divisions

Non-Core manages separalely assets that the Group intends 1o run off or
dispose of The division contains a range of businesses and asset
portiohios pnmarily from the legacy GBM businesses, higher nsk profile
asset portlolios mcluding excess nsk concentrations, and other slhguid
portiolras it also includes a number of other portfolios and businesses
Including regional markets busmesses that the Group has concluded are
no longer strategic

Business Services supports the customer-facing businesses and
provides operational technology, customer support in telephony, account
management, lending and money transmission, global purchasing,
property and other servicas Business Services dnves efficiencies and
supporis tngcome growth across multiple brands and channels by using a
single, scalable platiorm and common processes wherever possible kit
also leverages the Group's purchasing power and 1s the Group's centre of
excellence for managing large-scale and complex change For reporting
purposas, Business Services costs are allocaled to the dwvisions above It
18 not deemed a reportable segment
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Business developments

With effect from 31 October 2012, the ressdential mortgage portfolio and
related funding of National Westrminster Home Loans Limiled {a fellow
subsidiary of the Royal Bank) totaliing £58 biflion were transferred to
NatWest

Bustness divestments

To comply with the European Commission Siate aid requirements the
RBS Group agreed a senes of restructunng measures to be iImplemented
over a four year period from December 2009 These measures
supplement the Strategic Plan previously announced by the RBS Group
These include the divestment of Direct Line Insurance Group plc, the sale
of 80 01% of the RBS Group’s Global Merchant Services business
{completed in 2010} and the sale of substantially all of the RBS Sempra
Commodities joint venture business (largely completed in 2010), as well
as the divestment of the RBS branch-based business in Engtand and
Wales and the NalWest branches 1n Scotland, atong with the direct SME
customers across the UK (“UK branch-based businesses”)

In 2010, the RBS Group reached agreement with Sartander UK plc
(‘Santander’) cn the sale of the UK branch-based businesses However,
in Octaber 2012, the RBS Group announced that it had recewved
notification of Santander’s decision to pull cut of its agreed purchase of
these businesses Santander's decision followed extensive work by both
parties to separate the businesses inlo a largely standalone form and to
prepare the businesses, customers and stalf for transfer The RBS Group
1s conhinuing to work to fulfil s obligations to divest these businesses

Recent developments

Markets & International Bankirig Executive changes

On 6 February 2013, the BBS Group announced that John Hourican,
Chief Executive Markets & International Banking will leave the RBS
Group once he has completed a handover of his responsibilities With
effect from 1 March 2013 Sunee! Kamlarni and Peter Nielsen will be co-
heads of the Markets division and John Owen will continue to lead the
Internatienal Banking division and will alf report directly to the Group
Chigl Executive
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Risk factors .
Set out below 15 a summary of certain nsks which could adversely affect

the Group, it should be read in comunclion with the Risk and balance

sheet management section of the Financial review (pages 15 to 131)

This summary should not be regarded as a complele and comprehensive
statement of all potential nisks and uncertainies A fuller descnption of

these and other nsk factors is included on pages 238 to 249

« The Group ts rehant on the RBS Group, from which it receives
capital, hquidity and funding support The Group also receves
cerlan services from the RBS Group and has access to its
nfrastructure required to operate the Group s businesses N

e The Group s businesses, earnings and financial condition have been
and will continue to be negatively affected by global economic
conditions, the instability 1n the gtobal financral markets and
increased compettion and political nsks including proposed
referenda on Scottish independence and UK membership of the EU
Together wilh a perceived creased nisk of default on the sovereign .
gebt of certain European countnes and unprecedented stresses on
the financral system within the Eurazone, these factors have
resulled in significant changes in markel conditions including
interest rates foreign exchange rates, credit spreads, and other
marke! factors and consequent changes In asset valuations

o The actual or percelved faldure or worsening credit of the Group's
counterparties or borrowers and depressed asset vaiuations .
resulting from poor market conditions have adversely afiected and
could continue to adversely affect the Group

e« The Group s ahility to meet its gbligations’ including its funding
commitments depends on the Group's ability to access sources of
Iiquidity and funding The inability fo access hquidity and funding due
to market conditions or otherwise could adversely affect the Group's
financial condition Furthermare, the Group's borrowing costs and its
access to the debt capital markets and other sources of hquidity
depend significantly on the RBS Group s, and the UK Government's .
credit ratings

e« The RBS Group s subject fo a number of regulatory imbatives wiich .
may adversely affect ts business including the UK Government s
implementation of the final recommendations of the Independent
Commussion on Banking s final report on competitton and possible .
structural reforms In the UK banking industry, the US Federal
Reserve's proposal for applying US capital, hquidity and enhanced
prudential standards to certain of the RBS Group's US operations

« The Group s business performance financial conditton and capital .
and liquidity ratios could be adversely affected if its capital 1s not
managed eflectively or as a result of changes to capitat adequacy
and Irquichty requirements, including those ansing out of Basel il
implementation (globally or by European or UK authonities), or if the
RBS Group 1s unable to 1ssue Cantingent B Shares to HM Treasury
under certain circumstances .

As a result of the UK Govemment s majonty shareholding in RBSG
wt can, and in the future may decide to, exercise a significant degree I
of influence over the RBS Group including on dwidend policy,
modifying or cancelling contracts or miting the RBS Group's
operations The ofter or sale by the UK Government of alior a
portion of its shareholding in the company could affect the market
pnce of the equity shares and other secunbes and acquisions of
ordinary shares by the UK Government (including through
conversions of other secunties or further purchases of shares) may
result 1n the delisting of the RBSG trom the Official List

RBSG or any of its UK bank subsihanes including the Bank and its
bank subsidianies may face the nisk of full nationalisation or ather
resolution procedures and vanous actions could be taken by or on
behalf of the UK Govemnment, including actions in relation to any
securties 1ssued, new or existing contractual arrangements and
transfers of part or all of the RBS Group s businesses

The RBS Group 1s subject to substantial requlation and oversight,
and any significant regulatory or legal developments could have an
adverse effect on how the Group conducts its business and on its
results of operahons and hnancial conditon in addibion, the RBS
Group 1s, and may be, subject to hitgation and regulatory
Investigations that may impact (s business, results of operations
and financial condition

The Group’s ability to implement the RBS Group’s Strategic Plan
depends on the success of its efforls to refocus on its core strengths
and its balance sheet reduction programme As part of the RBS
Group s Strategic Plan and implementation of the State Aud
restructuning plan agreed wih the European Commission and HM
Treasury, the RBS Group 15 undertaking an extensive restructunng
which may adversely affect the Group's business, results of
operations and tinancial condition and give nse to increased
operational risk

The RBS Group may suffer if it does not maintain good employee
relattons

Operational and reputational nsks are mherent in the Group's
businesses

The value of cerlain inancial instruments recorded at fair value 1s
determined using financial models incarporating assumptions,
judgements and estimates that may changs over ime or may
ulttmately not turn out to be accurate

Any stgnificant developments in reguiatory or tax legistation could
have an effect on how the Group conducts its business and on its
results of operatrons and financial condition, and the recoverability
of certain deterred tax assets recognised by the Group is subject 1o
uncertainty

The RBS Group may be required to make contributions to its
pension schemes and government compensatton schemes, either of
which may have an adverse impact on the Group's results of
operations, cash flow and financial conditton
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Summary consolidated income statement for the year ended 31 December 2012

2012 2041 00
£m £m £m
Net interest income 2,873 3007 3,161
Fees and commissions receivable 2,643 2,790 3.984
Fees and commissions payable {428} (343) (1,248)
Income from trading activities 1,150 244 825
Gain on redemption of own debt — 251 145
Other operating income 188 142 1.199
Non-interest ncome 3,553 3,084 4,905
Total ncome 6,426 6 091 8,066
Operating expenses (6,565) (5,726} (5 303)
(Loss)/profit belore impairment losses {139) 365 2,763
Impaiment losses (3,183) (4,792} (5 144)
Operating loss before tax {3,322) (4,427} {2,381}
Tax 46 583 117
Loss for the year (3,276) (3.844) (2,264)
Non-controlling interests — [GH 8

Loss attnbutable to ordinary shareholders

2012 compared with 2011

Operating loss

Operating loss before tax fell by 25% to £3,322 milkon from £4,427
miliion in 2011, pnmarly due to fugher income from trading achvites and
lower imparmem losses partially offset by higher operating expenses,
despite lower staff costs

Total income

Total ncome increased by 5% to £6,426 million from £6 031 million in
2011, pnmarly due to higher rading income partially offset by lower net
nterest income and net fees and commissions, and the non-repeat of
gams on redemption of own debt in 2011

Net interest income

Net interest income fell 4% to £2,873 million principally as a result of
tower income n the Retait and Commercial businesses, reflecting the
impact of a competitive savings market, and in Non-Core following run-off
and disposals

{3,276) (3,852} (2,256)

Non-interest income

Non-interest income ncreased by 15% to £3,553 rmilbon compared with
£3,084 million m 2011 pnmanly due to legher trading income This was
partially ofiset by lower net fees and commissions as a result of weaker
consumer spending volumes There was also a gain on redemption of
own debt of £251 million in 2011

Operating expenses

Operating expenses increased by 15% to £6 565 milion compared with
£5,726 mihan in 2011 prmanly due 10 a provision of £425 milllon to meet
the costs of redress to small and medium sized businesses, classified as
retall chents under FSA rules, who were mis-sold interest rate hedging
products higher management recharges from the holding company,
costs of £120 million relating to the technology incident that aifected the
Group s systems, and the wnte-down of goodwill of £117 mithon

Impaiment losses

Impairment losses were £3,183 million compared with £4 792 mulion in
2011 This was pnmarily driven by a £1,518 miflion, or 59% decrease In
Non-Core impairments, mostly in the Ulster Bank and commercial real
estate portfolins

Capual ratios
Capital ratios at 31 December 2012 were 13 8% (Core Tier 1), 14 9%
(Tier 1) and 18 2% {Total)
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Financial summary continued

2011 compared with 2010

Operating loss

Operating loss before tax was £4,427 millron compared with £2,381
mill:ori i 2010 This pnmanty reflects a proviston in relation to Payment
Protection Insurance {PP1} clams, lower income in Markets and
Intemational Banking, fower net fees and commissions and lower gains

on strategic disposals, partially offset by higher gains on the redemption
of own debt

Total income

Total income was down 24% to £6,091 million from £8 066 million i
2010, pnmarily due to lower trading income and lower gatns on strategic
disposals partally offset by tigher gains on the redemption of own debt

Net interest income
Net interest income was £3,007 milion compared with £3,161 milion in
2010 pnmanly reflecting a narrowing net interest margin

Non-interest income

Non-interesl incorme decreased to £3,084 milhon from £4 905 million in
2010 reflecting fower Income in Markets and International Banking, lower
net fees and commissions and lower gains on strategic disposals parbally
offsel by higher gains on the redemption of own debt

Operating expenses

Operating expenses were up 8% 1o £5 726 mullion from £5,303 millon in
2010 This increase was primanly due to a provision of £547 miflion in
relation to PPi clams Adjusting for this, operaling expenses were down
2%

Impatrment losses

Impairment lesses were £4,792 miflion compared with £5,144 mdhon in
2010 Lower imparments in UK Retall and UK Corporate were partialty
offset by increases i Ulster Bank where the economic environment
continues to be chalienging

Capital ratios
Capital ratios at 31 December 2011 were 10 0% (Core Tier 1), 11 3%
(Tier 1) and 14 2% (Total)
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Analysis of results
Net interest incomae
2012 2011 2010

£m £m £m

Interest receivable (1) 6,316 6,183 6.070
Interest payable (3,443) {3,176} (2,909)
Net interest income 2,873 3,007 3,161
Ylelds, spreads and margins of the banking business = % o,
Gross yield on interest-eaming assets of the banking business () 252 249 249
Cost of interest-bearing habilities of the banking business {1 80) (1 69) (1 45)
Interest spread of the banking business (3) 072 080 t 04
Benefit from interest-free funds 042 041 026
Net interest margin of the banking business (1) 114 121 130
Gross yield 2

- Group 252 249 249

- UK 256 248 249

- Overseas 233 255 248
Interest spread (3)

- Group 072 080 104

- UK 078 080 104

- Overseas 056 08t 104
Netl interest margn 4

- Ggoup 114 121 130

- UK 108 113 124

- Overseas 138 149 146
National Westminster Bank Plc base rate (average} 050 050 050
London inter-bank three month offered rates (average)

- Sterling 082 087 070

- Eurcdollar 043 033 034

- Euro 053 136 075
Notes

{1} Intgrest income includes £223 milion (2011 - £270 milhon 2010 2228 milion) inrespoct of lean tees torming part of the etfoctiva intarest rate of loans and roceivables

{2) Gross yeld 15 the Interest rate earned on average interost eaming assets of the banking business

{3) Interest spread s the differenco hetween the gross yield and the interest rate pard on average mnterest beanng hatilites of the banking business.

(4) Netinterest margin Is net iterest income of the banking busness as a percentage ol average interest eaming assels of the banking business

(8) The analysis into UK and Ovorseas has been complled on the basts of iocanon of office

(8) Interest recenable and Interest payable on trading assets and liabilities are included in income from trading actvites

{?) Interest income includes amounts (unwind of discount) recognised on tmbared loans and recesvables The average dalances ¢f such lpans are included in average loans and advances to banks and
ipans and advancas 1o customers
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Average balance sheet and related interast

Iy

2012 2031
Average Average
hatance Interest Rate batance Interest Rate
£m £m % £m gm %
Assels
Loans and advances to banks - UK 119,270 1602 134 114,214 1,248 109
- Overseas 8,901 98 110 8,100 110 136
Loans and advances to customers - UK 75,716 3,372 4 .45 73,718 3,358 456
- Overseas 43,223 1,120 259 46,982 1,307 278
Debt secuntes - UK 3,467 1186 335 3,641 139 382
- Overseas 498 8 161 1,251 21 168
Interest-earning assets - UK 198,453 5.090 256 191,571 4,745 248
- Overseas 52,622 1,226 233 56,333 1,438 255
Total interest-eaming assets - banking business 251,075 6316 252 247,904 6 183 248
- trading business () 107,807 115,328
Interest-eaming assets 358,882 363,232
Non-interest-earming assets 28,711 29,708
Total assets 387,593 392,940
Percentage of assets applicable to averseas operations 40 1% 45 8%
Liabiities
Deposits by banks - UK 19,473 741 KE:3 12,881 441 342
- Overseas 12,605 254 202 13,839 287 207
Customer accounts demand deposits - UK 58,391 344 059 55,171 322 058
- Qverseas 4,544 54 119 4,888 47 096
Customer accounts savings deposits - UK 67,792 1,224 181 66 620 1,184 178
- Overseas 1,681 18 113 2,664 36 135
Customer accounts other time deposits - UK 11,444 351 307 13,244 396 299
- Overseas 5,620 131 233 7,726 144 186
Debt secunties in 1ssue - UK — — — 206 5 243
- Qverseas 3,360 32 095 4620 70 152
Subordinated habilittes - UK 7,018 282 402 6,888 221 321
- Overseas 499 12 240 478 12 251
Intemal funding of frading business - UK {684} 4} 015 (1,180} 11 {0 95}
Interest-bearng llabiities - UK 163,435 2,941 1 80 153,850 2,580 168
- Qverseas 28,309 502 i77 34,215 596 174
Total interest-beanng habilihes - banking business 191,744 3,443 180 188,065 3,176 169
- trading business () 105,305 113,865
interest-bearing habilittes 297,049 301,830
Non-interest-beanng habilies
Demand depasits - UK 34,669 35,880
- ODverseas 9,180 8 452
Other habilities 29,966 31,248
Owners’ equity 16,719 15,430
Total habilites and owners' equity 387,583 392,940
Percertage of labilties applicable to overseas operations 38 1%

For notes relating to this table refer to page 9

10

43 7%
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2010
Avarage
balance Interest Rate
£m £m ')
Assets
Loans and advances to banks -UK : 102 785 1240 121
- Overseas 7.914 84 1 06
Loans and advances to customers - UK 79,238 3,326 420
- Overseas 43,692 1,359 273
Debt secuntes - UK 2,389 35 147
- Overseas 1,707 26 152
Interest-earming assels -UK 184,412 4,601 249
- Overseas 59,313 1.469 248
Total interest-earning assets - banking business 243,725 6,070 249
- trading business () 101,348
Interest-eamning assels 345,073
Non-interest-earning assets 37,823
Total assets 382,896 '
Percentage of assets applicable to overseas operations 45 5%
Liatxhties
Deposits by banks - UK 19,787 604 305
- Overseas 19,231 260 135
Customer accounts demand deposits - UK 61,532 315 051
- Overseas 2,672 49 183
Customer accounts savings deposits - UK 58,418 929 159
- Qverseas 2,702 30 11%
Customer accounts other time deposits -UK 12,521 240 182
- Qverseas 8,578 164 191
Debt secunttes in 1ssue - UK 501 12 240
Overseas 8,155 a3 102
Subordinated habiites -UK 7,111 209 294
- Overseas 543 15 276
Intemal funding of trading business - UK {1,239} (1) 008
Interest-beanng habilities - UK 158,631 2308 145
- Overseas 41,881 601 144
Total interest-bearnng labilihes - banking business 200,512 2,909 145
- frading busmess (s) 100,733
Interest-bearing babilities 301,245
Non-interest-beanng liabitities
Demand deposiis -UK 27.846
- Overseas 9,450
Other labibbes 29,271
QOwners' equity 15,084
Total babdiies and owners' equity 382,896
Percentage of liabilies applicable to overseas operations 43 3%

For notes relating to this table refer to page 8
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Financial review contmued

Analysis of change in net interest income - volume and rate analysis
Volume and rate vanances have been calculated based on movements in average balances over the period and changes in interest rales on average
interest-eaming assets and average interest-beanng labilities Changes due 10 a combination of volume and rate are allocated pro rata to volume and

rate movements

2012 over 2011 2011 over 2010
Increasei|decieage) due to changes :n Ir ease} due to changes n
Average Average Net Average Average Net
volume rate change volume rata change
£m £m £m £m £m £m
Interest-earning assets
Loans and advances to banks
- UK 57 297 354 135 (127) 8
- Overseas 10 (22) (12} 2 24 26
Loans and advances to customers
- UK 93 (79) 14 (241} 273 3z
- Overseas (101) (86) (187) (76) 24 (52}
Debt secunties
- UK (6) (17) (23) 26 78 104
- Overseas (12) {1) {13) (8) 3 (5)
Total interest receivable of the banking business
-UK 144 2m 345 (80) 224 144
- Overseas (103} {109) (212) (82) 51 (31)
41 92 133 {162) 275 113
Interest-bearng kabiliies
Deposits by banks
- UK (245) (55) (300} 230 (87) 163
- Qverseas 26 7 33 86 {113) 27)
Customer accounts demand deposits
- UK (17 {5) (22) 34 (41) ()
- Overseas 4 {an (7} {28} 30 2
Customer accounts savings deposis
-UK (20) (20} (40 (138) (117 (255)
- Overseas 12 5 17 — (6) {6}
Customer accounts other tme deposits
- UK 55 (10} 45 {15) (141) {156)
- Qverseas 44 (31) 13 16 4 20
Debt secunties in 1ssue
- UK 2 3 5 7 - 7
- Qverseas 16 22 as 44 (31) 13
Subordinated hatulities
- UK 4) (57) €1) 7 (19) (12)
- Overseas {1} 1 — 2 1 3
Internat funding of frading business
- UK 3 9 12 — (12) 12
Total interest payable of the banking business
- UK (226) (135} (361) 125 (397) (272)
- Qverseas 101 {7} 94 120 (115) 5
{125) (142) (267) 245 (512) (287)
Movernent in net interegst Income
- UK (82) 66 (16} 45 (173) (128)
- Overseas (2} {116} {118) 38 (64) {26)
(84} (50) {134) 83 (237) (154)
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Consolidated balance sheet at 31 December 2012

NATWEST 2012

202 2011
£m €m
Assets
Cash and balances at central banks 2,298 1,918
bmounis due from holding company and feliow subsidiares 125127 151 447
Other loans and advances to banks . 9,897 14,754
Loans and advances to banks 135,024 166 201
Amounts due from fellow subsidianes 3,064 7 904
Cther loans and advances to customers 191,444 134,985
Loans and advances to customers 194,508 142,889
Debt secunttes subject to repurchase agreements 28,008 30,647
Other debt secunies 6,907 10,358
Debt secunties 34,915 41,005
Equity shares 898 928
Settlement balances 2,362 2,468
wmounts due trom holding company and teflow subsidiaries 2,532 2452
Other denvatives 2254 2.745
Denvatives 4,786 5,197
Intangible assets 736 B12
Property, plan! and equipment 2,048 2982
Deferred tax 384 579
Prepaymentis, accrued income and other assels 2,005 2,573
Total assets 379,964 367,552
Liabihities
Amaunis due to holding company and fellow subsidianes 43,791 39,971
Other deposits by banks 14,303 14 758
Deposits by banks 58,184 54,729
Amounts due to fellow subsidiaries 5,897 3,634
Other custorner accounts 258,090 251,076
Customer accounts 263,987 254,710
Debt secunties n i1ssue 3,966 4,239
Seltiement balances 2,755 2,911
Short positions 11,840 13,482
lAmounts due to holding company and fellow subsichanes 4 980 5119
Other denvatives 575 973
Denvalives 5,565 6,092
Accruals, deferred income and other habilihes 3.804 5,484
Retirement benefit kabilties 44 207
Detferred tax 245 289
Amounts due to holding company 5,780 6,114
Dther subordinated habilihes 1,847 1,888
Subordmated liabildies 7,627 8,002
Total habilities 358,007 350,145
MNon-controlling interests 1,257 1,272
Owners' equity 20,700 16,135
Total equity 21,957 17,407
Total iabilities and equity 379,964 367 552
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Financial review conanued

Commentary on consolidated balance sheet

2012 compared with 2011

Total assets of £380 0 bithon at 31 December 2012 were up £12 4 billion,
3% compared with 31 December 2011 This was prnincipally dnven by an
Increase n loans and advances to customers due to the transfer of the
moitgage loan portfoho from National Westminster Home Loans bimited
(NWHL) a feflow subsichary of the Royal Bank, partly offset by decreases
in amounts due from the holding company and fellow subsidianes, and
decreases in loans and advances to banks and debt secunilies

Loans and advances to banks decreased by £31 2 billron, 19% t0 £1350
billron reflecting a significant reduction in placings with the holding
company and fellow subsidianes down £26 3 bilion 17%, to £1251
billkon and lower bank placings down £4 9 billion, 33%, to £9 9 billion

Loans and advances to cusicmers increased £51 6 bilion, 36%, to

£194 5 billon Within this amounts due from fellow subsichanes
decreased £4 8 hillion, 61%, 1o €3 1 bilhon Other loans and advances
increased by £56 5 hilllon, 42%, to £191 4 billion, principally reflecting the
transter of the NWHL mortgage loan portfolio, £59 3 biflion, partially offset
by a decrease In lending in UK Corporate

Debt secunties were down £6 1 billion, 15%, to £34 9 bilhon, driven

manly by reductons withun Markets in holdings of US government
secunties and financial institution bonds

14

Mavements In the value of denvative assets, down £0 4 tnfhon, 8% to
£4 8 billion and habdibes down £0 5 billion, 9%, to £5 6 billon prnimanly
reflect decreases in exchange rate contracts mchuding the efiect of
currency movements, with Sterling strengthening aganst both the US
dollar and the Euro

Property plant and equipment decreased by £0 9 bilkon 31%, to £20
billion driven largely by the disposal of investment property in Non-Core

Deposits by banks increased £3 Sbilhon, 6%, to £58 2 bilhon, with an
Increase In amounts due to the hoiding company and fellow substdianes,
up £3 8 billion, 10%, to £43 8 billlon primarily due to the transfer of
funding related to the NWHL mortgage loan porticho This was partly
offset by a decrease in other deposiis by banks, down £0 4 billion 2%, to
£14 4 tullion

Customer accounts increased £3 3 billion, 4%, to £264 0 bilkon Within
this, amounts due o subsidiaries ncreased £2 3 bilion, 62%, to £5 9
bilion Other customer deposits were up £7 0 bilion, 3%, at £258 1
billion, reflecung increases in UK Retail, UK Corporate and international
Banking parily oftset by a decrease in Markets

Shert positions were down £1 6 billion, 12%, to £11 8 billion mirronng
decreases n debt secunties

Subordinated liabiliies decreased by £0 4 bithon 5%, to £7 6 billion
pnmarily due to redemptions of £0 3 billion of dated loan capdal

Owners’ equily increased by £4 6 billion, 28%, to £20 7 billion, reflecting
capstal contributions by the holding company of £8 1 billion, partially offset
by the atinbutable loss for the year of £3 3 billion and losses in foreign
exchange reserves, £0 2 billlon
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Risk and balance sheet management

In thus section {pages 15 to 131) of the Financial review, certain
information has been audded and 1s part of the Group's financial
stalements as permitted by IFRS 7 Other disclosures are unaudited and
are labelled with an astensk {*)

Risk and balance sheet management are conducted on an overall basis
within the RBS Group such that common policies, procedures,
frameworks and models apply across the RBS Group Therefore, for the
most part, discussions on these aspects reflect those in the RBS Group
as refevant for businesses and operations in the Group

Data are provided for the Bank and s subsichanes (‘the Group’}, as well
as the Bank

Risk appetite and risk governance

Aisk appetite”

Risk appetite 15 both a key business tool and an integra! part of R8BS
Group's enterprise-wide approach 1o risk management Itis aligned with
the RBS Group's strategic objectives, helping to stnke an optimal balance
Detween bullding a sustainable nsk profile and creating long-term value
for the RBS Group's customers, investors and wider stakeholders The
nsk appette framework 1s designed to ensure that each business can
withstand significant detenorations in economic and markel conditions

The Group's risk appetite 1s set and owned by the RBS Group Board It
identifies and establishes the level and type of nsks that RBS Group s
able and willing to take in order to

*  meet iis strategic objectives - the RBS Group’s Strategic Plan 15 built
on the core foundations of serving its customers well, buiding a
sustamable nisk profile and creating fong-term value for its
sharehelders, and

®  meet its wider obligations to stakehoiders - a bank that 1s safe and
sound and puts serving customers at the heart of s thinking should
also perform well lor ts owners, employees, regulators and
communities

Risk appetite 1s cascaded and embedded across the RBS Group It
provides a greater understanding of the acceptable levels of risk for each
business, aligning commercial strategies with the use of scarce financial
resources, such as capital and funding It provides a sold platiorm from
which RBS Group c¢an focus on its key business strengths and
compehltive advantages over the long term

Delivenng a sustainable and conservative nsk profile

Risk appetite starts with the tone from the top (1 e the strategic goals and
nsk phitosophy set by the RBS Group Board) and 1s cascaded through
key targets hmits and nsk tolerances that influence decision making from
enterpnse-wide to transactional level

* unaud ted
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A strong nsk culiure 1s a key part of ensunng risk appetite 1s effectively
embedded across the RBS Group The link between risk appetite and
strategic cbjecives encourages people at all levels of the business to
think about risk, how they apply it and how they manage it It incorporates
the guantitative and quabtative aspects of nsk and uses both absolute
and relative risk measures

The nsk appetite frarnework s based upon four main pillars

®  Risk envelope metrics - RBS Group has set sustainable business
goals over a mediem-term honizon {including a target for the capnal
ratio, leverage ratio, loan deposit ratio, hquedity pontfoho and use of
wholesale iunding These effectively set the broad boundanes within
which the RBS Group operates The Non Core division also acts as
a pnmary driver for reducing nsk and the size of the balance sheet

*  Quanttatve nsk appetite targets - Risk appetie is also aligned to
potential nsk exposures and vulnerabilites under severe but
plausible stress conditons  Quantitative targets, under stress
conditions, are set around the RBS Group’s stralegic nsk objectives

*  Qualttative nsk appetite targets - The third strategic nsk ohjectve of
maintaining stakeholder coniidence covers qualitative aspects
relating to the culture of nsk management and controls and megting
stakeholder expectations Risk appetite 1s based around dentified
expectations across a range of stakeholders {e g customers,
employees, iInvestors and the general public) and 1s closely aligned
with key risk policies and controls (e g the RBS Group Policy
Framework conduct nsk, repuiational risk}

*  Risk controf frameworks and fimits - Risk control frameworks set
granular tolerances and hmits for matenal nisk types (e g credit nsk,
markel nsk, conduct nsk and operational risk) that are used to
manage nsk on & day-to-day basis These mits support and are
required to be consistent with the high-level nsk appetite targets

The iramework 18 supported by a programme of communication,
engagement and training rolled out across the Group to engender a wide
understanding of the purpose and value of an effechve nsk appetite

The RBS Group Policy Framewerk (refer to the following section) directly
supports the quahtative aspects of nsk appette, hefping to rebuild and
mamntain stakeholder confidence in the Group's nsk control and
governance This integrated approach ensures that an approprate
standard ot contro! 1s set for each of the matenial nsks the Group faces
wath an eflective assurance process put In place to monktor and report on
performance

Risk appetite has its own palicy standard within the RBS Group Policy
Framework that sets out clear roles and responsibilibes to measure,
cascade and report pertormance aganst nsk appetite and to provide
assurances that busiess 1s being conducted within approved nsk imis
and tolerances
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Financial review Risk and balance sheet management continued

RIsk appetite and risk governance* Risk appetite continued

The RBS Group Board Risk Commitiee reviews the framework and its
targets on a regular basis to ensure they remain aligned to strategic
objectives, business performance, emerging risks and changes in the
external environment

Strategic Objectives

The strategic obyectves are translatod mte high-lovel target measuros that sel the
risk appetite boundanes

High Level Strategic Quantitalwe Risk Qualtative
Risk Appctite Risk Envelope Targets Apgetio Targols Risk Appeotite Targels

Granular tolerances and imits consistent with the high-evet targets are set and
used to manage nsk on a day-$o-day basis

Risk Control Frameworks & Limits
. Tradod & Non . Liguitidy
Fraded Markot Oporational X Funding Gonduct
Fepteens

Creating sustainable value within nsk appelite

Risk appetite supports value creation delivered 1n a safe and sustainable
way It:s embedded within the annual planning and budgeting process
Business strategies are designed on the basts of key value dnivers (e g
regulatory framework, customer franchises, internal contro! framework,
incentives) and whether they fit within agreed nisk appette boundares

Lowet Laval

Risik Appetie

A range of different but complementary tools have been developed to
measure whether strategic plans are consistent with sk appetite, to test
broader ‘what i" questions and to assess the impact of changes in key
assumptions

®  Integrated stress testing - assesses how earnings, capital and
funding posiions change under an unfavourable, yet plausible,
scenano Stress scenanas can differ by theme, geographical
location or seventy

Econormic capital - prondes complementary insights, with a breadth
of understanding of nsk prafile changes and ‘tall nsks’ across
milions of different modelled scenancs

*  Senstivity analysis - prowides ‘ready reckoners around changes in
key vanables It offers a high-level view on questions such as ‘what
if GOP worsened by a further 1%7', identifying certain tipping ponts
where the RBS Group s risk profile meves oulside 1ts nsk appetite

Effective processes for reporting the results have also been developed,
presenting the Board and sentor management with a holistic and dynamic
view of key nisk exposures

* ynaudiied
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RBS Group Policy Framewaork

Actueving and sustaining a robust control framework comparable to those
of the RBS Group's stronges! intemational peers 1s critical to achieving
the successful delivery of the Group’'s nsk objectives

The RBS Group Policy Framework {GPF), introduced in 2009 supports
this goal by prowviding a consistent and structured overarching framework
for conduct, control and governance 1t prowides clear guidance and
controls on how the RBS Group does business, linked to its nsk appetite
its business conduct and compliance respensibiibes, and its focus on
delivering a control environment consistent with best practice agasnst
relevant external benchmarks

The GPF and related mitiatives am to ensure that

*  The RBS Group has ethical pancipals and clear control standards to
identify the nsks 1t faces 1o support eftective nsk management and
meet regulatory and legal requirements,

*  Policies are followed across the RBS Group and comphance can be
clearly evidenced assessed and reported by line management, and

¢ The control environment 1s monitored and overseen through good
governance

Communication and training programmes ensure staff are aware of ther
own responsibilites Policy standard owners and sponsors review their
policies on a regular basis, documenting identified shortfalls and
addressing them within an agreed ime frame

In 2011, a number of key enhancements were delivered including the
following

*  The RBS Group s policy standards were rewrtten to ensure they
clearly express the existing mandatory controls required to mitigate
the key nsks the RBS Group faces,

¢ Al of the RBS Group s palicy standards were externally
benchmarked and

®*  For each policy standard, appropnate nsk-based assurance aclivity
was Infroduced to ensure each division 1s appropriately controlied
and compliance with policy can be demonstrated
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Dunng 2012, the scope oi the GPF was refined further Kay *  The RBS Group's key credr nsk policies and mandatory controls
developments included were restructured and reahgned to reflect the two distinct portfolios
of credit isk wholesale and retail These changes are aimed at
*  Following external benchmarking exercises, addiional policy ' simplifying the policy structure and making 1t clearer to divisions
standards were ntroduced setting out new mandatory controls which standards are applicable to their respective busmesses

required to mitigate key nsks to the RBS Group
*  Certain procedural-related policy standards were removed from the

®  Aconduct nsk framework was agreed and s being progressively framework to reduce bureaucracy and simplity the structure
ostablished Grouped under four policy standards - employee
conduct, corporate conduct, market conduct, and conduct towards The GPF continues to be improved The results of assurance activity,
our customers - each 1s designed 1o provide high level direction to monitoring and analysis of the internal and external environment are used
the RBS Group and 1s supported by the RBS Group's Gode of to reassess the policy standards on a regular basis
Conduct

Risk governance*

The RBS Group 1s committed to achieving the highest standards of carporate governance in every aspect of the business, including sk management
A key aspect of the RBS Group Board's responsibility as the main decision-malang body at RBS Group level is the setting of RBS Group risk appetite 1o
ensure thal the levels of nsk that the RBS Group 1s wiling 1o accept in the attainment of s strategic business and financial objectives are clearly
understood

To enable the RBS Group Board to carry out is objectives, 1t has delegated authonty to senior Board and executive committees as required and
appropriate A number of key commitees specifically consider nsk across the RBS Group, as set out in the ciagram below

Group Board
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i Group Risk Conduct Risk
Liability Ma.nage‘?‘em Committee® Committee Comprises independent
Committeet non-executive directors
Notes
(1) The foliowing sub-comminiees report drectly to the Group Assel and Liabxdity Management Commuttee Captal and Siress Testing Committee Penston Risk Commitiee, Balance Sheet Management
Comrmittes

(2} The tollowing sub-committees report directly lo the Group Fusk Committee Global Market Risk Comitiee, Group Country Risk Commettes Group Models Commuttee Group Credit Rusk Comimitiee
and Operaticnal Risk Executive Commitiee In addition, Diwisional Risk Committees feport to the Group Fisk Commitiee The Capstal and Stress Testng Committee also provides monthly updates to
the Group Risk Committes, escalaling issues as necessary

® untaudited
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Risk appetite and risk governance Risk governance* continued Durning 2012, the Conduct Risk Committee was crealed as a sub-

The ey nsk responsibiiies of each of these committees as well as ther commuttee of the Executive Risk Forum Effective conduct nsk

membership are set out in the table below management 15 not anly a commercial imperative for the RBS Group,
customers, chents and counterparties demand it as a precursor to

These commitiees are supported at a divisional level by a risk bullding trus! For more information on conduct nsk and the RBS Group s

governance structure embedded i the business These committees play management of this nsk type, refer to page 128

a key role in ensuning that the RBS Group's nisk appette 1s supported by
effective nsk management framewoarks, imits and pohcies, together with
clear accountabilities for approval, monttonng, oversight, reporting and

escalation

Board/Commitiee Risk focus Membership

Group Board The Group Board ensures that the RBS Group manages nsk | The Board of directors
effectively by approving and monitonng the RBS Group's fisk
appetite, considenng RBS Group stress scenanos and
agreed mitigants and identifying longer-term strategic threats
to the RBS Group’s business operations

Group Executive Committee | The Group Executive Commuttee considers Group Chiet Executive
recommendations on nsk management matters referred by | Group Finance Director
the Executive Risk Forum and/or Group Risk Committee, Chiet Administration Citicer
mncluding recommendations on risk appetite, nsk pokicies and | Chief Executve Officers of divisions
risk management strategies |t operates under delegated Head of Restructurnng and Risk

authorty from the Group Board

Group Board Risk Committee | The Group Board Risk Committee provides oversight ang At least three independent non-executive directors,
adwice 1o the Group Board on current and potential future nsk | one of whom is the Chairman of the RBS Group Audit
exposure of the RBS Group and nsk strategy It reviews the | Commitiee

RBS Group’s performance on nsk appetite aversees the
operation of the RBS Group Pokcy Framework and provides
a nisk review of remuneration arrangements |t operates
under delegated authonty from the Group Board

Group Audit Cormmittee The Group Audit Committee reviews accounting polictes, At least three independent non-executive directors, at
financial reporting and regulatory comphance practices of the | least one of whom 1s a hinancial expert as defined in
Group, as well as s systems and standards of internal the SEC rutes under the US Exchange Act

controfs and monitors the Group's proecesses far internal
audit and external audit It has respongibility for momitoring
relationships with regulatory authonties !t operales under
delegated authonty from the Group Board

Group Performance and The Group Performance and Remuneration Committee has | At least three independent non-executive directors
Remunerahon Commitlee oversight of the RBS Group s policy on remuneration and
receives advice from Group Risk Management and the Board
Risk Committee to ensure that there 1s thorough nsk input
into incentive plan design and target setting, as well as nsk
review of perfarrnance bonus pools and clawback It
operates under delegated authonty from the Group Board

Group Sustainability The Group Sustanability Committee 1s respensible for At least three independent non-executive directars
Committee overseeing and challenging how management i1s addressing
sustamability and reputation 1ssues related to all stakeholder
groups This includes customer and related citizenship
activities, oversight of ihe delivery of the Purpose, Visian and
Values cultural and behavioural change and oversight of the
sustainability aspects of the people agenda I operates
under delegated authonty from the Group Board

* uncudited
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Board/Commuttee

Risk focus

NATWEST 2012

Membership

Execubive Risk Forum

The Executive Risk Forum has full authonty to act on all
matenal and/or enterpnse-wide nsk and control matters
across the RBS Group It approves the most matenal imits
and decisions above defined thresholds and delegates
decisions below these thresholds to sub-commuttees and
approprtate tndmaduals It operates under delegated authonty
from the Execubive Committee

Group Chief Execulive

Group Finance Director

Chief Administration Officer

Chief Executive Otficers of dwisions
Head of Restructunng and Risk
Deputy Group Chief Risk Otheer

Group Asset and Uability
Management Commuttee

The Group Asset and Liabihity Management Commiitee s
responsible for identifying, managing and controlling Group
balance sheet risks in executing its business strategy it
operates under delegated authonty from the Executive Risk
Forum

Group Finance Director

Group Treasurer

Chiet Executive Officers of divisions
Head of Restructuring and Risk

Key Group Finance function heads
Chigf Execulive Officer, Markets, M&IB

Group Risk Committee

The Group Risk Committee acts on matenat and/or
enterprise-wide nsk and control matters across the Group It
1s an gversight cornmittee which reviews and challenges
risks and hmuts across the functional areas and plays a key
role exercising and demonstrating effective nsk oversight
acrass the RBS Group It reviews rnisks and issues on both a
thematic and specific basis and focuses on forward-looking,
emerging nsks It considers the overall nsk profile across the
Group and identfies any key i1ssties for escalaton to the
Executive Risk Forum It operates under delegated authority
trom the Executive Risk Forum

Deputy Group Chei Risk Officer
Divisional Chief Risk Officers
Key Group Risk funchon heads

Conduct Risk Committee

The Conduct Risk Commitiee 15 responsible for the
governance, leadership and strategic oversight of the RBS
Group’s conduct nsk agenda, as well as escalating and
reporting any matenial or strategically significant 1ssues or
matters to the Executive Risk Forum It operates under
delegated authonty from the Executive Risk Forum

Head of Restructunng and Risk

Group General Counsel

Deputy Group Chief Risk Officer

Globat Head of Comphance

Director Group Regulatory Affaurs

Chitef Executive Officer, Wealth Management

Managing Director, Products and Marketing, UK Retail

Chief Executive Officer, Corporate Banking

Vice Chairman, RBS Citizens Financial Group

Co-Head, M&IB Americas

Director, Group Operations, Business Services

Chret Operating Officer, Ulster Bank Group

Chief Executive Ofiicer, RBS England & Wales and
NatWest Scotland

Head of Group Internal Audit

Pension Pisk Committee

The Pension Risk Gommittee considers the Group-wide view
of pension nsk appetite, macharnisms that could potentially
be used for managing nsk within the funds and implications
of the pension schemes’ financial strategy 1t also reviews
actuanal funding assumptions from a Group perspective as
appropriate The Pension Risk Committee consults with the
Trustee's Investment Executive where necessary The
Pension Risk Committee operates under delegated authority
from the Group Asset and Liability Management Commmuitee

Group Finance Director

Head of Restructunng and Risk

Group Treasurer

Global Head of Market and Insurance Risk
Group Chief Accountant

Chief Executive Officer, Markets, M&IB
Global Head of Markets, M&IB

Group Head of Pension Risk

Deputy Group Chiet Risk Officer

Head of Group Penstons
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Risk appetite and risk governance Risk governance* continued

Board/Commitiee

Risk focus

Membership

Capital and Stress Tesiing
Committee

The Capital and Stress Testing Committee leads the
integrated development and mamtenance of nsk capital
approaches, frameworks and standards It reviews
posimions and plans, agrees approaches and standards ang
provides cross-funciional challenge on the topics outlined i
is terms of reference s responsible to the Group
Finance Direclor and the Head of Restructunng and Risk
for many of these activities It provides updates to the
Group Asset and Liability Management Committee and
Group Risk Committee and seeks approvals where
necessary |t operates under delegated authority from the
Group Asset and Liability Management Commitiee

Group Finance Director
Key Group Finance functien heads
Key Group Risk function heads

Executive Credil Group

The Executive Credit Group decides on requests for the
extension of existing or new credit Imis on behall of the
Group Board where the proposed aggregate facility imits
are in excess of the credit approval authorittes granted to
individuals in divisions or in Group Risk Management, or
where an appeal against a dechne decision ot the Group
Chief Credit Officer (or delegates) or Group Chief Risk
COtficer 1s referred for finat dectsion

Group A members (1)

Head of Restructuring and Risk

Deputy Group Chief Risk QOfficer

Group Chief Credit Officer/Chiet Credst Officer N V
Head of Global Restructuring Group

Chief Risk Officer Corparate Banking

Group B members (1)

Group Chief Executive

Group Finance Director

Deputy Chief Executive Officers, M&IB

{1} Decisions require Input frorm at least one mamber from each of Gioup
Aand Group B

Dwvisional Risk and Audit
Committees

Dwisional Risk and Audit Committees report to the Group
Board Risk Committee and the Group Audit Committee on
a quarterly basis Therr rnain responsibibies are to

*  monior the performance of the divisions relative to
divisional and Group nisk appetite, and

*  review accounting policies, iternal control, financial
reporting functions, internal audid, extemal audit and
regulatory compliance

Members at least three non-executive members who
are executives of the Group who do not have executive
responsibility in the relevant division

Attendees at least two executives of the division, as
appropnate Representatives from finance, risk, internal
audit and external audit

Members of the Group Board Risk Commuttes and
Group Audit Committee also have the nght to attend

* ungudited
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Stress testing”

Stress testing descnbes the evaluation of a bank s financial position
under severe but plausible stress scenanos Siress testng also refers to
the broader framework under which these tests are developed, evaluated
and used within the Group's decision-making process in the context of
the wider economic envircnment

Internal stress tests

The Group’s stress testing framework 1S designed to embed stress testing
as a key nsk management technigue into manstream nsk reporting,
capital planning and business processes at divisional, legal entity and
Group levels

The Executive Risk Forum (refer to page 21) 1s the main body overseeing
the RBS Group's stress testing approach, processes and results The
forum 1s pnmanly responsible for reviewing and challenging the results of
any RBS Group-wide stress test and ensunng that, where necessary,
appropriate managemen! actions are undertaken The RBS Group Board
Risk Commitiee receives reporls detailing siress tests undertaken as pan
of the financial pianning process I reviews and challenges the stress
scenarios and considers thew impact on the Group's financial position
These reports outline relevant management actions as well as the extent
to which such actions mitigate the effects of the stress scenano on the
Group's caprtal adequacy The RBS Group Board Risk Committee may
also request additional stress tests as it deems necessary

Stress testing forms part of the RBS Group's nisk and capital
management framework and 15 a major component of the Basel Il
requirements It highhights to senior management potential unexpected
adverse outcomes related to a mixture of nsks and provides an indication
of how much capital might be required to absorb fosses should adverse
scenanos matenahise Stress tests, part of the financial plannmng process
are conducted and presented to sentor management semi-annually
Stress tests are also conducted to meet regulatory requirements as weli
as to assess the impact of business decisions on the Group's capital
position

* unauded
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Scenano stress testing Is conducted throughout the Group as detailed
below

As part of the financial planning and strategy cycle stress tests are
conducted by dvisions and aggregated to produce firm-wide resulls
These stress tests are also used for monitonng divisional and Group
risk appetite

*  Siress testing 1s performed centrally by Group functions both o
meet regulalory requirements and for ad-hoc business analysis and
decision-making These stress tests also include reverse stress
tests, which identify scenanos and circumstances that could render
RBS’s business madet unviable

*  Diviston-specific stress testing 1s undertaken 1o support nisk
dentification and risk management decision-making

*  Rusk-type specific stress testing 1s also conducted for example,
within the market nsk management framework, a comprehensive
programme of stress tests covers a varety of historical and
hypothetical scenarios, including reverse stress tests

Stress test scenanos specifically target both firm-wide vulnerabilities and
negative global impacts They consider a five-year honzon and inglude
stress projections for macroeconomic vanables such as GDP,
unemploymeni rates property pnces, stock pnee indices, interesl rates
and milation
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Finanecial review Risk and balance sheet management continued

Risk appetite and risk governance continued

Risk coverage”

The main risk types faced by the RBS Group are presented below, together with a summary of the key areas of focus and how the Group managed

these nsks in 2012

Resk type Definiion Features How the Group managed nsk and the focus i 2012
Capital adequacy | The nisk that the Group has Potential to disrupt the Cora Tier 1 ratig was 13 8%, a 380 basis point improvement on
nsk mnsutficient capital business model and stop 2011 principally reflecting capital contnbutton from the holding

normal functtons of the Group

Potential to cause the Group
to fail to meet the supervisory
requirements of regulators

Significantly dnven by credit
nsk losses

company parlially offset by attnbutable loss

Refer lo pages 29 1o 34

Liguidity and
funding nsk

The nsk that the Group 1
unable to meet its financial
habihihes as they fail due

The Group's performance in 2012 represented a new benchmark
In the management of hquidty nsk as the Group began operating
under normalised market practices for the management of
hquichty and tunding nsk despite a backdrop of continued market
uncertainty and certain RBS Group-specific factors such as a
downgrade of the RBS Group's external credit rating

Refer to pages 3510 43

Credit nisk

The ngk that the Group will
Incur losses owing to the
failure of a cusiomer or
counterparty o meet its
obligation to setile outstanding
amounts

Loss characteristics vary
matenally across portfolios

Significant ink between losses
and the macroeconomic
environment

Can include concentration nsk
- the nsk of loss due to the
concentration of credit nsk to a
speciic product, asset class,
sector or counterparty

The RBS Group manages credit nsk based on a suite of credit
approval, nsk concentration early warning and problem
management frameworks and associaled nsk management
systems and tools

With a view to strengthering its credit nsk management
framework and ensunng consistent application across the RBS
Group, dunng 2012 the RBS Group Credit Risk function launched
a set of credit control standards with which divisions must
comply, to supplernent the existing policy sute These standards
compnse not only governance and policy but also behavioural,
organisational and management norms that determine how the
Group manages credit from ongination to repayment

Durning 2012, loan impairment charges were 33% lower than in
2011 despite contnuing challenges in Ulster Bank Group (Core
and Non-Caore) and commercial real estate portfolios The Group
also conlinued to make progress in reducing credit concentration
nsks, with exposure to property and constructien dechning 13%
dunng 2012

Refer o pages 44 to 103

* unoudited
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Risk type

BDefinition

Features

NATWEST 2012

How the Group managed nsk and the focus in 2012

Market nsk

The nisk ansing from
fluctuatons in mterest rates,
foreign currency, credit
spreads, eguity prices,
commodity prices and nsk-
related factors such as market
volatilities

Freguent small losses which
are matenal In aggregate

Infrequent large matenal
losses due {o stress events

The majorty of the Group's
market nsk exposure 1s in the
Markets, International Banking
and Non-Core divisions and
RBS Group Treasury The
Group 15 also exposed to
market risk through interest
rate nisk and foreign exchange
nsk on its non-trading activities
in the retail and commercial
busnesses

A comprehensive structure is in place aimed at ensunng the
Group does not exceed 1ts qualitative and quantitative tolerance
for market nsk

The RBS Group s market nsk policy statements set out Its
quahtative tolerance for market nsk They define the governance,
responsibifies and requirements for the identification,
measurement, analysis, management and communication of
market nsk ansing from the Group's trading and non-trading
Invesiment activities

The RBS Group market nisk limil framework expresses the RBS
Group's quantitative tolerance for market nsk The RBS Group
hmit metncs capture, in broad terms, the full range of market nigk
exposures ensunng the nsk 1s appropnately detined and
communicated

Dunng 2012, the Group continued to reduce its nsk exposures,
market nsk imits were lowered accordingly Average trading VaR
was £21 milion, more than 40% lower than 2011, largely
reflectng decreases in ABS trading inventory in Markets

Refer to pages 104 to 108

Country risk

The nsk of matenal losses
arising from significant
country-specific events

Can anse from sovereign
events, economic events,
pohtical evenis natural
disasters or conflicts

Potential to affect parts of the
Group s credit portfolio that are
directly or indirectly inked to
the country In questicn

Primarily present in credit
portiolios of Markets
intemational Banking, Ulster
Bank (Ireland), BBS Group
Centre (manly Treasury) and
Non-Core

Under the RBS Group's country nsk framework, all countries
except the UK and the US are currently under lsmit control All
countnes with matenal exposures are monitored continually using
the RBS Group's country risk watchlist process to identify
emerging Issues and facilitate the development of mitigation
strategies Detalled portiolio reviews are undeniaken on a regular
basis to ensure that country portioko compositions remain
aligned to the RBS Group's country nisk appetite in ight of
evalving economic and palitical developments

In the context of several sovereign downgrades, the Group has
made continued progress In managing down its sovereign
exposures Dunng 2012, the RBS Group brought nearly all
advanced countites under country imit control and further
restricted ts country nsk appetite Balance sheet exposures to
penphery eurozene countnes decreased by 9% or £3 5 billion to
£36 billion predominatety all mn !reland

Funding mismatches in {reland reduced to approximately £9
bitlion

Refer to pages 110 to 119
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Financial review Risk and balance sheet management continued

Risk appetite and risk governance Risk coverage® continued

Risk type

Defintion

Features

How the Group managed nsk and the focus in 2012

Operational nsk

The nsk of loss resulting from
inadequate or faded
processes, people, systems or
from external events

Frequent small losses

Infrequent significant losses

The RBS Group aims to manage operational risk {o an
acceptable tevel by taking into account the cost of minimising the
nisk against the resultant reduction in exposure

Buring 2012, the RBS Group continued to make good progress in
enhancing its operational nsk framework and nsk management
capabilities Key areas of focus have included embedding nsk
assessments increasing the coverage of the scenang anatysis
porifolio, and improving statistical capital modelling capabilities

Operational nsk data have been enriched by the outputs from
these enhancements resuling in a more complete view of the
RBS Group s operational risk profile and more informed nsk
appetite decisions

The level of operational nsk remains high due to the scale of
change occurning across the RBS Group (both structural and
regulalory} macroeccnomic stresses (e ¢ eurczone distress)
and other external threats such as e-cnme In June 2012 the
Group was alfecled by a technology Incident as a result of which
the processing of certain cuslemers accounts and payments
were subject to considerable delay

Refer to pages 121 10 123

Regulatery nsk

The nisk ansing from non-
compliance with regulatory
requirements, regulatary
change or regulator
expectations

Adverse impacts on strategy,
capital structure, business
models and operational
efiectiveness

Financial cost of adapting to
changes i laws, rules or
regutations or of penalties for
non-compliance

Financial cost and reputational
damage in respect of penalbes
for non-cemphance/breach of
regulalions

Management of regulatory nsk entails early identification and
eftective management of changes in legislatve and regulatory
requirements that may affect the RBS Group

Within the RBS Group Polcy Framework, specific policies define
the minimum standards for regulatory engagement, upstream nsk
management and registration and hcensing of indviduals These
set minimum standards within thesr respective areas apphcable
across the Group

Dunng 2012, the Group, along with the rest of the banking
industry, continued {o experience unprecedented levels of
prospective changes to laws and regulations from national and
supranational regulators  Partscular areas of focus were conduct
regulation, prudential regulation {capital, hgudity, governance
and nsk management), treatment of systemically important
entibies {systemic capital surcharges and recovery and resolution
planning} and structural reforms, with the UK's Independent
Coemrrission on Banking proposals, the European Union s
Litkanen Group recommendations and the Dodd-Frank/MVolcker
Rule agenda in the US

Refer to pages 123 to 127

* wnaudited
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Definition

Fealures

NATWEST 2012

How the Group managed nisk and the focus 1n 2012

Conduct nsk

The nsk that the conduct of
the Group and s stait towards
Its customers, or within the
markets in which it operates,
leads to reputational damage
and/or financial loss

Anses from breaches of
regulatory rules or laws by
indwidual employees, oras a
result of the Group's retai or
wholesale market conduct

it may also anse from the
fadure to meet customers’ or
regulators’ expectations of the
Group

Non-comphance may result in
regulator enforcement,
adverse publicity and financral
penatties

A defined and measurable appetite far conduct risk has been
established to ensure commercial decisions take account of
conduct nsk imphcations

A management framewark has been daveloped to enable the
consistent identification assessment and mitigation of conduct
risks Embedding of this framework started dunng 2012 and 1s
continuingin 2013

Grouped under four pillars (employee conduct, corporate
conduct, market conduct and conduct towards the Group s
customers) each conduct nsk policy 1s designed to ensure the
RBS Group meels Its obligations and expectations

Awareness Inthatives and targeted conduct nisk training for each
policy, aligned to the phased policy roll-out have been developed
and are being delivered to help embed understanding and
provide the necessary clanty These actions are designed to
facilitate effechve conduct nsk management, and address
shericomings identified through recent instances of tnappropnate
conduct

Retfer to page 128

Reputational nsk

The nsk of brand damage
and’or financial loss due to the
fallure to meet stakeholders'
expectations of the Group

Can anse from a range of
aclions taken {or, iIn some
cases, not taken) by the
Group, as well as its wider
pohicies and practices

Can be detnmental to the
business in a number of ways
Including an inability to build or
sustain customer relationships,
low staff morale, regulatory
censure, or reduced access to
funding sources

The RBS Group Board has ultmate responstbriity for managing
the RBS Group's repuiation although all paris of the Group have
responsibility for any reputational impact ansing from their
operations The RBS Board's oversight 1s supporied by executive
nisk committees (inctuding a new Conduct Risk Comemitlee) and
by the RBS Group Sustamnability Committee

In 2012, the RBS Group strengthened the alignment of
reputational nsk management with its sirategic objective of
serving customers well and with the management of a range of
risk types thal have a reputational sensitivity There are still
tegacy reputational issues to work through, but dealing with them
In an open and direct manner 15 a necessary prerequisite to
rebuiding a strong reputation for the RBS Group

Refer to page 129
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Financial review Risk and balance sheet management continued

Risk appetite and risk governance Risk coverage* continued

Risk type

Definiion

Features

How the Group managed nsk and the focus in 2012

Business nsk

The nsk of losses as a result
of adverse vanance n the
Group’s revenues and’/or costs
relative to 1ts business plan
and strategy

May be caused by internal
factors such as volatilty in
pncing, sales volumes and
nput costs, and/or by external
faclors such as exposure to
macrogconomic regulatory
and industry rsks

Influenced by other nsks the
Group faces that may
contnbule to adverse changes
in revenues and/or costs, were
these nsks o crystallise

The Group seeks to minmise its exposure o business nsk,
subject to iis wider strategic objectives Business nsk 15 identified,
measured and managed through the Group's planning eycles and
perflormance management processes

The Group operates a rolling forecast process which identifies
projected changes in or nsks to, operaling profit and ensures
appropriate action 1s taken

The management of business risk lies pnmanly with dvisions,
with oversight at the Group level led by Finance

During 2012, the Group cortinued to de-nsk its balance sheet
and to shrink 11s more volatle Markets business The Group has
turther enhanced iis scenanc madeting to better understand
potential threats to earmings and, to develop appropnate
contingency plans

Refer to page 129

Pension nsk

The nisk ansing from the
Group's contractual hiabilitres
to or with respect to 1is defined
benetit pension schemes, as
well as the nisk that it will have
to make additionat
contributions to such

schemes

Funding position can be
volatite due to the uncertamnty
of future iInvestment returns
and the projected value of
schemes habilities

The Group manages the nsk it faces as a sponsor of its defined
pension schemes using a framework that encompasses nsk
reporting and monitoring, stress testing, modelling and an
associated govermnance structure This helps ensure the Group 13
able to fulfil its obiigation to support the defined benefil pension
schemes to which it has exposure

in 212, the RBS Group focused on enhancing its pension risk
management and modeling systems and implementing a RBS

Group pension nisk policy standard

Refer to pages 130 and 131

Each nsk type maps into the RBS Group's risk appetite framework and contributes to the overall achievement of iis strategic objectives with underlying
frameworks and imits The key frameworks and developments over the past year are descnbed in the relevant secbons of the following pages

" unawlited
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Financial review Risk and balance sheet management contnued

Capital management

Introduction*

The ABS Group aims to maintain an appropnate level of capital In each
legal entty 1o meet its business needs and regulatory requirerments, and
the RBS Group operates within an agreed nsk appehte

The approprate level of capital 1s determined based on the dual ams of
(5} meeting mmimum regulatory capital requrements and (o) ensunng
that sufficient capital 1s maintained to uphaold investar and rating agency
confidence i the organisation, thereby supporling the business franctise
and funding capacity

Governance and approach*

The RBS Group Asset and Liability Management Committee (GALCO) 1s
responsible for ensurnng the RBS Group maintaims adequate capital at ali
times and reviews the plans and outcomes for all the major legal entities
of the RBS Group The Capital and Stress Testing Committee (CAST) 15
a cross-functionat body drving and directing integrated nsk capital
activites including deterrmination of the amournit of capital should be held,
how and where capilal 1s allocated and planning for aclions that would
ensure that an adequate capital posstion would be mamntainedin a
stressed environment These activiies have linkages to capital planning,
nsk appetite and regulatory change CAST reporis through GALCO and
compnses senor representatives from Risk Management, Group Finance
and Group Treasury

Determining appropriate capital®

The minemum regulatory capital requirements are identified by the RBS
Group through the Internal Capital Adequacy Assessment Process and
then agreed between the RBS Group Board and the appropnate
supervisory authonty This process includes determination of the target
ratios for the regulated entities of the RBS Group including NatWest
Group

The RBS Group's own deterrmnation of how much capital 1s sufficient 1s
derived from the desired credit rating level, nsk appette and reflects the
current and emerging regulatory requirements of the RBS Group

The RBS Group 1dentifles the management and recovery achons that
could be apphed to manage the capital position In stress environments
These form an important part of the capital management approach and
the confingency planning arrangements, complementing the established
buffers

* unaudtted
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Monitonng and maimntenance”

Based on these determinations, which are continually reassessed, the
RBS Group aims 1o maintain capital adequacy, both at RBS Group level
and i each regulated entity

‘The RBS Group operates a ngorous capital planning process aumned at
ensuring the caprtal position 1s controlled within the agreed parameters
This incorparates regular re-forecasts of the capital posiions of the
regulated entities and the RBS Group In the event that the projected
position might detenorate beyond acceptable levels, the RBS Group
would 1ssue further capital and/or revise business plans accordingly

Stress testing approaches are used to determine the leve! of capnal
required to ensure the RBS Group expects to remain adequately
capitalised

Capital allocation*

Capital resources are allocated to the NatWest Group's businesses
based on key performance paramelers agreed by the RBS Group Board
i the annual sirategic planning process Pnncipal among these s a
profitabibity metnic, which assesses the effective use of the capital
allocated to the business Projected and actual return on equity s
assessed agamnst target returns set by the RBS Group Board The
allocations atso reflect strategic pronies, the intensity of regulatory
capitat use and the usage of other key resources such as balance sheet
funding and hqurcity at RBS Group and legal entity level

Economic protit 1s also planned and measured fer each dwision dunng
the annual planrung process 1t 1s calculated by deducting the cost of
equity utiised 1n the particular business from 11s operating profit and
measures the value added over and above the cost of equity

The Group aims to deliver sustainable returns across the portfoho of
businesses with projected business retums stressed fo test key
vuinerabiities

The divisions use return on capital metrics when making pricing decisions
on products and transactions to ensure customer activity 1$ appropnatety
ahgned with Group and divisional targets and allocations

The Financial Services Authority (FSA) uses the risk assetratio as a
measure of capital adequacy i the UK banking sector, companng a
bank’s capital resources with its RWAs (the assets and off-balance sheet
exposures are weighted to reffect the inherent credit and other nsks) By
mternational agreement, the nisk asset ratios should not be less than 8%
with a Tter 1 component of not less than 4%




Capital ratios™
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NatWest Group's capital RWAs and nisk asset ratios, calculated i accordance with FSA definitions, are set out below

Caprtal zgt‘.: 2211:«11 eg:,g
Core Tier 1 181 132 124
Tier 1 197 150 141
Total 239 188 174
Risk-weighted assets by nsk zg’:’ﬁ 22:::1 22;2
Credit nsk
- non-counterparty 102 1 972 1053
- counterparty 50 70 31
Market nisk 104 130 84
Operational nsk 143 154 145
1318 132 6 1313
Risk asset ratios % % %
Core Tier 1 138 160 95
Tier 1 149 13 107
Total 182 14 2 132
Key points

®  Core Tier 1 capial ratio tmproved from 10 0% at the end of 2011 {o
13 8% primanly reflecting capital inject:on from the holding
company

*  RWAs were marginally lower with increases in non-counterparty

credit nsk betng offset by decreases in market nsk, counterparty
eredit nsk and operational risk.

* ungudited

Now-counterparty credit sk RWAs increased by £4 9 bidlion
pnmanly reflecting the transfer of the residential mortgage portioho
from NatWest Home Loans, parbally offset by nsk reduction

Market nsk RWAs decreased reflecting nsk reduction
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Capital management continued

Capial resources”

Flow statement (Base! 2 5)

The table below analyses the movement i Core Tier 1, Other Tier 1 and Tier 2 capital dunng the year

2012
Core Tier 1 capiial £m
Al 1January 2012 13,241

Capitat contribution from parent undertaking 8,050

Aitributable loss (3,2786)
Foreign exchange reserve movements (223)
Decrease i non-controling interests (2)
Decrease i capital deductons 459

Decrease in goadwill and intangibles 76

Other movements (182)
Al 31 December 2012 18,143

Other Tier 1 capital

At 1 January 2012 1,771

Foreign exchange movements (20)
Deerease :n Tier 1 deduchions (231)
At 31 December 2012 1,520

Tier 2 capital

At 1 January 2012 4112
Dated subordinated debt redeemed/matured (289)
Foreign exchange movemenis {54}
Decrease n capital deduciions 594
Other movements (45)
At 31 December 2012 4,318
Supervisory deductions

At 1 January 2012 (288)
Decrease in deduchons 232
At 31 December 2012 (56)
Total regulatary capital at 31 December 2012 _EZE
* unguelted
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Components of capital (Basel 2 5)°

The Group’s regulatory capital resources i accordance with FSA definitions were as follows

NATWEST 2012

2012 2011 2010
£m £m £m
Shareholders equity fexciuding non-conirofing interests)
Shareholders’ equity per balance sheet 20,700 16,135 15,054
Non-controling interests
Non-contrelling interests per balance sheet 1,257 1,272 1,315
Non-controlling preference shares (1,164) (1177 {1,192)
93 g5 123
Regulatory adjustments and deductions
Unrealised losses/(gains) on AFS debt secunties 2 () {9)
Unrealised gains on AFS equidy shares (23) {4} —_
Cash flow hedging reserve 10 14 15
Other adjustments for regulatory purposes {165) 11 3
Goodwill and other intanglble assets (736) (812) (683}
50% excess of expected losses over impairment provisions (net of tax) (1,407} (1,773) {1,254)
50% of securtisation posiions (331} {424) (829)
(2.650) (2,989) {2,757)
Core Tier 1 capital 18,143 13.241 12,420
Other Tier 1 capttal
Preference shares - debt 286 293 292
Non-controlling preference shares 1,164 1,177 1192
1,450 1,470 1,484
Tier 1 deductions
50% of matenal holdings {387) (339) (333
Tax on excess of expected losses over impainmment provisions 457 640 500
70 301 187
Total Tier 1 capital 19,663 15,012 14,071
Qualifying Tier 2 capital
Undated subordinated debt 2,265 2,290 1,597
Dated subordinated debt, net of amortisation 4612 4,989 4,931
Unreahised gains on AFS equity shares 23 4 —-—
Collectively assessed impairment provisions —_ 5 4
6,900 7.288 6,532
Tier 2 deduchons
50% of secuntisation positions (331) 424) (829
50% excess of expected losses over impanment provisions (1.864) (2,413) {1 754)
50% of matenal holdings {387) {339) (333)
(2 582) (3,176} {2,918}
Total Tier 2 capital 4,318 4112 3,616
Supervisory deductions
Unconsolidated invesirnents — (111) (1186)
Other deductions (56} (177} (177
(56} (288} (293)
Total regutatory capital 23,925 18,836 17,394
= unaudited
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Capital management continued

Looking forward

Basel IH*

The rules issued by the Basel Committee on Banking Supenasion
{BCBS), commonly referred to as Basel lil, are a comprehensive set of
relorms designed 1o strengthen the reguiation, supervision nsk and
liquidity management of the banking sector

In December 2010, the BCBS issued the final text of the Basel Il rules,
providing details of the global standards agreed by the Group of
Governors and Heads of Supervision, the gversight body of the BCBS
and endorsed by the G20 leaders at their November 2010 Seoul summit

The new capital requirements regulation and capital requirements
directive that implement Base! Il proposals within the European Urson
(EV)} (collectively known as CRD V) are in two parts, Capital
Requirements Directive (CRD) and the Capital Requirements Regulation
Further technical detail will be provided by the European Banking
Authority thraugh its Imptementing Techmcal Standards and Reguiatory
Technical Standards

The CRD IV has not yet been finahsed and consequently the Basel Il
implementation date of t January 2013 has been missed While tis
anticipated that agreement of the CRD IV will be achieved dunng 2013,
the implementation date remains ungertain

CARD IV and Base! lIl will impose a mintrmum common equsty Tier 1
{GET1) ratio of 4 5% ot RWAs There are three bufiers which wili affect
the RBS Group the capital conservalion buffer™, the counter-cyclicat
capstal butfer® (up to 2 5% of RWAS), 1o be applied when macra-*
economic conditions indicate areas of the economy are over-heating, and
the Global-Systemically Important Bank (G-SIB) buffer™, leading to an
additional common equity Tier 1 requirement of 4% and a total common
equity Tier 1 ratio of 8 5% The regulatory target capitat requirements will
be phased 1n and are expected to apply in fulf from 1 January 2019

The changes in the definilion of regulatory capital under CRD IV and the
capital ratios will be subgect to transibonal rules

*  The increase in the mimmum capital ratios angd the new buffer
requirements will be phased in over the five years from
impiemeniation of the CRD IV,

*  The application of the regulatory deductions and adjustments at the
level of common equity, inctuding the new deduction for deferred tax
assets, will also be phased in over the five years from
implementation, the current adjustment for unrealised gans and
losses on avallable-for-sale secunties will be phased out, and

*  Subordinated debt instruments which do not meet the new eligibility
entena will be will be grandfathered on a reducing basis over ten
years

Notes

The RBS Group 15 well advanced in its preparahons to comply with the
new requirements based on the draft rules Given the phasing of both
capital requirements and target levels, in advance of needing to comply
with the fully loaded end state requirements, the RBS Group will have the
opportunity 1o continue to generate additronal capital from eamings and
take management actions to mitigate the impact of CRD IV 115 not yet
clear how the rules will apply to legal entities within the Group in ferms of
operation of buffers and target ratios

The estimated impact on NatWest Group RWA at the end of 20121
¢ £10 billion on a fully loaded basis ¥

The actual mpact of CRD IV an capital may be matenally different as the
requirements and related techrical standards have not yet been finalised
and wall ulimately be subject to application by local regulators The actual
impact will also be dependent on required regulatory approvals and the
extent fo which further management action is taken prior to
implamentation

Model changes

The RBS Group, In conjunction with the FSA, regularly evaluates its
models for the assessment of BWAs ascnbed to credit nsk (including
counterparly nisk) across vanous dasses This includes implementing
changes to RWA requirements for commercial real estate pertfolios
consistent with revised industry guidance from the FSA The changes to
NatWest Group RWA resulting from model changes durning 2012 have
ncreased RWA requirements by ¢ £8 bathon, of which £5 tilton relates to
property guidance Further uplfis are expected in 2013 totaling

¢ £3 biliion to £5 talhon

Other regulatory capttal changes®

The RBS Group 1s managing the changes to capital requirements from
new regulaton and maodel changes and the resuling impact on the
common equsty Tier 1 ratio focusing on nisk reduction and deleveraging
This 15 principally being achieved through the continued run-off and
disposal of Non Core assets and deleveraging n Markets, as the
buswness focuses on the most productive returns on capitat

European Banking Authority (EBA) recommendation

The EBA 1ssued a recommendaton in 2011 that the national reguiators
should ensure that credit mstitutions build up a temporary capital buffer to
reach a 9% Core Tier 1 ratio by 30 June 2012 (‘the recapitalisation of EU
banks } In s final report on the recapiialisation exercise in Oclober 2012,
the EBA stated that onge the CRD IV 15 finally adopted. the 2011
recommendation would be replaced with a new recommendation The
new recommendation will imnclude the requirement for banks to mawntam a
nominal amount of Core Tier 1 capital as defined by the EBA for the 2011
stress test and recapitalisation recommendation) corresponding to the
amount of 9% of the RWAs at 30 June 2012 RBS Group does not expect
the potential floor to become a imiting factor

(1} The capital congervation buiter 15 set at 2.5% of RWAs and is intended to be avaliable In periods of sress Drawing on the buffer would lead to a corresponding reduction In the ability to make

discretonary payments such as dvadends and variable compensation

(2} The counter cyclical buffer is insutuyion specitic and depends on the RBS Group s geagraphical footprint and the macreeconomic conditions pertaring in the individual countries in which the RBS
Group operates As there is a ime lag invalved in determining this ratio, it has been assumed that it wilt be zero for the ime being

(3} The G SIB butter [s dependent on the regulatory assessment of the RBS Group RBS Group has been provisionally assessed as requinng additional CET1 of 1 5% In the list published by the
Finanda Stabfity Board (FSB) on 1 November 2012 The FSB list Is updated annually The actual requitement wil be phased in from 2015 irugally tor those banks wentified (in the list) as G SIBs In

Nevember 2014

(4} Based on the following principal assumptions (i} deduchons for finzndial holdings of less than 10% of CET1 capital have been excluded pending the finailsation of CAD IV rules (1) RWA upllfts
assume appraval of all regulalory madets and completion of planned management actions (k) RWA upbits include the impact of credit valuation adustments (CVA) and asset valuation corretaton on
banks and central cleanng counterparties (vl EU corporates pension funds and sovereigns are assured 10 be 2xemot rom CVA volaulity charge n calculatng RWA impacts (v) mcludes
secunhsaton pesuons efter planned busmess reductons (v [~cludes me.hodology changes that take effect immediately on GRD IV implementation

" unaqudited
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Financial review Risk and balance sheet management contuued

Liquidity, funding and related risks

Introduction

Liquidhity nisk 15 the risk that the Group 1s unable to meet s financial
obligations including financing wholesale maturities or customer deposit
withdrawals. as and when they fall due Liguidity nsk is tughly dependent
on company specific charactenstics such as the matunty profle and
composition of the Group s assels and habilibhes, the qualty and
marketable value of its iquidity bufter and broader market factors, such
as wholesale market conditons alongside depositor and investor
behaviour

Safety and soundness of the balance sheet 15 one of the centra! prifars of
the RBS Group's restructunng strategy Effective management of iquidity
risk 1s central to the safety and soundness agenda The RBS Group's
experiences in 2008 have heavily influenced both the RBS Group s and
other stakeholders’ approach to this area

Liquidity risk

The RBS Group has in place a comprehensive set of policies 1o manage
lquidity nsk that reflects interal nsk appetite, best market practice and
comphies with prevailing regulatory strictures  These policies have been
comprehansively updated since 2008 reflecting

® the RBS Group s expenences in 2008 and 2009,

the RBS Group's restructuning plan and revised nisk appetite and
framewark,

*  regufatory developments and enhancements,
*  ongoing mstability in global financial markets, and

*  more conservative expeclations from the RBS Group’s vanous
stakeholders

These pohcies are designed 1o address three broad 1ssues which ensure
that

the RBS Group s main legal entites maintain adequate liquidity
resources at all imes to meet habilities as and when they fall due,

the RBS Group mantains an adequale quidity buffer appropriate to
the business activities of the RBS Group and its nisk profile, and

the RBS Group has n place robust strategies, policies, systems and
procedures for identdying, measunng monitoring and managing
hquialy nsk

At its simplest, these policies and the governance and actions they
mandate, determine the sources of hquidity nsk and the steps the RBS
Group can take when these nsks exceed certain tolerances which are
actvely monitored These include not only when and how to use the RBS
Group's iquidity buffer but also what other adjustments to the RBS
Group's balance sheet could be undertaken to manage these nsks wathin
RBS Group appetite

* ungudtied
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These policies are reviewed at least annually or sooner if the RBS
Group’s own quidity pesition changes or if markel conditions and/or
regulatory rules warrant further amendment or refinement

During 2012, the Group's Iiquidity sk management was {ested by two
diferent events, the lowenng of the RBS Group's credi rating and the
technology incident These two events highlight the varnety of
circumstances and events through which liquidity nsk can matenalise

In the case of the credit rating downgrade by Moody's, the RBS Group
was given adequate notice to plan for such an outcome and challenge
Moody's analytical approach Potential or actual changes in the BBS
Group’s or any of its subsidianes ratings prompt an mntensive internal
review of the likelthood and magnitude of such an autcome on customer
and counterparty behaviours These include stress testing and scenano
modelling This analysis was reviewed internally and shared with the
FSA There was very Iimited impact on customer or counterparty
behaviour

Conversely, the technolegy eveni could not be foreseen and whiist simular
sleps to understand the full impact reeded to be taken, the process was
performed under a vastly compacied timeframe Both events have
demonstrated the considerable progress the Group has made in
addressing the sources of hquidity nsk and mitigating any impacts, real or
reputational

Stress testing”
The strength of any bank's liguidity nsk managemenit can only be
evaluated on the Group's ability to survive under stress

Simulated hquidhty stress tesking is regularly performed for each business
as well as the major operating subsidianes Stress tests are designed to
loak at the impact of a vanety of irm-speciiic and market-related
scenanos on the future adequacy of the RBS Group's liquidity resources
Stress tests can be run at any ime in response to the emergence of one
of these nsks

Scenarios include assumptions about significant changes in key funding
sources, exiernal credit ralings, contingent uses of funding, and political
and economic conditions or events in particular countnes For example,
durning 2012 the RBS Group undertook a specific senes of stress tests to
assess the ikely worst case impact associated with a one notch
downgrade to the RBS Group's credit rating by Moody s Stress
scenanos are applied to both on-balance sheet instruments and ofi-
balance sheet achvities, 10 provide a comprehensive view of potential
cash flows

in determining the adequacy of the Group's iguidity resources the Group
focuses on the stressed ouiflows it could be anticipated to expernence as
aresut of any stress scenano occurnng These outflows are measured
as occurnng over certamn time penods which extend from any given day
out to two weeks, 10 as long as three months The Group 1s expected to
be able to withstand these stressed outflows through its own resources
{principally the use of the lquidity buffer) over these tme honzons without
hawving fo revert to extraordinary central bank or governmental

assistance




The RBS Group’s aclual experiences from the 2008 and 2009 perod
have factored heawvily into the iquidity analys:s in the past, although rmore
recent market conditions and events provide more up-to-date data for
scenano modelling Stress tests are augmented from time to time to
reflect firm-specific or emerging market nsks that could have a matenal
impact on the RBS Group s hquidity position

The Group’s lquidity nsk appetite 1s measured by reference to the
lquidity buffer as a percentage of siressed contractual and behawioural
outtflows under the worst of three severe stress scenanos as envisaged
under the FSA regime  Liquidity nisk 1s expressed as a surplus of liquid
assets over three months' stressed outfiows under the worst of a market-
wide stress, an idiosyncratic stress and a combination of both

The results of stress lesfing are an active part of management and
slrategy in balance sheet management and inform allocation, target and
limit discusstons In short, imits in the business-as-usual environment are
bounded by capacity to salisfy the Group’s hquidity needs (n the stress
environments

Key liquidity nsk stress testing assumptions

®  Net wholesale funding - Outflows al contractual maturity of
wholesale tunding and conduit commercial paper, with no
rollover/new 1ssuance Prme Brokerage, 100% loss of excess chient
derivative margin and 100% loss of excess client cash

®  Secured financing and increased haircuts - Loss of secured funding
capacity at contractuat matunty date and incremental haircut
widening, depending upon collateral type

*  Retail and cornmercial bank deposiis - Substlantial outflows as the
Group could be seen as a greater credit nsk than competitors

*  intra-day cashflows - Liquid collateral held against intra-day
requirement at cleanng and payment sysiems 1s regarded as
encumbered with no liquidity value assumed Liquid collateral 1s held
agamst withdrawal of unsecured wintra-day lIines provided by third
parties

*  Intra-group commitments and support - Risk of cash within
subsidiaries becoming unavarlable to the wider RBS Group and
contingent calls for funding on Group Treasury from subsidianes and
affiliates

*  Funding concentrations - Additional outilows recognised aganst
concentration of providers of wholesale secured financing

*  Off-balance sheet activities - Collateral outflows due to market
movements, and all collateral owed by the RBS Group to
counterparties but not yet called anticipated mcrease in irm's
denvative inittal margn requirement in stress scenanos, coflateral
outflows contingent upon a muth-notch credit rating downgrade of
RBS Group firms, drawdown on committed faciities provided o
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corparates, based on counterparty type, creditworthiness and facility
type, and drawdown on retall commitments

*  Franchise viability - RBS Group liquidity stress testing includes
addiional kquidity in order to meet outflows that are non-contractual
In nature, but are necessary in erder to support valuable franchise
businesses

*  Management action - Unencumbered marketable assets that are
heid outside of the Core liquidity buffer and are of venfiable hquidity
value to the frm, are assumed to be monetised (subject to
harrcut/valuation adjustment)

Contingency planning

The RBS Group has a Contingency Funding Plan (CFP), which 1s
updated as the balance sheet evolves and forms the basis of analysis
and actions to remediate adverse circumstances as and if they anse The
CFP 15 inked lo stress test results and forms the foundation for gquidity
nsk hmits The CFP prowides a detailed description of the availability, size
and timing of all sources of contingent kquidity available to the RBS
Group 1n a stress event These are ranked i» order of economic impact
and effectiveness to meet the antrcipated stress requirement The CFP
ncludes documented processes for actions that may be required 1o meet
the outfows Roles and responsibilittes for the eftective implementation of
the GFF are also documented

Liquidity reserves

Liguidity nsks are mitigated by the RBS Group's centrally managed
liqutchty buffer The size of the reserve 1s an output from internal
modeliing and the FSA s Indvidual Liguidity Guidance The majonty of
the portfolio 1s held in the FSA regulated UK Defined Liguichty Group (UK
BLG) compnising the RBS Group's five UK banks The Royal Bank of
Scolland plc, Nahonal Westminster Bank Pic, Ulster Bank Limited, Coutts
& Company and Adam & Company

Certain of the RBS Group's significant operating subsidianes including
Ulster Bank Irefard Limited, hold locally managed portfohios of iguid
assets that comply with local regulations but may differ with FSA rules
These portfolios are the responsibity of the focal Treasurer who repons
to the Group Treasurer

Regulatory oversight
The Group operates n multiple junsdictions and 1s subject to a number of
regulatory regmes

The Group's lead regulator 1s the UK Financial Services Authonty (FSA)
The FSA implemented a new hquidity regime as documented in PS

09/16 on 1 June 2010 The new rules provide a standardised approach
applied to all UK banks and all building societies as well as branches and
subsidiaries of foreign financial firms  The rules focus on the UK DLG and
cover adequacy of hquidity resources, controls, stress testing and the
Individual Liquidity Adequacy Assessment
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Financial review Risk and balance sheet management contnued

Liquidity risk continued

Funding risk

As noted earher, the RBS Group actively paricipates in the broader
international debate and process regarding further reform and refinement
of hquidity nsk oversight and policies and will seek to adopt commonly
agreed upon measures where there 1s constsient alignment between
domestic and international regutators

Funding sources

The Group has access 10 a vanety of wholesale funding sources across
the globe including short-term money markets and term debt investors
through its secured and unsecured funding programmes These sources
of funding are complementary to the Group's customer deposit gathering

actmties

Liguidity and funding sk Analyses

Funding sources

Dwversity in funding 1s provided by its active role in the money markets,
along with access to global caprtal flows through the RBS Group's
international chient base These funding pregrammes aliow the BBS
Group (or its subsidianes) to issue secured or unsecured, senior or
subordinated secunties Over tme the RBS Group's whotesale funding
franchise has been diversihed by currency, geography, matunty and type

The RBS Group accesses the market directly or through one of its main
operating subsidiaries through established funding programmes The use
of ditferent entities to access the market from time 1o time allows the RBS
Group lo further diversify its funding profile take advantage of different
benefits offered by using these entilies, and in cerlan imited
circumstances demanstrate to regulators that specific operating
subsidianes enjoy market access in ther own nght This flexibibty will
become increas:ngly important in the future as the RBS Group moves
towards complying with the Independent Commission on Banking
recommendations

The table below shows NatWest Group s principal funding sources excluding repurchase agreements

2012 2011 20p
Amounis due Amounts due Amounts dus
to holding to hotding to holding
company company COMmpany
Third and fellow Therd and fellow Third and leliow
party  subsiciares. Total party  subsidiaines Total party  subsidianes Total
£m £m £m £m £m £m £ £m £m
Depasits by banks 3,647 43,791 47,438 4,590 39,971 44 561 3,390 40,343 43,733
Debt securilies in issue
ommercial paper (CP) 712 — 7i2 709 —_ 709 1,234 — 1,234
erbficates ol deposit (CDs) 37 — 37 58 — 58 285 e 285
edium-term notes (MTNs) — — — — —— — 1,293 —_ 1,293
ecuntisatons 3217 —_— 3,217 3.472 — 3472 5,450 — 5,450
3966 -— 3,966 4 239 —_ 4238 8 262 — 8.262
Subordmated liabilities 1,847 5,780 7,627 1.888 6,114 8,002 2,340 5,243 7 583
Notes 1ssued 5,813 5780 11,593 6,127 6,114 12,241 10,602 5,243 15,845
Wholesale funding 9,460 49,571 59 031 10,717 46,085 56,802 13,992 45,586 59,578
Customer deposits 213,695 5,897 219,592 202,003 3,634 205,637 196,518 4173 200,691
Total funding 223,155 55,468 278623 212,720 49719 262,439 210,510 49,759 260,269
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Notes issued

The table below shows NatWest Group's debt secunties in issue and subordinated liabiities by residual matunty

Debt securlics

NATWEST 2012

In {ssue Subordinated llalities Total
Third party Third party intet Grot Total Third parly Inter Group Total
£m £m £m £m £m £m £m
Less than 1 year 744 28 13 41 7r2 13 785
1-3 years 5 315 419 734 320 419 739
More than 5 years 3,217 1,504 5,348 6 852 4,721 5,348 10,069
3,966 1,847 5,780 7,627 5,813 5 780 11,593
2011
Less than 1 year 752 AN 15 46 783 15 798
1-3 years 15 — 388 388 15 388 403
3-5 years — a1 — 321 321 — 321
More than 5 years 3,472 1,536 5,711 7,247 5,008 5,711 10,719
4,239 1,888 6,114 8,002 6,127 6,114 12,241
2010
Less than 1 year 2,799 468 207 675 3,267 207 3,474
1-3 years 15 — — -_— 15 — 15
3-5 years — 326 — 326 326 — 326
More than 5 years 5,448 1 546 5,036 6,582 6 994 5,036 12 030
8,262 2,340 5,243 7,583 10,602 5,243 15,845
Beposit and repo funding N
The table below shows the composition of NatWest Group's deposits excluding repos and repo funding
Deposits Repos Tetal
Trurd party Inter Group Total Third party “Third party Inter Group Total
2012 £m £m £m £m £m £m £m
Financeal istitutions
- ceniral and other banks 3,647 43,791 47,438 10746 14,393 43 7 58,184
- other financial tnstitutions 13,778 5,897 19,675 44,395 58,173 5,897 64,070
Personal and corporate deposits 182,917 — 199,917 — 199 917 — 198 917
217,342 49,688 267,030 55 141 272,483 49,688 322,174
2011
Financial institutions
- central and other banks 4,590 35,971 44,561 10 168 14,758 39,971 54,729
- other hnancial institutions 12,667 3,634 16,301 49,073 61,740 3,634 65,374
Personal and comporale deposils 189,336 — 189,336 — 188,336 — 189,336
206,593 43,605 250,198 59 241 265,834 43,605 309,439
Customer loan depesit ratio and funding surplus
The table below shows loans, deposits, customer loan deposit ratio (LDR} and customer funding surplus, excluding inter Group balances
Funding
Loans {1} Deposils {2) LDR 3) surphus (3)
B £m Ta Tm
2012 168,633 213,605 79 45,062
2011 117,612 202,003 58 84,391
2010 129,798 196 518 66 66,720
Notes

{1) Loans and advances to customers excludes reverse repurchase egreemants and stock borrowing and amounts due from holding company and fellow supsisiarles

{2) Exciudes repurchase agresments, stock lending and amounls due to holding company ar fellow subsidianas
{3) Based on lans and advances to customers net of provisions and customer deposits as shown

39




Financial review Risk and balance sheet management continued

Liquidity and funding risk Analyses continued

Encumbrance

The Group reviews all assets against the cntena of being able to finance
them m a secured form (encumbrance) but certain asset types lend
themselves more readily to encumbrance The typical charactenstics that
suppon encumbrance are an ability to pledge those assets to anather
counterparty or entity through operation of law without necessanty
requinng pnor notthcation, homogenetty, predictable and measurable
cash flows and a consistent and uniform underwnting and cellection
process Retail assets including residential mortgages, credit card
receivables and personal loans display many of these features

From time to ime the Group encumbers assets 1o serve as collateral to
support certain wholesale funding iniiabives  The three pnncipal forms of
encumbrance are own asset secuntisations, covered bonds and
secunhes repurchase agreements

The Group calegonses Its assels into three broad groups, assets that

are

*  already encumbered and used lo support funding cumently in place
via own asset securitisations, covered bonds and secunties
repurchase agreements

*  not currently encumbered but can for instance be used (o access
fundhing trom market counterparties or central bank facilihes as pan
of the Group's contingency funding

*  not currently encumbered In this category, the Group has in place
an enablement programme which seeks to identify assets which are
capable of being encumbered and 1o identify the actions to facilitate
such encumbrance whilst not iImpacting customer relationships or
servicing

The Group s encurnbrance ratios are set out below

2012 2011
Encumbrance ratios % %
Total 30 28
Excluding balances relating to derivative transachons 30 28
Excluding balances relating to denvative and securities financing transactions 21 15

Own-asset secuntisations

The Group has a programme of own-asset secuntisations where assets
are transierred to bankruptcy remote special purpose entities {SPEs)
funded by the 1ssue of debt secunties The majority of the risks and
rewards of the porffolio are retained by the Group and these SPEs are
consobdated and all of the transterred assets retaned on the Group's
batance sheet in some own-asse! secuntisations, the Group may
purchase all the 1ssued secunties which are available to be pledged as
collateral for repurchase agreements with major central banks The
following table shows the asset categones together with the carrying
amounts of the assels and associated habilities, for both own-asset
securiisations where the debt securil:es issued are held by thurd parties
and those where the debt securities 1ssued are held by the Group

Covered bond programme

Certain loans and advances 1o customers have been assigned to
bankruptcy remote hmited habihty partnerships to prowide security for
1ssues of covered bonds by the Group The Group retains all of the nsks
and rewards associated with these loans, the partnerships are
consolidated the loans retained on the Group's balance sheet and the
related covered bonds in 1ssue included within debt secunties i 1ssue
The following table shows the asset categones and the carrying amounts
of those assets and of the covered bonds 1ssued
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Secunties repurchase agreements and lending transactions

The Group enters Into securities repurchase agreements and securities
lending fransactions (repos) under which it transfers securi:es in
accordance with normat market practice Generally, the agreements
require additional collateral to be provided if the value of the secunties
falis below a predetermined level Under standard terms for repurchase
transactions in the UK and US markets, the recipient of collateral has an
unrestricted nght to sefl or repledge it, subject to returning equivalent
securities on settiement of the transaction Secunties sold under
repurchase transachons are not derecognised if the Group retains
substantally afl the nisks and rewards of ownership The tair value {(which
15 equivalent to the carrying value) of secunties transierred under such
repurchase transactions included within debt securittes on the balance
sheet are set out below All of these secunties could be sold or repledged
by the holder




Assets encumbrance

NATWEST 2012

Balances
Encutribered assets relating to wath holding
Dabt secunities in issue Total Encumbeted company
Securinsatons  Covered Secured  encumbered es3glsaza  Liqudity Total third and fellow
and conduits  bonds {1)  bomowings assels % of ralated portioho Othar party subshtiaries Totai
2012 £on £bn £bn £bn Iotal assets £bn £bn £bn aa] £bn
Cash and balances at central banks — — — — — — 23 23 — 23
Loans and advances to banks (2 _— — _— —_ — —_ 52 52 1251 1303
Loans and advances to customers (2
- UK residential mortgages 76 130 — 208 30 375 105 686 — £86
- Insh residentral mongages 1086 — 18 124 73 — 45 169 - 169
- US residential morgages — — — - — —_ 05 05 — 05
- UK credit cards 19 — — 19 49 — 20 39 — 39
- UK personal loans 34 — e 34 60 — 23 57 — 57
- other 71 _ —_ 71 10 - 659 730 31 761
Debt secunties —_ — 280 280 86 — 44 324 25 349
Equity shares — — e — — - 09 09 — 09
308 139 29 8 734 375 985 209 4 1307 3401
Liabilitres secured
Inter Group - other (90} — — 89
Third party (3 (3 2) — {55 1) (58 3)
(12 2) — (55 1) (67 3)
Tolal assels 247
Total assets excluding denvatives 244
Total assets excluding denvatives and reverse repos 217

Notes

(1) Encumnbared in relation 1o debt secuntes issued by the Royal Bank

(2) Excludes reverse repas

{3) In accordance with market praciice the Group employs its own assets and sscunbes receved under reverse repo transactions as collateral for repos
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Liquidity and funding risk Analyses conunued

Non-traded interest rate risk

Introduction and methodology

Non-traded interest rate nsk impacts earnings ansing from the Group's
banking actvities Thes excludes positons in financial instruments winch
are classified as held-for-trading, or hedging items

The Group provides a range of financial products to meet a variety of
customer requirements These products difier with regard to repricing
frequency, tenor, indexation, prepayments, optionally and other features
When aggregated, they form portfolios of assets and hiabiities with
vamying degrees of sensitivity to changes in market rates

Mismaiches in these sensibivities give nse to net interest income (NIl)
volatility as interest rates nse and fall For example, a bank with a fleating
rate loan porticlio and largely fixed rate deposits will see #s net Interest
income nse, as interest rates nse and fatl as rates dechine Due to the
long-term nature of many bankeing book portfolios, vared interest rate
repricing charactenstics and matunties, 1115 likely the NIl will vary from
period to penod, even it interest rates remain the same New business
volurmes enginated in any peniod, will alter the interest rate sensitvity of a
bark if the resulting portfolio differs from portfalios ongmaled in prior
penods

The RBS Group policy 1S to manage inferest rate sensitvity In banking
book portiokos withun defined nisk imits With the exception of Markets
interest rate nsk is transfermred from the divisions to RBS Group Treasury
Aggregate posibions are then hedged externally using cash and denvative
instruments, primarly interest rate swaps, to manage exposures within
RBS Group Asset and Liabshity Management Committee (GALCO)
approved limits

The RBS Group assesses Interest rate nsk in the banking bock (IRRBB)
using a set of standards to define measure and report the nsk These
standards incorporate the expected divergence between contractual

terms and the actual behaviour of fixed rate loan portfolios due to
refinancing incentives and the nsks associated with structurat hedges of
Interesl rate insensitive balances, which relates {o the stabulily of the
underying partiolo

Key measures used to evaluate IRRBB are subject to approval by
dwisional Asset and Liabihty Management Committees (ALCOs} and
GALCO Lmits on {RRBB are proposed by the RBS Group Treasurer for
approval by the Executive Risk Forum annually Residual nsk pesiions
are reported on a regular basis to divisional ALCOs and monthly to the
RBS Group Balance Sheet Management Committee, GALCO, the
Executive Risk Forum and the RBS Group Board

The RBS Group uses a variety of approaches to guantdy s interest rate
nsk encempassing both earnings and value metncs IRRBB 1s measured
using a version of the same value-at-risk {VaR} msthodology that 1s used
for the Group s trading portiolkos Net interest income exposures are
measured in terms of earnings sensitivity over time agamst movements in
Interest rates

Analyses

Value-at-nsk

VaR metncs are based on interest rate repncing gap reports as at the
reporting date These incorporate custormer products and associated

funding and hedging transactions as well as non-financial assets and
habilities such as property, plant and equipment, capital and reserves
Behavioural assumptions are appled as appropnate

The VaR does not provide a dynamic measurement of inlerest rate nsk
since static underlying reprcing gap posittons are assumed Changes in
customer behaviour under varying inlerest rate scenanos are captured by
way of earmings nsk measures IRRBB VaR for the NalWest Group s
Retaill and Commercial banking activities at 99% confidence level and
currency analysis of period end VaR were as follows

Average Penod end Maxamum Minlmum

£m £m £m £m

2012 124 102 144 85

2011 7 112 112 32

2010 42 38 49 33
Key points

*  Inlerest rate VaR in 2012 was higher on average than in 2011,
mainty due to increased net free reserves (equity and indefinite
matunty low or non-interest beanng procuct liabities),

*  It1s estrnated that the change to the Group's VaR methodology
reduced reported VaR by £28 mill:on (239%) on implementation in
November




Currency risk
Structural foreign currency expasures

|
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The Group does not maintam matenal non-iraded open currency positions other than the structural foreign currency translation exposures anstng from
its nvestments in foreign subsidianes and associated undertakings and therr related cumency funding

The table below shows the NatWest Group's structural foreign currency exposures

Net Structural
Investments Net Other related toreign
In foreign Irvesiment curency currency
vperalions hedges borrowings exposures
2012 £m fm £m £m
US dotlar 4,037 (793) s 3,244 !
Euro 6,988 —_ —_ 6,988
Swiss franc 1,122 — — 1,122
Other non-stering 10 {10} _ —
12,157 {803) — 11,364
201t
US dollar 3,699 (576) — 3,123
Eurg 5910 {101) — 5,809
Swiss franc 1,108 — —_ 1,108
Other non-sterling 11 {11} — —
10,728 (688} — 10,040
2010 |
US dollar 3,458 (340} — 3,118
Euro 4,861 {430) {1,293} 3,138
Swiss franc 1,122 — e 1,122
Other non-sterhing 11 (11} — —
9,452 (781} {1 293) 7,378

Key points

®*  The Group s structural foreign currency exposure at 31 December
2012 was £11 4 bilhon £1 3 billion ligher than the position at the
end of 2011, due masnly 10 Increases In net eure Investments and
redempticn of related currency borrowings

Changes in foretgn currency exchange rates affect equity in
proportion to structural foreign currency exposure A 5%
strengthening in foreign currencies against sterling would result in a
gain of £0 6 billron (2011 - £0 5 billion, 2010 - £0 4 billion) in equity,
while a 5% weakening would result in a loss of £0 % bilion (2011 -
£0 5 bilion, 2010 - £0 4 bithion) in equity

43




Financial review Risk and balance sheet management connnued

Credit risk

45 intreduction

45 Top and emerging credit nsks

46 Objectives, organisation and governance

46 Credit nsk management framework

48 - Risk appetite and concentration nsk management
47 - Product/asset class

47 - Sector concentration

47 - Stngle-name concentration

48 - Country

48 Controls and assurance

48 Credit nsk measurement

48 - Prababity of default/customer credit grade

48 - Exposure at default models

49 - Loss given defaull medels

43 - Changes to wholesale credit nsk models

49 Credit nsk nutigation

49 - Approaches and methodologies

50 - Residential mortgages

51 Early problem dentification and problem debt management
91 Wholesale customers

51 - Early prablem recognition

51 - Watchlist

52 - Global Restructuring Group

52 - Wholesale renegotiations

53 Wholesale renegotiations dunng the year by sector
54 Prowssionung for wholesale renegotiated customers
54 Recovenes and active insolvency management
55 - Retail customers

55 Collections and recovertes

55 Retad forbearance

55 Identfication of forbearance

55 Types of retail forbearance

55 Arrears status and provisions

56 Forbearance arrangements

57 Prowisioning for retail customers

58 Ulster Bank Group (Core and Non-Core)




Credit risk

introduction

Credil nsk s the nsk of financial loss due to the fatture of a customer or
counterparty to meet its obligation to settle cutstanding amounts The
credit nsk that the Group faces anses mamly from wholesale and retail
lending, provision of contingent obligations {such as letters of credit and
guarantees) and counterparty credit risk ansing from denvative contracts
and secuniies financing transactions entered into with customers Other
matenal nsks covered by the Group’s credit nsk management framework
are

*  Concentration nsk - the nsk of an outsized loss due to the
concentration of credit nsk to a specific asset class or product
industry sector, customer or counterparty, or country

*  Settlernent nsk - the intra-day nsk that anses when the Group
releases funds prior to confirmed receipt of value trom a third party

®  Issuer nsk - the nsk of loss on a tradable nstrument (e g a bond)
due to default by the issuer

®  Wrong way nisk - the nsk of loss that anses when the nisk factors
dniving the exposture to a counlerparty are positively correlated with
the probability of default for that counterparty

®  Credif mitigation nsk - the nsk that credit sk mitigation (for example,
taking a legal charge over property to secure a customer loan) 1s not
enforceable or that the value of such mitigation decreases, thus
leading to unanticipated losses

Top and emerging credst risks*

The quanturn and nature of credit nsk assumed across the Group's
different businesses vary considerably, while the overall credil nisk
outcome usually exhibits a high degree of correlation with the
macroeconomic environment The Group therefore remains sensitive o
the ecanemic conditions within the geographies 1n whech it operates, in
particular the UK, ireland, the US and the eurozone

The following credit nsks continue to be the focus of management
atteniton

Insh property market

The continuing challenging economuic climate within Ireland has resulted
in impatrment levels for Insh portfolios remaining at elevated levels In
particular, high unemployment, austenty measures and general economic
uncertainty have reduced real estate lease rentals This, together with
Iirmited hquidity, has depressed assel values and reduced consumer
spending with a consequent downward impact on the commercial real
estate portfolio as well as broader impacts on Ulster Bank Group s
mortgage and small and medium enterprise (SME) lending portfolios
Further delails on Ulster Bank Group's credit nsk profile can be found on
pages 58 to 62

* ungudited
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Commercial real estate

While progress has been made in reducing the overall exposure and
rebalancing the portfolio, commercial real estate remains a key credit
concentrahon nsk for the Group The Group has continued to strengthen
its approach to managing sector concentratron nsk, with a particular focus
on additional controls for the commercial real estate partfolioc

However, the credit perfarmance remans sensitive to the economic
environment in the UK and Ireland  Although some improvements have
been seen in commercial real eslate values across prime locations,
secondary and tertiary values remain subdued

Refinancing nsk remains a focus of management attention and 1s
assessed throughout the credit nsk management ife cycle In particular, it
15 considered as part of the early problem recognition and impament
assessment processes

Eurozone Iroubles

The ongaing mpact of the froubles in the eurozone continued to be fett
most significandly In the banking sector, where wadening credit spreads
and regulatory demand for increases in Tier 1 capital and hquidity
exacerbated the nsk management challenges already posed by the
sector's continued weakness, as provisions and write-downs remain
elevaled

A matenal percentage of glabal banking achwity in nsk mitigation now
passes through the balance sheets of the top global players, increasing
the systemic nsks to the banking sector The Group's exposures to these
banks continue to be closely managed In particular, the Group has
intensiied its management of settlement nsk through onga:ng review of
the level of nsk and the operational contrals i place to manage 4,
together with proactive actions to reduce imis The weaker banks in the
eurozone also remained subject to heightened scrutiny and the Group's
risk appetite for these banks was adjusted throughout 2012

The Group has continued to focus on aperational preparations for
possible sovereign defaults and/or edrozone exits The Group has also
considered iniatives to determine and reduce redenomination sk
Further actions to mitigate nisks and strengthen control in the eurozene
typically included taking guarantees or insurance, updatng collateral
agreements, and tightening certain credit pre-approval processes

Further details on the Group's approach to managing country nsk and the
nsks faced within the eurozone can be found on pages 110 to 119

Retailers .

Given the cyclical nature of the retail corporate sector and its sensiivity to
stressed economic conditions, the Group has continued to apply
heightened scrutiny o this portfolio Despite some high-prafile talures of
UK tugh street retanlers, loss experience on the RBS retail portfolio
rematned low dunng 2012 as a result of active management The
portiolio 1s generally well diversified by geography and by counterparty

45




Financial review Risk and balance sheet management continued

Credit risk continued

Renegotiations and forbearance

Loan modifications take place i a vanety of circumstances including but

not imited to a customer’s current or potential credit detenorahon Where
the contraciual payment terms of a loan have been changed because of

the customer s iinanctal difficulties, 11 1s classifted as ‘renegotiated in the

wholesale portfolio and as 'forbearance’ in the retat portfolio

RBS uses renegotiations and forbearance as management tools to
support viable customers through difficult inancial perods in their Iives or
during business cycles Used wisely, they can reduce the incidence ot
personal insolvency, as well as bankruptcies for otherwise successful
enterprises On a broader scale they can also help reduce the impact of
“fire sale” pneing on real economic assets However, they must be used
selectively and require addiional management vigilance throughout the
loan ife cycle The Group has continued Lo take steps to improve its
management and reporting of such loans within both corporate and retail
businesses More detasds of the Group's approach can be found on pages
5210 56

Objectives, organisation and governance

The extstence of a strong credit nsk management function 1s vital to
support the ongoing profitabibity of the Group The potential for loss
through economic cycles 1s mitigated through the embedding of a robust
credit nisk culture within the business units and through a focus on the
importance of sustainable lending practices The role of the RBS credit
nsk management function I1s 10 own the credit approval, concentration
and credit nsk control frameworks and 10 act as the ultimate authonty for
the approval of credit This, togsether with strong independent oversight
and challenge, enables the bustness to maintain a sound lending
environment withun approved nsk appetite

Responsibility for development of, and comphiance with, RBS Group-wide
policies and credit'nsk frameworks and RBS Group wide assessment of
provision adequacy resides with the RBS Group Credit Risk (GCR)
function under the management of the RBS Group Chief Credit Cfficer
Executon of these policies and frameworks 1s the responsibility of the nisk
management functions, located within the RBS Group’s business
dwisions

The divisional credit nsk management functions work together with GCR
to ensure that the nsk appetite set by the RBS Group Board 1s met, within
a clearly defined and managed control environment The credit nsk
function within each division 1s managed by a Chiet Credit Officer, who
reports jointly to a dwisional Chief Risk Officer and to the RBS Group
Chief Credit Ofhcer Divisional activities within credit ask include cradit
approval, ransaction and portfolio analysis, ongoing credit nisk
stewardship, and early problem recognition and management

Matenal aspecls of the RBS Group's credit nsk management framework,
such as credit nsk appetde and bmits for portfolios of strategic
signiicance, are considered and approved by the Executive Risk Forum
{ERF} The ERF has delegated approval authonty to the RBS Group
Credit Risk Committee a functional sub-commmitee of the Group Risk
Committee, to act on credit nsk matters These include, but are not
limited to, credil nsk appetite and imits (within the overall nisk appetite set
by the Board and the ERF), credn nsk sirategy and frameworks, credit
nisk pohicy and the oversight of the credit profile across the RBS Group
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The RBS Group Credit Risk Committee 1s chaired by the RBS Group
Chief Credit Officer and has representation fram each of the RBS
Group's divisional credit risk functons Monthly updates are provided lo
the RBS Group Risk Committee on key matters approved under
delegated authonty by the RBS Group Credit Risk Committee,
performance against imits, and emerging 1ssues, to enable it to fulfil its
role as an oversight committee

COversight of the RBS Group's provision adequacy I1s prowided by the RBS
Group Audit Commitiee

Key trends in the credit nsk profile of the RBS Group, performance
aganst bmits and emerging nisks are set out in the RBS Risk
Management Monthly Report provided to the RBS Group Board, the
Executive Committee and the Board Risk Committee

Credit risk management framework

The RBS Group has esiablished an approprate and comprehensive
framework for the management of credit nsk that includes governance
structures, nsk appelite and concentration frameworks, policies,
measurement and reporting tocls and independent assurance

In order to strengthen this framework and ensure consistent apphcation
across the RBS Group, during 2012 the GCR funclion launched a set of
credit control standards, to supplement the existing policy suite These
standards address dvisional governance and policy requirements and
reflect a set of behawioural, organisattonal and management norms that
dnve a sound divisional contral environment and embed a strang nisk
culture

Rtsk appetite and concentralion nsk management

Risk appetite has been expressed by the RBS Group Board thraugh the
setling of specific quantitatve nsk appetite targets under stress (refer to
page 17} Of particular relevance in the management of credit nsk are the
targets for earmings volatilty and capital adequacy The RBS Group's
credit nsk framework has therefore been designed arpund the factors that
Influence the RBS Group’s ability lo meet these targets These include
the imiting of excess credit nsk concentrations by product/asset class
industry sector, customer or counterparty (1 @ single name} and country
any of which could generate higher volatiity under stress and, i not
adequately controlled, can undermine capital adequacy

The frameworks are supported by a suite of ABS Group-wide and
divisional policies that set out the risk parameters withtn which business
units must operate




The management of concentration risk and associated hrmits are firmly
embedded in the nsk management processes of the RBS Group and
form a pivotal part of the Risk funchon’s engagement with the businesses
on the appropnateness of nsk appetite choices The ERF, or delegated
committee, has reviewed all matenal industry and product portfolios and
agreed a nsk appetite commensurate with the franchises represented in
these reviews In particular hmifs have been reviewed and re-sized, to
refing the RBS Group s nsk appetite tn areas where it faces significant
balance sheet concentrations or franchise challenges The need to.
control concentrations must at all tmes be balanced against the need to
ensure sufficient capacity within credit imis to support customers of
sound credit quality, in particular wathin retadl and small business
customer segments

Dunng 2012, the credit nsk tunchion expanded the scope of its credit risk
appetite controls through the active management of non-financial nsks in
the RBS Group's iending decisions The development of Environmental,
Sowal and Ethical (ESE) nsk policies for sectors considered to present a
higher reputantional risk (such as the detence, ol and gas sectors) provide
a tramework within which the RBS Group can better manage its
reputaticnal risks This ESE framework forms part of a wider vtiative by
the RBS Group to improve reputational nsk management and build trust
with its stakeholders

Product/asset class

®  Retaif - A formal framework estabhishes RBS Group-evel statements
and thresholds that are cascaded through all retasl franchises in the
RBS Group and {o granular busmess lines These include measures
thal relate both to aggregate portfolios and to asset quality at
ongination, which are fracked frequently to ensure consistency with
RBS Group standards and appetite This appetite setting and
tracking then informs the processes and parameters employed in
ongmnation activites, which require a large volume of small-scale
crecht decisions particularly those involving an application for a new
product or a change in facdities on an existing product The majority
of these decisions are based upon automated strategies utilising
credit and behaviour sconng technigues Scores and stralegies are
typically segmented by product, brand and cther significant drivers
of credit nsk These scores and strategies are data dnven and utihse
a wide range of credit information relating to the customer including,
where appropnate, information on the customer’s credit pedormance
across therr exssting account holdings both with the bank and with
other lenders A small number of credil dectstons are subject to
additional manual underwnting by authonsed approvers in specialist
units These include higher-value, mere complex, smail business
and personal unsecured transactions and sorme residential
mortgage applications

*  Wholesale - Formal pelicies, specialised tools and expertise, tallored
monitoring and reporting and, in certan cases speciic Iirnits and
thresholds are deployed to address certain lines of business across
the RBS Group, where the nature of credi nsk incurred could
represent a concentration or a specific’heightened nsk in some
other form Those porticlios identified as potentially representing a
concentration or heightened nsk are subject to formal govemance,
including penodic review, at either RBS Group or dvisional level,
depending on matenality

* unaudited
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Sector concentration

Across whalesale portfalios, exposures are assigned to, and reviewed in
the context of, a defined set of industry sectors Through this sector
framework, nsk appetite and portiolio sirategies are agreed and set at
aggregate and more granular levels, where exposures have the potential
to represent excessive concentrafion or where trends in both external
factors and internal portfolio performance give cause for concern Formal
perodic reviews are undertaken at RBS Group or divisional level
depending on matenality These may include an assessment of the RBS
Group's franchise 1n a particular sector, an analysis of the outiook
{mcluding downside oulcomes), identdication ot key vulnerabilities and
sltress/scenario tests

The focus during 2012 was on embedding sector and sub-sector specific
appetite within dvisional palicies and processes and on setting
approprate controls  This includes strengthening portiolio controls on key
metncs and lending parameters, and the ongoing development of sector-
specific iending policies

As a resull of the reviews carned out In 2012, the RBS Group has
reduced its nisk appetite in the most material corporate sectors of
commercial real estate and retail

Single-name concenlration”

Within wholesale porttolios, much of the activaty undertaken by the credit
nsk functron is organised around the assessment, approval and
management of the credit nsk associated with a borrower or group of
related borrowers

A formal single name concentration framework addresses the nisk of
outsized exposure to a borrower or borrower group The framework
includes specific and sometimes elevated approval requirements,
additional reporting and monitoring, and the requirernent to develop plans
to address and reduce excess exposures over an appropnate timeframe

Credit approval authonty i1s discharged by way of a framework of
individual delegated authorties, which requires al least two indmviduals to
approve each credit decision, one from the business and one from the
credit nsk management function Baoth parties must hold sufficient
delegated authonty While both parties are accountable for the quality of
each deciston taken, the credit nsk management approver holds ulimate
sanctiorung authonty The levei of authonty granted to indmviduals 1s
dependent on their expenence and expertise, wath anly a small number of
senor executives holding the highest authonty provided under the
framework

At a mimmum, credit relationshups are rewiewed and re-approved
annually The renewal process addresses borrower performance,
mncluding reconfirnation or adjustment of nsk parameter estimates, the
adequacy of secunty, and compliance with terms and condihons  For
certain counterparties, early warning indicators are also in place to detect
detenoratng trends in irmt utiksation or account performance, and to
prompt addiional oversight
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Credit sk management framework continued

A number of credit nsk mitigation techiiques are avaidable to reduce
single name concentrations To be considered sudable credit nsk
migants must be effective in terms of legal certanty and enicrceabdlity
and matunty/expiry dates must be the same or later than the underlying
obligations Typreal mitigant types include, cash, bank/government
guaraniees, and credit default swaps

Since 2009, the RBS Group has been managing its corporale exposures
to reduce concentrations and akign its appetite for future business to the
RBS Group's broader strategies for s large corporate franchises The
RBS Group 1s continually reviewing its single name concentration
framework {o ensure that it remains approprate for current economic
conditons and in hine with improvements in the RBS Group’s nsk
measurement models

In 2012, the RBS Group mplemented further refinements to the single
name exposure management controls already in place which allows the
Group to differentiate more consistently between the different product
iypes

Country
For information on how the RBS Group manages credd nisk by country,
refer to the Country nsk section on pages 110to 119

Controls and assurance*

The RBS Group's credit control and assurance framework compnses
three key companents credit policy, policy compliance assurance and
independent assurance

The foundation ts the RBS Group Credit Policy Standard, which, as part
of the RBS Group Policy Framework (GPF) (refer to page 18), sets out
the rules the RBS Group's businesses must follow to ensyre that credit
nsks are identified and effectively managed through the credit hfecycle
Dunng 2012, a majer revision of the RBS Group's key credit policies was
completed ensurning that the RBS Group's control environment s
approprately aligned 1o the risk appetite that the RBS Group Board has
approved and providing a sound basis for the RBS Group's independent
audil and assurance activities across the credit nsk function

The second component is a policy assurance actwity that GCR
undertakes to provide the RBS Group Chief Credit Ctficer with evidence
of the effectiveness of the contrals in place across the Group to manage
credit sk The results of these reviews are presenied {o the RBS Group
Credit Risk Committee on a regular basis in support of the self-
certification that GCR 1s obliged 1o complete under the GPF

Finally, a strong independent assurance funchion 15 an important element
of a sound cantrol environment Durning 2011, the RBS Group took the
decision o strengthen s credit quality assurance {CQA) activities and
moved all divisional GQA resources under the centralised management
of GCR The benefits of this action are already apparent in greater
consistency of standards and cross-utilisation of resources, ensuring that
subject matter experts bring their expertise to bear where relevant

* unauchied

48

Reviews undertaken consistently address the four underlying nsk pillars
of nsk management, nsk appetite, ratings and data integnty, and asset
qualty Approprate identfication, escalation, remediation and retated
tracking of cantrol breaches and improvements in operational processes
are firmily embedded in the assurance process to ensure that dvisions
act upon review findings

Credit nsk measurement®

The RBS Group uses credit nsk models 1o support quantitative risk
assessments in the credit approval process, ongoing credit risk
management, monitoring and reporting and portfolio analytics Credit nisk
modeis used by the RBS Group may be divided into three categories as
follows

Probability of defauit/customer credit grade
These models assess whether a customer will be able to repay its
cbligattons over a ene year penod

Wholesale models - As part of the credit assessment process, the RBS
Group assigns each counterparty an internal credit grade based on iis
probabikty of default The RBS Group uses a number of credit grading
models which consider nsk characteristics relevant lo the customer
Credit grading models utilise a combination of guantitatve inputs, such as
recent financial performance and quaktahve inputs such as management
performance or sector outlook The RBS Group uses a credit grade in
many of s nsk management and measurement frameworks, including
credit sanctioning and managing single-name concentration nsk

Retait models - Each customer account 1s scored using models based on
the kelihood of default Scorecards are statistically denved using
customer data, customers are given a score that reflects their probabibity
of default, and this score 1s used to support automated credit decision
making

Exposure at default models

Exposure at default (EAD) models estimate the fevel of use of a credit
facitty at the tme of a borrower's default, recognising that customers may
make more use of their existing credit facihihes as they approach default
For revolving and vanable draw-down type products that are not fully
drawn, the EAD 1s higher than the current utibisation This estimate of
exposure can be reduced with financial collateral provided by the obligor
or a netting agreement

Models that measure counterparty credit nsk exposure are used for
denvatives and other traded instruments, where the amount of credit nsk
exposure may depend on one or more underlying market vanables, such
as mterest or foreign exchange rales These rmodels drve the RBS
Group s intemal credit nsk management activities




Loss given default models

Loss given default {LGD) maodels estimate the amount that cannot be
recovered by the Group in the event of default When estimating LGD,
the RBS Group takes into account bath borrower and facildy
charactensties, as well as any secunty held or credit risk mitigation, such
as credit protection or insurance The cost of collectons and a time
discount factor for the delay i cash recovery are also incorporated

Changes to wholesale credit risk models

The RBS Group 1s updating its wholesale credit nsk models,
incorporating more recent data and reflecting new regulatory
requrements applicable 1o whelesale intemal ratings based medeliing In
2012, the RBE Group implemented updates to certain models such as
those used w1 the sovereign and financial institution asset classes, these
updates affected the nsk measures in the Group's disclosures Further
updates, prmaly of models used for the corperate assel class, are
planned for 2013

Updates to madels have generally affected relatvely low-nisk segments of
the Group's portfolio For example, the changes stemming from the
mtroduction of updated probability of default models largely affected
assets beanng the equivalent of investment-grade ratings

In antcipation of these changes, the RBS Group modified varous nsk
frameworks, including its nsk appetite framework and latent loss
assessment in addilion, with the agreement of 1ts regulators, the Group
adjusted upwards the nsk-weighted assets (RWAs) of some porifolios
prior to the introduction of the new models

Model changes affect year-on-year compansons ot nsk measures in
certain disclosures Where meaningful, the Group in s commentary has
differentiated between mstances where movements in nsk measures
reflect the impact of model changes, and those that reflect movements in
the size of underlying credit portfolios or their credit quality However, it1s
not practicable to quantify the impact of model updates on individual
asset quality bands

Separately, as agreed with the Financial Services Authority, the Group
has started to apply a slotting approach to calcutate RWAs related fo
commerciat real estate assets, this approach does not use modelled
measures to determing RWAs and capital requsrements

* unaudited
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Credit risk mitigation

Approaches and methodologies*

The RBS Group employs a number of structures and techniques to
mitgate credit nsk Nethng of debtor and creditor balances 1s undertaken
In accordance with relevant regulatory and internal policies Exposure on
OTG denvative and secured financing transactions 1s further mirgated by
the exchange of financial collateral and the use of market standarg
documentation Further mitigation may occur in a range of transactions,
from retail mongage lending 1o large wholesale fmancing This can
Include structunng a security interest in a physical or inancial asset, use
of credit denvatives, including credit detault swaps, credit-linked debt
instruments and securitisation structures, and use of guarantees and
similar mstruments (for example, credit insurance) from related and thurd
parttes Such techniques are used mn the management of credit portfolios,
typically {o mitgate credit concentrations (n relation to an indwduat
obhgor, a borrower group or a coliection of retated borrowers

The use and approach to credst nsk mitigation vares by product type,
customer and business strategy Mirnmum stangards applied across the
Group cover

*  The sutability of qualifying credit nsk mitigation types and any
conditions or restrictrions applicable to those mitigants,

*  The means by which legal certainty 1s to be estabbshed, including
required documentation, supportve independent legal opirionsg and
all necessary steps required to estabiish legal nghts,

*  Acceptable methodologies for nutiai and any subsequent valuations
of collateral and the frequency with which collateral 1s {o be revalued
and the use of collateral harcuts,

*  Actions to be taken in the eveni that the value of mitigation falls
befow required levels,

*  Management of the sk of correlation between changes in the credit
sk of the customer and the value of credit nsk mitigation,

*  Management of concentration rnisks, for example, by setting
thresholds and controls on the acceptability of credit nsk mitigants
and on lines of business that are charactensed by a specific
coliateral type or structure and

*  Coliateral management to ensure that credil ngk mitigation remains
legally effective and enforceable
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Credit risk mitigation continued
Residential mortgages

The table below shows loan-to-values (LTVs) for the Group's residential mortgage porfolio spht between performing {AQ1-AQ9) and non-performing
(AQ10), with the average calculated on a weighled vatue basis Loan balances are as at the end of the year whereas property values are calculated

using the appropriate index

UK Retail (1}

ilster Bank

Pertorming Non performing Total Performing Non oerfarming Tatal
Loan-to-value em £m £m em £m £m
2012
<= 50% 14,792 184 14,976 2182 274 2,456
> 50% and <= 70% 17,383 249 17,6832 1,635 197 1,832
> 70% and <= 90% 21,452 424 21,876 2,019 294 2,313
> 90% and <= 100% 3,681 207 3,888 1,119 156 1,275
> 100% and <= 110% 1,392 161 1,553 1239 174 1,413
> 110% and <= 130% 777 110 887 2412 397 2,809
> 130% and <= 150% 56 10 66 2,144 474 2,618
> 150% — a— — 3,156 1,290 4,446
Total with LTVs 59 533 1345 60,878 15,906 3,256 18,162
Other ) 301 7 308 o — —
Total 59 834 11352 61,186 15,906 3,256 19,162
Total portiolo average LTV @3 65% 7%% 65% 108% 132% 112%
Average LTV on new onginations during the year 65% 74%
2011
<= 50% 2,568 222 2,790
> 50% and <= 70% 1,877 157 2034
> 70% and <= 90% 2280 223 2,503
> 80% and <= 100% 1,377 128 1,505
> 100% and <= 110% 1,462 130 1502
> 110% and <= 130% 2,752 322 3,074
> 130% and <= 150% 2,607 369 2,976
> 150% 2,798 748 3,546
Total with LTVs 17,721 2,299 20,020
Total portfolic average LTV (3 104% 125% 106%
Average LTV on new ongmations during the year T4%
2010
<= 50% . 3,385 186 3,571
> 50% and <= 70% 2,534 152 2,686
> 70% and <= 90% 3,113 179 3,292
> 90% and <= 100% 1,958 121 2079
> 100% and <= 110% 2,049 137 2,186
> 110% and <= 130% 4,033 358 4,391
> 130% and <= 150% 2,174 297 2,471
> 150% 356 131 486
Total with LTVs 19,601 1,561 21,162
Total portfolio average LTV (3) 91% 106% 92%
Average LTV on new originations during the year 79%

Notes

(1} Mortgages in NatWest Home Loans Limided (a fellow subsidiary of the Royal Bank) were transterred to NatWest dunng 2012

{2} Where no mdexed LTV is held
{3) Calculated by value of debt cutstanding

(4} Excludes mortgage lending in Wealth This portiolio totafled €5 9 tillion (2011 £5 4 billon 2010 €3 6 billion) and continues to perform in ine with expectations with minimal provision of £2 & rullion
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Key points

UK Retatl

*  The UK Retail morigage portfolio totalled approximately £61 billion
at 31 December 2012, following the transfer of mortgages from
NalWest Home Loans to the Bank in the fourth quarter of 2012 The
assets were pnme mortgages, including £6 1 billion of residential
buy-to-let lending There was a small legacy portiolio of self-certified
mortgages (0 3% of the lotal mortgage porticlio) Self-certtied
mortgages were withdrawn in 2004

*  £13 7 bilhon of the residential owner-occupied UK Retall mortgage
book was on mterest-only terms

*  The average LTV on new onginations was 65 0% weighted by value
of lending RBS Group offers a maximum LTV to new customers of
was 90%, except for those buying properties under the government-
sponsored, and ndemnity backed, new build schemes that were
launched during the year for which the maximum LTV 1s 95%

*  Based on the Halfax Price index at December 2012, the portfolto
average mndexed LTV by weighted value of deb! outstanding was
65 0%

Ulster Bank

*  Ulster Bank’s residential mortgage portfolio lotalled £19 2 bilion at
31 December 2012, with 88% in the Republic of ireland and 12% In
Northemn [reland At constant exchange rates, the portfolio
decreased 2% from 31 December 2011 as a result of natural
amortisation and imited growth due to fow market demand

®  The assets include £2 3 bilion of exposure (12%) of residential buy-
to-let lpans  The interest rate product mix 1s approximately 91% on a
vanable rate product (including tracker products) and 9% on a fixed
rate

*  18% of the total portfoho1s on interest only which reflects legacy
policy and 18 no longer available to residential mortgage customers
on a permanent basis Interest only 1s permitted on a temporary
basts under the sute of forbearance {reatments avaslable within
Ulster Bank (refer to page 57 for further information) Interest only
repayment remasns an option for private custormners within Northern
Ireland on an exception basis

*  Average LTVs increased from 31 December 2011 to 31 December
2012, on a value basis, as a result of decreases in the Central
Statistics Office house price index (4%) impacting the Ulster Bank
portfoho The average of mdmviduat LTV on new onginations was
stable in 2012 at 74% (weighted by value of lending) and 69 4% by
volume (2011 - 67 3%) The volume of business remains very low
The maxmum LTV avalable to Ulster Bank customers 1s 90% with
the exceplion of a spectfic Northern lreland scheme which permits
LTVs of up to 95%, in which Uister Bank s exposure s capped at
85% LTV

®*  Refer to the Ulster Bank Group (Core and Non-Core) section on
page 60 for commentary on mortgage REIL and repossesstons

* ungudired
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Early problem identification and problem debt manabemem

While the principles of identifying, managing and providing for problem
debts are broadly similar for wholesale and retail customers, the
procedures differ based on the nature of the assets, as discussed below

Wholesale customers

The contrals and processes for managing whotesale prablem debts are
embedded within the divisions credit approval framewarks and form an
essential part of the ongoing credit assessment of customers Ay
necessary approvals will be required in accordance with the delegated
authonty gnd governing the extension of credit

Early problem recognition

Each division has established Early Warning Indicators {EW|s} designed
o identdy those performing exposures that require ¢lose attention due to
financiat stress or heightened operational issues Suchidenhication may
also take place as part of the annual review cycle EWIs vary from
division to division and compnse both internal parameters (such as
account tevel information) and external parameters (such as the share
price of publicly isted customers)

Customers identified through either the EWIs or annual review are
assessed by porifolio management and/or credit officers wilhin the
division to determine whether or not the customer's circumstances
warrant placing the exposure on the Waichlist (detatled below}

Watchhist®

There are three Watchlist ratings - Amber, Red and Black - reflecting
progressively detenorating conditions Watchlist Amber loans are
perfarming loans where the counterparty or sector shows early signs of
potential stress or has other characterstics such that it warrants closer
montoning Waichlist Red {oans are performing leans where mdications
of the borrower's declining creditworthiness are such that the exposure
requires active management, usually by the Global Restructuring Group
{GRG) Watchlst Black loans compnse nisk elements in lending and
potential problem loans

Once on the Walchhst process, customers come under heightened
scrutny The relationship strategy 1s reassessed by a forum of
expenenced credit, porffolo management and remedal management
professionals within the division In accordance with RBS Group-wide
policies, a number of mandatory actions are taken including a review of
the customer s credit grade and facility secunty documentation Other
appropriale carrective action 1s taken when circumstances emerge that
may affect the customer s ability to service its debt Such eircumstances
mclude detengraling trading performance an imminent breach of
covenant, challenging macroeconomic conditions, a lale payment or the
expectation of a missed payment

For all Walchlist Red cases the division 15 required to consult with GRG
on whether the relattonship should be transterred te GRG (see more on
GRG below) Relationships managed by the divisions tend to be with
companies operating i niche sectors, such as arrlines er products such
as securhsation special purpose vehicles The divisions may also
manage those exposures when subject matter expertise I1s available in
the divisions rather than within GRG
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Financial review Risk and balance sheet management continued

Early problem Identification and problem debt management: Wholesale customers Watchlist* continued

At 31 December 2012, the Group s exposures to customers reported as
Watchhst Red and managed within the dwsions totalled £257 miiion

Strategies that are available within divistons include granting a customer
vanous types of concessions Any decision to approve a concession will
be a function of the dwision’s specific country and sector appetite, the key
credit metrics of the customer the market environment and the loan
structure/security Befer to the section below on Wholesale
renegotiations

Other potential outcomes of the review of the relationship are to take the
customer off the Watchlist and return them to the mainstream loan book,
offer further lending and maintain ongotng reviews, transfer the
relationship to GRG {or those customers requinng such stewardship, or
extt the relationship altogether

The tollowing 1able shows a sector breakdown of credil nsk assets of
Watchlist Red counterparties under GRG management

Care 2??;: Core Total Core Eh?c;ll Core Total
Watchiist Red credit nsk assets under GRG management gm £m fn £m £m £m
Property 2,312 1,674 3,886 2,857 2,142 4,689
Transport 143 20 163 201 53 254
Retall and leisure 646 49 6895 657 155 812
Services 449 18 467 398 29 427
Other 533 164 697 395 176 571
Total 4,083 1,825 5908 4,208 2,585 6,763

Global Restructunng Group (GRG)

In cases where the Group's exposure to the customer exceeds £1 million,
the relatonship may be transferred to GRG following consuftation with
the onginating division The prmary function of GRG 1s active
management of the exposures to memimise loss for the Group and where
feasible return the exposure 1o the Group s mainstream loan book
tollowng an assessment by GRG that no turther losses are expected

At 31 December 2012 credit nsk assels refating to the Group exposures
under GRG management {excluding those placed under GRG
stewardship for operational reasons rather than concerns gver credit
qualty and those in the AQ10 intemal asset guality (AQ) band) totalled
£5 9 bilion

Wholesale renegotiations

Loan modiicalions take place in a vanety of circumstances including but

not imited 1o a customer s current or potential credit detenoraton Where
the contractual payment terms of a loan have been changed because of

the customer's financial difficulties, it 1s classified as ‘renegotiated’ in the

wholesale portfolio

Loans modified in the normal course of business where there 1s no
evidence of financial difficullies and any changes to terms and condifions
are within acceptable credit parameters wathin credit nsk appetite and/ior
reflective of improwving conditions for the customer in the credit markets,
are not considered {o have been renegohated

A number of options are avalable to the Group when a wholesale
customer 1s facing tnancial difficulties and corrective action ts deemed
necessary Such actions are taored to the indiwidual cireumnstances of
the customer The aim of such actions 1s to assist the customer in
restonng its financial health and to mirirnise nsk to the Group To ensure
that the renegotiations are appropnate for the needs and hinanceal profile
of the customer the Group requires minimum standards to be apphed
when assessing, recording, menitoring and reporting this type of actmty

" ungudited
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Wholesale renegotiations involve the {ollowng types of concessions

*  Vanation in margin - The contractual margin may be amended to
bolster the customer s day-to day hquidity, with the aim of helping to
sustam the customer’s business as a going concem This would
normally be seen as a short-term solution and 1s typically
accompanied by the Group recening an ext payment, a payment in
kind or a deferred fee

®  Payment concessions and loan rescheduling - payment concessions
or changes to the contracted amortisation profile including
extensions in contracted matunty may be granted to smprove the
customer's kquiddy Such concessions often depend on the
expectation that the customer s iguidity will recover when market
conditions improve or will benefit from access to alternative sources
ot iquidity, such as an issue of equity captal These types of
concessions are commaon in commercial real estate transachions,
particulany where a shortage of market iquidity rules out immediate
relinancing and makes short term lorced collateral sales
unatiractive

*  Forgwveness of al or part of the outstanding debt - debt may be
forgiven or exchanged for equity in cases where a fundamental shift
in the custemer’s business or economic environment means that the
customer 1s incapable of servicing current debt obligations and other
forms of renegohalions are unlikely to succeed n 1sclation Debt
forgveness 1s often an element in leveraged finance transactions,
which are typically structured on the basis of projected cash flows
from operational activities, rather than underlying tangible asset
values Prowided that the undertying business model and strategy
are considered viable, maintaning the business as a going congern
wilh a sustamable level of debt 1s the prelerred option, rather than
realising the valus of the underlying assets




In addrtion, the Group may offer a lemporary covenanl waiver, a
recalibration of covenants and/or a covenant amendment {o cure a
petential or actual covenant breach Such relief 18 usually granted in
exchange for fees, ncreased margin, additional secunty, or a reduction in
matunty profile of the original loan These financia! covenant concessions
are momtored temally, but are not inctuded in the renegotiated loans
data (when this i1s the sole concession granted to a customer) as we
believe that such concessions are qualitatively different from other
renegotiations The loan’s payment terms are unchanged Govenant
concessions provide an early warning indicator rather than firm evidence
of a significant detengration in credit quality

The impact on the credit quality of any change in terms and conditions of
a loan 1s assessed at the time of granting such changes, and the
appropriateness of the credit metncs reviewed at such tme For
perfoerming counterparties credit metnics are an integral part of the latent
provision methoadology and therefore the impact of covenant concessions
will be reflected in the latent provision For non-performing
counterparties, covenant concessions will be censidered in the overall
prowvision adeguacy for these loans
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Covenant waivers and amendments are predominantly underiaken prior
to transfer o GRG The vast majonty of the other types of renegotations
undertaken by the Group take place within GRG Forgiveness of debt and
exchange for equity 15 only available to customers in GRG

Loans may be renegofiated more than once, generally where a temporary
concession has been granted and circumstances warrant another
temporary or permanent revision of the loan’s terms  Where renegotiation
1S na longer viable the Group will consider other options such as the
enforcement of secunty and or insolvency proceedings

The data presented in the tables below include loans renegotiated during
2011 and 2012 which indiwidually exceed thresholds set at divisianal
level, ranging from nil to £10 million This population caplures
approximately 53% of that proportion of the wholesale porticho which 1s
either on Watchlist or under GRG stewardship We conlinue to refine our
reporting processes refating to renegotiated loans and as part of the 2012
review, the amounts in-progress and completed renegotiations relating to
2011 have been revised

Wholesale renegotiations

The table below shows the value of loans (excluding loans where the
Group has intiated recovery procecdures} where renegotiations were
compteted dunng the year by sector and renegotiation types

2012 2011 (Reviged)
Non performing Non performing
provision provision
Perf N mi Perl N rormi
Wholesale renegobations dunng the year by sectar ¢ omél,?, on pertor S?, mmg-f, °’”§2 o pa g",g mvemg;f,
Praperty 616 1,079 21 848 1413 28
Transport 64 9 4 34 6 3
Telecommunications, media and technology 80 16 14 8 3 100
Retal and leisure 142 59 4 105 140 29
Other (1) 271 69 27 156 116 29
Total 1,173 1,232 22 1,152 1678 29
Note
{1} SME business withm Wealih Is now reported within wholesale ferbearance
Renegotiation agreemenis
The table below analyses the incidence of the mam types of renegotiahion by loan value
Loans by value
Revised
2012 201
Arrangement type % %
Vanation in margin 13 5
Payment concessions and loan reschedubng a0 94
Forgiveness of all or part of the outstanding debt 28 20
Other (2 7 2
Notes

(1} The total above exceeds 100% as an individual case can involve mere than one type of arrangement

{2} Main types of other concessions include formal standstit agreements release of security and amendmenis to negative pledge 2012 saw the wighion of a small

agreaments accounting tor the higher propartion of tha other' modikcaten type

of matenal standstill
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Financial review Risk and balance sheet management continued

Early problem identification and problem debt management Whalesale customers continued

Key points

*  Renegotations completed dunng 2012, subject to thresholds as
explained above, were £2 4 billion (2011 - £2 8 billon) The volume
of renegotiations continues at a high level as difficult economic
conditions persist in the UK and Ireland, particularly in real estate
markets and the Group continues iis active problem debt
management Renegobations are likely to remain signiticant at 31
December 2012 loans totaling £7 2 billion (2011 - £7 2 bilhon} were
in the process of being renegotiated but had not yet reached legal
completion (these leans are not included in the tables above) Of
these 74% were non-performing loans, with associated provision
coverage of 41% and 26% were performing loans The princtpal
types of arrangements being offered include varation in margsn,
payment concessions and loan rescheduling and forgiveness of all
or part of the outstanding debt

®  lLoans renegotiated dunng 2011 and 2012 outstanding at 31
December 2012 were £5 2 bilfion of which £2 8 biflion refates to
arrangements completed dunng 2011

Additional provisions charged in 2012 relating ta loans renegotiated
during 2011 totalled £0 1 bidlion and provision coverage of those
loans at 31 December 2012 was 20%

*  Of the Ioans renegotiated by GRG dunng 2011 and 2012 (£4 1
bilhion), 0 6% had been returned to performing portfolios managed
by the business by 31 December 2012

Renegotiated loans disclosed n the table above may have been the
subject of one or mare covenant warvers or modifications [n
addition loans totaling £0 9 bilkon granted hinancial covenant
concessions only during the year are not tncluded in the table above
as these concessions do not affect a loan's coniraciual cash flows

Provisioning for wholesale renegotiated customers
Wholesale renegotiations are predominantly individually assessed and
are not therefore segregated into a separate nsk pool

Prowsions for renegotiated wholesale loans are assessed In accordance
with the RBS Group’s normal provisioning policies For the non-
performing population, prowisions on exposures greater than £1 milion
are indwdually assessed by GRG The prowvision required 1s caiculated
based on the difterence between the debt outstanding and the present
value of the estimated future cash flows Exposures smaller than £1
mullion arg deemed nol to be individually sigraficant and are assessed
collectively by the ongnating division Withm the performing book, latent
loss provisions are held for those losses that are incurred  but not yet
dentified

Any one of the above types of renegotiation may result in the value of the
autstanding debt exceeding the present value of the estmated future
cash flows from the renegotated loan resutting in the recognition of an
impairment loss Renegobations that include forgiveness of all or part of
the outstanding debt account for the majonty of such cases

The cuslomer s financial posttion, anticipated prospects and the likely
etftect of the renegotiation, including any concessions granted, are
constdered in order ta establish whether an impairment provision 1s
required

In the case of non-performing loans that are renegotiated, the loan
impaiment provision assessment almost invanably takes place prior lo
the renegatiation  The quantum of the loan impairment provision may
change onge the terms of the renegotiabon are known, resulling in an
additional provision charge or a release of the provision in the penod the
renegohiation takes place

The transier of renegotiated whoiesale loans from mpaired to performing
status follows assessment by relatonship managers in GRG Whenno
further losses are anticipated and the customer 1s expected to meet the
loan's revised terms, any provision 15 written off and the balance of the
loan retumed to performing status

Performing loans that are renegotated will be included in the calculation '
of the latent loss provisions  To the extent that the renegotiahon svent

has affected the customer's estimated probability of default or loss given

default, this will be reflected in the underlying calculation

Recoveries and active msoflvency management

The ultimale outcome of a renegotiaion strategy 1s unknown at the tme
of execution Mtis highly dependent on the cooperation of the barrower
and the continued existence ol a viable business The following are
generally considered to be options of last resort

*  Enforcement of securlty or otherwise laking controf of assets -
Where the Group hotds collaterat or other secunty interest and is
entitled to enfarce its nghts, 1 may take awnership or control of the
assets The RBS Groups preferred strategy 18 to consider other
possible options pnor to exercising these nghts

.

*  Insolvency - Where there 15 no suitable renegotiation option or the
busmess 1s no longer regarded as sustatnable, insolvency will be
considered Insolvency may be the only option that ensures that the .
assels of the business are properly and eficiently distnibuted to
relevant creditors




Retail customers

Collections and recovenes

There are collections functions in each of the retail businesses Their role
1S to provide support and assistance to customers who are experencing
difficulties in meeting ther financial obhigations to the Group Evidence of
such difficulies includes for example, a missed payment on their loan or
a balance that 1s in excess of the agreed credit imit Additionally, in UK
Retail and Ulster Bank, a dedicated support team aims to identify and
help customers who may be facing financial difficulty but who are current
with therr payments

Within collections, a range of tools 1s deployed to mitiate contact wath the
customer, estabhsh the cause of their financial difficulty and, ani to
support them where possible including the use of a range of forbearance
options If these strategies are unsuccessful, the customer is transferred
to the recoveries leam

The goal of the recovenes function Is to coliect the total amount
outstanding and reduce the Ioss to the Group by maximising the level of
cash recovery while treating custorners fairly A range of treatment
options are avalable within recovenes, including liigaton 1n UK Retai
and Ulster Bank, no repossession procedures are initiated untd at least
six months following the emergence of arrears In Ulster Bank, new
regulatons further probubit taking legal ackion for an extended penod
Additionally, ceriain forbearance options are made avarlable to customers
within recovenes

Retail forbearance

Within the Group's retall businesses, forbearance generally occurs when
the business, for reasons relating to the actual or potential financial stress
of a borrower, grants a permanent or temporary concession to that
borrower Forbearance 1s granied foflowing an assessment of the
customer s abihity to pay It s granted principally to customers with
mortgages Granting of forbearance to unsecured customers 1s less
extensive

{dentification of forbearance

Customers are dentified for farbearance treatment following mitial
contact from the customer, in the event of payment arrears or when the
customer Is transferred to collectrons or recovenes
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Types of retall forbearance

A number of forbearance options are utihsed by the Group's retail
businesses These include, but are nol limied to, payment concessions,
capitaksations of arrears over the remaiming term of the mortgage,
extension to the morigage term and temporary conversions 1o interest
only

in payment concession arrangements a temporary reduction in, or
ehmnation of, the perodic {usually rmonthly) loan repayment is agreed
with the customer At the end of the concesstonary penod, forborne
principal and accrued interest outstanding s scheduled tor repayment
over an agreed penod

For UK Retall interest only conversions have not been used as a tool to
support customers in financial stress since 2009 Following a changs to
policy in 2012, switching to interest only 1s no longer permitted for
residential mortgage customers who are up to date on payments For
Ulster Bank, interest only conversions are only offered to customers in
financial stress on a temporary basis

As a result of the econemic difficulttes in the Republic of freland market
and responding to regulatory intervention in the Insh mertgage market,
Uister Bank has developed addihonal treatment oplions to support
customers in avercaming financial ditficulties, over an extended perod of
ime

For forbearance loans that are performing, the aim 1s 1o enable the
customer to continue 1o service the loan For forbearance loans classied
as non-performing only those for which capitalisation of amears has been
agreed can qualfy for return to the performing book Transfer of such
loans takes place currently once the customer has met the revised
payment lerms for at jeast six months and 1s expecled to continue io do
S0

The mortgage torbearance poputation 1s reviewed regularly to ensure that
customers are meeting the agreed terms of the arrangement Key metncs
have been developed to record the proportion of customers who fail o
meet the agreed terms over time, as well as the proportion of customers
who retumn to a performing state with no arrears

Arrears status and provisions
Mortgage arrears information for retail accounts in forbearance and
related prowvision are shown In the tables below

No missed payrents. 1 3 months In arrears >3 merrhs in griears Total
ferborn
Balance Provisien Balance Provision Balance Provision Balarce  Prowsion b:Iranoez
£m £ £m Cirr £ £m £m £m o
2012
UK Retail (1) 2,355 12 255 12 239 31 2,849 55 47
Ulster Bank (23 915 100 546 60 527 194 1,988 354 104
Wealth 35 —_ — — 7 — 42 — 07
3,308 112 801 72 773 225 4,879 409 57
2011
Ulster Bank 2.3 893 78 516 45 421 124 1,830 247 21
Wealth 121 — — — 2 — 123 — 13
1014 78 516 45 423 124 1,953 247 66
Netes

(1) Mortgages in Natwest Home Loans Limited {a fellow subsichary of the Royal Bank) were transterred o Natv/est dunng 2012

(2) Inciudes alt krbearance arcangaments whether refating to lhe customer s lifestyle changes o tinancial diffriauity

(3) Includes the current stack position of ferbearance deals agreed sinte eary 2008 tor UX Retall and earty 2008 for Ulster Bank

(4} SME fuslnesses within Wealth s now reported within Wholasale forbearance
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Early problem identification and problem debt management Retail customers continued
Forbearance arrangements
The incidence of the main types of retall forbearance on the balance sheet as at 31 December 2012 15 analysed below For a small proportton of
mortgages, more than one forbearance type applies

UK Retail (1) Utster Bank Waealth (2) Total {3)
2012 £m £m £m £m
Interest only conversions - temporary and permanent 787 924 [ 1,717
Term extensions - capital repayment and interest onty 1,168 183 24 1,375
Payment concessions 133 762 2] 904
Capitalisation of arrears 550 119 _ 665
Other 211 s 3 214
2 B49 1,988 42 4,879
2011

Interest only conversions - temporary and permanent 795 3 798
Termn extensions - capital repayment and interest only 58 97 155
Payment concessions 876 — 876
Capialisation of arrears 101 - o
Other — 23 23
1,830 123 1,953

The table below shows forbearance agreed during 2012 analysed between performing and non-performing

UK Retal {1) Ulster Bank Wealth (2) Total (3)
2012 £m £m £m £m
Perlorming torbearance in the year 163 2,111 18 2,292
Non-performing forbearance n the vear 14 1,009 2 1,025
Total forbearance in the year () 177 3,120 20 3,317

Notes

(1) Morigages in NatWest Hame Loans Limuted (a fefiow subsidiary of tha Royal Bank) were transierred 1o NatWest dwring 2012
{2) SME businesses within Wealth 1s now reperted within Whalesale lorbearance
(3) As an Indrdual case caninclude more than one type of arrangement, the analysis in the table on ferbearance arangements exceeds the total value of cases subject to forbearance
(4) Includes all deals agreed during the year {new customers and renewals) regardless of whether thay remam active at the year end

Key points
UK Retail

The reported numbers for forbearance in UK Retall capture all
instances where a change has been made 10 the contractua!
payment terms including those where the customer s up-to-date an
payments and there1s no obvious evidence of financeal stress The
reported figures include stock dating back to 1 January 2008

At 31 December 2012, 4 7% of the total mortgage assets amounting
to stock valued at £2 8 tiflion was subject to forbearance This
represented an 8 2% increase In forbearance stock singe 31
December 2011 Approximately 83% of customers in this category
were up-lo-date with payments {compared with approximately 97%
of the mortgage population nol subject to forbearance activity) The
flow of forbearance amangements has remamed stable year on
year

* unquedted
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The most frequently occurnng forbearance types were term
extensions (41% of assets subject o forbearance at 31 Dacember
2012), interest only conversions (28%) and capitaksations of arrears
{(19%) The stock of cases subject to interest only conversions
reflects legacy policy 1n 2009, UK Retall ceased providing this type
of forbearance treatment for customers in financial difficulty and no
longer permits interest only converstons on restdential morigages
where the customer 1S current on payments




Ulster Bank

The reported numbers for forbearance in Uister Bank Group capture
all instances where a change has been mads to the contractual
payment terms including those where the customer s up-to-date on
payments and there 15 no obvious evidence of financial stress The
reported figures include stock dating back to early 2009

Ulster Bank Group continues ta assist customers in the difficult
economic environment Mortgage forbearance treatments have
been in place since 2009 and are a:med at assistng customers in
financial difficulty At 31 December 2012, 10 4% of total morigage
assets (£1 9 bihon} were subject to a forbearance arrangement, an
increase from 9 1% (£1 8 biflion) at 31 December 2011 The majonty
of these forbearance arrangements were in the performing book
(73%})

The majonity of forbearance arrangements offered by Ulster Bank
currently are temporary concessions accounting for 85% of assets
subject to forbearance at 31 December 2012 These are offered tor
perads of one to three years and incorporate different levels of
repayment based on the customer’s ability to pay The additional
treatment options developed by Ulster Retail will lead to a shift to
more long term arrangements over time

Of these temporary forbearance types the kargest category at 31
December 2012 was iterest only conversions which accounted for
46% of total assets subject to forbearance The other categones of
temporary forbearance were payment concessions reduced
repayments (36%), and payment holidays (3%)

The flow by forbearance type remained stable when compared with
2011 and there was a modeslt reduction 3%, in customers seeking
assistance for the first tme year on year

The provision cover on performing assets subject to forbearance 1s
approximately eight tmes higher than that on performing assets not
subject to forbearance
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Prowvisioning for retail customers

Provisions are assessed in accordance with the Group's provisioning
policies The majonty of retad forbearance takes place In the performing
bock and, for the purposes of the latent loss provisions, these constitute
a separate nsk pool They are subject to higher provisioning rates than
the remainder of the performing book These rates are reviewed regularly
In both divistons Once forbearance 1s granted, the account continues to
be assessed separately for latent prowisioning for 24 months (UK Retail
only) or unti the forbearance penod expires  After thal point the account
1s no longer separately identified for latent provistoning tn the non-
performing porticlio, assels are grouped Ito homogeneous porticlios
shanng similar credit charactenstics according to the asset type Further
charactenstics such as LTVs, arrears status and default vintage are aiso
cansidered when assessing recoverable amount and calculating the
related provision requirement Whilst non-perforrning forbearance retail
loans do not form a separate nsk pool, the LGD models used to calculate
the collective impatrment proviston will be affected by agreements made
under forbearance arrangements

Impairment loss provision methodology

A financial asset or portfolio of financial assets s iImpatred and an
mpairment loss mcurred if there is objective evidence thal an event or
events since inikal recognition of the asse! has adversely affected the
amount or timing of tuture cash flows from the asset

For retail loans, which are segmented into collective, homogenous
portfolios, tbme-based measures, such as days past due, are typically
used as evidence of impairment For these portfolios, the Group
recogrises an impairment at 90 days past due

For corporate porttolios, given their complexity and nature, the Group
relies not only on ime-based measures, but also an management
judgement to identify evidence of impairment Other factors considered
may include signriicant financial difficulty of the borrower a breach of
conlract a loan restructunng a probable bankrupicy and any ohservable
data mdicaling a measurable decrease in estmated future cash flows
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Early problem identification and problem debt management continued
Depending on vanous factors as explained below, the Group uses one of
the following three different methods to assess the amount of provision
required ndividual, collective, and latent

*  Indwidually assessed provisions - Provisians required for individually
significant imparred assets are assessed on a case-by-case basis If
there 1s objective evidence that an impalirment loss has been
incurred the amount of the loss 1s measured as the difference
between the assets carrying amount and the present value of the
estimated future cash flows discounted at the financial asset's
onginal etfective interest rate Fulure cash flows are estmated
through a case-by-case analysis of individually assessed assets

This assessment takes info account the benefit of any
guarantees or other collateral held The value and bming of cash
flow rece:pts are based on avallable estmates i conjunction
with facts avadable at that tme Trnings and amounts of cash
flows are reviewed on subsequent agsessment dates, as new
information becomes available The asset continues to be
assessed on an indnsdual basis until ks repaid en full
transterred to the performing portfolio or wntten-off

*  Collectively assessed provisions - Provisions on impaired credits
betow an agreed thresheld are assessed on a portfolio basis to
reflect the homogeneaous nature of the assets The Group segments
impaired credts In Its colleclively assessed portfolios according o
assel type, such as credit cards, personal loans, mortgages and
smaller homogenous wholesale postiolios, such as business or
commercial banking A further distinction 1s made between those
impaired assets in collections and those in recovenes (refer to
Problem debi management on page 55 ior a discussion of the
collections and recovenes functions)

The prowvision 1s determined based on a quantitative review of
the relevant portfolio, taking account of the tevel of arrears, the
value of any secunty, histoncat and projected cash recovery
trends over the recovery perod The provision also Incorporates
any adjustments that may be deemed appropriate given current
economic and credit conditions  Such adjustments may be
determined based on a review of the current cash collections
profile performance aganst histoncal trends, updates to metric
mputs including mode! recalibrations, and monitoring of
operational processes used In managing exposures, including
the time taken to process non-performing expasures

Latent ioss provisions - A separale approach 1s taken for pravisigns
held against impauments in the perferming portfolio that have been
incurred as a result of events occurang before the balance sheet
date but which have not been dentified at the balance sheet date

* ungud ted

The Group’s methodologias to esimate latent loss prowisions reflect

*  the probability that the performing customer will defauit - historical
loss expenence, adjusted, where appropnate to lake mto account
current economuc and credii conditions, and

* the emergence penod, defined as the penod between an impairment
event occumng and a loan being identified and reported as
impaired

Emergence penods are estimated at a portfolio level and reflect the
portiolto product charactenstics such as the repayment terms and the
duration of the loss mitigation and recovery processes They are based
on internat systems and processes within the partcular portfolio and are
reviewed regularly

Reter to pages 89 to 103 for analysis of impaired loans, related
provistons and |mpa=rmen:s

Ulster Bank Group (Core and Non-Core)”

Cverview

Ulster Bank Group accounted tor approximately a third of the NatWest
Group's total gross loans to customers {excluding balances relating to
subsichanes) Ulster Bank's financial performance continues to be
overshadowed by the challenging economic climate in Ireland, with
impatrments remaning elevated as high unemployment, coupled with
higher taxation and imded hquicity in the economy, continues to depress
the property market and domestc spending

The impairment charge of £2,340 million for 2012 (2011 - £3,717 milion
2010 - £3,843 milion) was drniven by a combination of new defaulting
customers and higher provisions on existing defaulted cases due
primarily to deteriorating secunty values Provisions as a percentage of
nsk elements in lending increased from 53% in 2011, to 57% In 2012,
predominantly as a result of the detericration in the value of the Non-Core
commercial real estate development portfolio Ulster Bank impawrment
provisions take into account recovery strategies for its commerctal real
estate portiolio, as currently there is very imited liguidity in insh
commercial and development property

Core

The impairment charge for the year of £1,364 milion {2011 - £1,384
melion, 2010 - €£1,161 million) reftects the difficult economic chmate in
Ireland, with elevated default levels across both mortgage and other
corporate portfolios  The morigage sector accounted for £646 milion
(47%) of the total 2012 mpaiment charge

Non-Core

The impairment charge for the year was £376 million, a decrease of
£1,357 milkon {2011 - £2,333 million, 2010 - £2,682 million}, with the
cornmercial real estate sector accaunting for £899 milion (92%) of the
total 2012 imparment charge )
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Lredil metnes
Gross RELasa*w ol Provisions as a Provisions as o ®s mparment Amounts
Sector analysis mcr; HE:; vawog gros IoH"}'/.s. o HEI; orgrss Ioa:: char{gli mmeng:
202
Core
Mortgages 19,162 3,147 1,525 164 48 BO 646 22
GCommercial real estate
- investment 3,575 1,551 593 434 38 166 221 —
- development 729 369 197 506 53 270 55 2
Other corporate 7,772 2,259 1,394 291 62 179 389 15
Other lending 1,414 207 20 146 97 14 2 53 33
32,652 7,533 3.910 231 52 120 1,364 72
Non-Core
Commercial real estate
- Investment 3383 2,800 1,433 828 51 42 4 288 15
- develapment 7607 7286 4,720 958 65 620 611 103
Other corporate 1,570 1,230 711 783 58 453 77 23
12,560 i1 316 6,864 an 1 61 54 B 976 141
Ulster Bank Group
Mortgages 19,162 3,147 1,525 164 48 80 646 22
Commercial real estate
- investment 6,958 4351 2,026 625 47 291 509 15
- development 8336 7 655 4,917 918 64 590 666 105
Other corporate 9,342 3,489 2,105 373 60 225 466 38
Other lending 1,414 207 201 146 97 142 53 33
45 212 18,849 10,774 417 57 238 2340 213
2081
Cors
Mortgages 20,020 2,184 945 109 43 47 570 1"
Commaercial real estate
- Jnvesiment 3,882 1,014 413 261 41 106 225 —
- development 881 290 145 329 50 165 99 16
Other corporate 7,736 1,834 1,062 237 58 137 434 72
Other lending 1,533 201 184 131 92 120 56 25
34 052 5,523 2,749 162 50 81 1,384 124
Non-Core
Commercial real estate
- investment 3,860 2,916 1,364 755 47 353 609 1
- development 8,480 7,538 4285 888 57 50 6 1 581 32
Other corporate 1,630 1,159 642 711 55 394 173 16
13,980 11,611 6,301 B31 54 45 1 2,333 49
Uister Bank Group
Mortgages 20,020 2,184 945 109 43 47 570 1
Commercial real estate
- Investment 7,742 3,930 1,777 508 45 230 834 1
- development 9,371 7.826 4,440 835 57 47 4 1,650 48
Other corporate 9,366 2,993 1,704 320 57 182 607 g8
Other lending 1,833 201 184 131 g2 120 56 25
48,032 17,134 9 050 357 53 188 3717 173
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Financial review Risk and balance sheet management continued

Ulster Bank Greup {Core and Non-Core)* continued

Cradit metrics
Gross REILasa% o0t Provisions asa Provisonsas a% |mpairment AmoLmis
loans REL Provisions. gross joans % of REIL ot gress loans charge writlen-otf
2011 £m £m £ % % % £m £m
Core
Mortgages 21,162 1,566 439 74 28 21 294 7
Commercial real estate
-~ Investment 4,284 598 332 140 56 77 259 —
- development 1,090 B5 37 60 57 34 116 —_
Other corporate 9,039 1,205 667 133 55 74 444 11
Other lending 1,282 185 158 14 4 85 123 48 30
36,857 3,619 1,633 98 45 44 1,161 48
Non-Core
Morigages — — — — — — 42 —
Comrercial real estate
- investment 3,854 2,391 1,000 620 42 259 630 —
- development 8 760 8,341 2783 724 44 318 1,759 —
Other corporate 1,970 1,310 561 665 43 285 251 —
14 584 10,042 4 344 68 8 43 298 2,682 —
Ulster Bank Group
Morigages 21,162 1,566 439 74 28 2t 336 7
Commercial real estale
- investment 8,138 2,989 1,332 367 45 164 889 e
- development 9,850 6,406 2,820 850 44 286 1,875 —
Other corporate 11,009 2,515 1,228 22 8 49 112 695 1
Other lending 1,282 185 158 14 4 85 123 48 30
51,441 13,661 5,977 26 6 44 116 3,843 48
Key points

®*  Core REIL increased by £2 0 bilion during the year which reflects
continued difficult conditions in both the commercial and residential
property sectors i Ireland

*  Core mortgage REIL accounted for £1 0 bilion of the overall
Increase, the trend reflecting continued detenoration of
macroeconomic factors However, the number of properties
repossessed In 2012 was 127 {81 on a voluntary basts) compared
with 161 {123 on a voluntary basis) n 2011

Core corporate REIL accounted for £1 0 bilion of the overall
increase, the movement driven by a small number of renegotiated
arrangements for higher value real estate customers

* ynaudired
60

*

Core coverage increased from 50% to 529% as a result of addiional
imparment charges on the non-pertorrimg book due to further
detenrorahion in collateral values Gore coverage 1s diluted due to the
increased REIL relating to corporate renegotiations with lower
provision fequirements Adjusting for these cases Core coverage
would be 56%

Non-Core REIL decreased by £0 3 billon reflecting lower defaults as
well as recovenes, and wnte-ofis of £0 2 billion

At 31 December 2012, 60% of REIL was in Non-Core {2011 - 68%}
The majonty of the Non-Core commercial real estate development
portiola 15 non-performimng wath provision coverage of 65%




Geographical analysis
Commercial real estate
The commercial real estate lending portfolio for Lster Bank Group {Core and Non-Core) totalled £15 3 illion at 31 December 2012, of which £11 0
billion or 72% was in Non-Core The geographic sphit of the total Ulster Bank Group commercial real estate portfolio, based on the location of the
undertying secunty, remamed simular to 2011, with 63% in the Republic of lreland, 26% in Northem {reland and 11% in the UK {excluding Northern

NATWEST 2012

Ireland
) Investment Development

Exposure by geography Commm*cﬁ Rmdm::': comr%ﬂ Hwamgr?] n:::::

2012

ROI 3,546 779 1,603 3,653 9,581

Ni 1,083 210 631 2,059 3983

UK {excluding NI} 1,239 86 82 290 1,697

RoW 14 1 8 10 33
5,882 1,076 2,324 6,012 15,294

2011

RO! 3,775 853 1,911 4,095 10,634

NI 1,322 279 680 2,222 4,503

UK {excluding NI} 1,371 111 95 338 1913

Row 27 4 e 32 63
6,405 1247 2,686 6,685 17,113

2010

Ireland {ROI and NI 5,032 1,088 2,785 6,578 15493

UK (excluding Ni) 1,869 115 110 359 2,453

Row 23 1 — 18 42
6,924 1,214 2,885 6,955 17,988

Key points

Commercial real estate continues to be the primary sector driving
the Ulster Bank Group non-performing loan book A reduction over
the year of £1 8 billlon pnmanly reflects Ulster Bank's continuing
strategy ta reduce concentration nsk to this sector

The outlook lor the property sector remains chaltenging While there
may be some signs of stabilisation in main urban centres, the
outlook continues ta be negative for secondary property locahons on
the 1sland of lreland

During the year, Ulster Bank expenenced further migration of
commercial real estate exposures to its problem management
framework where various measures may be agreed to assist
customers whose loans are performuing but wha are expenencing
temparary financial dificulties  For further details on Whotesale
renegoliatons refer to page 52
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Financial review Risk and balance sheet management continued

Uister Bank Group {Core and Non-Core)* continued

The table below analyses commercial real estate (Core and Non-Core) tending by loan-to value {LTV) which represents loan value before provisions
Due to market conditions in Iretand and to a lesser extent in the UK there 1s a shortage of markel-based data In the absence of exiernal valuations, the
Group deploys a range of alternative approaches to assess property values, including internal expert judgement and indexation

Pertorming Nong:f;mnq Total Performeng Non sgr‘f;'mng Total
Loan-to-value £m £m £m £m gm £m
<= 50% 183 24 207 272 32 304
> 50% and <= 70% 326 102 428 479 127 606
> 70% and <= 90% 462 250 712 808 332 1,140
> 80% and <= 100% 466 141 607 438 201 839
> 100% and <= 110% 103 596 699 474 390 864
= 110% and <= 130% 326 630 956 527 1,101 1,628
> 130% and <= 150% 274 878 1,152 506 1,066 1572
> 150% 963 7.280 8.253 912 7.472 B 384
Total with LTVs 3,103 9,911 13,014 4,416 10,721 15,137
Miimal secunity (1) 7 1,461 1.468 72 1,086 1,158
Other (2) 97 715 812 193 625 818
Total 3,207 12,087 15,294 4,681 12,432 17,113
Total portfolio average LTV (3) 131% 286% 249% 120% * 264% 222%

Notes

(1) 2012 the Group reclassified loans wilh hmited or non physical secunty {defined as LTV>1 000%) as minimat secwity for which & mapnty are commeraial real estate daveiopment toans in Utster
Bank Totd portioho average LTV 1s quoted net ot loans with minimal security given that the antiaipaled recovery cate 1s less than 10%. Provisions are marked against these teans where required to
reflect asset quality and recovery profile 2011 presentation has been revised

(2) Othar perferming loans ot £87 millien (2011 £183 mitlion) indude general corporate lending typically unsecured 10 cormerctal real estate companies and magor UK housebuiders Tho crecit
quality of these expasures is consistent with hat of the performing portflio averall Other nor perfoiming loans of £715 mifion {2011 - €625 rmullion} are subject 1o Lhe Group s standard provisioning
policies

{3} Weighted average oy aposuro

Within its REIL and potential problem loans  Ulster Bank Group has £3 5 bilion (2011 - £3 0 billion) of corporate loans (excluding commerciat real
estate} which are predominantly secured with a provision coverage of 60% (2011 - 57%)

Residenttal mortgages
The mortgage lending portfolic analysis by country of location of the underlying securtty 1s set out below
o o
ROI 16,873 17,767
Ni 2,288 2,253
19,162 20,020

* unaudited
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Balance sheet analysis
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Financial assets
- Exposure summary
- Sector and geographic concentration
Asset quality
Debt securiies
{FAS measurement classification and 1ssuer
Ratings
- Asset-backed secuntes
Dervatives
Summary
REIL. provisions and AFS reserves
- Divistonal analysis
- Sector and geographical regional analyses
- Provistons and AFS reserves methodology
- REIL flow statement
- REIL summary
- Past due analysis
- impairment proviston flow statement
- impaiment charge analysis
- Potential problem loans
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Financial review Risk and balance sheet management continued

Balance sheet analysis
Financial assets
Exposure summary

The table below analyses the Group s financ:al asset exposures, both gross and net of offset arrangements

Gruss IFRS Balance MNon [FRS Exposure
exposure oftset (1) sheet valua ofiset (2) post oltset
2012 £m £m £m £m £m
Cash balances at central banks 2,298 — 2,298 — 2,298
Reverse repos 52,999 {25,482) 27,517 (2,677) 24,840
Lending 173,824 — 173,824 {7,066) 166,758
Debt securities 32,360 — 32,360 -_ 32,360
Equity shares 898 — 898 - 838
Denvatives 2,438 (184) 2,254 25) 2,229
Settiement balances 4,346 (1,984) 2 362 {1,401) 961
Total third party 269,163 (27,650) 241 513 {11,169} 230 344
Amounts due from holding company and feliow subssdianies 133,278 - 133,278 — 133,278
Total gross of short positions 402,441 {27,650) 374,791 {11,169} 363,622
Short positions {11,840} — (11,840) — (11,840}
Total net of short positions 390,601 {27.650) 362,951 {11,169) 351,782
2011
Cash balantes at central banks 1,918 — 1918 — 1,918
Reverse repes 44,854 (19,951) 24,903 (5,379) 19,524
Lending 124,836 — 124,836 (6,853) 117,983
Debt secunties 37.201 — 37,201 — 37,201
Equity shares 928 — az28 - 928
Denvalives 3,217 {472) 2,745 {78) 2,667
Settternent balances 2,468 — 2,468 (1 805) 663
Other financial assels 32 —_ 32 — 32
Total third party 215,454 {20 423) 195,031 (14,115) 180,916
Amounis due from holding company and feflow subsidiaries 165,607 — 165,607 — 165,607
Total gross of short positions 381,061 {20 423) 360,638 (14,115) 346,523
Short positions (13 482) — (13,482) — {13,482}
Total net of short positions 367,579 (20,423) 347,156 (14,115) 333,041
2010
Cash balances at central banks 1,824 — 1,824 —_ 1,824
Reverse repos 38,457 (13,445) 25012 (7.419) 17,593
Lending 138,341 — 138,341 (10,008) 128 333
Debt secunties 36,256 —_ 36,256 — 36,256
Equity shares 904 — 904 — a04
Denvatives 2626 (529) 2,097 {89) 2,008
Settiement balances 5,154 {1,393) 3761 (1,387) 2374
Other financial assets 30 — 30 e 30
Total third party 223,592 (15,367) 208,225 {18,903) 189 322
Amounts due from holding company and fellow subsidianes 152,310 — 152,310 — 152,310
Total gross of short pasitions 375,902 (15,367 360,535 (18,903) 341,632
Short positions (13,943) — (13,943) — {13,943)
Total net of short positions 361.959 (15,367) 346,592 (18,903) 327,689

Notes

(1) Pelates 1o offsel amangements that comply with IFAS criteria and to transachans desred through and novated to central dearing houses primandy London Clearing Housea ard US Government

Securities Cleanng Corparation

(2) Thus reflects the amount by which the Group s credit nsk expasurg 15 reduced through arrangements: such as masier netting agraaments which give the Group a legal right 1o set off the financal
asset against a financial hability due to the same counterparty In addivon, the Group holds collatarat in respect of indndual loans and advances to banks and customers This collateral includes
rorgages over properly (both personal and cormmercial) charges over business assets such as plant inventories and trade debtors and guarantess of fending from parties other than the corrawer
The Group notains collateral i the form of securilies in reverse repurchase agreaments Cash and securlties are received as collateral In respacl of devivative ransactions
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Sector and geographic concentration
The iollowing tables provide an analysis of credit concentration of financial assets by sector and geography (Geographucal regions are based on the

location of the lending ofiice or 1ssuer

NATWEST 2012

Natwest Group
Reverse Landin, Securivgs Balance  Non IFAS Exposure
repas Core  Non-Core Tatal Debt Equity  Derivanves Omer  sheetvalue ciiset (1)  post otfset

2012 £m £m £m £imn £m £m £ m £m %11} £m
Government (2} — 1,252 1 1,253 14,140 —_ 6 500 15,899 {644) 15,255
Financial institutions - banks (3; 4,706 5,158 39 5,197 473 — 26 2298 12,700 — 12,700

- other (4 22,807 3,728 112 3,840 16,797 867 750 1,783 46,844 (3,671) 43,273
Personal - mortgages —_ 86,587 15 86602 — — —_ - B6,602 — 86,602

- unsecured — 16,143 87 16,230 — — - — 16,230 - 16,230
Property e 18,579 15,098 33,677 8 30 681 -~ 34396 (819) 33577
Construchon — 2,789 745 3,534 3 1 16 — 3,554 (1,080) 2,474
Manufactunng —_ 4,784 194 4,978 154 15 77 17 5,241  (1,448) 3,793
Finance leases (5) — 152 51 203 — —_ —_ — 203 — 203
Retall, wholesale and repairs - 7,497 408 7,905 58 1 89 1 8054 (1,227 6.827
Transport and storage —_ 1,951 63 2,014 30 — 38 - 2,082 {404) 1,678
Health, education and leisure — 7,249 185 7 434 168 o 282 i 7,95 (700) 7,215
Hotels and restaurants — 3,642 503 4 145 11 — 72 -_ 4,228 {126) 4,102
Utiities — 1,251 2 1,253 96 t5 a 7 1 462 (535) 927
Other 4 9,466 484 5,950 422 7 126 23 10,5632 (615) 9,917
Total third party 27,517 170,228 17,987 188215 32,360 936 2,254 4,660 255,942 (11,169) 244,773
Amounts due from holding

company and {ellow subsidianes — 128175 16 128,191 2,555 — 2,532 — 133,278 — 133,278

Total gross of provisions 27,517 298,403 18003 316,406 34,915 936 4,786 4660 389220 (11,169) 378051
Provisions — {6,939) {7,452) (14,391) — {38) — w  (14,429) nia (14,425
Total 27517 291,464 10,551 302,015 34,915 898 4786 4660 374,791 (11,169) 363,622
2311
Government (2 —_ 1,931 2 1,933 17,766 — 8 1 18,708 (621) 19087
Financiat institutions - banks (3; 7 5830 7204 28 7,232 — 114 16 1,918 16,810 (30) 16,780

- other (&) 17.368 3206 154 3,360 18,373 753 989 2412 43,255 {6,391) 36,864
Personal - mortgages — 25717 6 25723 — — —_ — 25,723 -— 25723

- unsecured — 17,926 119 18,045 — — — 7 18,052 — 18,052
Property —_ 19,063 19,301 38,364 25 18 847 —_ 39,255 (913) 38,342
Construction — 3,367 1,049 4,416 21 2 48 — 4,487 (965) 3,522
Manufactunng —_ 4,707 244 4,951 108 3 93 -— 5153  (1480) 3673
Ftnance leases (5) — 27 53 80 — — — — 80 - 80
Retall, wholesale and repairs — 8,040 511 8,551 55 2 109 — 8,717 (1,403) 7,314
Transport and storage — 1,892 89 1,981 17 —_ 38 — 2,036 {169) 1,867
Health, education and leisure —_ 6,925 356 7,281 74 5 296 — 7,656 (807) 6,848
Hotels and restaurants — 3,741 544 4,285 68 1 84 — 4,438 {114) 4324
Utities — 1,398 38 1,436 275 19 95 — 1.825 {437) 1,388
Other 5 B 679 866 9,545 421 47 122 80 10,220 {785) 9,435
Total third-party 24803 113,823 23,360 137 183 37,202 964 2,745 4418 207,415 (14,115) 193,300
Amounts due from holding

company and fellow subsidianes -~ 159,313 38 159,351 3804 — 2,452 — 185,607 — 185,607

Tota! gross of provisions 24,903 273,136 23,398 296,534 41,008 964 5,197 4,418 373,022 (14,115) 358,907
Provisions —  (5,352) (6.995) (12,347) 1) (36) — —  (12384) wa  (12.384)
Total 24903 267,784 16,403 284,187 41,005 928 5,187 4,418 360,638 (14,115) 346,523

For the notes to this table refer to page 72
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Financial review Risk and balance sheet management connnued

Balance sheet analysis Sector and geographic concentration continued

Natwest Group

Reversa Lending Sacurties Balance  MNon-IFRS Exposure

repos Core  Non-Core Total Debt Equty Denvatves Other  sheetvaue oliset (1) past offset

2010 e £m £m gm gm £m £m £m £m £m £m
Government (2) — 1,926 13 1,939 12,816 — 5 112 14,872 (1,232} 13,640
Financial mstitutions - banks (3 8,982 8,512 22 8,534 —_— 537 7 1824 19,884 {190) 19,694
- other () 16,023 2,615 541 3,156 21,469 218 915 3,672 45,453 (§798) 36,655

Personal - morigages — 26,181 8 26,189 — — -—_ _ 26 189 (5) 26,184
- unsecured — 19,146 116 19,262 — — —_ 6 19,268 — 19 268

Property - 19,567 21,166 40,733 95 14 497 — 41,339 {618) 40,721
Construction — 3,834 1,484 5318 5 _— 25 —_ 5,348 {973) 4,375
Manuiacturing — 5.986 340 6,326 407 9 131 — 6,873 (1,602) 5271
Fmance leases (5) — 16 89 105 — — _— —_ 105 — 105
Retad, wholesale and reparrs — 8,820 599 9,419 127 2 110 — 9,658 (1,870) 7,788
Transport and storage — 1,982 450 2432 93 2 34 — 2,561 {147) 2,414
Health, educatton and leisyre — 7.596 414 8.010 1 1 221 — 8,233 {888) 7,345
Hotels and restaurants — 4,034 616 4,650 62 — 55 — 4,767 (133) 4,634
Utilties — 1,815 3 1,818 588 4 40 — 2,450 (976) 1,474
Other 7 8,846 1,013 9,859 593 144 57 1 10,661 (1,471} 9,180
Total third-party 25,012 120,876 26,874 147,750 36,256 a9 2,097 5615 217,661 (18,903} 198,758

Amounts due from holding

company and feliow subsidiaries — 146,790 919 147,709 3,238 — 1,363 — 152,310 — 152,310
Total gross of provisions 25,012 267666 27,793 295459 39 494 931 3460 5615 369,971 (18,903} 351,068
Prowisions — {4,352) (5,057) (9.409) — (27) — — (9,436} n/a (9,436)
Total 25,012 263,314 22,736 286,050 39 494 904 3460 58615 360,535 (18,903) 341,632

For the notes to this table refer to page 72

Key points

66

Third party exposure post offset increased by £51 billion at 31
December 2012, pnmanly reflecting £61 billion relating to the
transfer of the residential mortgage portfolio from fellow subsidhary,
NatWest Home Loans, parttally offset by a £5 billion Non-Core
fending reduction and a decrease in debt secuntes of £5 bilhion

A significant proportion, £4 5 billion, of the Non-Core lending
reduction was in property and construction, m UK Corporate and
Uister Bank

Government debt secunties decreased by £3 6 bilion of which
£3 5 bilhon was US government Asset-backed secunes, primarly
US agency, also decreased by £2 3 tillon




The tables on pages 67 to 77 analyse financial assets by geographical region {location of office) and sector

NATWEST 2012

NatWest Group
Reverse Lending Secuntes Balange  Non iFRS  Exposurs
repos Core  Non-Core Folal Debt Equty  Darivatives Other  sheet value offset {1} post oMfset
2012 £€m £m £rm £m £m £m £m £m £m £m
UK
Government (2) — 1,210 ] 1211 — - 8 —_ 1,217 (644) 573
Financial institutions - banks (3) — 3,416 2 3,418 — —_ 6 1,469 4,893 — 4893
- other (4 — 2,600 35 2,635 1 647 598 4 3,885 (568) 3,317
Personal - morigages — €8,856 — 68,856 — _ — - 68,856 -— 68,856
- unsecured — 13,627 3 13630 — — — — 13,630 — 13,630
Property — 14,405 6,652 21,057 — 23 604 - 21,684 {814y 20,870
Caonstruction — 2,525 495 3,020 — — 16 — 3,036 (1059 1977
Manufactunng — 4,022 92 4,114 - 2 60 17 4193 (1.439) 2754
Finance leases (51 —— 72 51 123 —_ — — — 123 — 123
Retal, wholesale and repairs —_ 5,800 170 5,970 _ _ 84 1 6,055 (1,205) 4,850
Transport and sterage e 893 30 1,023 — — 27 — 1,050 (39¢) 851
Health, education and leisura — 6,441 113 6,554 — —_ 282 31 6,867 (694) 8,173
Hotels and restaurants _ 2,805 171 2978 —_ — 72 —_ 3,048 (122) 2,926
Lilhes — 702 2 704 — e 46 7 757 (535) 222
Other — 6,910 345 7,255 — — 115 23 7,393 (562) 6831
Total third-party -— 134,384 8,162 142546 1 672 1916 1552 146687 (8,041) 138,646
Amounts due from holding
company and fellow subsidiaries — 100,553 7 100,560 2555 — 2,146 ~— 105,261 — 105 261
Total gross of provisions — 234,937 8,162 243,106 2,556 672 4,062 1552 251,948  (B,041) 243,907
Provisions — (3,461) (2,188) (5649) — (38) — — (5,687) nfa (5687)
Total — 231,476 5,981 237,457 2,556 634 4,062 1,552 246,261  (8,041) 238 220
us
Government (2 —_ e - — 13.748 — —_ 500 14,249 - 14,249
Financial institutions - banks (3) 4,331 530 7 537 473 — — — 5341 — 534
- other (4 22,807 839 - 839 16,796 192 61 1,776 42,471  {3,603) 39,468
Personal - mortgages —_ 465 10 475 — — — — 475 — 475
Property —_ 37 145 182 8 5 e — 195 — 195
Consliruction — e —_ — 3 1 —_ — 4 — 4
Maaufactunng —_— — — —_ 154 3 —_ —_ 157 - 157
Retall, wholesale and repairs _ - -— — 58 1 — -— 59 — 59
Transpert and storage — _ — —_ 30 - — — 30 - 3o
Health, education and leisure - — _— o 168 — — —_ 168 — 168
Hotels and restaurants — — — — 1 — — —_ 11 — 11
Utiihies — — — — g5 15 — —_ 110 — 110
QOther 4 1 — 1 422 7 2 — 436 — 436
Total thud-party 27.142 1,872 162 2,034 31,967 224 63 2276 63,706  (3,003) 60,703
Amounts due from holding
company and fellow subsidianes — 21,536 3 21539 — — 3] — 21,545 — 21545
Total 27,142 23,408 165 23,573 31,967 224 69 2,276 85251  (3,003) 82,248

For the notes to this table refer to page 72
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Financial review Risk and balance sheet management continued

Balance sheet analysls Sector and geographic concentration continued

NziWest Group
Reverse Lending Securiles Balance Non {FRS  Exposure
repes Corg Non Core Totai Debt Equty  Denvatives Other  sheet vakig offset (1) post otiset
2012 £m £m £m £m £m £m £m £m £m Em £m
Europe
Government () — 42 —_ 42 267 — — — 308 —_ 308
Financial mstitutions - banks (3} a75 756 30 786 — — 19 829 2,009 -~ 2,009
- other (4) —_ 283 77 360 — 28 85 3 476 — 476
Personal - morigages — 17,266 5 17271 — e — - {727 — 112N
- unsecured - 1,465 84 1,549 — -— - - 1549 — 1,548
Property —_ 4,137 8301 12,438 — 2 77 — 12,517 (5) 12,512
Constructon — 264 250 514 -— — e —— 514 n 493
Manufactunng — 753 102 855 — 10 17 — 882 (9} 873
Finance leases (5) —_ 80 — 80 — — — — 80 — 80
Retall, wholesale and repairs — 1,684 238 1,922 — —_ 5 —_ 1,927 {22) 1,805
Transport and storage — 958 33 991 — — 11 —_ 1,002 (5) 997
Health, education and leisure — 808 72 880 — — — — 880 (6} 874
Hotels and restaurants — 837 332 1,169 — — — — 1,169 (4) 1165
Utites —_ 549 — 549 1 — 45 — 595 — 595
Other — 1,849 139 1,988 — — 9 — 1,897 (53) 1,844
Tatal thtrd-party 375 31,731 9,663 41,394 268 40 268 832 43,177 {125) 43,052
Amounts due from holding
company and fellow subsidianes — 5,292 6 5,298 — — 378 — 5,676 — 5676
Total gross of provisions 375 37,023 9,669 48,692 268 40 646 832 48,853 (125) 48,728
Provisions — (3.477) (5,264) {8,741) —_ — — — (8 741) nfa  (8.741)
Total 375 33,546 4,405 37,951 268 40 646 832 40,112 (125) 38,987
Row
Government (2 — — — — 124 — —_ — 124 — 124
Financial institutions - banks (3) — 456 —_ 456 — —_ 1 — 457 —_— 457
- other (4 — 6 — 6 -_ _ 5] — 12 — 12
Persanal - unsecured _— 1,051 — 1,051 — — — —_ 1051 — 1,051
Manufactunng — 9 — g — _— —_ — 9 — 9
Hetall, whofesale and repairs — 13 — 13 — — -— — 13 —_ 13
Other — 706 — 706 — — — — 706 — 706
Total thurd-party - 2241 —_ 2241 124 — 7 — 2,372 — 2372
Amounts due from holding
company and tellow subsidianes — 794 —_ 784 - —_ 2 — 796 - 796
Total gross of provisions — 3,035 —_ 3,035 124 — 9 —_ 3,168 — 3,168
Prowvisions — (1) —_ (1) — — — — (1} n/a (1)
Total — 3,034 — 3,034 124 — g — 3,167 — 3,167

for the notes to this table refer to page 72
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NATWEST 2012

NatWesl Group
Revearse Lending Securites Balance  Non-iFRS  Exposure
repos Core Non Coma Total Debt Equity  Denvanves Other  sheat value otiset (1} post offset
2011 £m £m £r £m fm £m £m £m £m £m £m
UK
Government (2) — 1887 2 1,889 —_ — 8 — 1,897 {62ty 1,276
Financial ingtitutions - banks (3 — 3 351 1 3,352 — 14 16 1,442 4924 {15 4,909
- other ) — 1,885 78 1,963 83 507 655 — 3,208 (415) 2,793
Personal - mortgages — 7,292 — 7,292 —_ —_ —_ — 7,292 — 7,292
- unsecured _— 14,531 14 14,545 _ - _ —_ 14 545 — 14,545
Property —_ 14,844 9,833 24,677 — 15 643 — 25,335 (904) 24,431
Construction — 3,080 780 3 860 — — 30 — 3,890 {941) 2,949
Manufagiurng - 3,830 125 3,955 — —_— 83 — 4038 (1471) 2567
Finance leases 5) - 18 53 72 _ —_ —_ — 72 — 72
Retall, wholesale and repairs — 6,419 208 6,627 — —_ 104 — 6731 (1,379) 5,352
Transport and storage — 1,108 23 1,131 — — 25 — 1,156 {163} 993
Health, educaton and ieisure —_ 6,080 272 6,352 —_ — 291 -— 6,643 {799) 5,844
Hotels and restaurants - 2,886 164 3,050 — _— 78 — 3128 {108) 3,020
Utilihes — 613 38 651 — —_ 62 — 713 (437) 276
Other — 7,024 417 7,441 1 29 106 a0 7,657 {(729) 6,928
Totatl third-party - 74849 12008 86,857 84 665 2,101 1522 91229 (7,982} 83,247
Amounts due from holding
company and fellow subsidiares — 129,756 15 129,771 3,689 — 1,788 — 135,248 -— 135,248
Total gross of provisions — 204,605 12,023 216,628 3,773 665 3,889 1,522 226477  (7,982) 218,445
Provisions — (2943) (2,160} (5,103) — (36) — e (5 139) nfa (5,139
Total - 201,662 9,863 211,525 3,773 629 3,689 1,522 221,338 (7,982) 213,356
us
Government (2 —_ — —_ —_ 17,298 —_ — 1 17,299 — 17.299
Financial institutions - banks @ 7.276 330 9 339 — — — — 7,615 {15} 7600
- other (4 17,368 902 — 902 18,142 230 186 2,388 39216 (5875 33,241
Personal - morigages — 263 — 263 — — —_ — 263 — 263
Property — 12 153 165 26 3 — - 194 —_ 194
Construction —_ — — o 21 2 — — 23 — 23
Manufactunng — — — —_— 101 2 —_ — 163 —_ 103
Retail, wholesale and repairs — — — —_ 51 — e — 51 — 51
Transport and storage — — — - 15 — — — 15 — 15
Health, education and lessure —_ — — — 74 4 3 — 81 _ 81
Hotels and restaurants —_ —_ —_ —_ 68 1 —_ —_ 69 - 69
Litilties —_ - — e 239 16 — —_ 255 —_— 255
Cther 5 — 299 299 370 10 11 — 6385 — 695
Total third-party 24,649 1,507 481 1968 36 405 268 200 2,389 65879  (5990) 59,889
Amounts due from holding
company and fellow subsidianes — 24,941 B 24,949 115 — 9 - 25073 — 25,073
Total 24,649 26,448 469 26,917 36,520 268 209 2,389 90,852  (5,990) 84,962

For the notes to this table refer to page 72
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Financial review Risk and balance sheet management contnued

Balance sheet analysis Sector and geographic concentration continued

NatWest Group
Revarss Lencing Secunies Balance Non-IFRS  Exposure
repos Core  Non Core Toul Deot Equity Derhabves Other  sheet velue oifsat (1) postofiset
2011 £m £m £m £m £m £m £m fm £m £m £m
Eurgpe
Government (2) — 44 — 44 333 — — — arr — 377
Financial institutions - banks (3 254 2,514 18 2,532 — —_ — 476 3,262 — 3,262
- other (4 —_ 419 78 495 148 16 124 24 807 (1} 806
Personal - mortgages — 18,162 6 18,168 —_ — — — 18,168 — 18,168
- unsecured — 1,889 105 1,994 — — — 7 2,001 — 2,001
Property — 4,207 9,315 13,522 — — 204 — 13,726 (9 13,717
Construction - 287 269 556 — - 18 —_ 574 (24) 850
Manufactunng —_ 877 119 996 5 1 10 — 1,012 (9y 1,003
Fmance leases (5 — 8 — 8 — — — — 8 _— 8
Retall, wholesale and repairs e 1,621 303 1,924 4 2 5 — 1,935 (24)y 1,911
Transport and slorage — 784 66 850 2 — 13 —_ 865 (6) 859
Health, education and leisure — 845 84 929 — 1 2 — 932 (8) 924
Hotels and restaurants — 855 380 1,235 — —_ 6 — 1,241 8 1,235
Utihhes — 785 — 785 36 3 33 — 857 -~ 857
Other — 1654 150 1,804 50 8 5 — 1,867 (56) 1,811
Total thurd-party 254 34,957 10,881 45,842 578 31 420 507 47,632 {143) 47,489
Amounts due from holding
company and feltow subsidianes — 3.286 15 3,313 — — 6518 — 3,929 —  3.929
Total gross of provisions 254 38,247 10906 49,153 578 31 1,038 507 51,561 {143) 51,418
Prowisions — (2,408) (4,835) (7.243) (1} — — — (7 244) nfa  (7,244)
Total 254 35,838 6071 41,910 577 31 1,038 507 44,317 {143) 44,174
Row
Government () — —_ — — 135 - -_— — 135 -_ 135
Financeat institutions - banks @) — 1009 —_— 1,009 _ —_ — —_ 1,009 — 1,009
- other (4} — — — — —_ —_ 24 —_ 24 _ 24
Personal - mortgages — 1,506 — 1,506 _ - e e 1,506 — 1,506
Other —_ 1 — 1 — — — — ] _ 1
Total third-party — 2,516 — 2,516 135 - 24 — 2,675 — 2,675
Amounts due from holding
company and fellow subsidianes — 1320 — 1320 e e 37 — 1357 - 1357
Total gross of provisions — 3,836 —_ 3,836 135 — 61 —_— 4,032 — 4,032
Prowsions — [13] — (1} — — — — {1} nia (1}
Total —_ 3,835 — 3,835 135 —— B1 — 4,031 — 4,031

For the notes to this table refer to page 72




NATWEST 2012

NalWest Group
FAeverse Lending Secuntes Balance Non IFRS  Exposwe
renas Core  Nan Core Total Debt Equity  Denvaives Other  sheat value offset {1} paostoffset
2010 em £m £m £rn £m £m £m £m £m £m £m
UK
Government (2} — 1,875 13 1 B88 — — 5 — 1,893 (1,232) 661
Financial mstitutions. - banks (3) — 4,313 8 4,321 — 520 7 1,484 6,332 (6) 6,326
- other (4) - 1,980 464 2,444 210 4 348 — 3,008 (342) 2,664
Personal - mortgages — 6,601 — 6,601 — —_— — — 6,601 — 6601
- unsecured — 15,541 8 15,548 —_ — —_ —_ 15549 — 15,549
Property — 14,935 11,465 26 400 — it 497 — 26,908 (613) 26,295
Construction — 3,494 1,107 4,601 - _ 25 — 4,626 {959) 3667
Manufactuning — 4,871 212 5,083 3 — 131 — 5217  (1596) 3.621
Finance leases (5 —_ 16 75 91 — —_ —_ —_ N — g1
Retall, wholesale and repairs —_— 7,359 342 7701 — — 110 e 7.811 (1,855) 5,056
Transport and storage — 1,235 360 1,595 — — 34 —_ 1,629 (142) 1,487
Health, education and leisure — 6,669 328 6,997 — — 221 s 7,218 (888) 6.330
Hotels and restaurants —_ 3,108 203 3311 — — 85 —_ 3366 (129) 3,237
Utihties — 1,008 3 1,011 — — 40 _ 1,051 (976) 75
Other — 6,961 430 7,391 — 130 57 — 7578 (1,427} 6,151
Total third-party — 79,866 15,018 94,984 213 665 1,530 1,484 98,876 (10,165} 88,711
Amounts due from helding
company and fellow subsidiaries — 116,739 898 117,637 3,238 — 776 — 121,651 — 121,651
Total gross ot provisions — 186,705 15,816 212621 3,451 665 2,306 1484 220,527 (10,165) 210,362
Prowvisions — (2,871) (1618} {4,489) — (27) — — (4516) n/a (4,516}
Total — 193,834 14,298 208,132 3,451 638 2,306 1,484 216,011 (10,165} 205,846
us
Government (2) — — —_ — 11 848 — —_ 112 11,960 — 11,960
Financial instituttons - banks (3) 8,964 329 —_ 329 —_ — — — 9,293 (184} 9109
- other (4 16,023 325 — 325 20,824 210 162 3,647 41,19t {B,455) 32,736
Personal - mortgages — 265 — 265 — — — e 265 — 265
Property —_ 136 140 276 95 3 — —_ 374 — 374
Constructicn — — — — 5 — — —_ 5 — 5
Manutactunng —_ — — —_ 399 8 —_ —_ 407 -— 407
Retad, wholesale and repairs — — — — 122 — — — 122 —_ 122
Transport and storage e e -- s a1 1 - - 92 — 92
Health, education and leisure — —_ —_— — 1 —_ — — 1 — 1
Hotels and restaurants —_ —_ 11 11 62 — — — 73 — 73
Utihtes — — — — 564 — — — 564 — 564
Other 7 1 316 317 556 14 — — 894 — 894
Total third-party 24,994 1,056 467 1,523 34,587 236 162 3,759 65,241 (8,639) 56,602
Amounts due from holding
company and feflow subsicianes — 25,787 6 25,793 — — 39 — 25,832 — 25,832
Total gross of provisions 24,994 26,843 473 27,316 34,567 236 201 3,759 91,073  (8,639) 82,434
Provisions — (8) — 8) — — _— — (8) n/a (8)
Total 24 994 26,835 473 27,308 34,567 236 201 3,759 91,065 (8,639} 82,426

For the notes to this table refer to page 72
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Financial review Risk and balance sheet management connnued

Balance sheet analysis Sector and geographic concentration continued

NatWest Group
FReverse Lending Secunties Batance Non ITRS  Exposure
repos Gore  Non Core Fotal Debt Equity  Denvatives Other  sheat valus altset (1} post ottset
2010 om £m £m £m £m £m £m £m £m £m £m
Europe
Government (2) — 51 — 51 876 - —_ e 727 — 727
Financial insttutons - banks (3 18 3,293 14 3,307 —_ 17 —_ 340 3,682 — 3,682
- other (4) — 30 77 387 329 369 25 1,144 (1y 1,143
Personal - morlgages —_ 19,315 8 19,323 _ — — — 19,323 (5) 19318
- unsecured -— 2,156 108 2,264 -- — e ] 2,270 — 2,270
Property — 4,496 9,561 14 057 — — — -— 14,057 (5) 14,052
Construction — 340 377 77 — - _ —_ 717 (14) 703
Manufacturng —_ 1,115 128 1,243 5 1 - —_ 1,249 8) 1,243
Finance leases (5 — — 14 14 — — —_ —_ t4 — 14
Retail, wholesale and repairs — 1,461 257 1718 5 2 — -— 1,725 (15) 1,710
Transport and storage — 747 90 837 2 1 - —_ 840 (5) 835
Health, education and lessure —_ 927 86 1,013 e 1 e e 1,014 — 104
Hoteis and restaurants —_ 926 402 1,328 — — — e 1,328 (4 1,324
Utiities — 807 — 807 24 4 — —_ 835 — 835
Other 1,883 267 2,150 37 — — 1 2,188 {44) 2,144
Total third-party 18 37,827 11,389 49,216 1,078 30 393 372 51 113 (99) 51,014
Amounts due from holding
company and fellow subsidianes — 2,664 15 2,679 — — 547 — 3,226 — 3,226
Tetal gross of provisions 18 40,49t 11,404 51,885 1,078 30 946 372 54,339 (99) 54,240
Provisions — (1,471)  (3439) (4910 —_ — — — (4.910) nfa  (4810)
Total 18 39,020 7,965 46,985 1,078 30 946 ar2 49 429 (99) 49,330
Row
Government (2) — — — e 292 — — e 292 — 292
Financial instituttons - banks (3) —_ 577 —_ 577 e e — -— 577 — 577
- other (4 — - —_ —_ 106 —_ 6 _ 112 —_ 112
Personal - unsecured — 1,449 — 1,449 — — — — 1,449 — 1449
Cther — 1 — 1 — — — — 1 —_ 1
Total third-party — 2,027 —_ 2,027 398 — 6 — 2,40 — 243t
Amounis due from holding
company and fellow subsidianes — 1,600 — 1,600 — — 1 — 1,601 — 1601
Total gross of provisions —_ 3,627 — 3,627 398 — 7 — 4,032 -— 4,032
Provisions — (2} — {2) — — — — (2} na {2}
Total —_ 3,625 — 3,625 398 — 7 — 4,030 — 4,030
Notas

(1) This refiects the amount by which the Group s credit risk exposure Is reduced through arrangements, such as master neting agreements which give the Group a legal nght to sat off the hnanoal
asset aganst a hnanceal habilily due o the same counterparty In addi#on the Group hoids collateral in respect of indivdual loans and advances 1o banks and customers This collatgeatl includes
rangages over propefty (ooth personal and commercial) charges over business assets such as plar, mventones and irade debitors and Guarantees of lending trom parties Gihet than the Dofrower
Tne Group oblains coltateral in the lorm of securies in reverse repurchase agresments Cash and secunlies are racelved as collateral ;m respect of denvative ransactons

(2) Intludes central and local govemnment

(3) Financial institutions In banks Incluges £2,298 mition {2011 £1 918 mafion, 2010 - £1 824 milien) relatng to cash and balances al central banks
(4) Loans made by the Group s consglidated condusts to asset owning companies are included within Financial institutions  other

(5} Includes Instaiment credit.




The table below analyses the Bank's financial assel exposures, both gross and net of offset arrangements

NATWEST 2012

Gioss Balance Non JFRS Exposure
exposure shoet vatue oftset {1) post offset
2012 £m £m £m £
Cash balances at central banks 921 921 — 9
Lending 119,845 114,845 (6,998) 112,847
Equity shares 10 10 — 10
Dernvatives 1,799 1,799 — 1,799
Settlement balances 83 83 {828) (745)
Total third party financial assets (net of provisions) 122,658 122,658 (7.826) 114 832
Amounts due from holding company and subsidianies 85,874 85,874 — 85,874
Total 208,532 208,532 (7.826) 200,706
2011
Cash balances at central banks 917 N7y e 917
Lending 64,090 64,090 {6,854) 57 236
Debt securities 2 2 — 2
Equity shares 10 10 — 10
Denvaives 2057 2,057 — 2.057
Settlement balances 78 78 (1.005) (927)
Total third party financial assets (net of provisions) 67,154 67,154 {7,859) 59,295
Amounts due from holding company and subsidianes 116,858 116,858 — 116,858
Total 184,012 184,012 (7.859) 176,153
2010
Cash balances at central banks 867 867 — 867
Lending 72 018 72,018 (10,008} 62,010
Debt securities 3 3 — 3
Equily shares 15 15 - 15
Denvatives 1496 1,496 - 1496
Settlement balances — — {5} (5)
Total third party financial assets (net of provisions) 74,399 74,399 {10,013) 64 386
Amounts due from holding company and subsidianes 105 038 105,038 — 105,038
Total 179 437 179,437 {10,013} 169,424

Note

(1} This reflects the amounts by wikch the Group s cradi risk is reduced through arrangements such as master netting agreemants and current account pooiing In addition the Group holds cofateral In
respect of individual ioans and advances This coflateral includes mortgages over property (bath personal and commercial} charges over business ssels such as plant inventones and rads
debiers and guarantees of lending from parties other than the borrower The Group obtans collateral in the torm of securites in reverse repo and denvative transactons
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Financial review Risk and balance sheet management continued

Balance sheet analysis Sector and geographic concentration continued
The following tables provide an analysis of credit concentration of the Bank's financial assets by sector and geography Geographical regions are based
on the location of the lending office or 1ssuer

Lending Secunves s Balance Non IFRS Exposure
Core Nen Core Total Debt Equity Dervatves  Other {1)  sheetvalue oftset (2)  post ofisel
2012 £m £m £m £m £m £m £m £m £m £m
Government (3) 1,210 1 1,211 - — 6 — 1,217 {636) 581
Fmnancial institutions - banks 2,481 — 2,481 — —_ 6 921 3.408 e 3,408
- others 2,024 28 2,052 — 8 557 4 2,621 (568) 2,055
Personal - morigages 61,009 — 61,009 e e —_ _ 61,009 s 61,009
- unsecured 10,661 - 10,661 —_ — —_ — 10,661 —_ 10,661
Property 12,835 3,983 16,818 - — 541 _ 17,359 (787) 16,572
Canstruction 2,350 328 2,678 _ — 16 — 2,694 (1,031} 1,663
Manutactunng 3,731 62 3,793 - 2 58 17 3,871 (1,422) 2449
Finance leases (s 9 _— 9 - —_ _— —_— g — 9
Retall, wholesale and reparrs 5,454 150 5,604 — — 84 1 5,689 {1,172} 4517
Transpori and storage 961 26 987 — — 23 — 1,010 (390} 620
Health, education and leisura 6,126 110 6,236 — — 276 31 6,543 (683} 5,860
Hotels and restaurants 2,606 154 2,760 — — 72 —_ 2,832 (117) 2,715
Utibties 696 2 €698 -— — 46 7 751 (532} 219
Other 6,086 322 6,408 — — 113 23 6,544 {480) 6 054
Total third-party 118,239 5,166 123,405 — 10 1,789 1,004 126,218 (7,826) 118,392
Amounts due from holding
company and subsidianes 81,231 7 81,238 2523 — 2,113 —_ 85,874 —_ 85,874
Total gross of provisions 199,470 5,173 204,643 2523 10 3,912 1,004 212,092 (7.826) 204,266
Prowisions {2,980) {580)  (3.560} — — — — (3,560) n/a {3,560)
Total 196,490 4,593 201,083 2523 10 3,912 1,004 208,532 (7,826) 200,706
2011
Government (3 1,887 2 1,889 —_ — 8 _— 1,897 (621) 1,276
Fancial mstfutions - banks 2,377 30 2,407 — —_ 25 €Nnz 3,349 — 3348
- others 1,410 39 1,449 — 10 598 — 2,057 (429) 1,628
Personal - mortgages g — g - — — —_ 9 — 9
- unsecured 11,342 12 11,354 —_ — — —_ 11,354 — 11,354
Propery 12,057 7,525 19,582 — — 642 —_ 20,224 {883) 19.3#1
Coanstruction 3,514 —_ 3,514 — — 31 — 3,545 (827) 2,618
Manufactunng 3546 94 3,640 — — 82 — 3,722 (1,465} 2,257
Fmance leases (5 13 1 14 — — — —_ 14 —_ 14
Retail, wholesale and reparrs 6,048 185 6,233 - —_ 104 - 6337 (1,361) 4,976
Transport and storage 1,073 18 1,001 R — 25 —_ 1,118 {159) 957
Health, education and leisure 5,756 267 6,023 —_ —_ 2 - 6,314 {799) 5,519
Hotels and restaurants 2,708 144 2,852 — —_ 78 — 2,930 (105} 2,825
Utihtes 609 38 647 — — 62 — 709 (437) 272
Other 6,242 393 6,635 2 — 111 78 6,826 {677} 6,149
Total third-party 58,591 8,748 67,339 2 10 2,057 995 70,403 (7.859) 62544
Amounts due from holding
company and subsidianes 111,407 7 111,414 3,689 — 1755 — 116,858 — 116,858
Total gross of provisions 169,998 8,755 178.753 3 891 10 3,812 995 187,261 (7.859) 179,402
Provisions (2.564) (685)  (3,249) — — — — (3,249} na (3,249}
Total 167,434 8,070 175,504 3691 10 3,812 995 184,012 (7.859) 176153

For the notes to this table refer to page 77
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Bank

NATWEST 2012

Lending Securitias Balance Non {FRS Exposure
Cora Non Core Total Dett Equity Denvatives Other (1) sheet value oifse1(2)  post offset
2010 Em £m £m £m £m £m £m £ £m £m
Government (3) 1,878 3 1,881 -— —_ 5 —_ 1,886 (1,232) 654
Fmancial insttuttons - banks 3,099 1 3,100 — -— 13 867 3,980 (1) 3979
- others 1,504 66 1,570 — 15 308 — 1,883 (3486) 1.547
Personal - mortgages 1 - 11 — — — — 11 — 11
- unsecured 12,281 — 1228 —_ — - — 12,281 — 12281
Property 21,199 251 21,450 — - 497 - 21,947 (586) 21 361
Construction 4,158 —_ 4,158 — _ 25 —_ 4,183 (941) 3,242
Manutactunng 4,727 14 4741 3 — 131 — 4875 (1,588) 3,287
Finance leases (4) 37 — 37 — —_ — — 37 — 37
Retail, wholesale and repars 7,304 — 7,304 —— — 110 — 7,414 {1,833) 5.581
Transport and starage 1,243 309 1,552 — — 34 — 1,586 {137) 1,449
Health, education and leisure 6,570 _ 6,570 — — 221 — 6,761 (888) 5,903
Hotels and restaurants 3,002 27 3,119 — — 55 - 3,174 (126} 3,048
Utilites 1,007 2 1,009 - — 40 — 1,049 (975) 74
Other 5,362 226 6,578 — — 57 — 6,635 {1,360} 5275
Total third-party 74,462 899 75,361 3 15 1,496 867 77,742  (10,013) 67 728
Amounts due from holding
company and subsidianes 101 025 27 101,082 3,238 — 748 — 105,038 — 105,038
Total gross of provisions 175,487 926 176,413 3,241 15 2,244 867 182,780 (10,013} 172,767
Provisions (3,342) (1)  (3,343) - — — — (3,343) n/a (3,343)
Total 172,145 925 173,070 3,241 15 2,244 867 179,437 (10,013} 169,424
2012
UK
Government (3 1,210 1 1,211 — — 6 — 1,217 {636} 581
Financial instifutiens - banks 2475 — 2475 — - 6 921 3,402 — 3,402
- others 2,024 28 2,052 — 8 557 4 2,621 {566} 2,055
Personal - mortgages 61,009 -— 61,009 — — — — 61,009 — 61 009
- unsecured 10 661 — 10,661 — — — —_ 10,661 — 10 661
Property 12835 3983 16818 — -_ 541 e 17,359 (787) 16572
Construction 2,350 328 2,678 — — 16 — 2,694 (1031) 1,663
Manutactunng 3,731 62 3,793 — 2 59 17 3,871 (1,422) 2,449
Finance leases 4 9 — 9 — — — — 9 — 9
Retail, wholesale and repairs 5,454 150 5604 — — 84 1 5,689 (1,172) 4,517
Transport and storage 961 26 987 -— — 23 — 1,010 {390) 620
Health, education and leisure 6,126 110 6,236 —_ - 276 31 6,543 (683) 5860
Hotels and restaurants 2,606 154 2,760 —-— - 72 — 2,832 {(117) 2715
Utlities 696 2 698 — — 46 7 751 {532) 219
Other 6,086 322 6 408 — — 113 23 6.544 (490) 6,054
Total third-party 118,233 5,166 123,389 — 10 1,799 1,004 126,212 (7,826) 118 386
Amounts due from holding
company and subsidaries 79,911 7 79918 2,523 — 2113 — 84,554 -— 84,554
Total gross of provisions 198,144 5173 203317 2,523 10 3,912 1004 210766 (7,826) 202,840
Provisions {2,580) {580) {3,560) — —_ — — 3,560} nfa {3,560)
Total 195,164 4,593 199,757 2,523 10 3912 1004 207 206 {7,626) 199,380
Europe
Total therd-party
- Financial institutions 6 — 6 e - - e 5} — 6
Amounts due from holding
company and subsidiaries 1320 — 1320 — — — — 1,320 B 1,320
Total 1,326 — 1,326 — - — — 1,326 — 1328

For the notes to this table refer to page 77
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Financial review Risk and balance sheet management continued

Balance sheet analysis Sector and geographic concentration contmued

Lending Secunlies pank Ralance Non IFRS Cxposurg
Core Non-Cors Total Dett Equity Derivatives  Other (1) sheet value offset {2} post ofisat
2011 £m m £m £m £ £m £m £ £m £m
UK
Government (3 1,887 2 1,889 —_ — 8 — 1,897 {621) 1276
Financial insbtutions - banks 2,370 30 2,400 — -— 25 917 3,342 — 3,342
- others 1410 39 1,449 — 10 598 —_ 2,057 (429) 1,628
Perscnal - mortgages 9 e 9 — —— —_ — 9 —_ 9
- unsecured 11,342 12 11,354 —_ -_ — — 11,354 — 11354
Property 12,057 7,525 19,582 — — 642 —_ 20 224 {883) 19,341
Construction 3,514 — 3,514 —_ _ 31 — 3,545 (927) 2,618
Manutacturing 3 546 94 3,840 - —_ 82 — 3,722 (1,465) 2,257
Finance leases (4} 13 1 14 — — — — 14 — 14
Retall, wholesale and repairs 6,048 185 6,233 — — 104 —_ 6 337 (1,361) 4,976
Transport and storage 1073 18 1091 — — 25 — 1,116 {159) 957
Health, education and leisure 5,756 267 6,023 — — 291 — 6,314 (795) 5519
Hotets and restaurants 2,708 144 2,852 — — 78 s 2,930 {105) 2,825
Utihtes 609 38 647 —_ —_ 62 - 709 (437) 272
Cther 6,242 383 6,635 2 — 111 78 6,826 (677) 6,149
Total third-party 58,584 8,748 67,332 2 10 2,057 995 70,396 (7.859) 62537
Amounts due from holding
company and subsidiaries 110134 7 110,141 3,689 e 1,755 — 115,585 - 115585
Total gross of provisions 168,718 8,755 177,473 3,621 10 3812 995 185,981 (7,859} 178,122
Provisians (2,545) (688)  (3.230) — —_ — — (3,230) —  {3,230)
Total 166,173 8,070 174,243 3,691 10 3812 995 182 751 (7.859) 174,892
Europe
Total thurd-party
- Financial institutions 7 — 7 — — — — 7 —-_ 7
Amounts due from helding
company and subsidiaries 1273 — 1,273 — — — — 1,273 — 1,273
Tatal gross of prowisions 1280 —_ 1,280 — — — — 1,280 — 1,280
Prowvisions {19) — {19) — — — — {19) nfa {19)
Total 1,261 — 1,261 —_ — —_ — 1,261 — 1,261

For the notes to this 1able refer to page 77




NATWEST 2012

Lending Secunties ark Balance Nen IFRS Exposure
Core Non-Core Total Dent Equity Derivaives  Othar (1} sheer value offset (2) post offaet
2010 £m £m £m £m £m £m £m £m £m
UK
Government (3) 1,878 3 1,881 —_ — 5 — 1,866 {1,232} 654
Fiancial insttutans - banks 3,081 1 3,082 — - 13 857 3872 {13 39N
- others 1.504 66 1,570 - 15 308 — 1,893 (346) 1,547
Personal - morigages 1" — " — - - — 1 s 11
- unsecured 12,281 — 12,281 -_ - — —_ 12,281 — 12281
Property 21,19% 251 21,450 — - 497 — 21,947 (586) 21,361
Construchon 4,158 — 4,158 —_— —_ 25 —_ 4,183 {941, 3,242
Manufacturing 4,727 14 4,741 3 e 131 —_ 4,875 (t,588) 3,287
Finance leases (4} 37 — 37 — - — — 37 -_ 37
Retal, wholesale and repairs 7,304 — 7,304 - - 110 — 7414 {1 833) 5581
Transport and storage 1,243 308 1,552 - -_— 34 - 1,586 {137) 1,449
Health, education and leisure 6,570 -_ 6,570 —_ — 221 —_ 6,791 (858) 5,803
Hotels and restaurants 3,092 27 3,119 — — 55 — 3,174 {126) 3048
LUHilives 1,007 2 1,009 — — 40 — 1,049 {975) 74
Other 6,352 226 6,578 — - 57 — 6,635 {1,360} 5,275
Total thard-party 74,454 899 75353 3 15 1,496 867 77,734 (10,013) 67,721
Amounts due from holding
company and subsidianes 99,787 27 99814 3,238 — 748 — 103,800 — 103,800
Total gross of provisions 174,241 926 175,167 3,241 15 2,244 867 181,534 (10013} 171,521
Provisions (3,326} (1) {3327 — — — — {3,327} nfa (3327}
Total 170,915 925 171,840 3,241 15 2,244 867 178 207 (10,013) 168,184
Europe
Total thurd-party
- Financial institutions 8 — 8 - -_ — - 8 _— 8
Amounts due from holding
company and subsidianes 1238 e 1,238 e — — — 1,238 e 1,238
Total gross of provistons 1,246 —_ 1,246 — — — e 1,246 — 1,245
Provisions {16) — {16} — — — — {16) n/a {16}
Total 1 230 — 1,230 — — —_ — 1,230 —_ 1,230
Notes

(1) Other Inctudes £918 milkon (2011 - £817 malion 2016 €867 rwflion) refating te cash and balances at central parks

{2} This shows the armount by which the Group s credit nsk exposure i1 reduced through arrangerients such as master nettng agrogments which give the Group a legat nght to set off the financial
agset aganst a financial habiity due to the same counterparty In additon the Group hokds coflateral in respect of individual loans and advances to banks and custorers This coliaterat inciudes
mortgages over property (both nersanal and commercial), charges over business assets such as plant inventones and rade debtors, and guarantees of lending from paries other than the borrower
The Group ablains collaters] in the torm of securities in reverse repurchase agreements Cash and secunhes are received as collateral in respect of denvabive transactions

{3) incluges central and lecal goy emment

{4) includes instalment cradit




Financial review Risk and balance sheet management continued

Balance sheet analysis continued

Assel quality

The asset quality analysis presented below 1s based on the Group s
internal asset qualty ratings which have ranges for the probability of
defaull, as set out befow Customers are assigned credit grades, based
an various credit grading models that reflect the key dnvers of default for
the customer type All credit grades across the Group map to both a
Group level asset quality scale, used for external finanoial reporting, and
a master grading scale for wholesale expasures used jor internal
management reporting across portfolios Debt secunties are analysed by
external ralings agencies and are therefore excluded from the following
tabte and are set out on page 86

Exposures are allocated to asset quality bands on the basis of statistically
driven madels which produce an estimate of default rate The vanables
mncluded in the models vary by product and geography

For portfohas secured on residenhal praperty these models typicatly
nclude measures of delnquency and loan to value as well as other
differenbating characienstics such as bureau score, product features or
associated account performance information

Asset qualty band Probabuity of default range

A1 0% - 0 034%

AQ2 0 034% - 0 048%
AQ3 0 048% - 0 085%
AQ4 0 095% -0 381%
AQS 0381%-1076%
AQ6 1 076% - 2 153%
AQ7 2 153% - 6 089%
AQ8 6 089% - 17 222%
AQ9 17 222% - 100%
AQ1Q 100%

Natwest Group

Loans and advances

Cash and Banks Customers
balances &t Reverse Reverze Serttlernent Contingens
cantral banks repos Omver Total repos Other Totat balances  Derhatves Commitmanis Iiabilities Total
2012 £m £m £m £m £m £m £m £m m £m £m £m
Tolal
AQt 2297 3679 3276 6955 11,968 11,460 23428 622 677 2578 635 37,192
A2 — — 20 20 9 2,058 2067 110 181 959 187 3,524
AQ3 — 1,027 83 1,110 664 4,170 4,834 y2 120 1,002 450 7.588
AQ4a i - 1,460 1,460 4,809 52,054 56,863 322 226 10,752 1,052 70,676
AQS — — 127 127 5,243 36,527 41,770 368 356 10,747 497 53,865
AQB — — 105 105 73 16,223 16,296 17 206 6,875 271 23,770
AQ7 — —_ 55 55 45 17,535 17,580 22 122 9,550 153 27482
AQS8 — —_— 19 19 — 6,285 6,285 8 128 3,477 74 9 991
AQ9S — _ 46 46 - 8343 8,343 —_ 183 624 20 9216
AQ10 — — — — — 342 342 _ 55 591 93 1,081
Balances duse from
holding company and
fellow subsidianes — — 125,127 125127 — 3,064 3,064 —_ 2,532 29 217 130,969
Past due — — — — — 4260 4,260 821 — — — 5,081
Impaired —_ — 6 6 - 23761 23761 — — — - 23,767
Impairment pravision — — {6) {6) — {14,385) (14,385) — —_ _ —  {14,3891)
2,298 4,706 130,318 135,024 22,81t 171,697 194 508 2 362 4,786 47,184 3,649 389,811
Core
AN 2,297 3679 3,237 6,916 11,968 9,936 21,904 622 636 2,145 635 35,155
AQ2 — - 20 20 8 1304 1,313 110 178 895 187 2,703
AQ3 — 1,027 83 {1,110 664 4,170 4,834 72 120 994 450 7.580
AQ4 1 — 1,460 1,460 4,809 51,744 56,553 322 200 10,730 1051 70317
AQS — — 127 127 5,243 36,418 41,661 368 304 10,714 495 53,669
AQS — - 105 105 73 15937 16,010 17 195 6 B35 270 23,432
AQ7 —_ - 55 55 45 16,865 16,910 22 118 9,510 152 26,768
AQS — — 19 19 — 5514 5514 8 128 3,458 38 9166
AQ9 — — 46 46 — 7419 7418 — 52 607 18 8,143
AQ0 — -— — — — 329 320 —_ 53 ar7 90 849
Balances due from
holding company and
fellow subsidianes — — 125,114 125,114 - 3,061 3,061 — 2,424 29 217 130,845
Past due —— — — — - 3903 3,903 821 — — — 4,724
impaired — — ] [ -— 11531 11,531 — — — — 11,537
Impainment provision — — {5) {6) — (6,933) (6,933) — — — —_ (6,939)
2,298 4,706 130,266 134,972 22,811 161,198 184,009 2,362 4,409 46,294 3,605 377,949
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NATWEST 2012

NatWest Group
Loans and advances
Cash and Barks Cuslomers
halances at Reverse Reverse Settlerment Contingent
ceniral banks repos Other Total TEpos Other Total balances Denvatives Commutments  Fabitbes Total
2012 £m £m £m £m £m £m £m £m £m £m €m
Non-Core
AN — —_ 39 3% —_ 1,524 1,524 - 41 433 —_ 2,087
AQ2 — — —_ — — 754 754 - 3 64 — 821
AQ3 — — — e —_ — — — —_ 8 — 8
AQ4 -_— —_ — — — 310 310 —_ 26 22 1 359
AQS — — — —_ — 109 1089 — 52 33 2 196
AQE — _ —_ — —_— 286 266 - 1 40 1 338
AQ7 — —_ — —_ — 670 670 —_ 3 40 1 714
AQSB — —_ —_ — _— 771 ILa —_ — 19 a5 325
AQ9 _ —_— — —_ — 924 924 — 131 17 1 1073
AQ10 —_ —_ — —_ -_— 13 13 —_ 2 214 3 232
Balances due from
holding company and
fellow subsidianes — — 13 13 — 3 3 — 108 — — 124
Past due — — — — 357 357 — —_— — — 357
Impaired — _ —_ —_ — 12,230 12230 — —_ —_ — 12,230
Impaimment provision — - — o — {7.452) (7452) — — o — (7 452)
o —_ 52 52 — 10,499 10,499 — 377 890 44 11,862
NatWest Group
Cash and Cirer
Balances at Loans and advances Settlermant tmangizl Contingent
central banks Banks {1} Custorners balances Dervatves instumenis  Commitrents habhves Total
2011 £m £m £m £m £m £m £m £m £m
Total
AN 1,918 12,752 18,381 685 1007 25 3,071 774 38,613
AQ2 — 473 2,544 40 179 — 660 276 4172
AQ3 et 119 3,218 24 65 —_ 983 388 4,797
AQ4 — 108 20,190 30 256 —_ 7,903 1,134 29,621
AQS5 — 88 26,091 19 479 —_ 11510 564 38,751
AQB — i 20,242 42 272 _ 7,772 360 28,699
AQ7 — 26 16,501 1 112 — 8,854 208 25,702
AQSB — 6 6,289 i 133 _ 2,688 38 9,165
AQY — -_ 7,502 i 139 7 796 55 8,500
AQ1Q —_ 1 138 2 103 —_ ac1 127 1,272
Balances due from helding
company and fellow subsidianes — 151,447 7,904 — 2,452 — 62 226 162,091
Past due — — 4691 1,623 — — —_ e 6,314
Impaired — g 21,536 — — — — — 21,545
Impairment provision — (9} (12 338) _— — — — —_ (12,347)
1,918 165,031 142,889 2,468 5,197 32 45 210 4,150 366,895

For the note to this table refer to page 81
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Financial review Risk and balance sheet management continued

Balance shest analysis Asset quality continued

Natwes! Group
Cash and Other
balances at Loans and advances Settlerent tnancal Contingent
central banks Banks (1) Customers valances Denvatves lnstruments  Commutments llabifitles Total
2011 £m £m £m £m £ £m £m £m £m
Core
AN 1,918 12,724 15,089 685 966 25 2,553 760 34,720
AQ2 — 473 2,307 40 175 —— 624 276 3,895
AQ3 _ 18 2,910 24 65 —_— 318 385 4,421
AQ4 -— 108 19,943 30 192 - 7,894 1,133 29,300
AQS —_ 88 25,242 19 423 —_— 11,477 562 37,811
AQB _ " 18,922 42 254 — 7,713 360 27,302
AQ7 — 26 15,678 1 108 —_ 8,799 204 24,816
AQB — 6 5,119 1 50 —_ 2,672 38 7,886
AQ9 — — 5,755 1 B3 7 759 40 6,625
AQ10 — 1 138 2 67 _ 644 100 8952
Balances due from holding
company and fellow subsidianies — 151,434 7879 — 2 359 - 62 226 161,960
Past due — —_ 4 060 1,623 — —_ _ — 5,683
Impaired — 9 8,829 — — - - — 8,838
imparirment provision — (9} (5.343) — — — — — (5,352)
1,918 164,990 126,528 2,468 4,722 32 44,115 4,084 348,857
Non-Core
A1 — 28 3,292 — 41 — 518 14 3,893
AQ2 —_ — 237 — 4 —_ 36 — 277
AQ3 —_ — 308 — — — 65 3 376
AQ4 —_ —_ 247 — 64 —_— 9 1 321
AQS —_ — 849 — 56 —_ 33 2 940
AQB — — 1,320 — 18 — 59 -_ 1,397
AQ7 — — 823 — 4 — 55 4 886
AQ8 —_— — 1,170 —_ 83 —- 26 wuam 1,279
AQ9 —_ —_ 1,747 — 76 — 37 15 1,875
AQQ — — — — 36 —_ 257 27 320
Balances due from holding
company and fellow subsidiaries — 13 25 — 93 — — — 1
Past due — _ 631 — — — — e 631
Imparred —_ —_— 12,707 — — — — — 12,707
Impaimment provisicn — — (6,995) — e — — e {6 995)
— a1 16,361 — 475 — 1,095 66 18,038
2010
Total
AQ1 1,824 15057 18,105 1,487 1,396 23 5,687 1,319 44,898
AQ2 —— 28 2615 20 67 — 1,237 146 4,113
AQ3 - 681 4,896 69 33 — 1,581 334 7,594
AQ4 — 20 17,550 282 55 - 7,990 803 26,710
AQ5 — 33 25,272 41 125 — 10,873 782 37,126
AQB — 4 24,403 8 126 — 10,714 470 35,725
AQ7 —_ 40 22,196 — 32 — 8,528 312 31,108
AQB — 7 8,477 — 55 — 4,369 63 12,971
AQg — 4 6,197 -— 97 7 1,449 ral 7,825
AQ10 -_ 5 1,740 — 111 — 870 124 2,850
Balances due from holding
company and fellfow subsidianes —_ 138,404 9,305 - 1,363 — _— 225 149,297
Past due — 7 5,851 1,844 — — — — 7,702
Impaired — 8 17.926 — — - — — 17,935
Impaiment provision — (9) {9,400 . — — _ — {9 409)
1,824 154,200 155133 3,761 3 460 30 53,298 4,643 376,445
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NATWEST 2012

NatWest Group
Cash and Other
balances at Loans and advances Settlement smanaal Contingent
central banks Banks (1} Customers balances Denvabves Instrusnents Cormunitments lfiabiiies Total
2010 £m £m £m £m £m £m £m Sm £m
Core
AN 1,824 15,041 14,071 1.487 1,309 23 5.367 1,289 40,411
AQ2 e 28 2,525 20 67 — 1,223 146 4,009
AQ3 — 681 4,388 69 33 —_ 1,535 331 7,037
AQ4 -_ 20 17,190 292 52 _ 7,797 803 26,154
AQS5 — 33 24 083 43 19 — 10,521 778 35,575
AQSB — 4 22,01 8 68 - 10,338 470 32959
AQ7 — 40 20,344 — 29 — 8,361 312 29,086
AQS — 7 6,662 — 40 — 4,301 63 11,073
AQY —_ 4 4372 — 47 7 1,382 71 5,883
AQ10 — 5 1,144 —— 27 - 692 124 1,992
Balances due from holding
company and fellow subsidianes — 137,515 9,275 - 1,346 —_— — 225 148,361
Past due —_ - 4,560 1,844 - — - — 6,404
Impaired — 9 6,967 —_ — — — — 6,976
Impairment provision — (9) {4,342) — - — - — (4.351)
1,824 153,378 133 310 3,761 3,137 30 51,517 4,612 351,569
Non-Core
A — 16 4,034 — 87 — 320 30 4,487
AQ2 - - a0 _ - — 14 e 104
AQ3 — - 508 — —_ _ 46 3 557
AQ4 — — 360 —_— 3 —_ 183 — 556
AQ5 — — 1,189 —_ 6 —_ 352 4 1,551
ACE — — 2,332 - 58 — 376 — 2,766
AQ7 — - 1,852 — 3 — 167 — 2,022
AQ8 — — 1,815 — 15 _ 68 — 1,898
AQ9 — —_ 1,825 — 50 — 67 — 1,942
AQ10 — —_ 536 — 84 — 178 —_ 858
Balances due from holding
company and fellow subsidiares — 889 30 — 17 —_ — _ 936
Past due — 7 1.291 o — e —_ — 1,298
Impaired —_ — 10,959 — —_ -— — _— 10 959
Impairment provision — — (5.058) — —_ — — — (5,058)
— 912 21,823 — 323 —_— 1,781 37 24,876
Note

{1y Excluding items in the course of collection from other banks (2011 €1 170 milion 2010 £1 639 milhon)

Key points

In 2012 the RBS Group impiementad updates to certain models,
inciuding those used ltor sovereign and financal instriution
counterparties, to Incorperate more recent data and refiect new
regulatory requirements apphcable to wholesale intemal ratings
based medelling This has resulted in ratings migraton from AQ1
pnmarily to AQ2-AQS However, it s not practicable to quantify the
mpact of mode! updates on individual asset quality bands The RBS
Group had modified vanous nsk frameworks, including nsk appetite
framework and latent loss assessment in anticipation of these
changes Further updates, pamanly of models used for the
corporate counterparties, are planned for 2013 The AQ composition
of the corporate portiohio has not changed matenatly dunng the year

Loans and advances to banks (third party) AQH1 balances
decreased by £5 8 billion reflecting balance sheet reduction and
atsa the impact of model changes which resulled in certain
counterparties moving {0 lower AQ bands, primarnly to AQ3 and
AQ4, which increased by £1 0 bilkon and £1 4 bilhion respectively

Loans and advances to customers (third party) The decrease In
AQ1 batances due to model changes was ofisel by increase in
underlying balances resulting from transfer of mortgage portfolio
trom fellow subsidiary The increase in AQ4 and AQS balances
reflected migration from AQ1 due to model changes and transfer of
rnortgage portfolio from fellow subsidiary
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Financial review Risk and balance sheet management conanued

Balance sheet analysis Asset quality continued

Cash and Bank
balancas at Loans and aovances Settlement Contingent
ceniral banks Banks Customars balances Derlvatives Commitments liabikoes Total
2012 £m m £m £m £m £m £m £m
Total
A 920 762 7.600 — 579 2,397 485 12,743
AQ2 — 14 1421 — 145 794 136 2,510
AQ3 —_ 34 3,173 —_ 65 959 407 4,638
AQ4 1 1,317 42,678 23 172 7,436 487 52,114
AQS — 125 33,435 41 310 9,724 384 44,019
AQS — 105 11,414 2 206 6122 183 18,032
AQ7 — 54 7,606 17 122 9,028 74 16,901
AQSB — 19 3,604 — 80 3,298 25 7.026
AQ9 e 45 2,824 - 65 543 5 3,482
AQI0 — - 305 — 55 237 1 608
Balances due from holding
company and subsidanes — 78,440 2,798 — 2,113 59 - 83,410
Past due — — 1,432 —-— e —_ — 1,432
Impaired — 8 5,432 — — — —_ 5,438
Impairment provision — {6) (3,554) — — — — (3,560}
921 80,915 120,168 83 3,912 40,597 2,197 248,793
Core
AQ1 920 762 6,420 — 539 1,968 485 11,094
AQ2 — 14 667 — 142 731 136 1690
AQ3 e 34 3.173 — 65 956 407 4835
AQ4 1 1,317 42,398 23 146 7427 487 51,799
AQS — 125 33,337 41 304 977 382 43,906
AQ6 - 105 11,202 2 195 6,101 183 17,788
AQ7 — 54 7098 17 119 9,003 74 16,385
AQB — 19 3,081 — 80 3,291 25 6,496
AQ9 - 45 2,470 — 52 837 5 3,109
AQ10 — — 292 —_ 53 184 10 539
Balances due from holding
company and subsidianes —_— 78,440 2,791 — 2,020 59 — 83,310
Past due —_ — 1,210 — — — —_ 1,210
impaired - 6 4,410 - — - -— 4,416
Impasment provision — {6) (2,974} —_ — e -— {2,980)
g21 80,915 115,575 83 3,715 39,974 2,194 243377
Non-Core
AN — —_ 1,180 —-- 40 429 — 1,649
AQ2 — — 754 — 3 63 - 820
AQ3 — — - - -~ 3 — 3
AQH - — 280 — 26 9 - 315
AQ5 — - 98 — 7 2 13
AQS — — 212 — 11 21 — 244
AQT — — 508 — 25 —_ 536
ACS — - 523 — — 7 — 530
AQS —_ — 354 _ 13 6 — 373
AQ10 — — 13 - 2 53 1 69
Balances due from holding
company and subsidianes — — 7 —_ a3 —_ —_ 100
Past due — — 222 — — — —_ 200
Impaired —_ — 1,022 — —_ — — 1,022
Impairment provision e — {580} — — — _ (580)
— — 4,593 — 197 £23 3 5,416
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NATWEST 2012

Bank
Cash and
palances at Loans and advances Settlernent Contingent
contral banks Banks {1}  Custorers palances  Dernvatves Commuiments fablnes Total
2011 £m £m £m £m £m £m £m £m
Total
ACH g7 613 7.038 63 752 2,733 566 12,682
AQ2 — 457 1,852 2 165 534 236 3,346
AQ3 — 116 1,802 3 13 757 33 3022
AQ4 — 86 6.263 4 203 4 837 507 11 900
AQS5 — 88 15,528 2 419 10,235 421 26,693
AQB — 10 12,751 1 255 6,938 226 20,181
AQ7 — 14 7,01 1 82 8,334 64 15,506
AQS — 6 3,670 — 45 2,477 18 6,216
AQS — —_ 2,239 — 34 682 24 2,979
AQHO — 2 107 2 89 497 17 714
Balances due from holding company and subsidianes - 104,345 7,069 — 1,755 125 — 113,294
Past due — —_ 1,868 — - — _ 1 868
Impaired - 7 4,704 — — — — 471
Impairmnent provision —_ {7) {3,242} — — — — (3,249)
a17 105,737 68,760 78 3,812 38,149 2,410 219,863
Core
AN 917 613 4,297 63 709 2,228 552 9,379
AQ2 — 457 1,780 2 161 498 236 3,134
AG3 — 116 1,616 3 13 692 328 2,768
ACQ4 e 86 6.050 4 177 4.828 506 11,651
AQS — 88 14,699 2 411 10,203 420 25,823
AQ6E — 10 11,581 1 239 6,892 226 18,949
AQ7 —_ 14 6,359 1 78 8,294 84 14,810
AQB - 6 3,255 — 45 2,469 18 5,793
AQ9 — —_ 1570 — 21 667 24 2282
AQ10 — 2 107 2 66 434 17 628
Balances due from holding company and subsidianes — 104,345 7,062 - 1,682 125 — 113,214
Past due - — 1,383 — - — - 1,383
Impaired — 7 3,488 — — — — 3,495
Impaiment provision — (7} {2,557) — — — — {2,564)
917 105,737 60,690 78 3,602 37 330 2,391 210745
Non-Core
AN — — 2,741 - 43 505 14 3,303
AQ2 —_— e 172 — 4 36 — 212
AQ3 — —_ 186 — — 685 3 254
AQ4 — —_ 213 — 26 9 1 249
AQS —_ — 829 —_ 8 32 1 870
AQB —_ — 1,170 — 16 46 —_ 1,232
Q7 - — 852 - 4 40 — 696
AQB — — 415 - — 8 — 423
AQ9 —_ - 669 — 13 15 — 697
AQHO - - — - 23 63 — 86
Bafances due from holding company and subsidiaries —_ —_ 7 — 73 — —_ 80
Past due —_ — 485 — — — — 485
impaired -— — 1,218 — — — — 1,216
impaiment provision — — {685) — - - - (685)
— — 8,070 — 210 819 19 9,118

For the note to this table refer to page 84
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Financial review Risk and balance sheet management continued

Balance sheet analysis. Asset quality continued

Bank
Cash and
balances at Loans end advances Contingent
caniral banks Banks {1] Custornefs Dertvatives  Commitments tatriies Total
2010 £m £m £m £m £ £m £m
Total
AQ1 867 929 7,636 1,152 3.707 1057 15,248
AQ2 — 17 682 33 1,094 115 1.941
AQ3 — 628 1,610 22 1,307 250 3817
AQ4 — 19 6475 49 4,425 348 11,316
AQ5 — 32 14573 47 9,282 543 24,477
AQS — 4 15,924 ar 9,680 389 26,034
AQ7 — 14 10,087 26 7,939 171 18,237
AQs — 7 4,838 34 4,169 45 9,093
AQ9 -— 4 2,033 25 1,328 59 3,449
A0 — 5 1,533 71 577 35 2.221
Balances due from holding compary and subsidianes — 92,354 8,698 748 69 — 101,869
Past due — —_ 2 367 - — —_ 2,367
Impaired — 8 4,603 — —_ _— 4,611
Impaiment provisien — (8) (3,335} — — — (3,343)
B67 94 013 77 624 2 244 43,577 3,012 221,337
Care
ACH 887 929 4,090 1,066 3.415 1,027 11394
AQ2 — 17 601 33 1,080 15 1.B46
AQ3 — 628 1,346 22 1,261 247 3,504
AQ4 — 19 6 263 46 4,233 348 10,909
AQS5 — 32 13,493 42 8,933 539 23,039
AQS — 4 14,476 36 9,381 389 24,286
AQ7 e 14 8,815 25 7.816 171 16,841
AQs — 7 4,194 3 4125 45 8,402
AQ9 —_ 4 1,584 23 1303 59 2,973
AQ10 — 5 984 50 534 35 1,608
Balances due from helding company and subsidianes — 92,354 8,671 746 69 — 101,840
Past due — - 1770 — —_ — 1,770
impawed — 8 3,384 - — — 3,392
impaiment proviston —_ {8) {2.622) — —_ — (2,830}
867 94,013 57,049 2,120 42,150 2975 209,174
Non-Core
AQ1 —_ — 3,446 86 292 30 3,854
AQ2 — — 81 — 14 —_ 95
AQ3 — — 264 —_ 46 3 313
AQ4 — — 212 3 192 — 407
AQS - — 1080 5 349 4 1,438
AQs — -— 1,448 1 238 1,748
AQ7 —_ — 1,272 1 123 — 1396
AQs — —_ 644 3 44 —_ 691
AQ9 — —_ 449 2 25 —_ 476
AQ10 - — 549 21 43 — 613
Balances due from holding company and subsidiaries — — 27 2 — — 29
Past due — — 597 — — — 597
Impaired - — 1218 — —_ - 1,219
Impairment proviston e - (713) _ — — (713)
— — 10.575 124 1,427 37 12,163

Note

(1) Exchuding iteens in the coursa of colfecton from other banks (2011 £1 007 million 2010 €1 433 million)
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Debt securities

IFRS measurement classification and 1ssuer
The table below analyses debt secunities by 1ssuer and IFRS measurement classifications US central and local government ingludes US federat
agencies, financial institutions includes US government sponsored agencies and secuntisation entties

Natwest Gioup

NATWEST 2012

Oth
Central and local gevernment f:nandfa]’ Of which
UK us Other Banks insytuhons Corporate Total ABS (1}

202 £m £m £m £m £m £m £m £m
Held-tor-trading (HFT) — 13,745 38 421 16,752 944 31,900 16,159
Designated as at fair value — — —_ — 1266 — 1,266 1,266
Avatlable-for-sale — e 353 84 45 6 488 45
Leans and recervables 4 — _ — 1,257 —_ 1,261 1,257
Long posttions 4 13,745 3 505 19,320 950 34,915 18,727
Of which US agencies —_ 1,675 —_— — 14,482 —_ 16,157 14,144
Short positions (HFT) — {9,910) (8) (338} (1,041) {543} {11,840} {11)
Avadable-for-sale
Gross unrealised gains - — 2 — — — 2 —
Gross unrealised losses — — — — — e — —
2011
Held-for-trading — 17,261 11 853 17 543 853 36,521 17,251
Designated as at fair value 1 — — 4 2,030 8 2043 2,031
Avallable-for-sale — o 489 127 65 96 777 104
Loans and receivables 4 — — — 1,660 — 1,664 1,660
Long positions 5 17,261 500 984 21,298 957 41,005 21 046
Of which US agencies - 2,001 —_ — 15,362 -— 17,363 15,243
Short positions (HFT) —  {10,784) {12) (608) {1,406) (671) (13,481} {130)
Available-for-sale
Gross unrealised gains — — 9 1 — 2 12 —
Gross unreahsed losses — — — (5 (2) (1) {8) (2)
2010
Held-tor-trading _ 14,153 119 352 18,136 1,808 34,568 17 361
Designated as at farr value 1 e 1 3 1,546 7 1,558 1,546
Avallable-for-sale — — 1,258 268 77 68 1,672 121
Loans and recevables — — — — 1,693 3 1,696 1,693
Long pasitions 1 14 153 1,378 623 21,452 1,887 39,494 20,721
Of which US agencies b 2 450 —— — 14 585 —_ 17,035 14,215
Available-for-sale
Gross unrealised gains — — 15 7 1 1 24 2
Gross unrealised losses — — — {12) 2) — (14) (2)

Note
(1) Asset backed securlties
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Financial review Risk and balance sheet management continued

Balance sheet analysis Debt securities continued
Ratings

The table below analyses debt secunties by issuer and external ratings Ratings are based on the lower of Standard and Poor's, Moody's and Filch

Natwest Group
Cther
Canral and local government financial Ot which
UK us Other (1) Banks  nshtons Corporsite Total Total (2 ABS {3}
2m2 £m £m £m £m £m £m &m % £m
AAA 4 — 278 145 480 5 923 3 486
AA to AA+ — 13,745 2 —_ 14 689 21 28,457 a8 14,415
Ato AA- — — 75 90 447 83 695 2 236
BBB to A- n — 27 217 269 551 1,064 3 220
Non-investment grade — — 8 5 599 207 819 3 565
Unrated — — — 16 303 83 402 1 282
4 13,745 391 473 16,797 950 32,360 100 16,204
Issued by RBS Group companies —_ — — 32 2,523 — 2,555 2,523
4 13,745 391 505 19,320 950 34,915 18,727
2011
AAA 5 32 399 279 426 5 1,146 3 477
AAto AA+ o 17,226 8 3 15,535 19 32,819 88 15,357
A to AA- — — 85 280 125 130 620 2 101
BBB- to A- — — 5 225 271 389 890 2 250
Non-nvestment grade — — 3 17 772 303 1095 3 725
Unrated e 3 — 37 480 111 631 2 447
5 17,261 500 869 17,609 957 37.201 100 17,357
Issued by RBS Group companies — — — 115 3,689 — 3804 3,689
5 17,261 500 984 21,298 957 41,005 21,046
2010
AAA 1 14,153 792 252 15,632 3 30,863 85 15,222
AAlo AA+ — — 453 83 178 74 788 2 160
Ato AA- - — 6 216 268 259 749 2 201
BBB- to A- — — 88 55 491 1,054 1688 5 397
Nen-investment grade —_ — 33 6 1,305 375 1,721 5 1,218
Unrated — — 4 11 340 92 447 1 285
1 14,153 1,378 623 18,214 1887 36,256 100 17,483
Issued by RBS Group companies — — — — 3,238 — 3238 3,238
1 14,153 1,378 623 21,452 1,887 39,494 20,721
Bank
Financial Of which
institutions Corporate Total ABS (3}
Mz £m £m £m £m
Issued by RBS Group companies 2,623 — 2,523 2,523
2011 i
Ato AA- . 2 2 e
Issued by RBS Group companies 3,689 — 3,689 3,689
3,689 2 3.691 3,683
2010
Ato AA- 3 - 3 —
Issued by RBS Group companies 3,238 — 3,238 3,238
3,241 — 3,241 3,238
Notes

(1) Inctudes £0 3 bilion and £0 1 biilon of AFS debt secunties relating to Switzerand and Japan respectively at 31 December 2012
{2} Percontape calculatad before patances with RBS Group companies
{3} Assel backed secunties
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Asset-backed secunties

introduction

MNatWest Group's credit market activillies gave nse to nsk concentrations
1n asset-backed secunties (ABS) NatWest Group has exposures to ABS,
which are predominantly debt secunties, but can also be held in
denvative form ABS have an interest tn an underlying poo! of referenced
assets The nsks and rewards of the referenced poof are passed onto
investors by the issue of secunties with varying senionty by a special
purpose enlity

Debt secunties include residential mortgage-backed secunties (RMBS),
commercial mortgage-backed secunties (CMBS), collateralised debt
obhgations (CDOs}, coltateralised loan obligations {(CLOs) and other
ABS In many cases, the nsk associated with these assets s hedged by
credit denvatives The counterpartias to some of these hedge
transactions are monoline insurers

The following table summanses the rating levels of carrying values of
these secunties Government sponsored or similar RMBS comprises
securihes that are guaranteed or effectively guaranieed by the US
government, by way of its support for US federal agencies and
government sponsored enterpnses

NATWEST 2012

Residenhal mongage-backed secunies

RMBS are secunties that represent an interest n a portfoho of residential
mortgages Repayments made on the underlying mortgages are used to
make payments to holders of the RMBS The nsk of the RMBS will vary
pnmariy dependng on the quality and geographic region in which the
underlying morigage assets are located and the credit enhancement of
the securitisation structure Several lranches of notes are 1ssued, each
secured against the same portfolio of mortgages, but providing differing
levels of senionty to match the nsk appetite of investors  The most jurior
(or equity} notes will sufter early capital and interest losses expenenced
by the referenced morigage collateral, wath each more senior note
benefiting from the protection provided by the subordinated notes below
Additional credit enhancemenis may be provided to the holder of sentor
RMBS notes, including provided by monoline insurers

NatWest Group RMBS classificalions include sub-pnme and non-
conforming Non-conforming RMBS include Alt-A RMBS  Classtfication
as sub-prime or Al-A is based on Farr isaac Corporation {FICO) scores,
level of documentation and loan-to-value (LTV) ratios of the underlying
mortgage loans BRMBS are classified as sub-prime 1f the mortgage
portfolic compnses loans with FICO scares between 500 and 650 wath full
or hmited documentation Morigages n Alt-A RMBS portfolios have FICO
scores of 640 to 720, imited documentation and an cnginal LTV of 70%
to 100%

Raungs
The table below summanses the rating levels of ABS carrying values

AMBS
Government ABS
sponsored Non- covered Qther

or similar (1) Prime  contormng Sub prnme CMBS CDOs CLOs bond ABS Tolal
2012 £m £m £m £m fm £m £m £m £m £m
AAA — 17 — — 228 — —_ —_ 241 486
AAto AA+ 13941 1 — — 354 — 44 — 75 14,415
Ato AA- — 21 5 — 82 —_ 16 — 12 236
BBB- to A- — 2 — 6 136 — 15 — 61 220
Non-investment grade () —— 151 98 202 95 — 12 — — 565
Unrated (2 — 30 7 14 4 19 208 — — 282
13 941 222 110 222 899 19 302 — 489 16,204
Issued by RBS Group comparues — 1,257 — — 1,266 — — — — 2,523
13 941 1,479 110 222 2 165 19 302 — 489 18,727

2011
AAA 3 51 3 — 241 — — 39 140 477
AAto AA+ 15,127 6 — 8 149 — —_ —_ 67 15,357
Ato AA- — 18 2 4 42 — 5 — 29 101
BBB- to A- _ 15 —_ 5 86 — — — 144 250
Non-investment grade (2 — 201 136 208 154 —_ 8 — 18 725
Unrated 2) —_ 145 28 53 10 26 185 — — 447
15130 437 169 278 632 26 198 39 398 17,357
Issyed by RBS Group companies — 1,660 — — 2,029 — — — — 3,689
15130 2,097 169 278 2,711 26 198 39 398 21,046
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Financial review Risk and balance sheet management contnued

Balance sheet analysis continued

AMBS
Governrent ABS
sponsared Non covered Other

or similar {1} Pnme  conforming Suo-pame cMBS CDOs CLOs bond ABS Towal
2010 £ £ £m £m £m £m £m £ £m £m
AAA 13,782 232 106 7 786 _ —_ 50 249 15222
AAto AA+ — 33 14 26 60 1 — _ 26 160
Ato AA- —_ 4 12 34 108 1 _— _ 32 201
BBB- to A- — 11 18 25 234 12 4 — 93 397
Non-investment grade 2) — 250 299 418 139 15 — — 97 1,218
Unrated ) — 197 52 36 — — — e —_ 285
13,782 727 501 556 1,327 39 4 50 497 17,483
Issued by RBS Group compames — 1,693 _ — 1,545 - — — — 3,238
13,782 2,420 501 556 2,872 39 4 50 487 20,721

Notes
(1) Includes LIS agency quarantaed secunhes
(2) Al baiances are held for rading

Derivatives
Summary

The table below anaiyses the fair value of the Group’s denvatives by type of contract Master netting arrangements in respect of mark-to-market (mtm;}
positions and collateral shown below do not result in a net presentation on the Group s balance sheet under IFRS

2012 2011 2018

National Assels uabyes Nohona! Assats Uabilings Notionaf Assets Liatltes

Contract type £n £m o con gm £m £on £m £m
Interest rate 214 1,975 432 312 2,357 775 300 1,661 289
Exchange rate 8 253 137 7 347 183 10 398 191
Credit — — — — — — — — 5]
Equity and commodity conlracts 1 26 8 2 41 15 2 38 11
2,254 575 2,745 973 2,097 497
Counterparty mim netting {25) (25} (78) {78) (89) (89)
2,229 550 2,667 895 2,008 408

Balances due from holding company

and lellow subsidianes 144 2,532 4 980 192 2,452 5,119 234 1,363 3,058
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REIL, provisions and AFS reserves

NATWEST 2012

Risk elements n lending (REIL) comprises impatred loans and aceruing loans past due 90 days or more as 10 principal or iderest tmpaired loans are all
loans {including renegotiated loans) for which an smpairment provision has been eslablished, for collectively assessed loans, impairment loss provisions
are not afiocated to individual loans and the entire portfolio 1s included i impaired loans Accruing loans past due 90 days or more compnse loans past

due 90 days where no tmpairment loss 1s expected and those awaiting :ndividual assessment A latent provision 1s established for the latter

Divisional analysis

The following tables analyse gross loans and advances to banks and customers {excluding reverse repos} and the related debt management measures

and ratios by division

NatWest Group

Credil matrics
RElLasa% Provisions

Gross foans to of grass leans a5a% Impairment Amounts
Banks Cusiomers REIL Provisions o customers of ROIL charge wrtten-off
2012 £m £m £m £ o ¥ £m £m
LK Retall 480 71 255 2788 1793 39 64 332 384
UK Corporate 538 40,685 2,415 1,170 59 48 409 260
Wealth 1,534 13,507 120 50 08 42 23 11
Intematronal Banking 1,468 4,232 11 16 03 145 (7} —
Ulster Bank 632 32 602 7533 3910 231 52 1,364 72
Retal & Commercial 4,652 162,281 12,867 6,939 79 54 2,121 727
Markets 513 1426 R e — — — —
Other (7} 1,363 — — — — - —
GCore 5,158 165,070 12,867 6,939 78 54 2,12t 727
Non-Core 39 17,948 12,568 7,452 700 59 1,056 263
Total thurd-party 5197 183,018 25,435 14,351 139 57 3,177 Q80

Amounts due from holding company and fellow
subsidianes 125,127 3,064 — — — — — —
130,324 186 082 25 435 14,391 137 57 3177 990

2011

UK Retail 456 11,082 1,794 1,576 162 a8 a7 495
UK Corporate 557 43,281 2231 970 52 43 409 356
Wealth 2,404 13,178 86 39 07 45 11 7
fnternational Banking 1,349 3,774 24 18 06 75 (8) 60
Ulster Bank 2,078 34 012 5,523 2749 162 50 1,384 124
Retall & Commercial 6,344 105,297 9658 5,352 92 55 2,213 1,043
Markets 376 1,318 n — — — —_ —
Qther (15) 2 — — —_ —_ — —
Core 7,205 106,618 9,658 5,352 a1 55 2,213 1,043
Nan-Core 28 23,332 13,184 6,995 565 53 2 564 285
Total third-party 7,233 129 950 22 842 12,347 176 54 4,777 1,328

Amounis due from holding company and fellow
subsidianes 151,447 7,904 o — — — — —
158,680 137,854 22,842 12,347 16 8 54 4,777 1328
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Financial review Risk and balance sheet management continued

Balance sheet analysis REIL, provisions and AFS reserves continued

NatWest Grou
Credit metrics
REILasa% Provisions
Gross loans to of gross loans asa* Impalreant Amaunts
Banks Customers REK Provisions  tocustomers of REIL charge writen oft
2010 £m £m £m £m % % £m £rm
UK Retall 316 12,417 1,888 1,659 152 88 648 663
UK Corporate 24 45 828 2130 937 46 44 436 154
Wealth 2197 12,280 81 35 07 43 8 4
International Banking 1,253 4,530 92 88 20 96 (1) 11
Ulster Bank 2,928 36,838 3,619 1,633 98 45 1,161 48
Retail & Commercial 6,718 111,893 7,810 4,352 70 56 2,250 880
Markets 1,826 849 2 e 02 — —_ —
Other (16) (394) —_ — - — —_— —
Core 8528 112,348 7,812 4,352 70 56 2,250 880
Non-Core 24 26 B50 11,760 5,057 438 43 2,889 209
Total third-party 8,552 139,198 19,572 9,409 141 48 5139 1,089
Amounis due from holding cornpany and iellow

subsidianes 138,404 9 305 — —_ — — — —
146,956 148,503 19,572 9,409 132 48 5,139 1,089

Key poinis Commercial real estate

» REILincreased by £2 6 billion to £25 4 billion of which the €10
kallion n UK Retal primanly related to the transfer of NatWest Home
Loans mortgages and £2 0 billon to Ulster Bank

»  Conditions In Yrefand remain difhcult and economic indicators
continue to be weak, this is reflected i the Ulster Bank credit
metrics with Core REIL increasing by £2 O billion since 31 December
2011, prmaridy within mortgage and commercial real estate
portfolios, to £7 5 billion and 15 now 23 1% of loans and advances to
customers Impairments continue lo outpace wnte-offs

e«  The prowision coverage increased to 57% at 31 December 2012
from 54% at 31 Decemnber 2011 as the economic conditions remam
challenging particularly 1n relation to Ulster Bank and commercal
reat estate portfolios

s The imparment charge for 2012 of £3 2 billion was 33% lower than
in 2011 The man dniver was lower imparment across Non-Coreg
porticlios (down £1 5 bilhon) matnly as a result of lower impairments
across Ulster Bank's commercial real estate portfolio (down £1 3
bsfl:on or 58%)

o0

Commercial real estate gross lending for 2012 1s £29 7 billion of which
£13 9 billon or 46 8% 1s REIL with a provision coverage of £7 4 biflion
(53 2% of REIL) The majonty of commercial real estate lending s held
by Non-Core which has gross lending of £14 2 bilkon, REIL 01 £11 0
bilion (77 5% of gross lending) and a provision of £6 3 bdlion (57 3% of
REIL)

Ulster Bank ts a significant contributor 10 Non-Core commerciat real
eslate lending For further informatian refer to the section on Uister Bank
Group {Core and Non-Core)

The commercial real estate tendng excludes Wealth as these loans are
generally supported by guarantees in addition to collateral This portioho,
which totalled £0 8 billion at 31st December 2012 continues to perform in
line with expectations and requires mintmal provisions The commercial
real estate fending also excludes property related fending to customers m
other sectors managed by Real Estate Finance
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Sector and geographical regional analyses Group
The tollowing tables analyse gross loans and advances to banks and customers (excluding reverse repos) and the telated debt management measures
and ratios by seclor and geography {by location of lending office) for the Group, Core and Non-Core

NatWest Group
REIL Provisions Provistons
Gross as a %ot as a% as a % of impavment Amaunts.
ioans REIL Provisions gross loans of REIL gross loans. charge veritten-off
2012 £m £m £m % % % £m £m
Government {1) 1,263 — — — — —_ — —
Finance 3,840 100 50 26 50 13 23 12
Personal - mortgages 86,602 4,289 1366 50 32 18 552 29
- unsecurad 16,230 1,952 1,679 120 a6 103 378 415
Property 33,677 13 540 7,316 402 54 217 1,403 238
Construction 3,534 902 425 255 47 120 40 62
Manufactuning 4,978 340 200 68 53 40 48 16
France leases (2 203 23 15 113 65 74 6 2
Retail, wholesale and repairs 7,905 N5 499 116 55 63 159 57
Transport and storage 2,014 82 37 41 45 18 2 5
Health, education and leisure 7,434 519 234 70 45 31 71 21
Hotels and restaurants 4,145 1,311 621 316 47 150 130 55
Utities 1,253 6 5 05 83 04 - —
Other 9350 1,450 809 146 56 81 168 76
Latent — — 1129 o — o 191 —
Total third-party 183,018 25,429 14,385 138 57 79 3,178 988
Amounts due from holding company and
fellow subsidanes 3,064 —_ e — — — — —
186,082 25,429 14 385 137 57 77 3,178 988
of which
UK
- residential morigages 68,856 1,220 242 i8 20 04 30 5
- persenal fending 13,630 1,806 1,540 133 85 113 349 404
- property 21 057 4123 2182 196 53 104 487 188
- constructon 3,020 695 296 230 43, 9B 68 62
- other 32,565 1,882 1,383 58 73 42 299 225
Europe
- residential mortgages 17 271 3,059 1,124 177 37 65 522 24
- personal lending 1,549 145 138 94 a5 89 29 10
- property 12,438 3,417 5,134 %7 55 413 936 50
- construction 514 207 129 403 62 251 (28) —
- other 8,836 2,864 2,218 324 77 251 512 19
us 1,497 10 - 07 — — (6) -
Row 1,785 1 1 01 100 01 — 1
Total thurd-party 183,018 25,429 14 385 i39 57 79 3,178 988
Amounts due from holding company and
fellow subsidaries 3,064 —— e — — — — —
186,082 25,429 14 285 137 57 77 3,178 988
Banks 130,324 ] 6 — 100 — {1) 2

For the notes to this table refer to page 99
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Financial review Risk and balance sheet management connnued

Balance sheet analysis REIL, provisions and AFS reserves continued
Sector and geographical regional analyses Group continued

NatWes| Group
REIL Provisions Provisions
Gross as a %ot asae asa %ol Impairment Amounts
loans AEIL Provisions gross loans of REIL grass loans charge writen-of
201t £m £m £m % % % £m
Government (1) 1,933 — — — - — - —
Finance 3,359 93 40 28 43 12 31 23
Personal - mortgages 25,723 2,199 681 85 31 26 447 12
- unsecured 18,045 2,062 1.698 114 82 94 449 532
Property 38,364 13,277 6,435 3486 48 168 2,905 146
Construction 4,416 1018 472 231 45 107 27} 165
Manutactunng 4,951 206 169 60 57 34 120 143
Finance leases @} 80 22 12 275 55 150 2 —_—
Retal wholesale and repans 8,551 792 408 83 52 48 169 81
Transport and storage 1,981 62 33 31 53 17 4 13
Health, education and leisure 7,281 480 195 66 41 27 72 26
Hotels and restaurants 4,285 1,213 565 283 47 132 kil 58
Utilittes 1,436 7 1 05 14 01 2 2
Other 9,545 1,312 728 137 55 76 516 129
Latent — - 901 — — — (214) -—
Tolal third-party 129,950 22,833 12,338 176 54 95 4,777 1,328
Amounts due from holding company and
{fellow subsidianes 7,904 — — — — — — —
137 854 22,833 12 338 16 6 54 90 4777 1,328
of which
UK
- residential mortgages 7,292 78 17 i1 22 02 10 2
- persenal lending 14,545 1,921 1,575 132 82 108 457 510
- property 24,677 4,402 1,940 178 44 79 1,043 116
- construction 3,860 728 an7 189 42 80 49 166
- other 33,131 1,810 1,262 55 70 38 266 319
Europe
- residential mortgages 18,168 2121 664 n7z 31 37 437 10
- personal lending 1,894 140 122 70 87 61 (8) 22
- property 13,522 8,875 4 495 656 51 a3z 1,862 30
- construction 556 290 165 522 57 297 (76) (1)
- other 9,070 2,467 1,790 272 73 197 745 154
us 1,629 - _ — — — (8 —
Row 1,506 1 1 01 100 01 —_ —_
Total third-party 129 950 22,833 12 338 176 54 95 4777 1,328
Amaunts due from halding company and
fellow subsidianes 7,904 — — — — —_ —_— —
137,854 22,833 12,338 16 6 54 g0 4,777 1,328
Banks 158,680 9 9 — 100 — — —

For the notes ta this table refer to page 98
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NalWest Groun

NATWEST 2012

REIL Provisions Provistons.
Gross a5a% ol asa% as a % of imparment Amounts
leans REIL Provisions gross oans ot REIL gross loans charge written off
2010 £m £rm £m % o Yo £ £m
Government (1) 1,838 — — —_ e — — —
Finance 3,145 103 30 33 29 10 20 4
Personal - morigages 26,189 1,575 289 60 18 13 226 7
- unsecured 19,262 2,238 1790 1186 80 93 73 703
Property and construction 46,051 12,279 4,680 /7 38 102 3,069 152
Manufactunng 6.326 433 203 68 47 32 13t 41
Finance leases (2) 105 20 10 190 50 95 — —
Retall, wholesale and repars 9,419 723 339 77 47 36 197 50
Transport and storage 2,432 71 43 29 61 18 16 9
Health, educabion and leisure 8,010 509 157 64 3t 20 86 26
Hotels and restaurants 4,650 878 355 189 40 76 189 58
Utlities 1,818 4 2 02 50 01 1 —
Other 9,852 730 369 74 51 37 186 39
Latent — — 1,133 — — — 277 _—
Total therd-party 139,198 19,563 9 400 141 48 68 5,139 1,088
Amounts due from holding company and
fellow subsidianes 9,305 e — — e e o —
148,503 19,563 9,400 132 48 63 5139 1,088
of which
UK
- restdential mortgages 6,601 70 11 11 16 o2 7 1
- personal lending 15,549 2034 1,636 131 80 105 688 684
- property and construction 31,001 4,964 1 502 160 36 48 849 151
- other 37,511 1,612 1,338 43 83 a6 346 215
Europe
- resident:al morigages 19,323 1,505 280 78 19 14 218 6
- personal lending 2,264 202 165 89 82 73 43 19
- property and construction 14,774 7,315 3,178 495 43 215 2,220 1
- other 9,532 1,851 1,280 194 69 134 787 12
us 1,194 8 8 07 100 07 - —_
HoW 1,449 2 2 01 100 01 o —
Total third-party 139,198 19,563 9,400 141 48 68 5,139 1,089
Amounts due fram holding company and
{fellow subsidianes 9,305 — — — — — — —
148,503 19,563 9,400 132 48 63 5,139 1,089
Banks 146,956 9 9 — 100 — e —

For the notes to thus table refer to page 99
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Financial review Risk and balance sheet management continued

Balance sheet analysis REIL, provisions and AFS reserves contnued

Sector and geographical regional analyses Core

Natwest Group
REIL Provisions Provisions
Gross as a % of 852 % asa%ol impatrment Amounts
loans REIL Provisions gross loans of REIL gross loans charge writterr-oH
2012 £m £Em % % % £m £m
Government (1) 1,252 - - —_ — — — —
Finance 3,728 64 31 17 48 08 23 12
Personal - mortgages 86,587 4,279 1 366 49 32 16 552 29
- unsecured 16,143 1,947 1,678 121 86 104 378 414
Property 18,579 2,794 1,071 150 38 58 522 74
Construction 2,789 481 236 172 49 85 81 25
Manufacturning 4,784 243 136 51 56 28 38 1
Finance leases 21 152 14 9 a2 64 59 8 -
Retail wholesale and repairs 7.497 617 328 g2 53 44 134 42
Transport and storage 1,951 62 28 32 45 14 7 4
Health, education and leisure 7.249 405 166 56 41 23 58 19
Hotels and restauranis 3,642 880 397 24 2 45 08 116 38
Utshbies 1,251 6 5 05 83 04 — e
Other 9,466 1,069 617 113 58 B5 118 57
Latent — — 865 — —_— — 86 —
Total third-party 165,070 12,861 6,933 78 54 42 2,122 725
Amounts due from holding company and
fellow subsidiaries 3,061 e e —— — — — o
168,131 12,861 6,933 76 54 41 2122 725
of which
UK
- residential morigages 68,856 1,220 242 18 20 04 30 5
- personal lending 13,627 1,803 1,539 132 B85 113 349 403
- property 14,405 1,149 386 80 34 27 165 73
- construction 2,525 421 197 167 47 78 77 25
- other 31,555 1,476 1,091 47 74 35 261 171
Europe
- residential mortgages 17,266 3,059 1,124 177 37 65 522 24
- personal ending 1465 143 138 98 97 94 29 10
- property 4,137 1,645 685 398 42 166 357 1
- construction 264 B0 39 227 65 148 4 —
- other 7.843 1,884 1,491 2490 79 190 334 12
us 1,342 — - — - — (6) —
RoW 1,785 1 1 01 100 01 — i
Total third-party 165,070 12 861 6,933 78 54 42 2122 725
Amounts due from holding company and
fellow subsidiaries 3,061 — — — — — — —
168,131 12,861 6,933 76 54 41 2,122 725
Banks 130,272 6 4 — 100 e {1) 2

For the notes to this table refer to page 99
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REIL Provialons Provistons
Gross asa%of asn % &sa %ot Impasrment Amounts
lpans REIL Provisions gross loans ot REIL gross loans charge winiter-oft
2011 £m £m £m % o Hg m £m
Government (1) 1,931 — — _ — — — —_
Other finance 3,205 51 20 16 39 06 23 21
Personal - morigages 25,7117 2,199 681 86 31 28 447 12
- unsecured 17,926 2,055 1,695 115 82 85 446 529
Property 19,063 2,099 658 16 31 35 267 38
Construction 3,367 43 177 128 41 53 120 113
Manufactunng 4707 189 100 40 53 21 72 83
Finance leases (2} 27 5 2 185 40 74 1 —_
Retail, wholesale and repars 8,040 476 232 59 49 29 153 70
Transport and storage 1,892 44 23 23 52 12 7 9
Health, education and lersure 6,925 350 130 51 37 19 89 20
Hotels and restaurants 3,741 802 326 214 41 87 183 39
Utiltties 1,398 7 1 05 14 01 — —_
Other 8,679 941 557 108 59 64 453 109
Latent - -— 741 o — -— (28) —
Total thwd-party 106,618 9,649 5343 g1 55 50 2,213 1,043
Amounts due from holding company and
fellow subsidranes 7,879 — — — — — — —
114,497 9,649 5,343 84 55 47 2,213 1,043
of which
UK
- residential mortgages 7,292 78 17 11 22 0z 10 2
- personal lending 14,531 1,914 1572 132 g2 108 454 507
- property 14,844 1,079 208 73 28 20 122 38
- construchon 3,080 366 141 119 39 46 108 114
- other 31,751 1313 913 41 70 29 288 215
Europe
- residential mortgages 18,162 2,121 664 17 31 37 437 10
- personal lending 1,889 140 122 74 87 65 8 22
- property 4,207 1,020 360 242 35 86 145 —_
- construction 287 65 36 26 55 125 12 (1)
- other 7,892 1,552 1219 197 79 154 653 136
us 1,177 — — — — — 8 —
RoW 1,506 1 1 01 100 01 — —
Totat third-party 106,618 9,648 5,343 91 55 50 2213 1,043
Amounts due from holding company and
fellow subsidiaries 7.879 — — — — - - —
114,497 9,649 5,343 84 55 47 2,213 1 043
Banks 158,639 9 9 — 100 — — —

+or the notes to this table refer to page 99
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Balance sheet analysis REIL, provisions and AFS reserves continued
Sector and geographical regional analyses Core continued

NatWesi Group
REIL Provisions Provisions
Gross as a ¥ of asa% asa Yeol Empairment Amaunts
loans HERL Pravisions gross loans of REIL gross loans charge wniten-otf
2010 £m £m Em % %y % £ £m
Government (1) 1,926 — — — —_ — — e
Finance 2,605 69 18 26 26 07 14 4
Personal - mortgages 26,184 1,575 289 &0 18 11 191 7
- unsecured 19,146 2,230 1,787 116 80 93 729 700
Property ard construction 23,401 1,973 634 84 3z 27 589 40
Manufactunng 5,886 258 121 43 47 20 94 15
Finance leases @ 16 1 1 63 100 63 — -—
Retail, wholesale and repairs 8,820 384 161 44 42 18 150 44
Transport and storage 1,982 44 27 22 61 14 i2 7
Heatth, education and leisure 7,596 308 86 41 28 11 63 13
Hotels and restaurants 4,034 544 206 135 38 51 128 18
Utilties 1,815 4 2 02 50 o1 1 —
Other 8,839 413 238 47 58 27 122 32
Latent — — 773 — — — 157 —
Total third-party 112,347 7,803 4,343 69 56 39 2,250 880
Amouints due from holding company and
fellow subsidianes 9275 — —_— _— -— — —_ —
121,622 7,803 4,343 64 56 36 2,250 880
of which
UK
- residential mortgages 6,601 70 11 11 16 02 7 1
- personat lending 15,541 2,027 1,633 130 81 105 686 681
- property and ¢anstruction 18,429 1,365 376 74 28 20 313 39
- other 35,081 1,031 849 29 82 24 232 121
Europe
- residential morigages 19,315 1,505 280 78 19 14 184 3]
- personal lending 2,156 201 164 93 82 76 43 19
- property and construction 4,836 608 258 126 42 53 276 1
- other 8.212 986 762 120 77 93 509 12
us 727 8 8 11 100 11 —_ —
Row 1,449 2 2 01 100 [ — —
Total third-party 112,347 7,803 4343 69 56 « 39 2,250 880
Amounts due from holding company and
fellow subsidianes 9,275 —_ — — — — — —
121,622 7,803 4,343 64 56 36 2,250 880
Banks 146,044 9 9 — 100 — — —

Far the notes to this 1abie refer to page 99
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Sector and geographical regional analyses Non-Core
NalWest Group
REIL Provisions Previslens
Gross a8 a%ol asa% asa%ot Imparment Amounts
loans REIL Provisions gross loans of REIL gross loans charge writtan off
2012 £m £m £ % % % £m £m
Government (1) 1 —_ — — e —_ — —
Finance 112 36 19 321 53 170 — _
Personat - mortgages 15 10 — 667 — — — —
- unsecured a7 5 1 57 20 11 — 1
Property 15,098 10,746 6245 72 58 414 881 164
Construction 745 421 189 565 45 254 (41) 37
Manutacturing 194 97 64 500 66 330 9 5
Finance leases 2 51 9 6 176 67 118 2) 2
Retall, wholesale and repairs 408 298 171 730 57 419 25 15
Transport and storage 63 20 9 37 45 143 2 1
Heallh, education and leisure 185 114 68 616 60 368 13 2
Hotels and restaurants 503 431 224 857 52 44 5 14 17
Utihhes 2 — — — — — —_
Other 484 381 192 787 50 397 50 19
Latent — o 264 e — — 105 —
Total third-party 17,948 12,568 7,452 700 59 415 1,056 263
Amounts due from holding company and
fellow subsidiaries 3 — — — —_ e — —
17,951 12 568 7,452 700 59 415 1,056 2863
of which
UK
- personal lending 3 3 1 1600 33 333 o 1
- property 6,652 2,974 1796 447 60 270 302 115
- construction 495 274 99 554 36 200 (9) 37
- other 1,010 408 292 404 72 289 38 54
Europe
- residential mortgages S ad - — — — — —
- personal lending 84 2 -_— 24 e — — e
- property 8,301 7772 4,449 9386 57 536 579 48
- construction 250 147 80 588 61 360 (32) —
- other 3993 978 725 985 74 730 178 7
Us 155 10 e 65 — — — —
Total third-party 17,948 12,568 7452 700 59 41 5 1,056 263
Amounts due from holding company and
fellow subsidranes 3 — — — — -— - —
17,951 12,568 7,452 700 58 415 1056 263
Banks 52 — — — — — — —

For the notes to this table refer to page 99
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Financial review Risk and balance sheet management continued

Balance sheet analysis REIL, provisions and AFS reserves continued

Sector and geographical regional analyses Non-Core continued

Natwesl Group
REIL Provisions Provisions
Gross 48 a%of asad as a % of impairment Amounts
loans REIL Provisons gfoss oans of RERL gross loans chargg writter-off
2011 tm £ £m = % % £m £m
Government() 2 - — — — - — —
Finance 154 42 20 273 48 130 8 2
Personal - mortgages 6 — — — - — - —
- unsecured 119 7 3 59 43 25 3 3
Property 19,301 11,178 5777 579 52 299 2,638 108
Construction 1,049 587 295 560 50 28 1 (147) 52
Manufactunng 244 107 69 439 64 283 48 80
Finance leases (@) 53 17 10 321 59 189 1 —
Retall wholesale and repairs 511 316 176 618 56 344 16 1
Transpost and storage 89 18 10 202 56 112 {3} 4
Health, education and leisure 356 130 65 365 50 183 3 [
Hotels and restaurants 544 411 239 756 58 439 118 17
Utilities 38 s —_ e — —_ 2 2
Other 866 an 171 42 8 48 197 83 20
Latent — — 160 - e — {186} —
Total third-party 23,332 13,184 6,955 565 53 300 2,564 285
Amounts due from holding company and
iellow subsidianes 25 — — —_ — —_ — —_
23,357 13 184 6 995 56 4 53 299 2,564 285
of which
UK
- personal lending 14 7 3 500 43 214 3 3
- propenty 9,833 3,323 1,642 338 49 167 921 78
- construction 780 362 166 454 46 213 (59) 52
- other 1,380 497 345 360 70 253 (22} 104
Europe
- residential mortgages 6 —_ _ — — — — —
- personal lending 105 — —_ —_ — _ — —
- property 9,315 7 855 4135 843 53 44 4 1,717 30
- construction 269 225 129 8386 57 48 0 (88) —
- other 1,178 915 571 777 62 48 5 92 18
us 452 e — — — — — —
Total third-pany 23,332 13,184 6,995 565 53 300 2 564 285
Amounts due from holding company and
iellow subsidianes 25 — — — —_ —_— _ —_
23,357 13,184 6,995 56 4 53 29 9 2,564 285
Banks 41 - — —_— — —_— — —

For the notes to this table refer lo page 99
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NalWest Group
RER Provisions Proviglons
Gross asa%of as &% asa %ol imparment Amecunts
loans REIL Provisions gross loans ot REIL gross loans charge writtan-oft
2010 Em £m £m % % % £m £m
Government (1) 13 — — —_ — — — —
Finance 540 34 12 63 35 22 ] —_
Personal - mortgages 8 - — — — — 35 —_
- unsecured 116 8 3 69 38 26 2 3
Property and construction 22,650 10,306 4046 455 39 179 2,480 112
Manufactunng 340 175 82 515 47 241 37 26
Finance leases ) 89 19 9 213 47 101 - —
Retail, wholesale and repairs 599 339 178 566 53 297 47 6
Transport and storage 450 27 16 60 59 36 4 2
Health, education and leisure 414 201 71 486 a5 171 23 13
Hotels and restaurants 618 334 149 542 45 24 2 Il 40
Utihves 3 - — —_ — —_ — —_
Other 1,013 37 131 33 41 129 64 7
Latent — — 360 — — — 120 —
Total third-parnty 26,851 11,760 5 057 438 43 188 2,889 209
Amounts due frem holding company and
fellow subsidianes 30 — — — — — —_ —_
26,881 11,760 5,057 437 43 188 2.889 209
of which
UK
- personal lending 8 7 3 875 43 375 2 3
- property and construction 12,572 3599 1,126 286 31 80 536 112
- other 2,430 581 489 239 84 201 114 94
Europe
- residential mortgages 8 -— — — — — 35 —
- personal lending 108 1 1 69 100 09 - —
- property and constructon 9,938 8,707 2920 675 44 294 1,944
- other 1,320 865 518 855 60 392 258 —
us 467 — — — — — —_ o
Totat third-party 26,851 11,760 5,057 438 43 188 2,889 209
Amounts due from holding company and
fellow subsidianes 30 “— — — — — — —
26,881 11,760 5,067 437 43 188 2,889 209
Banks 912 — e — — — — —
Notes

(#) Includes central and lecal government
(2) Includes instaiment credit
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Financial review Risk and balance sheet management connnued

Balance sheet analysis REIL, provisions and AFS reserves continued
Prowisions and AFS reserves methodology

The Group's consumer portfohos, which consist of lugh volume smaill
value credits, have highly efficient largely automated processes for
identifying problem creduits and very short timescales, typically three
months, before resolution or adaption of vanous recovery methods
Coarparate portfolios consist of higher value, lower volume credits, which
tend to be structured to meet indwidual customer requirements

Prowisions are assessed on a case by case basis by expenenced
specialists with mput from professional valuers and accountants The
Group operates a fransparent provisions governance framework, setting
thresholds to trigger enhanced oversight and challenge

Analyses of prowisions are sel out on page 101 to 102

Available-for-sale financial assets are initially recogrused at fair value plus
dwectly related transaction costs and are subsequently measured at fair
valde with changes in farr value reported in owners equity until disposal
at which stage the cumulative gain or loss 1s recognised in profit of loss
When there 15 objective evidence that an available-for-sale financial asset
1s impaired, any dechne in its farr value below onginal cost 1s removed
from equity and recogrised in profit or loss

The Group reviews its portfolios of available-for-sale financial assets for
evidence of impairment, which includes default or delinquency in interest
or pnncipal payments, sigrificant inancial ditficulty of the 1ssuer or
obligor, and it becoming probable that the issuer will enter bankruptcy or
other linancial reorganisation However the disappearance of an active
market because an entity’s financial instruments are no longer publicly
traded s not evidence of impatrment  Furthemmore, a downgrade of an
entity's credit rating 1s not, of iself, evidence of impaiment, afthough it
may be ewidence of impairment when considered with other available
infermation A decline in the fair value of a financial asset below ils cost
or amortised cost is not necessanly evidence of impairment Determining
whether objective evidence of imparment exists requires the exercise of
management judgement The unrecognised losses on the Group s
avalable-for-sale debt secunties are concentrated m its portfolios of
mottgage-backed secuniies The losses reflect the widening of credit
spreads as a result of the reduced market kquidity 1n these securnities and
the curren! uncertain macroeconomic outlook in the US and Europe The
underlying securnties reman unimpaired

REIL flow statement
REIL are stated without giving effect to any secunty hetd that could
reduce the eventual loss should it occur or to any provisions marked

UK UK International Ulsler

Retail Corposate Waalth Banking Bank Core Nen Core Total

£m £m m £m im £m £m £m

At 1 danuary 2012 1,794 2,231 88 24 5,623 9,658 13,184 22,842
Transfers from fellow subsidianes 1,071 — —_ — — 1,071 — 1,071
Currency transiation and ather adjustments 7 66 — {12} {115) {54) {257) {311)
Additions 834 1,766 67 — 3,299 5,966 2,260 8,226
Transfers (1) (14) k1l — — — i7 7 24
Transfer to performing beok - (68) — — — (68) 7) {75)
Repayments (520) (1,351) (22) {1) {1,102) (2,996) (2,356) (5,3582)
Amounts witten-oft (384) (260) {11) e (72) (727) (263) (990)
At 31 December 2012 2,788 2415 120 11 7,533 12,867 12,568 25435

UK [ntematonal Ulster

Non-Core (by donating dwisions) mm’:ﬁ B‘*""’;;'I'; B"’é‘m" om;: To.c.:l?]
At 1 January 2012 1 560 13 11,611 — 13,184
Currency translation and olher adjustments (40) 10 (229) 2 (257)
Addiions 597 5 1658 — 2260
Transfers 7 — —_ — 7
Transfer to parforming book {7) - — —_ {7
Repayments (765) {5) (1 585) (1) (2 356)
Amounts wntten-off {124) — {139} — (263)
At 31 December 2012 1228 23 11,316 1 12,568

Nota
{1) Represents trans‘ers between REIL ard potential problem loans
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REIL summary
The table below analyses REIL between UK and overseas, based on the location of the lending office
2012 2011 2010
Core Naon Core Total Care Non Core Total Core Non Core Total
£€m £m £€m £m £m £m £m £m £m
Impatred loans
- UK 5,196 3448 B,B44 4,161 3,741 73502 3,794 3,554 7 348
- QVerseas 6,341 8,782 15,123 4,677 8 966 13,643 3,182 7.405 10,587
11,537 12,230 23,767 8,838 12,707 21,545 6,976 10,959 17,8935
Accrumg loans past due 90 days or more
- UK 875 211 1,086 531 448 1,039 701 633 1,334
- Qverseas 455 127 582 229 29 258 135 168 303
1,330 338 1,668 820 477 1,297 836 801 1,637
Total REIL 12,867 12568 25435 9658 13,184 22842 7812 11760 19,572
REIL as a % of gross loans and advances (1) 7 6% 70 0% 13 7% 9 0% 57 3% 17 5% 6 9% 44 5% 14 0%
Provisions as a % of REIL 54% 59% 57% 55% 53% 54% 56% 43% 48%

Note
{1} Excludes reverse repos

Past due analysis
The table below shows loans and advances to customers that were past due at the balance sheet date but are not considered impaired

2012 201t 2018
Cere Nen Core Tolal Core Non Cora Tola) Core Non Core Totai
£m £m £m £m £ £m £m £m £m
Past due 1-29 days 1,525 10 1,535 1905 49 1,954 2,436 119 2,555
Past due 30-59 days 618 5 623 753 50 803 838 206 1,045
Past due 60-89 days 430 4 434 582 55 637 449 165 614
Past due 90 days or more 1,330 338 1,668 820 477 1,297 836 801 1637
3,903 357 4,260 4,060 631 4,691 4,560 1,291 5 851

Impairment provision flow staterment
The movement In ioan impairment proviston by diasion is shown in the table below

NatWest Groun
UK UK Intemanonai Ulster Total Tota
Retail Corporate Woealth Banking Bank R&C (1) Core Non-Core Group
£m £ £m £m £m £m £m £m £m
At 1 January 2012 1,576 970 39 18 2,749 5352 5352 6,995 12,347
Cumrency translation and other adjustments 6 73 — (1 54) 24 24 (159) {135)
Transfers from feflow subsidianes 251 — — _ —_ 251 251 — 251
Amounis writen-off (384} (260) (1) —_ 72} (727} {727) (263) (990)
Recoveries of amounts previously wntten-off 46 6 — 6 2 60 60 9 69
Charge to mncome statement 332 409 23 7) 1364 2121 2,121 1056 3,177
Unwind of discount 2) (34) (28) m — (79) {142) {142} {186) {328)
At 31 December 2012 1,793 1,170 50 16 3910 6 939 6,939 7 452 14,391
Indwidually assessed
- banks — e — 6 — 6 6 —_ 6
- customers -_ 381 42 4 1,213 1640 1,640 6,792 8,432
Collectively assessed 1,669 649 — - 2,110 4,428 4,428 396 4,824
Latent 124 140 8 6 587 865 865 264 1,129
1,793 1,170 50 16 3 910 6,939 6,939 7 452 14,391

For the notes to this table reter to the following page
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Balance sheet analysis REIL, provisions and AFS reserves continued

ux Internahional Ulster
Non-Core {by donatng dwision) C°’°°'Zf§ aankgﬁ Ba!;: Ti‘!ﬁ:
At 1 January 2012 880 13 6,302 6,995
Currency translatrory and other adjustments (62) 11 (108) (159)
Amounts wntten-off (124) — (139} (283}
Recoveries of amounts previously wrilien-oft 4 2 3 9
Charge to income statement 97 (17} 976 1056
Unwind of discount {2) (16) — {170) {186)
At 31 December 2012 579 9 6,864 7,452
Incividually assessed - customers 306 8 6,478 6,792
Collectively assessed 235 — 161 396
Latent 38 i 225 264
579 9 6 864 7,452
NalWest Group
UK (V5. Intgrnatonal Total Total
Retail Corporats Wealth Banking Uisler R&C (1) Core Non Core Group
£m £m fm £m £m £m £m £m £m
At 1 January 2011 1,659 937 35 88 1,633 4,352 4,352 5,057 9,409
Currency translation and
other adjusiments 3 4} 1 (3} (79) {82) (82} {152) {234)
Amounts written-off {4986) {356) @ (60) {124} {1,043) (1,043} (285) {1,328)
Recoveries of amounts
previously wntten-off 28 4 - 1 1 34 34 g 43
Charged o income statement 417 409 1 (8} t 384 2,213 2,213 2,564 4,777
Unwind of discount ) (35) {20) {1) e {86) (122) {122} (198) {320)
At 31 December 2011 1,576 970 39 18 2 749 5,352 5,352 6,985 12,347
Individually assessed
- banks — e 2 7 e g 9 — 9
- customers — 322 32 4 991 1,349 1,349 6 505 7,854
Collectively assessed 1487 484 e — 1282 3,253 3,253 330 3,583
Latent 89 164 5 7 476 741 741 160 901
1,576 970 39 18 2,749 5,352 5,352 6,995 12,347
At 1 Januvary 2010 1,661 619 32 23 962 3,365 3,365 2,309 5,674
Intra-group transfers — — — — {351) (351} (351) 351 —
Currency transfation and
other adjustments —_ 52 2 9 (22) 41 4% {93) {52)
Disposals — — — — — —_ — 3 (3}
Amounts written-off (663) {154) {4) {11) (48) (880} (880) (208) (1,088}
Recoveries of amounts
previously written-off 46 3 — — 1 50 50 1 51
Charge to income statement 648 436 6 {1) 1,161 2,250 2,250 2,889 5,139
Unwind of discount e (33) {19} (1} — (70} {123) {123) {188) {311)
At 31 December 2010 1,659 937 35 88 1,633 4,352 4,352 5,057 9 409
Individually assessed
- banks — - 2 7 — 9 9 — 9
- customers - 263 29 74 502 868 868 4,379 5,247
Collectively assessed 1547 422 — — 733 2702 2,702 318 3,020
Latent 112 252 4 7 398 773 773 360 1,133
1,659 937 35 88 1633 4,352 4,352 5,057 9,409

Notes
{1} Reta# & Commercial
{2} Recogrised in interest income .
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Impairment charge analysis
The table below anatyses the Impairment charge for loans and secunties

Natwest Group

2012 2014 2010

£m £m £m

Indivtdually assessed 1,620 3,623 3,517
Collectively assessed 1367 1.368 1.345
Latent loss 191 {214} 277
Loans and advances to customers 3178 4777 5,139
Loans and advances to banks {1 — —
Secunles 6 15 5
Charge 1o income statemen! 3183 4,792 5,144
Charge as a % of gross leans (1) 17% 37% 37%

Note
(1} Customer loan impairment cherge as a percentage of gross loans and advances to customers incluting assets of disposal groups and excluding reverse repurchase agreements

.

NaWest Group
2012 2011 2010
Core Non Care Group Core Non-Core Group Group
£ £m £m £m £m £m £m
Loan imparment losses

- customers 2,122 1,056 3,178 2,213 2,564 4777 5,139
- banks {1) — (1} — — — —
2,121 1,056 3,177 2,213 2 564 4,777 5,139

Imparment losses on secunties
- debt securihes {2) — 2} —_ —_ — H
- equity shares 3 5 8 — 15 15 4
1 5 8 — 15 15 5
Charge 1o income statement 2,122 1,061 3,183 2,213 2579 4 792 5,144

Potential problem loans
Potential problem loans {PPL) are loans for which an impaimmemnt event has taken place bui no impairment loss 1s expected This category ts used for
advances which are not past due 90 days or revolving credit factities where wentificabion as 90 days overdue 1s not feasible

2012 2631 2010
£m iy £m
Potential problem loans 342 139 134

Both REIL and PPL are reported gross and take no account of the vatue of any security held which could reduce the eventual loss should it eccur, nor of
any proviston marked Therefore impaired assets which are highly collateralised, such as mortgages, will have a low coverage rato of provisions held
aganst the reported imparred balance

103




Financial review Risk and balance sheet management continued

Market risk
105
105
105
105
105
106
108
108
109
109
109

104

Introduction

Governance

Risk measurement
Key principles
Risk appetite
Risk models
Stress testing
Pricing models

Trading book

Market nsk capital
Mirmmum capital requirements




Market risk

Introduction

Market risk anises from fluctuations m interest rates, foreign currency,
credit spreads, equity priices, commodity prices and nsk related factors
such as market volatilities The RBS Group manages market nsk within
its trading and non-trading portfolios through a comprehensive market
risk management framework This control framework includes qualitative
and quantitative guidance in the form of comprehensive policy
statements, dealing authonties, hmits based on but not imited 1o, value-
at-nsk (VaR), stressed VaR (SVaR), stress testing and sensitivity
analyses

Governarnce

Business structure

NatWest Group 1s principally engaged in the purchase sale and financing
of US Treasury, US Agency, asset-backed, corporate debt, equity
securities and the execution clearance of exchange traded futures and
options on futures contracts The NatWest Group transacts pnmanly with
institutional counterparties and government sponsared entities through its
US trading subsidrary, RBS Securities inc The majonly of NatWest
Group's market risk exposure 1g in Markets

The NatWest Group undertakes transactions in financial mstruments that
are traded or cleared on an exchange, including interest rate swaps,
futures and ophons Holders of exchange fraded instruments provide
margin on a daily basis with cash or other secunty at the exchange

The NatWest Group also undertakes transactions n financial instruments
that are traded over-the-counter rather than on a recognised exchange
These instruments range from commoditised transactions in derivative
markets, to trades where the specic terms are talored 1o meet customer
requirements

Organisation structure

Independent oversight and support 1s provided to the divisions by the
Giobal Head of Market & Insurance Risk, assisted by the RBS Group and
divisional market nsk teams The head of each division, assisted by a
divis:onal market nsk management team, 1s accountable for all market
risks associated with its ackviies The Globat Market Risk Committee
rewiews and makes recommendations concerning the market nsk profile
across the RBS Group, including nsk appetite, nsk policy, models,
methodology and market sk development 1ssues The commitiee meets
quarierly and i1s chaired by the Global Head of Market & Insurance Risk
Attendees mclude respective divisional market nsk managers and RBS
Group Market Risk

Regulatory nsk

Trading acthwities will indirectly be impacted by regulatory proposals that
will change market participants behaviours These are discussed in more
detail in the Regulatory nsk section (refer to page 123) Developments
specific to market nsk include the Fundamental Review of the Trading
Book (FRTB) and the Fundamental Review of the Secuntisation
Treatments The FRTB remamns at a conceptual stage and there 1s
currently insufficient practical detail available to provide a meaningful
assessment of what may eventually be implemented The Basel!
Committee's review of the treatment of secunusation positions is further
advanced and the RBS Group I1s currently reviewing how it can
participate to assess the impact on trading book activities

* ungudited
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Risk measurement

Key pnnciples

The RBS Group's qualtative market nsk appstite 15 set out in policy
statements, which outline the governance, responsibilities and
requirements surounding the identification, measurement analysis,
management and communication of market risk ansing from the trading
and non-trading mvestrneni activities of the RBS Group All teams
involved In the management and control of market risk are required to
fully comply with the policy statements 1o ensure the RBS Group 1s not
exposed to market risk beyond the qualitative and quantitative nisk
appehte The control framework covers the following principles

¢ Clearly defined responsibiities and authonties for the primary
groups involved in market nsk management in the RBS Group,

®  Anindependent market nsk management process,

*  Daily monitoring, anafysis and reporting of market nsk exposures
agamst market risk hmits

*  Clearly defined hmit structure and escalation process in the event of
a market nsk hmit excess

®* A markel nsk measurement methodology that captures corretation
effects and allows aggregation of market nsk across risk types,
markets and business lines,

®  Useof VaR as a measure of the one-day and SVaR as a measure
of the ten-day market nsk exposure of all trading positions,

*  Use of non-VaR based bmits and other controls,

®*  Use of stress testing and scenano analysis to support the market
nsk measurement and nsk management process by assessing how
portiolios and global business lines perform under extreme market
conditions,

®  Use of back-tesling as a diagnostic 100l to assess the accuracy of
the VaR mode! and other risk management techniques,

®  Adherence o the nsks not 1n VaR framework to idenlily, quantity
and capitalise risks not captured within the VaR model, and

® A product approval process that requires market nsk teams to
assess and quantify market nisk associated with proposed new
products

Risk appetite”

The Executve Risk Forum (ERF) approves the quantlative markel nsk
appetite for frading and non-trading actvifies The Global Head of Market
& Insurance Risk. under delegated authonity from the ERF sets and
populates a limit framework, which s cascaded down through legal entity,
division, business and desk level market nsk hmits

At the RBS Group level the nsk appetite 1s expressed in the form of a
combination of VaR, SVaR, sensitivity and stress testing limits

A daily report summartses the RBS Group's market nsk exposures
against the agreed Ilmits This daily report 1s sent to the Head of
Restructunng & Risk, Global Head of Market & Insurance Risk, divisional
Chief Risk Officers and appropniate divisional market nsk managers
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Legal entities diwisions and lower levels in the business also have an
appropnate markel nsk framework of controls and limits in place to cover
all matenal market nsx exposures

The specific market nsk metncs that are appropnate for controlling the
positions of a desk will be more granutar than the RBS Group level hmits
and taillored to the particular division and business

The market nsk control framework has been enhanced further durng
2012 with the implementalion of SVaR and portfolio gap nsk imits The
portfolio gap risk 1akes mto consideration the possibiity of the joint
occurrence of losses across different gap nsk products In line with the
overall business strategy to reduce risk exposures, the RBS Group's
market risk limets were adjusted down during 2012

In 2012, a market nsk economic capital model was developed it1s
planned to use this model for performance measurement within Markets
and fo assess the nsks of the RBS Group from a conschidated economic
perspective The results of the model will be consolidated with other nisk
types and reported duning 2013 The model calculates the market and
default nsk in the trading book using an extended histonc simulaton
approach with multiple hgwdity hornzons (ditferentiated by portiolo and
assel class} The resulls are annualised 1o be consistent with the other
RBS Group economic capttal models

Risk models”

Aisk models are developed both within divisional units and by RBS Group
junctions Risk models are also subject to independent review and sign-
off to the same standard as pricing models Meetings are held with the
£8A every quarter to discuss the traded market nsk, including changes in
models management back-testing results, nsks not included in the VaR
framework and other mode! performance statistics

VaR - 1s atechnigue thal produces estimates of the potential change in
the market value of a portfolio over a specified tme horizon at a given
conhdence level For internal nsk management purposes, the NatWest
Group s VaR assumes a time honzon of one trading day and a
confidence level of 99% The NatWest Group’s VaR maodel 1s based on a
historical simulation model, utilising data from the previous fwo years

The VaR model has been approved by the FSA to calculate reguiatory
capital for the Irading book for those legal entiies under its junsdicton
Within NatWest Group, these legal entities are Nationa! Westrinster
Bank Plc RBS Financial Products Inc and RES Secunties Inc
Regulatory VaR differs from the (nternal VaR as 1t 1s based on a ten-day
holding penod The approval covers general market nsk in mterest rate,
foreign exchange, equity and specified commodity products and specific
nsk i interest rale and equity producis

The VaR model i1s an important market risk measurement and control
lool Itis used for determiring a significant component of the marke! nsk
capital and, as such 1t 1s regularly assessed The main approach
employed 1o asses the ongoing model performance 18 back-lesting. which
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counts the number of days when a loss (as defined by the FSA) exceeds
the corresponding daily VaR estimate, measured at a 93% conhdence
level The FSA categonses a VaR model as green, amber or red A green
model status 1s consistent with a good working mode! and 1s achueved for
models that have four or tewer back-testing exceptions in a 12-month
period For the NatWest Group’s trading book, a green modeal status was
maintained throughaut 2012

The NatWest Group's VaR should be interpreted in light of the hmitations
of the methodology used, as follows

®*  Historical simulation VaR may not provide the best estimate of future
market movements 1t can only provide a forecast of portfoho losses
based on events that occurred in the two-year ime sernes
Therefore events that are more severe than those in the histoncal
data series are not represented

*  The use of a 99°% conhdence level does not reflect the extent of
potential losses beyond that percentile

*  The use of a one-day tme honzon will not fully capture the profit and
foss imphications of positrons that cannot be liquidated or hedged
within ene day

*  The NatWest Group computes the VaR of trading portfolios at the
close of business Positions may change substantially dunng the
course of the trading day and, if so, intra-day profit and losses wili
be incurred

These imitations mean that the NatWest Group cannot guarantee that
losses will not exceed the VaR

Durng 2012, an improved methodology was implemented for mterest
rales, to more realistically represent the distnbution of rale changes The
enhanced model introduced a level-dependent scaling methodology for
interest rates, which removes the overestimation of rate fluctuations in
regmes of dechning rates and teads to a swifter adaptation to changtng
ctrcumstances in tmes of increasing rates In NatWest Group, at the
point of implementation the impact on the trading VaR was an increase of
£0 2 million, while the interest rate VaR saw a decrease of £3 8 mullion
The non-trading total and interest rate VaR both decreased by

£0 6 mithon

SVaR -1s applied io the trading portfolio and utihses data from a specilic
one year penod of stress As with VaR, the technique produces estimates
of the potential change 1n the market value of a portioho over a specihed
time honzon at given confidence level For the purposes of calculating
regulatory SVaR, a time honzon of ten trading days s assumed and a
confidence ievel of 99%

In December 2012, the FSA confirmed the European Banking Authonty
guidehnes relating to SVaR The FSA now requires the use of Dynamic’
SVaR where the worst one year penod of stress 1s determined on a daily
basis




Aisks not in VaR (ANIV) - The RNIV framework has been developed 10
quantify those market nsks not adeguately captured by VaR and SVaR
methodologies The RNIV approach 1s used for market nsks that fall
within the scope of VaR, bul which are insufficiently captured by the
modei methodology, for example due to the lack of sufficient historical
data These nisks are therefore assessed outside the VaR madel

The RBS Group adopts two approaches to the quantification of nsks not
n VaR {RNIVs}

®*  Some RNIVs are quantified using a (standalone) VaR approach For
these RNIVs twoe values are calculated (1) the VaR RNIV and (1)
the SVaR RNIV

Some RNIVs are quantified using a stress scenario approach For
these RNIVs, an assessment of ten-day extreme, but plausible,
market moves is used in combination with position sensitivities to
give a stress-type loss number - the stressed RNIV value

For each legal entity covered by the FSA VaR model waiver, all RNIVs
are aggregated to obtan the {oflowing three measures (1) Total VaR
RBNIV, (1) Total SVaR RNIV, and (1) Total stressed RNIV

In each case, no allowance 1s made for potental diversification in respect
of matenat RNIVs

Incremental risk charge (IRC) - The IRC model ams to quantify the
imypact of defaulls and rating changes on the market value of bonds,
credit derwvatives, and other related positions held in the trading book it
Is calculated over a one year honzon to a 99 9% confidence level, and
therefore represents a 1-in-1,000 loss over the following year The
modelling framework differentiates between the hquidity of different
underlying mstruments, with a minimum hawdity horizon of three months
It also captures basis nsks between different praducts referencing the
same underlying credd (e g bonds and credw default swaps (CDS)), and
between similar products with different contractual terms (e g CDS In
different currencies) The portfolio Impact of correlated defaults and rating
changes 1s assessed with reference to the resuiting market value change
of positions which is determimed using stressed recovery rates and
modelled credit spread changes The average hquidity honzon at the year
end was 4 6 months

in 2012, the IRC model was enhanced further, 1) to better capture the nsk
characlenshcs of sovereign exposure migrations and defaulis, and n) to
ahgn the recovery rates for sovereign expasures to the banking book
internal ratings based approach

All price nsk (APR) - there was no requirement to calculate any APR
charge as the NatWest Group had no exposure te eligible positions in the
Markel's correlation trading portioko dunng 2012

Model valdathion - A model assessment 1s performed before a new or
changed mode! element 1s implemented, and before a change 15 made to
a market data mapping Depending on the results, it may be necessary to
noty the FSA before implementaton The form of internal validation
depends on the type of model and the materalty of the change

NATWEST 2012

In the case of VaR models, the following steps are considered In some
cases, for example a minor change to a2 market data mapping, it will not
be necessary to perfarm all of the steps However, in all cases there will
be an independent review and validation

*  Perform accuracy testing of the valuation methods used within VaR

on apprapriately chosen test portfolios Ensure that tests capture the
efiect of using external data proxies where these are used

®  Back-test the approach using the relevant porttcho

*  Back-test the approach using hypothetical portiolio(s) where this 15
helpful for 1solating the performance of specific areas of the model

®  identfy all nsks not adequately captured in VaR, and ensure that
such nsks are captured wvia the nsks notin VaR process

identfy any model weaknesses or scope imitations, their effect and
how they have been addressed

{dentify ongaing model testing designed to give early warring of
market or portiolio weakness becoming significarnt

®  Perform impact assessment Estimate the impact on total cne-day
and ten-day 99% VaR at the lotal legal entity level and the major
business level, and indivicual nisk factor level one-day and ten-day
99% VaR al the total legal entity level

Additionally Group Risk Analytics (GRA) assess the approprateness of
all new or amended models prior to therr introducticn  Exishing approved
models are re assessed on a perodic basis to ensure they remarn tit-for-
purpase, for example, fellowing significant market developments or
portichio changes The models required to be reviewed by GRA (in
relation to market nsk} include VaR, SVaR IRC APR and economic
capital The independent validation review process witl consider some or
all of the follewing areas as appropnate

®*  Test and challenge the logical and conceptual soundness of the
methodofogy,

*  The assumptions underlying the model will be tested, where feasible
agamst actual behaviour The validation report will judge the
reasonableness and stability of the assumptrons and specify which
assumptions, If any, should be routinely mongored in production,

*  Compare mode! results with independent mode! replication

*  Compare outcome with results irom alternative methods
*  Test parameter seleclion and calbration,

®  Ensure that model outputs are suthciently conservative in areas
where there 1s sigmficart model uncertanty,

*  Confirm applicabifity of tests tor accuracy, and stability recalculate,
and ensure that results are robust, and

®  Ensure appropnate factor sensitivity analysis has been performed
and documented
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Stress testing”

The RBS Group undertakes daily stress testing to identify the potential
losses In excess of VaR Stress lesting 1s used to calculate a range of
trading book exposures which result from severe and extreme market
events Stress testing measures the impact of exceptional changes in
market rates and prices on the fair value of the RBS Group s trading and
avallable-for-sale portfolios The RBS Group calculates sensifivity
analysis, histonical stress tests and bottom-up stress testing

Sensilivity analysis measures the sensiivity of the current portfolio of
positions to defined market nsk factor movements These stresses are of
a smaller magnitude compared to ustoncal or bottom-up stress testing
and are subjec! o the RBS Group Market Risk brmit framework

Historical stress tests calculate the changes in the portfolio valuations
that would be generated if the extreme market movements that occurred
during sigmhcant historical market events were repeated Histoncal stress
tests also form part of the RBS Group Market Risk imit framework

Bottom-up stress testing requires analysis of the markef nsk exposures
by nsk factors and different iquidity horezons, to identiy the key nisks
Stresses for these risks are then designed foflowing consuftation with nsk
managers, economists and front office The tesls may be based on an
aconomic scenaro that 15 translated info nsk factor shocks by an
econcmist or by nsk managers and front office as a means of assessing
the vuinerabilities of their book

The Global Market Risk Stress Testing Commitiee reviews and discusses
all matters relating to market nisk stress testing Stress test exposures are
discussed with senior management and relevant information 1s reporied
to the RBS Group Risk Commitiee the ERF and the Board Breaches in
the RBS Group's market nsk stress testing hrmits are monitored and
reported

Reverse stress testing 1s designed {0 assess the plausibility of scenanos
derived by siressing market nsk factors unhl the loss reaches a given
threshold Market Risk cantributes to the firm wide, cross risk reverse
stress tests

In addition to VaR and stress testing, the RBS Group calculates a wide
range of sensitivity and position nsk measures, for example nterest rate
ladders or option revaluaton matrices These measures provide valuable
additional controls, often at individual desk or strategy level

Pncing madels”

Pricing models are developed and owned by the front office Where
prang models are used as the basis of books and records valuations,
they are subject to oversight and approval by asset level modelled
product review commiitees These committees pnornise models for
independent validation by GRA taking into consideration both the
matenality of nsk booked aganst the model and an assessment of the
degree of mode! nsk (1 e valuation uncertainty ansing from choice of
modeling assumptions) GRA review aims to quantify model nsk by
comparng model outputs against those of altemative independently
developed models the results of which are used by Market Risk to inform
nsk mits and by Finance to inform mode! reserves
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Marking-to-market

To ensure that the nsks associated with trading activity are reflected in
the financial and management statements, assets and kabilities in the
trading book are measured at ther far value Any profits or losses on the
revaluation of positions are recognised m the income statement on a daidly
basis

The fair value 1s the amount at which the instrument could be exchanged
n a current transaction between willing parties The fair vaiues are
determined foliowing I1AS 39 ‘Financial Instruments Recogrition and
Measurement' guidance, which requires banks 10 use quoted market
prices or valuation technigues (models) that make the maximum use of
observable inputs

-

When marking-to-market using a model, the valuation methodologies
must be approved by all stakeholders (trading, finance, market nsk
model development and model review) pnor to use for profit and loss and
nsk management purposes

Traders are responsible for marking-to-marke! therr trading book
pasitions on a daily basis Traders can exther

*  directly mark a postion with a price (e g spot foreign exchange), or

*  ndirectly mark a position through the marking of inputs to an
approved model, which will in turn generate a pnice

Independent price venficatron
Independent price veniication 1s a key addiional control over front office
marking of positions

Key elements of the independent pnce venfication framework include

¢ Appropnate financial controls - business unit controllers are
responsible for ensunng thatl independent price venfication
processes are n place covenng all trading book positions held by
therr business The independent pncing venficatton policy reguires
that daily independent price venfication 1s performed for positions
where pnices/model mputs are readily available on a daily basis For
posittons where pnces/model mputs are available on a less regular
basis, venfication may occur on a frequency that i1s less than dally
Where practical, venfication 15 performed 1o a fraquency that
matches the avalabiity of this independent pnce mformation

®  Comphance statements - business urnut control 1s required to prepare
and mantain compliance statements that benchmark price
verification procedures against the independent pnaing policy Each
compliance statement requires review and sign-off from the retevant
financial controller, market nsk manager and front office
management every six months at least

For more information on independent pnce venfication, refer to Valuation
of financial instruments camied at far value on page 174
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Trading book
The table below analyses the VaR for NatWest Group's trading portfolios segregated by type of market nsk exposure
2032 201 2010
Average Periodend Maximum  Minimum Average Periodend  Maxdmum Minimum Average Periodend  Maximum Minimurm
£m £€m £€m £m £m £m £€m £m £m £m £m £m
Interest rate 162 110 265 70 235 208 344 i35 207 216 315 1286
Credit spread 190 234 287 103 311 268 516 187 790 508 1108 46 8
Gurrency 02 o2 08 01 02 02 17 01 04 03 25 01
Equity 07 0g 18 01 09 g2 32 01 18 14 101 01
Commodity — - 01 - — - 01 — 01 01 086 _
Diversification (1) {14 6) (15 7) {21 2)
Total 205 209 348 128 356 323 622 203 806 530 120 2 500
L S
Note

(1} NatWest Group benefits from diversificanon, which reflocts ihe nsk reduction achigved by allocating investments across varous financial mstrument types currenges and markats The extent of

diverssicaron benefit depends on the carrelation between the asssts and risk factors In the portiolio at & partcutar time

Key paints

®  The average and maxmum credit spread VaR for 2012 were lower .
than for 2011 This was because the credit spread volatility
experienced during the financial cnsis dropped out of the tme senes
window, along with a reduction in the assel-backed secunties
trading tnventory in Core *

The average and peniod end Group total and interest rate VaR were
lower in 2012, due to the implementation of an enhanced rates re-
scaling methodology

The VaR for NatWest Group's non-trading portfolios are minimal

The average VaR was £1 0 miflron tor 2012 (2011 - £1 1 mullion,
2010 - £2 1 mithon) pamanly interest rate related

Market risk capital”
Mimmum capital requirements

The following table analyses NatWest Group's market nsk minimum capital requirement, calcufated in accordance with Basel 2 5

2012 201

£m £m

Interest rate posion nsk requirement 39 902

Equity position nsk requirement 1 3

Option position nsk reguirement — 26

Commodity positron nsk requirement 2 2

Foreign currency position nsk requirement 10 8

Specific interest rate nsk of securihsation positions 54 71

Total (standard method) 106 1,012

Pillar 1 model based position nsk requirement 724 32

Total position nisk requirement B30 1,044
The principal contnbutors to the Pillar 1 modet based position nsk requirement (PRR) are

2012

Average {1) Maxirrum (1} Mirnnum (5} Penod end 2011

£ £m £m £m £

Value-at-nsk (VaR) 100 125 10 120 9

Stressed VaR (SVaR) 25 291 20 289 23

incremental nsk charge ({RC) 152 304 - 131 —

Note
(1} The average maximum and minimum ars based on the monthly Piltar 1 model based capital reguargments

Key point

*  The FSA approved the mclusion of the Group s US trading subsichary RBS Secunties Inc 1n the regulatory models in March 2012 This resulted n
the medel-based charges for VaR, SvaR and IRC increasing at that ime and the standardised interest rate PRR decreasing significantly
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Country risk

Introduction*

Country nsk 1s the nsk of matenal losses arising from significant country-
speciic everts such as sovereign events {default or restructunng)
economic events (contagion of sovereign default to other parts of the
ecanemy, cychcal economic shock), political events (transfer or
convertibdity restrichons, expropnation or natienalisation), and conflict
Such events have the potential to affect elements of NatWest Group's
credit portiolio that are directly or indirectly iinked to the country In
question and can also give nise to market, hquidity, operational and
franchise nsk-related losses

External environment®

Country nsk, notably in the eurozone, remained elevated in 2012
particularly in the first half of the year Ecanomic growth projections were
lowered, predominantly for Europe, but also for a number of major
emerging markets However, important first steps towards achieving
longer-term stabilisation in the eurozone led to some notable eastng of
cnsis nsks Growth data from major non-European economies, such as
China, were more encouraging towards the end of the year The abilty ot
policymakers to tackle fiscal challenges and restore confidence and
growth in both the US and Europe will be a key factor in determining the
pace of recovery

Eurozone risks

Eurozone nisks continued to deminate, as concerns about the impact ot
banking sector problems on govemment balance sheets led to further
capital fight from penphery countries and a nse (in sovereign bond yields
untd August, particularly for Spain To break the feedback loop between
banks and thelr scvereigns, eurozone leaders agreed at ther June
summit that the European Stability Mechanism (ESM), the eurozone's
permanent cnsis fund, could lend to banks directly once a single
eurozone-wide banking regulator had been establshed They also
approved the provision by the ESM of significant inancial suppori to
Span to recapifalise its banks

In the second half of the year, the ESM became tully operattonal and the
European Central Bank (ECB) announced a majar new facility, Outnght
Monetary Transactons This facility allows secondary market purchases
by tha ECB of bonds 1ssued by eurozone sovereigns that are subject 1o a
Eurgpean Union (EU)Antermational Monetary Fund {IMF) support
programme Foliowing these steps soverergn bond yields fell markedly

Meanwhile, in Greece, private sector claims on the government were
restructured in early 2012, but poliical nsks remaned acute as two
successive parllamentary elections eventually resulted in a narrow victory
tor the pro-ballout New Demacracy party As the electoral process
delayed pobcy implementation and the recession contrary to earher
expeclations, deepened further, additional retorms became necessary
and the European Commission, the iMF and the ECB {known collectively
as the Troka) further eased Greece s targets
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Elsewhere, Ireland continued 1o make progress towards targets set out in
its Troika programme, notably allowing the govemment to resume a
degree of market financing Tatks with the European authonties on ways
to relieve the government of some of the costs of past banking sector
Support continued, resulting i a favourable restructuning of the Anglo
Insh promissory note 1n early 2013, reducing refated fiscal costs
somewhat Notwithstanding these developments, Insh growth remained
very weak and relant on external demand Portugal also made progress
In & number of areas, though had greater structural constraints to
address 10 boost longer term growth prospects Towards the end of the
year, Cyprus alse entered negotiations with the EU and IMF on a support
programme The eurozone as a whole entered recession in the second
half of the year, although divergence within the currency union continued,
with the core considerably stronger than the penphery

Emerging markets

Emerging markets performed better on the whole In developing Asia, the
economies of China and India both continued to slow from a strong base,
but nsks remained held in check by healthy external balance sheets

Emerging countries in Europe started to be aHected by very weak growih
In the eurczone, with the most export-focused economies being warst kit
However, countnes that took signiicant action in the wake of the financial
cnsis to stabilise their banking seclors, saw an easing of nsk Turkey was
upgraded by one rating agency to investment grade

General pobtical instability seen in the Middle East and North Afnica in
2011 moderated in 2012 in most countries except Syna, although
transition to democratic rute was only partial In some cases Excluding
Bahram, Gulf Cooperation Council countnes were generally more stable,
underpinned by high o pnces

Latin America continued to be charactensed by greater stability, due to
generally heaithier sovereign balance sheets However, growth prospects
deterorated because of weaker external demand, notably in the region’s
largest economy, Brazil

Qrstlook

Overall, the cutlook for 2013 remans challenging with nisks ikely to
remasn elevated but divergent Much will depend on the success of EU
efiorts to contain contagion from the sovereign cnsis (where downside
nsks are hugh) and on whether growth headwinds in larger advanced
economies, particularly the US and Japan, persist Emerging market
balance sheet risks remain lower, despite structural and political
constrants, but it 1s expected that these economies will contmue to be
affected by events elsewhere through financial markets and trade
channels




Financial review Risk and balance sheet management continued

Country risk continued

Governance, monitoring and management*

The RBS Group s country nsk framework 1s set by the R8S Group
Executive Risk Forurn (ERF), which has delegated authonty to the RBS
Group Country Risk Committee (GCRC) to manage exposures within the
framework and deal with any hmi breaches, with escalabon where
needed to ERF Under this framework exposures to all countnes are
monitored Countnes with matenal exposures are included in the RBS
Group s country nsk Walchlist process to identfy emerging issues and
taciitate the development of mitigation strategtes Detailed portfolio
reviews are undertaken on a regular basis to ensure that country portiolia
composiiens remain aligned to the RBS Group’s country nsk appette n
ight of evolving econemic and poliical developments

Limits on total exposure are set for ndividual countnes based on a sk
assessment taking into account the country's economic and political
situation and outlook, as well as the RBS Group's portfolio composition in
that country Sub-limits are set on medium-term {greater than one year)
exposuie since this exposure ¢an, by nature, not be reduced as rapidly
as short-term exposure 1n the even! of detengralion of a counltry's
creditworthiness

Durnng 2012 n addition lo all emerging markets and the vulnerable
eurozone countries, RBS Group brought nearly all advanced countnes
under country imits  The exceptions are the UK {and related European
special terrtones of Guernsey, Jersey, the Isle of Man and Gibraltar) and
the US, given their home country status

Also in 2012, an enhanced country risk appetie framework was
introduced RBS Group's nisk appetite for a particular country 15 now
guided by global nsk appetite, the country's Internal rating and strategic
Importance to RBS Group, the portfolio composttion by tenors and clients,
an assessment of the potentiat for losses ansing from a number of
possible key country nsk events, and other country-specific
considerabons such as funding profile, nsk/return analysis business
opportunibies and reputational nsk The aclual country imits continue to
be set by GCRC (or the ERF above certain benchmark levels)

Further enhancements included improved divisional country nsk
operating models and the implementation of a new sovereign ratng
model

Eurozone crisis preparedness

An RBS Group executive steenng group 15 dnving eurozone cnsis
preparedness Its agenda in 2012 inciuded operational preparations for
possible sovereign detaults and/or eurozone exits The steering group
also considered intiatives to determine and reduce redenomination nsk
Further actions to mitigate nsks and strengthen control in the eurozone
typically included taking guarantees or insurance updating collaterat
agreements, and tightening certain credit pre-approval processes
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Redenominahon nsk

The overall impact of redenomination nisk on the NatWest Group s
difficult 1o determune with certainly, but would be shaped by the scope
and reach of any new legislation introduced by an exiting country, Its
applicability to the tacility documentation, and whether there are any
appropriate offsets to the exposures For the purposes of estimating
funding nusmatches at nsk of redenomination {detaiied below), NatWest
Group takes, as its starting point balance sheet exposure as defined en
page 113 and excludes exposures at low nsk of redenomination The
latter are identified through consideration of the relevant documentation,
particularly the currency of exposure, governing law court of jurisdiction,
precise definition of the contract currency (for euro facilities), and location
of payment NatWest Group afso deducts offsets for provisions taken and
liabilities that would be expecied to redenominate at the same time

A redencrunation event would also be accompanied by increased credit
nsk, for two reasons First, capital controls would likely be introduced m
the affected country, resulting in any non-redenominated assets,
including non euro assets, potentially becormng harder to service
Second, a sharp devaluation could imply payment ditficulties for
counterparties with large debis denominated in foreign currency and
counterparties that are heavily dependent on imports

NatWest Group's focus continues to be on reducing (1s asset exposures
and funding mismatches in the eurozone penphery countries Dunng
2012, total NatWest Group asset exposures {o these countnes decreased
by 9% to £35 9 tuliion, nearly all of thes in Ireland The estimated funding
mismatch at nsk of redenomimation m treland was reduced to £8 bdlion
This mismatch can fluctuate due to volatitity in trading book positions and
changes i bond prices The net positions for Spain Greece, Italy,
Cyprus and Portugal were all mirumal

Refer to page 117 for discussion on NatWest Group's exposure to banks,
financial nstitutions and other sectors in freland

All the data tables and related definitions in this section are audited

The tables that follow show NatWest Group s exposure by country of
incorporation of the counterparty at 31 December 2012 Countnes shown
are selected eurozone countries and those where the NatWest Group s
balance sheel exposure (as defined in this section) (o countetparties
incorporated in the country exceeded £0 5 bithion and the country had an
external rating of A+ or below from Standard and Poor’s, Moody's or Fitch
at 31 December 2012 The exposures are stated before taking into
account miigants, such as collateral (with the exception of reverse repos),
insurance or guarantees, which may have been taken lo reduce or
ehminate exposure to country nsk events Exposures relating to ocean-
going vessels are not included due o therr multinaticnal nature




Country nsk exposure

Definitions

Lending - Comprises gross loans and advances to central and local
government (Govt) central banks, including cash balances, other banks
and financtal inshtutions {F1}, incorporating overdraft and other short-term
facilies, corporates, in large part loans and leases, and individuals,
compnsing mortgages, personal loans and credit card balances Lending
includes nsk elements in fending

Risk elerents in lending (REIL} - Compnses imparred loans and accruing
pasl due 90 days or more as to pnncipal or interest Impaired loans are
all loans (including renegotiated) for which an impasrment provision has
been established Accruing past due 90 days or more compnse loans
past due 90 days where no impairment loss is expected and those
awaiting sndividual assessment A fatent provision is established for the
latter

Debt securities - Compnse secunties classified as avallable-for-sale
{AFS), loans and receivables {(LAR), held-for-trading (HFT) and
designated as at far value through profit or loss (DFV) All debt secunties
other than LAR secunties are camed at fair value LAR debt securities
ars carred at amortised cost less impairment HFT debt secunties are
presented as gross long positions (including DFV secuntes) and shor
positions per country Impairment losses and exchange differences
relating to AFS debt securities together with interest, are recognised in
the income statement Other changes in the fair value of AFS secunties
are reported within AFS reserves, which are presented gross of tax
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Dervatives (net) Comprise the mark-to-market (mtm) value ot such
contracts after the effect of legally enforceable neting agreements but
before the eftect of collateral Figures shown include the eifect ot
counterparty neting used within the regulatory capital modet

Repos (net) - Comprises the mtm vatue of repo and reverse repo
contracts after the effect of legally enforceable nething agreements and
collateral Counterparty netting 1s applied within the regulatory capial
model used

In addition and as a memorandum item, the mtm value of denvatives and
repos gross of netting referred to above are disclosed

Balance sheet Compnses lending, debf securiies, denvatives (net) and
repo {nel} exposwures, as defined above

Off-balance sheet - Compnses ietiers of credit, guarantees other
contingent obligations and committed undrawn facilites

Gavernment - Compnses central, regional and local government

Asset qualify (AQ) - For the probabihty of default ranga relating 1o each
internal asset quality band, refer to page 78

Eurozone penphery - Comprises Ireland, Spatn, itaty Portugal, Greece
and Cyprus

Cther eurozone - Compnses Austna, Estornia Finland, Malta, Slovakia
and Sloverna

Surmmary
Lending o
Cenlral  Other  Other Total  Otwhich Deb! Net Balance  balance
Govt banks banks F!  Corporate  Personal lending  Nen Core  gecuribes Derlvatives  Repos sheat sheet Teotal
2012 £m £m £m £m £m £ent £m £m £m £m £m £m £
Eurozone
freland 42 87 73 186 17,022 17,868 35258 8,951 — 336 29 35,623 1,783 37,406
Span — — 1 49 45 45 140 25 —_ —_ _ 140 45 185
Greece —_ — —_ 1 34 10 45 30 — — — 45 7 52
Italy — —_— 13 — 3 17 33 —_ — - — a3 24 57
Cyprus - — — 2 8 i0 20 2 — e -- 20 9 29
Partugal — — — — 3 4 7 — — — — 7 9 16
Eurozone
penphery 42 67 87 238 17,115 17,954 35503 9,008 — 336 29 35,868 1,877 37,745
Luxembourg —_ —_ 87 —_ 305 2 394 181 (3} 76 32 499 26 525
France _ — 281 9 &1 47 398 11 9 13 —_ 420 75 495
Gemany _ —_ 200 3 126 68 397 1 — 2 8 405 46 451
Netherlands _— — 69 3 42 21 135 20 34 2 —_— 7 129 360
Belgium — — 115 —— 3 17 135 — — — — 135 12 147
Other — —_ 1 —_ 53 11 65 1 — 2 — 67 19 a6
Total
eurozone 42 67 B840 253 17,705 18,120 37027 9,222 40 431 67 37 565 2,184 39,749
Other
Brazil —_ — 932 — — 2 934 — 4 — — 938 2 940
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Country risk Country risk exposure Summary conlinued

Central Other Othat rendng Total Of which Debt Net Balance baiag):a
Govt banks banks Fl Corporale  Personal lending  Non Core  sscuntles Denvatves  Repos Sheet Shaet Tolal
2011 £ £m £m £m £n M £m £m £m £m £m £ £m £m
Eurczone
lreland 45 1,480 107 204 17,927 18,818 38,561 9,249 1 355 2 38,919 1,796 40,715
Span — — 77 50 104 25 256 27 28 — —_ 284 51 335
Greece — — — 31 — 7 38 31 — — — 38 7 45
ltaly _ —_ 24 —_ 27 12 63 8 18 —_ — 82 11 93
Cyprus — — —_ 2 11 5 18 2 — — — 18 8 26
Portugal — — — — 2 2 4 1 — — — 4 11 15
Eurozone
penphery 45 1,460 208 287 18,071 18,869 38,940 9,318 48 355 2 39,345 1884 41,229
Luxembourg — — i 1 328 — 430 181 15 75 e 520 6 526
France s 3 309 — 62 33 497 1 75 10 51 543 82 625
Germany — 1 225 26 270 59 BBt 1 54 ] 7 648 40 668
Netherlands — — 233 12 57 2] 311 26 84 5 e 400 115 515
Belgium —_ —_ 107 — 32 11 150 25 10 _— —_ 160 10 170
Qther — — 10 —m 73 6 89 4 4 — — 93 12 105
Totai
eurozone 45 1,464 1,193 326 18,893 18,887 40908 9,566 280 451 60 41,709 2,149 43,858
Other
Brazs —— — 818 — — 1 819 — 9 — — 828 2 830
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Central Other Other tendng Total Of whuch Debt Net Balance balanoge
Gowvt banks banks k¢  Corporate Persoral fending Nen Core secuniies Denvatives  Hepos Sheat Sheet Totat

2010 £m £m £m £m £m fm £m £m £m m £m £m £m £m
Eurozone
treland 61 2,113 71 273 18,355 20,187 41060 9,424 54 364 218 41,696 1,885 43,581
Spain — -— 85 — 57 24 166 4 a1 —_ — 257 103 360
Greece — — — 32 1 7 40 32 — — — 40 10 50
italy oo — 261 — 9 16 286 8 8 — — 294 11 305
Cyprus — — 1 2 20 5 28 2 — - — 28 9 37
Partugal — — 35 — 3 3 41 1 — — — 4 10 51
Eurozone

penphery 861 2,113 453 307 18445 20,242 41621 9,471 153 364 218 42,356 2,028 44 384
Luxembourg — — 18 1 236 — 255 181 (5) 43 — 293 2 295
France — 3 96 — 63 55 217 19 261 2 5 485 115 600
Germany — 14 231 19 235 59 558 60 114 2 — 674 62 736
Netherlands — o 217 5 43 g 274 7 74 2 — 350 152 502
Belgium — — 142 4 103 13 262 33 9 — -_— 271 11 282
Cther — — 66 — 71 7 144 5 (1) — — 143 44 i87
Total

eurozone 61 2,130 1223 336 19,196 2(,385 43 331 9,776 605 413 223 44,572 2,414 45,986
Other
Brazil — — 794 — — 2 796 — 4 — — 800 3 803
Key points*

*  Reported exposures are affected by currency movements Over
2012, sterling appreciated 4 4% aganst the US dollar and 2 6%

agamnst the euro, resulting in exposures denominated n these
currencies {and in other currencies knked to the same) decreasing in

sterling terms

*  Exposure to nearly all gountnes shown in the table dechined during

2012 as NatWest Group mamntained a cautious stance and many

bank chents reduced debt levels

* ungudited

Eurozone penphery - Exposure decreased across most of the
penphery By far the largest exposure in NatWest Group 1s to

trefand, which arises from the actamhies of Ulster Bank and is
covered m more detaif on page 117

Spam - Balance sheet exposure decreased to £0 1 bilhon at 31
December 2012 from £0 3 billion at 31 December 2011, manly due
to decreases in lending exposure to Spanish banks and corporates

The Netherlands - Balance sheet exposure decreased to £0 2 bilhon
at 31 December 2012 from £0 4 bilkon at 31 December 2011, mainly

caused by reductions in lending exposure to Duich banks
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Country risk Country risk exposure continued

Tota! eurozone

AFS and HFT ot
LAR debt AFS debt securies Total det Net Balance balance

Lending REIL Provisions secunlies  reserves Long Shor sacunves Darivalives Repos gheet sheet Total
2012 £m £m £m £m £m £m £m £m £m £m £m £m
Government 42 _ —_ — — — — — 1 —_ 43 2 45
Central bank 67 — — — — — — — — — 67 —_ 67
Other banks 840 — — 14 — 26 14 26 15 — 881 6 887
Other FI 253 — — — — 30 18 14 46 67 380 42 422
Corpeorate 17,705 11003 6,165 6 — 15 21 — 368 — 18,073 1,458 18,531
Personal 18,120 3,202 1,631 — — — — s 1 — 18,121 676 18,797
37,027 14,205 7,796 20 — 71 ] 40 431 67 37 565 2,184 39 749

2611
Government 45 — — 41 1 1 ] 36 2 — 83 2 85
Central bank 1,464 — — — — —_ —_ —_ — — 1,464 — 1,464
Other banks 1,193 — —_ a1 {1) 106 29 158 16 58 1,425 9 1,434
Other Fi 326 — — — — 19 — 19 42 2 389 K] 427
Corporate 18,893 10,266 5673 58 2 a2 13 77 am — 19,361 1,403 20,764
Personal 18,987 2,258 1,048 — — — — — —— — 18,987 697 19,684
40,908 12,524 6,721 180 2 158 48 290 451 60 41,709 2,148 43,858

2010
Government 61 — — 203 3 — _ 203 2 - 266 1 267
Central bank 2130 — — —_ -— e — e —_ 125 2,255 1 2,256
Other banks 1,223 — —_ 206 (5} 68 10 264 3g 98 1,624 42 1,666
Other F} 336 — — —-— —_ 55 35 17 32 — 385 a1 478
Corporate 19,196 8,248 4,038 49 — 117 45 12t 338 —_ 19,656 1,570 21226
Personal 20,385 1,638 534 —_— — — — — 1 — 20,386 709 21095
43,331 9,886 4572 458 {2) 240 93 605 413 223 44 572 2,414 46,986
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Ireland
AFS and HFT ox
LAR debt AFS debt secunties Total debt Net Batance palance
Lending REIL  Provisions secuntes  reseves Long Short secunves  Derlvatives Repos sheet sheat Total

2012 £m £m £m £m £m £m £m £m £m £m £m £mn
Government 42 — — — — — — —_ —_ - 42 2 44
Central bank 67 — — — — — — — —_ — 67 — 67
Other banks 73 — — — - — —_ — — — 73 —_ 73
Other FI 186 — — — —_ _ — —_ 45 298 260 29 289
Corporate 17,022 10,958 6,146 — —_ - — - 290 —_ 17,312 1,244 18,556 |
Personat 17,868 3,201 1,631 — — —_ — — 1 — 17,869 508 18377 i

35,258 14159 7,777 — — — — — 336 29 35,623 1,783 37,406
2011
Government 45 — —_ —_ — — — — _ — 45 2 47
Central bank 1,460 — — —_ —_ — —_ — — — 1,460 — 1460
Other banks 107 —_ — — — —_ —_ — 2 — 109 — 109
Cther I 204 — —_ — — — — — 4 2 247 36 283
Corporate 17,927 10,224 5654 — — 1 —_ 1 an — 18,239 1,226 19,465
Personal 18,818 2,268 1,048 — e — — e 1 — 18,819 532 19 351

38,561 12,482 6,702 — —_ 1 — 1 a55 2 38,918 1,796 40,715
2010
Government 61 — — 4 — — — 4 —— — 65 1 66
Central bank 2,113 — — — — —_— - — — 125 2,238 — 2238
Other banks 71 - — 19 (7) — s 19 37 93 220 15 235
Other FI 273 — — — —_ 3 — 3 32 — 308 42 350 |
Corporate 18,355 8,246 4,036 3 — 28 3 28 294 — 18,677 1,290 19,967
Personal 20,187 1,638 534 — — — — — 1 — 20,188 537 20,725

41,060 9,884 4,570 26 (7} 31 3 54 364 218 41,696 1,885 43,581
Key points* Corporate

*  NatWest Group's exposure to Ireland 1s daven by Ulster Bank
Group The porticlio 1s predominantly personal tending of £17 8
bition (largely mortgages) and corporate lending of £17 0 biflion
{iargely loans to the commaercral real estate sector) In addition,
NatWest Group has lending and denvatives exposure to the Centra!
Bank of lreland, financial institutions and large international chents
with funding units based i ireland

®*  Exposure declined in all categones with notable reductions in
lending of £3 3 billion, as a result of currency movements and de-
nsking in the portfolio

Government and central bank
®  Exposure 1o the central bank fluctuates, driven by regulatory

requirements and deposits of excess hiquidity H was reduced as part

of asset and liabihty management

Financial institutions

*  Balance sheat exposure to the inancial sector decreased shightly
fromn £0 4 biflion to £0 3 tillion at 31 December 2012, dnven by
reductions in lending exposure to banks and olher hinancial
institutions

* unaudted

*  Lending exposure fell £0 9 bithon over the year, dnven by exchange
rate movements and wnte-offs Commercial real estate lending
amounted to £10 3 billion at 31 December 2012 down £0 4 billion
from 31 December 2011 amid continuing adverse market conditions
The commercial real estate lending was nearly all in Ulster Bank
Group (£7 7 bithon of this 1In Non-Core} and included REIL of £8 0
billion which were 55% covered by provisions

Personal

*  Qverall lending exposure feil by £1 0 billlon as a result of exchange
rale movements, amorlisation, matunties, a smalf amount of write-
offs, low new business volumes and active nsk management
Residential mortgage loans armounted to £16 9 bithen at 31
December 2012, including REIL of £3 0 bilion and loan provisions of
£1 5 bilion The housing market continues 1o suffer fram weak
domestic demand, with house pnces that slabifised in the course of
2012 at approxtmately 50% below their 2007 peak

Non-Core {Iincluded above)

®  Non-Core lending exposure was £9 0 bilion at 31 December 2012,
down £0 3 bill:on since 31 December 2011 The lending porticlio
largely consisted of expasures to the commerceal real estate (86%),
leisure (4%) and retal (2%) sectors
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Country risk Country risk exposure continued
Eurozone penphery

AFS ard HFT oft
LAR debt AFS debt securltles Total ctebt Net Batance  balance

Lending REIL Provisions secuntes  reserves Long Shon secuntes Dervatives Repos sheet shesat Total
2012 £m £m £m £m Em £m £m fm_ fm £m Em £m
Government 42 — — —_ — — - -_— _ - 42 2 44
Central bank 67 — —_ — — — — _— — — &7 _ 67
QOther banks 87 — — —_ -— —_— — — — —_ B7 4 H
Other FI 238 — —_— _ _ —_ — —_ 45 29 2 34 346
Corporate 17,115 10,958 6,146 — —_ 1 1 _ 230 — 17 405 1,258 18,663
Personal 17,954 3201 1,631 — — —_— e — 1 —_ 17,955 579 18,534
35503 14,1560 7777 — — 1 1 — 336 29 35,868 1,877 37,745

2011
Government 45 —_ — — — — —_ — -— - 45 2 47
Central bank 1,460 — — — — —_ — — — - 1,480 — 1,460
Other banks 208 — — 8 (1) 29 — 37 2 — 247 8 255
Other FI 287 —_ — — — —_ — —_ 41 2 330 36 366
Corporate 18,071 10224 5,654 8 — 3 — 11 312 — 18,394 1,235 19,629
Persanal 18,869 2,258 1,048 — — — — — —_ — 18,869 603 19,472
38,940 12482 6,702 16 (1) 32 — 48 355 2 39 345 1,884 41,229

2010
Government 61 o — 53 2 — — 53 — —_ 114 1 118
Central bank 2,113 — — — - — _ — — 125 2,238 1 2,239
Other banks 453 —_ — 57 7 — - 57 37 93 640 22 662
Other F} 307 — — _ — 4 — 4 32 — 343 45 388
Corporate 18,445 8,246 4,036 11 — 37 ] 38 294 _ 18,778 1,345 20,123
Personal 20,242 1,638 534 —_ —_ —_ — — 1 — 20,243 614 20,857
41,621 9,884 4570 121 (5) 41 9 153 364 218 42,356 2,028 44,384
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Eurozone non-penphery

AFS and HFT ot
LAR dedt AFS debt securitios Yotal debt Net Balance balance

Lending BEIL Provisions securitios  reserves Long Shery secuntes  Cenvatives Repos shest sheet Totat
2012 £m £m £m £m £m £m £ £m £m £m £mn £m £m
Government —_ - — _ - — —_ — 1 — 1 —_ 1
Other banks 753 — — 14 — 26 14 26 i5 — 754 2 796
Other Fi 15 — _— - —_ 30 16 14 1 as 68 8 76
Corporate 590 45 19 6 — 14 20 — 78 —_ 668 200 868
Personal 166 1 — — —_ —_ e _ — — 166 97 263

1,524 46 19 20 e 70 50 40 95 38 1,697 307 2,004
2011
Government —_ — — 41 1 1 6 36 2 — 38 — 38
Central bank 4 e — e — _ _— — e —_— 4 —— 4
Cther banks 985 —_ — 73 — 77 29 121 14 58 1,178 1 1,179
Other FI 39 —_ — — — 19 — 19 _ 59 2 61
Corporate 822 42 19 50 2 29 13 66 79 — 967 168 1,135
Personal 118 —_ — —_ —_ — — —_ — —_ 118 94 212

1,868 42 19 164 3 126 48 242 96 58 2,364 265 2,629
2010
Government —_ — —_ 150 1 — — 180 2 — 152 — 152
Central bank 17 — — —_ - — — — — 17 _ 17
QOther banks 770 — —_ 149 2 68 10 207 2 5 984 20 1,004
Other FI 29 — — — —_— 51 38 13 — — 42 46 88
Corporate 75 2 2 38 _ 80 36 82 45 - 878 225 1,103
Personal 143 e —— e — — — — — — 143 95 238

1,710 2 2 337 3 199 84 452 49 5 2,216 386 2,602
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Other risks

Operational risk*

Operatonal risk 15 the nisk of loss resulting from inadequate or faled
Internal processes people and systems, or from external events Itis an
integral and unavoidable pant of the Group’s business as 1t 1 inherent In
the processes It operates to provide senvices to customers and meet
strategic objectives

Operational risk management

The objective of operational risk management 1s not {0 remove
operational nsk altogether, but to manage it to an acceptable level, taking
Into account the cost of minimesing the nsk aganst the resultant reduction
In exposure Strategies to manage operational nsk include avaidance,
transfer, acceptance and mitigation by contirols

In 2012, the RBS Group continued to make good progress 1n enhancing
its operattonal nsk framework and nsk management capabiities Detatls
of developments undertaken and planned are set out below along with
the key processes through which the RBS Group manages operational
risk

In 2013, through further embedding the enhanced operational nsk
framework and toels and improving framework linkages, operational nsk
will be managed on a more forward-locking bas:s

Governance, structure and risk appetite

Governance and structure

RBS Group Operatonal Risk is an independent function reporting to the
Head of Restructunng & Risk 1t i1s responsible for the design and
mamtenance of the operational nsk policy standards

The standards which are incorporated in the RBS Group Policy
Framework (GPF), provide the direction for delivenng effective
operational nsk management and are designed to allow the consistent
identiication, assessment management, monitornng and reporting of
operational nsk across the RBS Group

The Operational Risk Executive Committee acts upon all operational risk
matters, and reviews and monitors the operational nsk profile across the
Group, i ine with nsk appetite It oversees, manages and monitors
operational sk strategies and frameworks, and reviews operational nsk
policy It escalates and reports necessary items to the RBS Group Risk
Comnmuttee

QOperahonal sk appetite, policy and frameworks are reviewed regularly at
the Execubve Risk Forum to satisfy oversight responsibiliies and, as
appropriate, other senior commitiees

Risk appetite

The BBS Group's operational nisk appetite statement s agreed by the
RBS Group Board It compnses a number of specific measures of nsk,
such as

s The maxmum operational nsk losses the RBS Group s prepared to
accept For 2012, this was expressed as a percentage of the RBS
Group’s estimated gross income but will transtion to a more
forward-looking expected loss measure dunng 2013 following the
development of the aperatonal nsk model, and

e  Aggregate loss targets at specific confidence levels

* uncudited
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To confirm that the RBS Group operates within the set nsk appelite, the
high-level statement 1s supplemented by specific tolerances for different
types of operational nsk The GPF sets out how to manage risk within
acceptable hmits, which in fum enables the RBS Group to operate within
the overall nsk appetite and the specific tolerances

Operational risk cycle and key management tools
The operational nsk cycle compnses four stages

« Identification of nsks,
e assessment or measurement of the scale of nsks,

=« management or control of nsks to prevent therr recurrence or
mineruse the potential impact andg

« montonng and reporbng of nsks

Althcugh the operational nsk tools encompass all stages of the nsk cycle,
they can be broadly categorised as follows

ldentification and assessment

Risk and control assessments

Risk and conirol assessments are used to identify and assess matenal
aperational risks and key controls across all business argas To provide a
consistent categonsation of nsks and controls across the RBS Group and
to support dentification of nsk concentrations, all nsks and conirols are
mapped to the RBS Group-wide nisk taxonomy and the newly developed |
control catalogue |

The process Is designed to confirm that risks are effectively managed in \
Iine with stated risk appetite, priortised and documente¢ Controls are

tested frequently to vendy and validale that they remain fit for purpose

and operate eflectively

Rigk assessments are often conducted in a workshop enwirorvment,

brnging together subject matter experts and key stakeholders from

across the division and key functions This approach has led to a more

compiete view of the nisk profile and more informed decisions !

Durng 2013 the focus will be on the continued implermentation and
embedding of nsk assessments across the RBS Group This includes the
strengthening of inks between ngk assessments and other elements of
the RBS Group operatronal nisk framework in addition, nsk assessments
will ncreasmgly be utiised o :dentify single points of failure

New product nsk assessment process

The RBS Group's new product nsk assessment process 1s designed to
wdentify, assess and approve the nsks associated with new products pnaor
to faunch

Several process enhancements were made durng 2012 which
strengthened the interacton between bustness, nsk and specialist areas
Reporhing has been established and wark has started to enhance the
inventory of products provided by the RBS Group
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Other nsks Operational risk* continued

Scenarno analysis

Scenarno analysis 1s used to assess the possible impact of extreme but
plausible operational nsk loss events It provides a lorward-looking basis
for managing exposures beyond the RBS Group's nisk appetite The
rmethodology provides a structured and consisient approach to scenarto
scoping and measurement Dunng 2012, the portiolio of scenarios was
{further enhanced to increase coverage of the matenat nsks to which the
RBS Group s exposed

Scenano analysis Is an important component in the operational nsk
framewark, providing senior management with valuable insight into
systemic rsk that could sigruhicantly smpact the RBS Group's hinancial
performance or reputation if these events were 1o occur Using its
forward-looking nature, serior management cross-examines vanous rnsk
topics agamnst a range of circumstances and assumptions, including
consideration of single points of failure

Scenarios are run in a workshop environment, bringing business, nisk and
control experts together thereby ensunng that nsk management 1s
approached holistically They include RBS Group-wide themes, which are
led by RBS Group Operational Risk and allow the RBS Group to assess
the impacts of pan-divisional nsks and macroeconomic siresses {e g
eurczone distress)

Stress testing

The RBS Group further refined ifs approach to assessing the impact of
the economic cycle on ils operational nsk losses by specifically assessing
the impac! of the FSA's published Anchor Il scenarno, which descnbes a
senes of country-specific shocks around the world on

e expected levels of operational nsk losses and

» capital adequacy requirements for operational nsk

The impact of the FSA Anchor Il scenarnio on the R2S Group's
operatonal nsk capital as calculated under the standardised approach,
was also projected based on the outputs of the RBS Group's strass-
testing exercises

Operational nsk impacts are also assessed based on additional economic
stress scenanos developed internally

Capital modef development

The RBS Group has continued with the development of its statistical
madelling capability for operational nsk based an the requirements set
out under the Basel il advanced measurement approach The model
considers internal and external loss data as well as scenanos and
business envirenment and internal control factors The primary use of the
madel wii be to contnbute to the economic camitat calculation and to help
test the RBS Group's capnal adequacy requiremen Embedding of the
model outputs 1s continuing 0 2013

T unaudited
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Management, monitoring and reporting

Issues management

The objective of the operational nsk issues management framework 15
the adoption of a consistent approach to the identification capture,
classification, monitoring, closure and acceptance of operational nsk
1ssues and associated actions across the RBS Group

This element of the operationat nsk framewark cantinues ta be enhanced
n areas such as analysis of commen 1ssues on an aggregated basis
across the RBS Group to identify emerging trends and improvemanis 1o
the qualty of data captured

Event and loss data management

Event and loss dala management covers the discavery, escalation,
caplure, investigation, approval and closure, and repariing and analysis
of operational nsk events and loss data It also prowides for clear, simple,
quick and consistent commurucation of operational risk events that meet
defined threshold cntena to those members of the RBS Group's semor
management and exacutives who need to know of these events

The RBS Group has continued lo focus on the timely, accurate capture of
operaticnal nsk losses, the use of a single RBS Group-wide repository,
and the escalation of matenal operational nisk events This has resulted in
enhanced completeness and accuracy of the RBS Group's internal loss
dala, and transparency of operational risk events, which allows the RBS
Group to manage its operational rigk profile more effectively

The event and loss data process wil continue to evolve to keep apace
with changing regulatory and industry standards regarding the collection
of intemal loss data

Insurance

The RBS Group purchases insurance to provide the business with
financial protection against specific losses and to comply with statutory or
confractual requirements Insurance 1s used to help manage the RBS
Group s exposures, providing protecton agamnst financial loss once a nsk
has crystalised

Manitoning and reporting

Monitonng and reporting forms an integral part of all of the RBS Group s
operational nsk management processes, which are designed to ensure
that nsks and 1ssues are identified, escalated and managed on a timely
basis Exposures for each division are reparted through monthly nsk and
control reporis, which provide detail on the nsk exposures and action
plans

Enhancements made dunng 2012 include single-source extraction and
publication of cperational nsk data across the RBS Group, such as
operational nsk events and losses This has resulted in consistent and
higher guality snformation for the purposes of oversight, challenge and
operational nsk management




Control environment certification

Control Environment Certificatton (CEC) s used by the RBS Group
Executive management to review and assess s mternal control
framework Senior management are required to provide a twice-yearly
assessment of the robustness of the RBS Group's internal control
environment including

¢ complhiance with the Group Policy Framework and key
divistonal/funcltional policy standards,

e compliance with the requirements of the UK Corporate Governance
Code

Capital
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e oftectveness of the nsk frameworks, culture and governance
structures of each dwiston or function to help ensure the Group
operales within nsk appetite, and

e reporting on the matenal nisks for the business agamst appette

The CEC outcomes are reported at both the divisional risk and audit
committees and Group Audit Commitiee

The Group calculates the capital requirement for operational risk using the standardised approach The capial requirements are as follows

2012 201
£m £m
Operational nsk mmmum capital requirement 1148 1,229

Regulatory risk”

Regulatory nsk s the nsk of matenal lass or kability, legal or regulatory
sanctions, or reputational damage, ansing from the fatlure to comply with
(or adequately plan for changes 1o} relevant official sector policy, laws,
reguiations, or major industry standards, in any location in which the
Group operates The RBS Group believes that mamntaming a strong
regulatory nsk framework 1s fundamental to protecting sustainable growth,
rebuilding its reputation and mamtaining stakeholder confidence

The regulatory environment remained highly challenging durning 2012, as
policymakers and regulators confinued to strengthen regulaton and
supervision In response to the events of 2007/2008 and subsequent
economic and financial stress

The regulatory agenda largely framed by the G20 but with many
instances ¢f European Union (EU) and national imtiatives, constiiutes the
most sweeping set of changes seen in many decades At 31 December
2012, the RBS Group was managing some 105 major regulatory or
legrslative policy iniatives Duning the year as a whole, it had also
reviewed over 320 consultations mn its core markets In addiion to these
changes, many supervisory authonties also continued to intensify their
ongoing level of scrutiny and intervention

* yngudited

These trends have posed multple challenges for banking groups,
including the RBS Group namely

s tracking, analysing and engaging with policymakers on proposed
changes,

¢ mplementng change programmes to ensure comphance with new
requirerments,

e revisiing strategy, business and operating models m response fo
the new environment, and

¢ dnving through cultural and other changes to promole good
bustness practice and to minimise enforcement risks

Global regulatory developments

The global agenda cantinues to be guided by the G20, drawing on the
ongmnal acton pian for strengthening fimancial stability agreed by G20
leaders at the November 2008 Washington summut  Although policy
tnitiabon at the G20 level 1s drawing to an end, a substantial pipeling of
policy development remains in train and the Group does not anticipate
any gasing of this for some time Dunng 2012, G20 countnes continued
to implement vancus elements of this action plan, and further endorsed i
at the G20 leaders summit held in Los Cabos, Mexico in June 2012 and
the finance ministers and central bank governors’ meetings, most
recently in Mexico City in Novermnber 2012
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Other risks Regulatory risk* continued

Key developments during 2012 Included the following

Basel Il

Following publication by the Basel Commitiee on Banking Supertvision in
Oecember 2010 of rules for the new Basel Il capital and hquidity
framework, work during 2012 focused on finalising the remaining
etements of policy and prepanng for iImplementation Highhghts were

e Publication of results of the Basel [l monitoning exercise at 30 June
2011 (published April 2012} and at 31 December 2011 {published
September 2012} The latest results {which ignore the transitional
provisions which apply} showed good progress, with an average
Common Equity Tier 1 ratio of 7 7% across 102 banks with Tier 1
capital above €3 bithon This compares to an effective target of 7%
However, individual bank shortfalls, including surcharges for
systemecally important banks where applicable, suff totalled €374
billion,

s  The finalsation of rules for composition of capitat disclosure
requirements (June 2012),

« Proposals for monitonng indicators for mtra-day iquidty
management (July 2012},

e  Intenm rules for the capitalisation of bank exposures to central
counierparties (July 2012),

«  Fmnal rules for the regulatory treatment of valuahon adjustments to
denvative iabilites {July 2012}, and

o  Final rules amending the higuidity coverage ratio (LGRY), including
revised gefinitons of high quality iquid assets and net cash
outtlows The LCR will now be phased in from 2015 to 2019 and it
was also re-confirmed that a stock of lquid assets would be
avallable for use by banks n stress situations (January 2013)

The Basel Committee also turned its aitention increasingly to
developments beyond Base! il In particuiar, it published an initial
consultation paper to launch its fundamental review of the trading book
{(May 2012) Here, the Commitiee 15 seeking to improve the coherence of
marke! risk capital requirements and o enhance the consistency of
Iimplementation across junsdictions and convergence of requirsments
across the industry

Systemic financial institutions

With the G20-rmandated target of agreeing a framework for dealing with
global systemically important financial instituttons having been met in
2011, much work in 2012 was at the EU level with discussions on

ncorporating a general approach into Capital Requirements Directive
(CRD} IV

Separately and following consultation, the Basel Committee published a
framework 1o atdress domestic systemically important banks in
November 2012, which followed on from 1ts methodology for identifying
global systemically important banks developed in 2011 The framework
focuses on the impact that the distress or faure of banks will have on the
domestic economy The correct calibration of inkages between the
domestic and mternatonal frameworks 1s now cntical

* unaudued
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Shadow banking

Work in this area, which broadly refers to entties and financial
transactions that fall outside the scope of existing financial {(banking)
regulation, such as hedge funds, money market funds and structured
investment vehicles, intensified dunng 2032

Globally, Frnancial Stabiity Board (FSB) workstreams under relevant
bedies including the Intemational Orgamzation of Secunties
Commissions and the Base! Committee continued in five key areas
banks’ inferactions with shadow banking entities, ways to reduce the
susceplibiity of money market funds to runs, the regulation of other
shadow banking entities on prudential grounds, retention requirements
and transparency In secuntisation and the possible regulation of margins
and haircuts tin secunties lending and repos The FSB issued an update
and a further senes of consultation papers on certam workshops in
November 2012 and revised recommendations are expected by the G20
St Petersburg leaders’ summitin September 2013

The Eurapean Commission began the first stage in its own regulatory
process on shadow banking in March 2012, with the release of a Green
Paper A summary of responses published in Seplember 2012 was
broadly aligned with industry views

Other

Other papers :ssued dunng the year covered subjects including nisk data
aggregation and reporting, marg:n requirements for uncleared
dervatives foreign exchange settlement risk, supervision financial
conglomerates and rewisions to the securdisation framework

EU regulatory developments

The EU regulatory agenda in 2012 continued to focus mamly on
prudential and market structure measures Retal issues also came under
ncreased focus Key highlights were as follows

The Lukanen Review

in November 2011 the EU Commissioner for Internat Market and
Services, Michel Barmier, announced the establishment of a High-Level
Expert Group to consider structural retorm of EU banks and in early 2012
1t was convened under the chaimanship of Erkki Lukanen, the Governor
of the Bank of Finland The group was mandaled to constder measures to
improve EU banks’ stability and efficiency In addition to any new
measures, it was tasked to look at ongoing structural reforms, including
the UK Independent Commission on Banking and the US “Velcker Rule

The Expert Group's proposals in October 2012 contained five
recommendabions a nng-fence of trading book activities where they form
a significant part of a bank’s activity effective recovery and resolution
plans {with authorities empowered to require further structural reform if
that improves resolvabihly), specific ‘bail-in mstruments (rather thana
general bail-in power applied to existing habilities), sincter capitat
treatment of trading book and real estate exposures, and a number of
corporate governance rsk management and remuneration proposals




The Gommission is considening the Expert Group’s recommendations
and has said that it will formally respond by September 2013 Member
state views on the Expen Group's proposals, where expressed, have
been mixed The UK s meanwhile pushing ahead with implementation of
its own ning-fencing reforms, as set out by the Independent Commission
on Banking These go further than the Expert Group's propoesals France
and Germany have also published draft legisiation of their own on ring-
fencing, wiuch focus mainly on separating out proprietary trading {but
allowing market making activittes to remam within the deposit-taking
bank)

Cnisis management and bank:ng union proposals

In June 2012, the EU Commussion published proposals for an EU-wide
recovery and resolution regime, providing for banks and authonties o
maintamn plans for each fim, setting out measures 1o set nght or resolve
businesses should they face difficulties Authorities would receve a
number of powers 1o intervene in banks for these purposes, iIncluding
early infervention powers ahead of problems coming to ight, and a
minimum set of tools to restructure or wind up a faded firm

Among the new tools is the power to ‘bail In’ senior creditors when
resolving a firm, to ensure losses are spread among shareholders and
crediors, without recourse to tax-payer funding Barled-in creditors take a
loss and become shareholders tn the new entdy created

These proposals are likely to be agreed i 2013, with member states and
banks in comphance from 2015, and bail-in provisions from 2018
Notwithstanding these developments, the euro-area cnsis continued to
develop and in July 2012 the President of the European Ceuncil,
Herman Van Rompuy, set out a road-rmap for further euro-area financial
integration This aims to both resolve the current cnsis and tackle
longstanding structural problems in the single-currency zone
Fundamental {0 these proposals are bankng and fiscal union and further
aconam(c integration The President’s banking urvon proposal compnises
a Singte Supenasory Mechanism, and mutualisabon of bank fosses
through common deposit guarantee and resolution funding arrangements
The latter two elements are planned to follow agreement of the recovery
and resolution regime 1n 2013

In September, the Gommussion published its proposat for a Single
Supervisory Mechanism, designating the European Central Bank (ECB)
as pnmary prudential supervisor for all euro-area banks, with opt-ins
availablte for EU member states outside the euro-area The Councll of the
EU agreed {o these proposals, with the proviso that the ECB would
directly supervise only larger banks and those in rece:pt of state ad,
while retaining some oversight of smaller banks that fall under the remit
of nabonal supervisors

The European Parhiament 1s now considenng the proposals, with
agreement expected in early 2013 The EGB wil not acquire full
supervisory authonty until March 2014 and there 15 scope to delay this
Operational efements, such as how the ECB will be staffed, how it will
interact with national supenisors and how it will implement ds new
macro-prudential responsibilities, remain to be seen More detal should
emerge dunng 2013
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Prudential and related reforms

A key focus during 2012 was work on agreeing the EU's CRD following
the publication of draft fegislative text in 2011 for the CRD IV package to
implement Basel lil in the EU

Progress of the legrslation was slower than hoped and did not conclude
before the Basel Il start date of 1 January 2013 Nevertheless, the
European Banking Authonity did press ahead with proposals for a number
of the techmcal standards mandated by CRD IV, including reporting of
own {unds, hquidity, leverage and large exposures, gan on sale of
associated with future margin income In a secunbsation context, credit
valuation adjustment, and prudent valuation

Other prudental inthiatives have included, notably confinued work on
developing the Solvency |l framework for mnsurers, capdal reguirements
for central counterparties corporate governance tn financial institutions,
and supervision of financial conglomerates

Market and structurat reforms
Key developments included

e European Markets Infrastructure Regulabon - the regulation came
nto force on 16 August 2012 In many areas, the European
Secunities and Markets Authonty (ESMA) 1s yet to finalise draft
technical standards Fult implementation is likely to be in the third
quarter of 2013, when the final technical standards are due to be
released by the ESMA

e Markets in Financial Instruments Directive - the European
Parhament voted on the proposal 1n September 2012 but the
Council of the EU had not agreed its final posiion by the end of
2012 The new Insh Presidency of the Council plans to finalise the
propasals befare the end of its term in June 2013

o Fmancial Transaction Tax - the EU Commission has previously
pubhished proposals, which would see trades in bands and shares
taxed at 0 1% and complex dernvatives taxed at 0 01% While the
onginal EU-wide proposal was rejected due to opposstion from
several member states, including the UK, a subset of eleven EU
member states has agreed 10 proceed via the Enhanced
Cooperation Mecharism The Commission set out detailed
proposals for this in February 2013

o Otherimhatives - these have included proposals to revise the Data
Protechan Directive, further changes to the market abuse regime
and prospecius requirements, further legislative developments
impacting credit rating agencies and changes to deposttor and
investor protection
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Other nsks Regulatory risk* continued

EU retail market reforms

Notwithstanding the focus on prudential and market reforms n response
to the financial cnsis, the EU Commussion during 2012 also continued to
work on a wide range of retall agenda imhatives These inciuded

s bank account transparency, switching and the petential for making
basic bank accounts a legal nght for EU citizens,

o the Insurance Mediatron Directive |, which could have implications
tor packaged accounts with inbuilt insurance products,

+ multlateral interchange fees, and

o the Mortgage Credit Directive, which is still pregressing through the
legustalive process and which covers areas including responsible
lending and pre-contract disciosure

Regulatory architecture reforms

The Financial Services Act to introduce the “twin peaks” model of
financial regulation received Royal Assent in Dacember 2012 and so the
formal spht of the FSA nto the Prudental Regulation Authonty and the
Fmancial Conduct Authenty will take place on 1 Apnit 2013 as expected
In the meantime, the FSA continued to alter its structure 10 anticipation of
the split The Group has been closely involved in work with trade
associations 1o respond to a number of related consultations, notably to
the “Journey to the FCA’ document

UK regulatory developments

UK regulatory developments dunng 2012 continued to be extensively
determined by global and EU developments, with UK regulalors working
to implement requirerments coming into force and actively participating in
policy development at the EU and global levels There was less focus on
prudentizl reviews ssued by UK authonties in 2012 but nevertheless a
number of papers were published, including consultations on macro-
prudential toals and large exposures In addition there were a number of
other developments spectiic to the UK

The future of banking

The RBS Group has actively engaged wiih, and contnbuted {o, a number
of inquines regarding the future of banking These mcluded the
Government’s White Paper on the implementation of the Independent
Commussion on Banking recommendations, a Parlrarnentary inquiry inio
banking standards and vanous mgquiries (in Europe as well as the UK)
looking more specifically at LIBOR and other benchmarks The RBS
Group i1s representad on, and 1s working closely with, the Brtish Bankers
Association Taskforee on Banking Standards, and the RBS Group have
specificaliy welcomed the developing role of the Chanered Banker
Professional Standards Board |n addition, work continued on the
finalisation of recovery and resclution planning frameworks

* ungudited
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Retall conduct 1ssues

{n adddron to EU retai inatives the UK authonties continued to pursue
additional issues dunng 2012 These included imbiatives relating to
Universal Credit, a review into the personal current account market and
continuing work an the Retail Distnbution Review ahead of its
implementation on 31 December 2012 Work also continues on the
Mortgage Market Review, Packaged Accounts and Simple Financial
Products Preparation for the new Financial Conduct Authonity (FCA)
stepped up, including papers on its powers, regulatory approach and the
destre for transparency :n areas such as product intervention and
publication of Ombudsman decisions The RBS Group expects significant
implementation and ongoing costs to anse from changes to
documentation, structure and processes as well as increased regulatory
fees

Furnhermore, the Goverrwnent proposed a transfer of consumer credit
regulation from the Office of Faw Trading to the FCA and it may also
replace current Consumer Credit Act tegislation with art FCA rulebook,
changing rules In the process

Supervisory developments

In ine with other regulatory authenties, the FSA's supervisory scrutiny
has continued to intensify in response to the iinancial cnsis and ongoing
market stresses

Front-end supervisory resources have been increased and exishing tools
have been used more frequently and robustly evidenced, for instance, mn
terms of the hexghtened number of information requests the increased
deployment by the FSA of skilled person reports as well as the increased
fines charged aganst the industry Across the industry, fines for 2012
totalled €311 6 rmilbon, compared with £66 1 rmuflion i 2011, and £53
milion as the financial cnsis began n 2007

In additon, the FSA moved to a “twin peaks” organisatonal structure in
Aprit 2012, with the creation of new conduct and prudenbial business units
which form separate teams supemising systemically important firms from
a conduct and prudentral perspecive The FSA has continued to develop
new supervisory approaches to align to the new regulatory structure The
prudentral framework ncludes the Core Prudential Programme lor those
major financial institutions it oversees, which includes in-depth rolling
thematic assessments on govemarnce, business models, nsk
management, capital and hqurdity The conduct framework includes a
greater focus on business models and strategre analysis




US regulatory developments
In the US, activity continued to be dominated by rulemakeng following the
2010 Dodd-Frank Act

Key final rules were 1ssued on a range of issues, including prudential
standards for systemically important financial nsttutions, removal of
cerlam references to credit rating agencies, Basel 2 5 market nsk
standards and final definitions of swap dealers, major swap paricipants
and swaps Requirements for the registration of entiies as swap dealers
took efiect from 12 October 2012, with registration commencing from 31
December 2012 once firms reach certain activity thresholds

Proposed rules 1ssued m December 2012 included important changes to
the Federal Reserve Board's approach to supervisory and prudential
requirements for foreign banking organizations (FBOs) These proposals
would require the parent Group and other FBOs 1o establish a single LIS-
icorporated intermediate holding company for all the Group's US
subsidiaries Enhanced prudential standards would also be required

Other proposals included Basel 11l capital and leverage standards and
disclosures and other rules relating to mortgages The Volcker Rule
which restricts proprietary trading and investments in prnivale
eguity/hedge funds, was not iinalised by nis effective date of 21 July 2012
but i Apnl 2012 the Federal Reserve Board issued an interpretation
which provided some guidance to the effect that banks should
demonstrate therr good faith’ planning efforts m the two-year
conformance period to July 2014

Regutatory risk management

The RBS Group manages Its regulatory nsk through a reguiatory affars
framework coverng a significant number of regulatory bodies around the
world wherever the RBS Group operates This framework :s managed by
the RBS Group's Regulatory Affairs function and includes the tracking
and management of regulatory developments and regulatory relationship
management, together with ownership of the connected regulatory risk
policies, assurance and monitoning, and traimng and awareness

Aganst the backdrop of intensifted regulatory pressure, RBS Group
Regulatory Affairs has managed the increased levels of scrutiny and
legislaton by increasing the capacity of its team, as well as improving
and refineng Its operating model, tools, systems and processes

Management of regulatory change

The early identsfication and effective management of changes i
legislative, regulatory and cther requiremnents that may irnpact the RBS
Group 1s cnticat to the successful mitigation of prudenhal and conduct nsk

The RBS Group mantains a well-established policy and supporting
processes for the identification and management of such changes across
the RBS Group RBS Group Board and Executive Commuttee oversight 1s
supported by a Prudental Regulatory Developments Executive Steenng
Group which was formed in early 2010 to provide a specific focus ona
range of key regulatory changes augmented by more specialised graups
which cover capital, iquidity, prudential and wholesale market and retail
conduct 1ssues
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Reporting and internal communications activity expanded in 2012 i
response {0 the growing regulalory change agenda This included

«  manthiy reporting of key developments to the RBS Group Risk
Committee,

e substantal enhancements to the suite of tools used to monitor and
react to regulatory developments, and

s Increased communications such as staff seminars, publication of
additronal information such as house views on ey 1ssues on intemnal '
websites and the weekly Regulatory Affairs Flash Report, circulated
widely actoss the RBS Group, which captures key regulatory
developments and relationshup topics

Regulatory relatonship management

Quarterly reporting to the Group Audit Commitiee captures all matenal
regulatory reviews and investigations and upstream regulatory
developments worldwide, as well as tracking the status and trends in key
regulatory relationships

Key regulatory policies - 'Group Relationships with Regulators and
'Political, Legislative and Regulatory Environment’, are kept under annual
review Each incorporates a new risk appetite statement, relevant
benchmarking activity agamst the Group's peer banks and for the latter,
an end-to-end review and mapping of the upstream risk management
process

Recovery and resolution planning

As advocates of effective recovery and resolution planming, the RBS
Group continues to work towards the implementation of effective ptans In
order 1o be able io deal effectively with any future severe stress events,
the RBS Group has developed a range of recovery options in the form of
a detalled recovery plan

Individuat country regulaltors are developing and implementing their rules
according to therr own timescales This emphasises the need for
consistency of approach, both by the regulatory bodies and nternally
within the RBS Group, to ensure effective management of financial
stability across urisdictions, and to avoid duplication and mnefficiency for
cross-border banks The RBS Group has worked with irade assoctations
to provide feedback on the FSB's consultative document on
operationalising recovery and resclution planning, published in November
2012

The RBS Group ntends to contnue its activities aimed at producing
robust and effective plans and to proactively influence policy makers
regarding the most practical approach to implementing the regulations It
will also be impartant to constder how individual reguiations might be
implemented in a manner that takes advantage of any potential synergies
and avoids unnecessary re-work The potential overlaps between
recovery and resclution planning and the proposals arising from the
Independent Commission on Banking, the US and the EU will provide an
area of focus in this regard
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Other risks continued

Conduct risk*

Conduct nisk Is the nsk that the conduct of the RBS Group and its staff
towards Its customers, or within the markets i which 1t operates, leads to
reputational damage and/or financial loss by breaching regulatory rules or
laws, or faiing to meet customers’ or regulators expectations of the
Group Actwvities through which conduct nsk may anse include personal
account dealing pnvacy and data protechion conilicts of nterest, money
laundering, and bribery and corruption

Effective conduct nsk management 1s not only a commercial imperative
for Ihe Group Customers, clients and counterparhies demand it as a
precursor to building frust It also reflects the changing regulatory
environment In the UK, wath the establishment of the Financial Services
Conduct Business Unit (forarunner to the Finanaial Conduct Authonty),
and the increasing focus of overseas regulators on canduct nsk

The RBS Group's compliance functions are responsible for monitormg
the management of conduct nsk, including anti-money launderng (AML)
sanctions and terronst financing, and anti-bnbery and carruption In doing
s0, they design, implement and mamtain an effective management
frameworl to enable conststent identification, assessment, montonng
and reporting of conduct risk

Policy design and implementation

Placing cenduct nisk at the centre of the RBS Group's philosophy
promotes a customer-oriented culture that informs and challenges
business sirategy, delivers fair outcomes and promotes behaviours
consistent with regulatory and legal standards across (s retal and
wholesale markets

The RBS Group has established a defined and measurable appetite for
conduct nsk to ensure commercial decisions take into account any
conduct nsk implications During 2012, the foundatiens of the RBS
Group s conduct nsk framework were delivered Key milestones were

e Agreeing and establishing the RBS Group's conduct risk policigs
under four pillars employee conduct, corporate conduct, market
conguct, and conduct towards the Group's customers Each s
designed to provide high-level direction to the RBS Group and 1s
supported by the RBS Group s Code of Conduct,

s Launching a phased roll-out of these palicies, in order of matenality
and scheduled 1o complete 1n June 2013,

s Developing and delivering awareness initiatives and targeted
conduct nsk traiming for each policy, aligned to the phased roll-out,
1o assist businesses and executives in embedding the
understanding of conduct nsk and provide the necessary clanty for
staff on their conduct nsk requirements,

* unmudred
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s Establishing effective leadership and a supporting governance
framework, with the participation of all divisions, to oversee the
Group's conduct agenda, notably the new Conduct Risk Committee,
and

s Completion by the separate AML Change Programme of iis Group-
wide gap analysis and benchmarking against enhanced policies,
inciuding recording identified 1ssues establishing a new AML
organisational reporting and accountability hierarchy, mitiating
comprehenswve and continuing taltored staft raining, and
establishing a global AML assurance programme

Training and awareness

Maintaiming compliance with exaisting rules and regulations reguires
continued Investment in professionat trameng, as well as maintaming nsk
awareness Dunng 2012, the RBS Group continued to focus on
strengthening the capabilities of its comphance functions, at both RBS
Group and dwisionat level In addit:on, it facilitated training on conduct
nsk through Executive education, including master classes and
workshops, and computer-based RBS Group Policy Learning modules
Each module addresses the specific regulatory content of retevant RBS
Group Policy Standards

A comprehensive and progressive traming programme supports the
professional development of the RBS Group s comphance teams All
members of these teams are engaged in compliance elLearning, including
a mandatory 'essentials’ course, and RBS Risk Academy, through which
all staff are required to complete foundation courses in other nsk
disciphnes, such as operational nsk, market risk and retail credit nsk
Formal training is supptemented by regulatory familiansation, designed to
share knowledge and support both personal development and technical
training across the RBS Group's wider nsk community

Assurance and monitaring

Assurance and monitonng activities are essential to ensure that the
Group can demonstrate comphance with existing rules and regulations,
assess whether it s managing its conduct nsks approprately, and
deterrmine whether key controls are hit for purpose and effective

During 2012, as well as providing themalic process rewviews and
assurance over specific compliance topics the RBS Group Comphance
assurance teams, working with ds divisional counterparts validated the
closure of issues it identihed dunng the 2011 programme of RBS Group-
wide assurance reviews, and identfied common issues betwean divisions




Reputational nsk”

Reputational nsk is the nsk of brand damage and/or financial loss due to
a failure to meet stakehoiders’ expectations of the RBS Group’s conduct
and performance

Stakeholders include custemers, investors, rating agencies, employees,
supplers, government, politicians, regulators, special Interest groups,
consumer groups, madia and the general pubhc Brand damage can be
detnmental to the business in a number of ways, including an inability to
build or sustain business relationships with customers, low staff morale,
regulatory censure or reduced access to funding sources

One of the most fundamental stakeholder expectations is that a bank 15
financally prudent, safe and sound The RBS Group has made significant
progress in meeting this expectation through the execution of its Strategic
Plan in resiructuring its bafance sheet and improving its capital and
funding positon Major reforms have also been made to strengthen its
rtsk dentification, evaluatton and management processes Further work
remains but the RBS Group 1s now In a much stronger financial position
to face challenges and uncertainties in its economic and operaling
environment

Restonng the reputation of the RBS Group and the wider banking sector
15 butlt upon the role of banks as good companies that perform well for
their owners, regulators, employees and communities and, above all else,
serve therr customers well

The RBS Group has put the focus on serving customers well at the heart
of its strategic objectives that, combined with a safe and sound bank, will
buwild a culture and reputation in line with our stakehclder expectauions

There are shll legacy 1ssues to work through, but dealing with them in an
open and direct manner Is a necessary part of the ability to move forward

The RBS Group s reputaticnal nsk management framework s aligned
with its strategic objectives and its nsk appebte goal of maintarmning
stakeholder confidence 11 designed ta embed, at different points of
decision-making processes, a sernes of reputational filters and controls
that examine products, services and activities through the lenses of
sustamnabiiily fransparency and fairness

This approach recognises that reputational nsk can anse across a range
of actions taken {or not taken) by the Group, as well as its wider conduct,
policies and practices Therefore, it 1s aligned with the management of a
range of nsk types that have a high reputational sensitity

The RBS Group Board risk report contains a ‘top slice’ view of key
embedded nsks, mnctuding a reputational nsk impact assessment of each
key nisk In addition, the divisions report to their own committees and
Boards on relevant barometers of reputational nsk and actions to manage
reputational events according to the source
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For example, an Environmental, Social and Ethical (ESE) nsk
management function assesses the ESE nsks associated with business
engagemenis and busmess divisions, whife the RBS Group Policy
Framework includes a range of policies relating to conduct and
reputational matters {For credit nsk specific information on ESE nisk
policies, refer to Credit sk management framework on page 486)

The RBS Group Board has ultmate responsibility for managing the RBS
Group's reputation, though all parts of the RBS Group have respansibility
for any reputational impact ansing from their operations The Board’s
oversight of reputational issues 1s supported by executive nsk committees
(including & new Conduct Risk Commitiee) and by the RBS Group
Sustainabilily Committee Emerging reputational issues are pro-actively
identified and assessed by a dedicated working group, and escalated
through the approprate govemance channels where necessary !

Business nsk*

Bussness nisk s the nisk that the Group suffers losses as a result of
adverse vanance \n Its revenues and/or costs relative to Its business plan
and strategy Such vanance may be caused by mternal factors such as
volatility in pricing, sales volumes and Input costs andfor by external
factors such as the Group’s exposure to macreeconomic, regulatory and
industry nsks |

Business risk 1s impacted by other nsks the Group faces that may
conirbute to the adverse changes in the Group's revenues and/or costs,
were these ngks to crystallise Examples of such nsks inciude funding
nsk (through volatility in cost of funding), interest rate nsk i the banking
book, operational nisk, conduct nsk and reputational nisk

The Group seeks to mimimise its exposure to business nsk subject 1o s
wider strategic objectives Business nsk is identified, measured and
managed through the Group's planning cycles and perdformance
management processes Expected profiles for revenues and costs are
determined, on a bottom-up basis, through plans reflecting expectations
of the external environment and the Group's strategic pnonties These
profiles are tested against a range of stress scenarios and factors to
identify the key nsk dnvers behind any potential volatility, along with
managemerit actions to address and manage them

The Group operates a rolling forecast process which identifies projected
changes n, or nsks to operating profit and ensures appropnate actions
are taken

The RBS Group Board has ultimaie responstbility for the impact of any
volatihty in revenues and costs on the Group s performance Business
nsk s incorparated within the RBS Group's risk appetite target for
earnungs volatilly, with an assessment of volatilsty in revenues and coslts
a key companent in determining whether the RBS Group and its
underlying businesses are within risk appetite

The management of business nsk lies primanly with divisions, with
oversight at the RBS Group level led by Finance Divisions are
responsible tor delivery ot their business plans and management of such
factors as pncing sales volumes marketing spend and other factors that
can itroduce volahhty into earnings
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Financial review Risk and balance sheet management continued

Other risks continued

Pension risk*

The Group 1s exposed to nsk from ds defined benefi! pension schemes o
the extent that the assets of the schemes do not fully match the timing
and amount of the schemes habilites Pension scheme liabikties vary
with changes i long-term iterest rates and nflation in paricular as well
as pensionable salaries, the longewity of scheme members and changes
n legislation The Group 15 exposed to the risk that the market value of
the schemes’ assets, together with future returmns and any additional
future contnbutions could be consrdered insufficient to meet the liabilities
as they fall due In such circumstances, the Group could be abliged, or
may choose, to make additional contributions to the schemes or be
required to hold addional capital to miigate such nsk

The RBS Group Pension Fund { Main scheme ) I1s the largest of the
schemes and the main source of pension nsk The Main scheme
operates under a trust deed under which the corporale trustee, RBS
Pension Trustee Lumited, 1s a wholly owned subsidiary of The Royal Bank
of Scotland plc The trustee board comprises six directors selected by the
Group and four directors nominated by members

The trustee is solely responsibie for the mvestment of the Main scheme's
assets which are held separately from the assets of the RBS Group
Significant changes to asset strategy are discussed with the RBS Group s
Pension Risk Committee, which was established in 2011 The RBS
Group and the trustee must also agree on the Main scheme s funding
plan

in Cctober 2006, the Main scheme was closed 1o new employees In
November 2009, the RBS Group confirmed that it was making changes 1o
the Mamn scheme and a number of other defined benefit schemes
including the mtroduction of a limit of 2% per anaum (or the annual
change in the Consumer Price Index, if fower) to the amount of any salary
Increase that will count for pensionable purposes In Oclober 2012, the
RBS Group confirmed that it was increasing the charge made through ils
fiexible benefits programme for membership of the Main scheme by 5%
of salanes, with employees having the altemative of accephing an
increase in their Normal Penston Age from 60 to 65 in respect of service
from October 2012 at no addittonal costL

Risk appetite and investment policy are agreed by the trustee with
gquantitative and qualitative input from the scheme actuanies and
investment adwisers The Investment Executive, which acts an behalf of
the trustee of the RBS Group s largest pension schemes, also consults
with the RBS Group to obtain its view on the appropnate level of nsk
within the pension fund

Risk management framework

The RBS Group manages the nsk It faces as a sponsor of its defined
benefit pension schemes using a pension risk management framework
that encompasses risk reporting and monitoring, stress teshing, rmodelling
and an associated governance structure that helps ensure the RBS
Group 15 able to fulfil its obligation to support the defined benelit pansion
schemes to which it has exposure

* undudritead
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Reporting and monitoting

The RBS Group maintains an independent view of nsk from a sponsor
perspechve within its pension funds i achieves this through regular
pension nsk reporting and momitoring to the RBS Group Board, RBS
Group Executive Committee and RBS Group Board Risk Committea on
the matenal pension schemes thai the RBS Group has an obligation to
support

Stress testing and modelling

Throughout 2012, vanous pension nsk stress testing infiatives were
undertaken, focused both an intemally defined scenaros and on
scenanos to meel integrated FSA stress testing requirements On an
annual basis the tnternal Capital Adequacy Assessment Process 1s also
modelled This entails assessing changes i penston asset and hability
values over a 12-month horzon under various siresses and scenaros

Governance

A key component of the pension nsk framework I1s the RBS Group
Pension Risk Committee This committee also serves as a formal link
between the RBS Group and the Investmeni Executive, which acts on
behalf of the trustee of the RBS Group s largest pension schemes, on nsk
management, asset strategy and financing 1ssues and has facilitated an
agreement between the two on mechanisms for reducing nsk within the
RBS Group Pension Fund

As part of the continuing development of the pension nsk management
framework within the RBS Group, key achievements in 2012 focused on
developing an improved pension nisk reporting, monitonng, modelhng and
stress testing capability for the Group The focus for 2013 will revolve
around extending and embedding these improvements across the RBS
Group

Main scheme

The most recent funding valuation, at 31 March 2010, was agreed dunng
2011 It showed that the value of labilittes exceeded the value of assets
by £3 5 billion at 31 March 2010, a ratio of assets to habilities of 84% In
order o ehminate this deficit the RBS Group agreed to pay additional
contributions each year over the penod 2011 to 2018 These
contnbutions started at £375 milhon per annum n 2011, increasing to
£400 million per annum n 2013 and from 2016 onwards will be further
increased m hne with pnce infiaton Further details are provided in Note 4
of the consolidated accounts The next funding valuation 1s due at 31
March 2013

The assets of the Main scheme, which represent 85% of Group penston
plan assets at 31 December 2012, are invesled in a diversified portfoiio of
quoted and private equity government and corporate fixed interest and
index-inked bonds, and cther assets including property and hedge funds
The trustee has taken measures to partially mitigate inflahon and interest
rate nsks both by investing in suitable physical assets and by entering
mnte inflation and interest rate swaps The Man scheme also uses
denvatives wilhun its portfolio to manage the allocaton to assel classes
and to manage nsk within asset classes
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The 1able below shows the sensitivity of the Main scheme s assets and habilihes {measured according to 1AS 19 Employee Benefds’) to changes in
nterest rates and equity values at the year end, taking account of the cuirent asset allocation and hedging arrangements

Change Change  Increase In not
in value n value of pansion
of assels hatihtes oblgatons
£m [¥ia] £m
At 31 December 2012
Fall in nominal swap yields of 0 25% at all durations with no change in credit spreads or real swap yields 76 255 (179)
Fall in real swap yields of 0 25% at all duratrans with no change i credit spreads or nominal swap yields 578 995 (417)
Fall in credd spreads of 0 25% at all durations with no change it nominal or real swap ytelds 71 1,261 (t,190)
Fall in equity values of 10% (862} — (862)
At 31 December 2011
Fall in norminal swap yrelds of 0 25% ai all durations with no change in credit spreads or real swap yrelds 106 200 (94)
Fall in real swap yields of 0 25% at all durattons with no change in credit spreads or nominal swap yields 557 911 (354)
Fall in credd spreads of 0 25% at all durations with no change i nominal or real swap yields 104 1,118 (1,014)
Fall in equity vatues of 10% (935) — (935)
At 31 December 2010
Fall iIn nomina! swap yrelds of 0 25% at alf durations with no change in credn spreads or real swap yields 67 193 (126)
Fall n real swap yields of 0 25% at all durattons with no change i credit spreads or nominal swap yields 355 799 (444)
Fallin credit spreads of 0 25% at all durations with no change m nominal or real swap yields 9 1,005 (907)
Fall in equity values of 10% (1,083) — (1,083)
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Report of the directors

The directors present their report together with the audited accounts for
the year ended 31 Decemnber 2012

Group structure

Nahonal Westminster Bank Pic (the ‘Bank } 1s a wholly-owned subsidiary
of The Royal Bank of Scotland plc {the ‘holding company’ or 'the Royal
Bank') which 1s incarporated in Great Bntan and has its registered office
at 36 St Andrew Square, Edinburgh EH2 2YEB The 'Group or ‘NatWest
Group’ compnses the Bank and its subsidiary and associated
undertakings Detalls of the prncipal subsidiary underiakings and therr
actwihes are shown i Note 17 on the accounts ‘RBS Group’ comprises
The Royal Bank of Scatland Group plc (the ‘ulimate holding company”)
and its subsidiary and associated undertakings

The financial statements of The Royal Bank of Scatland Group plc can be
obtained from RBS Secretanal, RBS Gogarburn, Edinburgh, EH12 1HQ,
the Registrar of Companies or through the RBS Group's website,

www rbs com

Fallowing placing and open offers in December 2008 and in April 2009,
HM Treasury (HMT) owned approximately 70 3% of the enlarged ordinary
share capital of the ulimate holding company In December 2009 the
ultimate holding company 1ssued a further £25 5 billion of new caplal to
HMT This new capilal took the form of B shares, which do not generally
carry voting nghis at general meetings of ordinary sharsholders bu! are
converible into ordinary shares and qualfy as Core Tier 1 capital

At 31 December 2012 HMT's holding in the ultimate holding company’s
ordinary shares had reduced to 65 3% as a consequence of share 1ssues
dunng the year

With effect from 31 October 2012, the residenttal mortgage portiolio and
related funding of Nahonal Westminster Home Loans Limied {a fellow
subsidiary of the Royal Bank) were transferred to the Bank

Results and dividends

The loss attributable to the ordinary shareholders of the Bank for the year
ended 31 December 2012 amounted to £3,276 mdlion compared with

£3 852 mull:on for the year ended 31 December 2011, as set out in the
consohdated income statement on page 138

The Bank did not pay a dividend on ardinary shares in 2011 or 2012

Business review

Activities

The Group 1s engaged principally m providing a wide range of banking
and other financial services Further detalls of the orgamisational structure
and business overview of the Group including the producis and services
prowided by each of its divisions, are contained in the Financial review on
pages 4 and 5

Asset Protection Scheme

On 22 December 2009, the Group’s parent company, The Royal Bank of
Scotland pic entered into an agreement, the Asset Protection Scheme
(APS), with HM Treasury acting on behalf of the UK Government, under
which 1t purchased credit protection over a portfolio of specified assels
and exposures {covered assels) from HM Treasury The portiolio of
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covered assels included assets recorded on the Group's balance sheet
However, the Group was not enttled to benefit under this contract and
there were no arangements to transfer the protection to the Group The
APS had therefore no effect on the Group's results and financial position

On 18 Qctober 2012, the RBS Group exited the APS

Risk tactors

The Group s future performance and results could be matenally ditferent
from expected results depending on the outcome of certam potenhial nsks
and uncertainties Certain nsk factors the Group faces are summansed
on page 6 Fuller details of these and other nsk factors are set out on
pages 238 to 249

The reported results of the Group are also sensitive to the accounting
polictes, assumptions and estirnates that underle the preparation of the
financial statements Details of the Group’s critical accounting policies
and key sources of accounting judgments are included in Accounting
policies on pages 144 o 154

The Group s approach to nsk management, including its financial nsk
managemeni ohjectives and pelicies and information on the Group's
exposure {o price, credit, hquichty and cash flow nsk 1s discussed in the
Risk and balance sheet management section of the Financial review on
pages 1510 131

Financ:al performance

A review of the Group's performance during the year ended 31 December
2012 and the Group's financial position as at that date 1s contained in the
Financial review on pages 7 to 14

Employees

Policies and practices in respect of employee ssues are managed on a
consistent basis across the RBS Group, and the fellowing sections reflect
thus approach

As a1 31 December 2012, the Bank and its subsidiaries employed 24,100
employees (full-time equivalent basis) throughout the world Detasls of
employee related costs are included in Note 3 on the accounts

The RBS Group operates certain employee share plans in which eligible
employees are able to participate and which align the interests of
employees with those of the RBS Group shareholders

Employee learning and development

The RBS Group mantains a strong commitment to providing all its
employees with the opportunity to grow through fearning and
development, which in tumn heips 1o achieve business objectives and
dnive excellent customer service Supporting the professionalisation of
our front kne staff, this year more than 6,000 of our customer facing
employees participated in accredited development programmes This
helps our employees deliver the best service to our customers whilst
working towards a recognised professional standard




Employee communication

Employee engagement 1s encouraged through a range of communication
channels, at both divisional and RBS Group level These channels
provide access o news and information in a number of ways, including
the intranet, magazines, videa, team meetings led by line managers,
briefings held by semar managers and regular dialogue with emptoyees
and employee representatives

The Group Chief Executive and other senior RBS Group executives
regularly communicate with, and encourage feedback from, employees
across a range of channels

Employee feedback

Every year since 1999, through the Your Feedback survey, employees in
all the RBS Group's businesses have shared their thoughts about what
it’s like working for the RBS Group These msights inform what the RBS
Group needs to do to imprave the way it works, whether it s a local 1ssue
or something that affects everyone Apart from an opportunity to hsten to
ernployees, the survay also enables the RBS Group 1o monitor levels of
employee satisfaction and engagement compare with other companies

Employee consultation

The RBS Group recognises employee representative organisations such
as trade uniens and work councils in a number of businesses and
countnes

The RBS Group has a European Employee Council that provides elected
representatives with an opportunity to understand better the RBS Groug's
European operations

Diversity and inclusion

Durning 2012, the RBS Group executive renewed Its commitment lo
making workplace policies, processes and expenences inclusive for stafi,
customers and stakeholders In suppornt of this, RBS Group HR has set
mclusion within iis top prionties for 2013

Inclusion 1s buiit nto vanous pohcy areas and people management
processes For example the RBS Group confinues to support disabled
people ensunng they have equal opporturities in recruiiment,
employment, promotion and training

The RBS Group also supports employee led networks such as Focused
Women and Rainbow whe provide personal and career development
opportunities through netwerking and traing events

This commitment to inclusion extends to suppeorling and participating in
posttive achon programmes outside of the RBS Group aimed at
cultivahing future leaders mcluding, ‘An Inspiratonal Journey' the FTSE-
100 cross-company mentorng and Glass Ladder programmes The RBS
Group continues to mamtan its involvernent with extemal chantable
networks and events such as Manchester Pnde
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Thus approach to Inclusion extends to the marketplace with the ABS
Waomen in Business specialists supporting and guiding more and more
women to take the step of staring their own business

Performance 1s monitored and reviewed at RBS Group and divisional
level and the RBS Group remams supportive of the recommendations of
Lord Davies' Report There are currently three female directors on the
Board out of a total of 12 directors, which meets the Lord Davies’
aspiralional target of 25 per cent female Board representabon As at 3t
December 2012, 19 per cent of executives and 55 per cent of employees
were female

Further detalls on the Board diversity policy can be found at
www rbs com

This year the RBS Group has been recognised for 1its work on Eguality,
Diversity and Inclusion by retaining our Gold standard ranking from
Oppartunity Now {gender), achieving Silver for Race for Opportunity
(race) attaning the Top Employers award for employee engagement
trom workingmums co uk as well as secunng a position in the Working
Farmiles Top 10

Safety, health and weltbeing
Ensuring the safety, heaith and welibeing of employees and customers Is
an importan! responsibiity for the RBS Group

The RBS Group 1s commitied to ensuring legal compliance and manageng
health and safety nsks Qurning 2012, increased focus on leadership,
governance and the eflectiveness of controls delivered irmprovements in
health and salely performance

A wide range of health benefits and services are in place to help
employees mantain good physical and psychological health, and suppon
them if they do become unwell A number of these sesvices have been
enhanced and promoted in response (o the impact of the economic
enviranment For example, in 2012 the BBS Group launched an online
toolkit which provides easy access lo a range of resources, provided
through our Employee Assistance Programme to help employees deal
with stress, build resifience and manage personal finances
Pre-employment screening

The RBS Group has a comprehensive pre-employment screening
process to guard against possible inbltration and employee-related fraud
for all direct and non-direct staff engaged on RBS Group business

Code of conduct

The code of conduct apples to everyone who works for the RBS Group

it promotes honest and ethical conduct, including the handiing of actual
or apparen! conflicts of inlerest between personal and professional
relationships The RBS Group recognises that personal conduct,
business integnty and the RBS Group's secunty are crucial, and the code
of conduct serves to inform those who work for the RBS Group of iis
expectations of thewr behaviour and practices
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Report of the directors connnued

Sustainability

The long term success of the RBS Group refies on being safe, strong and
sustainable This underpins everything that the RBS Group does and
enables the RBS Group to play a central role within society that enables
people to run thew daily lives and businesses This in turn, supports
economic growth and brings wider benefils to society There are further
opportunshies {or the RBS Group to build on this and explore ways in
which we can create additional value for ail stakeholder groups

Sustamability 15 therefore not just about the many responsibiities and
obhigations that the RBS Group has n a legal sense, but 1s aboul broad
1ssues that need to be addressed 10 ensure that the RBS Group 1s a
healthy and respected business operating on a sustanable basis

Sustanability 1s central to the way the RBS Group 1s managed The R85
Group Sustainabulity Comemuttee 1s responsible for overseeing and
challenging how management Is addressing sustainabibly and reputation
1s5Ues relating to all stakeholder groups and reparts to the Board

Further delalls of the RBS Group's suslamabiity policies are avadable at
www rths com/sustainability and in the Annual Sustanability Repart

Going concern

The direciors, having considered the Bank's business activilies and
financial posiion discussed in the Financial review including the Group’s
regulatory capital rescurces (pages 29 to 34} and s iquidity and funding
protie (pages 35 to 43} and the nsk factors set out on pages 238 to 249
and having made such enguines as they considered appropnate, have
prepared the financial statements on a going concern basis They
considered the financial statements of The Royal Bank of Scottand Group
plc for the year ended 31 Decernber 2012, approved on 27 February
2013, which were prepared on a going concem basis

Corporate governance

Internal control over financial reporting

The internal controls over financia! reperting for the Group are consistent
with those at the RBS Group level The RBS Group 1s required to comply
with Section 404 of the US Sarbanes-Oxley Act of 2002 and assess the
effectiveness of internal control over financial reporting as ot 31
December 2012

The RBS Group assessed the efiectiveness of its internal control over
financial reporting as of 31 December 2012 based on the cntena set forth
by the Committee of Sponsonng Orgamzalions of the Treadway
Commission in Intemal Control - Integrated Framework

Based on its assessment, management has conciuded that, as of 31
December 2012, the RBS Group's internal controf over financial reporting
15 effective

The RBS Group's auditors have audited the effectveness of the RBS
Group's iMermal contro! over financial reporting and have given an
unguahfied opintan

Management's report on the RBS Group’s internal control gver financial

reporting will be filed with the Secunties and Exchange Commission as
part of the ARBS Group s Annual Report on Form 20-F
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In addition to the requirements for RBS Group, the NatWest Group i1s
reguired to comply with Section 404(a) of the US Sarbanes-Oxley Act of
2002 and assess the effectiveness of intemnal control over financial
reparting as of 31 December 2012 Based on the catena discussed
above, the NatWest Group concluded the internal contro! over financial
reporting 1s effective and the report will be included m the NatWest
Group s Annual Report on Form 20-F The NaiWest Group's audilors are
not required to report on the NatWest Group's internal control over
financia! reporiing

Board of directors

‘The Board s the man decision-making forum for the Bank It has overall
responsibility for management of the business and affairs of the Group,
the estabhishment of Group sirategy and the allocation and raising of
capital, and 15 accountable to shareholders for financial and aperational
performance The Board considers strategic 1ssues and ensures the
Group manages nsk effectively through approving and monitonng the
Group s nsk appetite, considenng Group stress scenarios and agreed
mittgants and identifying longer term strategic threats to the Group s
business operations The Board s terms of reference includes key
aspects of the Bank's affars reserved for the Board's decision and are
reviewed at jeast annually

There are a number of areas where the Beard has delegated specific
responstbility to management, including the Group Chief Executive and
the Group Finance Direclor These include responsibility for the
cperational management of the Group’s businesses as well as reviewing
high level stralegic Issues and considerng nisk appetite, nisk palicies and
nsk management strategies 1n advance of these being considered by the
Board and/or ts Committees Specific delegated authontes are also n
place In relation to business commitments across the Group

The roles of Chawrman and Group Chief Executive are distinct and
separate, with a clear dmsion of responstbiiies The Chairman leads the
Board and ensures the etlective engagement and contnbution of all
executive and non-executive directors The Group Chief Executive has
responsthihty for all Group businesses and acts in accordance with
authonty delegated by the Board The non-executive directors combine
broad business and commercial expenence with independent and
objective judgement

The Group Audit Commiftee compnses at least three independent non-
executive directors and assists the Board in discharging its
responsibiities for the disclosure of the financial affarrs of the Group It
reviews the accounting policies, financal reporting and regulatory
comphance practices of the Group, the Group s sysiem and standards of
nternal controls, and monitors the Group's processes for internal audit
and extemal audit and reviews the prachces of the Divisional Risk and
Audit Committees

The Board Risk Commuttee compnses at least three independent non-
executive directors It provides oversight and advice to the Board on
current and potential future nsk exposures of the Group and nisk strategy
it reviews the Group's performance on nsk appelile and oversees the
operation of the Group Policy Framework




The Group Performance and Remuneration Commuttee {formerly Group
Remuneration Commitiee} compnses at least three independent non-
execulive direclors and has oversight of the Group's policy on
remuneration it alse considers senor executive remuneration and makes
recommendations o the Board on remuneration of executive directors

The Grroup Nominations Committee compnses all of the non-execulive
directors, and 1s chaired by the Chairman of the Group |t assists the
Board in the selection and appointment of directors {t reviews the
structure, size and composttion of the Board, and membership and
charmanship of Board commitiees

The Group Sustamability Commutiee compnses of independent non-
executive dwectors and 1s chawed by the Senior Independent Director It
15 responstble for overseeing and challenging how management 1s
addressing sustainability and reputation 1ssues relating to ail stakeholder
groups, except where such issues have already been dealt with by other
Board committees

The Executive Commuittee compnses the Group s most senior execulives
and i1s responsible for managing Group-wide 1ssues and those
operational 1ssues that affect the broader Group [t reviews strategic
1ss5ues and mitiatives, monitors financial performance and capial
allocations, and considers nsk strategy, policy and nsk management

The Management Commuttee compnses members of the Executive
Commuttee together with a number of other semor executives and meets
as required to revtew stralegy and business performance

Share capital
Details of the ordinary and preference share capital at 31 December 2012
are shawn in Note 25 on the accounts

Annual report on Form 20-F

An annual report on Form 20-F will be filed with the Secunties and
Exchange Commisston in the US and copies will be available on request
from the Secretary Much of the detaided finangial information therein s
shown in these accounts

Directors
The current members of the Board of directors are shown on page 2

All of the current directors served throughout the year and to the date of
sigring of the financial statements

John McFariane stepped down from the Board on 31 March 2012 Joe
MacHale will step down from the Board on 14 May 2013

All directors of the company, with the excephion of Joe MacHale, will
stand {or re-election by shareholders at the Annual General Meeting in
2013

Directors’ interests

The interests of the directors in the shares of the ultimate holding
company at 31 December 2012 are disclosed in the Report and Accounts
of that company None of the directors held an mterest tin the loan capital
of the ulttmate holding company or in the shares or loan capital of the
Bank or any of the subsidianes of the Bank, dunng the peried from 1
January 2012 to 27 March 2013
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Directors’ indemnities

Interms cf section 236 of the Companies Act 2006 (the “Companies
Act’) Quahtying Third Party Indemrity Provisions have been issued by
the ulimate holding company to directors, members of the ABS Group's
Executive and Management Commitlees and FSA Approved Persons

In terms of Section 236 of the Companies Act, Qualifying Pengion
Scheme Indemnity Provisions have been i1ssued to all trustees of the
RBS Group’s pension schemes

Post balance sheet events

There have been no significant events between the year end and the
date of approval of these accounts which wauld require a change to or
disclosure in the accounts

Charitable contnbutions
The total amount given for chartable purposes by the Group dunng the
year ended 31 December 2012 was £1 6 milion {2011 - £5 0 million)

Political donations
During 2012, no poliical donations were made in the UK or EU, nor any
political expenditure in the UK or EU

Policy and practice on payment of creditors

The Group 1s commitied to mamntaining a sound commercial relatonship
with its suppliers Consequently, 1t 1s the Group's policy to negotiate and
agree terms and conditions with its suppliers, which includes the gving of
an undertaking to pay suppliers within 30 days of receipt of a correctly
prepared invoice submitted in accordance wath the terms of the contract
or such other payment peniod as may be agreed

Al 31 December 2012, the Group’s trade creditors represented 25 days
(2011 - 27 days) of amounts invoiced by supphers

Directors’ disclosure to auditors
Each of the directors at the date of approval of this report confirms that

{a} so far as the director 1s aware, there 1s no relevant audit infermation of
which the Bank's auditors are unaware, and

(b) the director has taken all the steps thal he/she ought o have taken as
a director to make himself/herself aware of any relevant audi information
and to estabiish that the Bank's auditors are aware of that information

This contirmation 1s given and should be intempreted in accordance with
the provisions of section 418 of the Companies Act

Auditors

The auditors, Deloitte LLP, have indicated their wilingness to continue in
office A resclution to re-appoint Deloitte LLP as the Bank's auditor will be
proposed at the forthcoming Annual General Meeting

By order of the Board

Adleen Taylor @%J

Secretary
27 March 2013

National Westminster Bank Plc
1s registered in England No 929027
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Statement of directors responsibilities

The directors are responsible for the preparation of the Annual Report
and Accounts

The directors are required by Articte 4 of the IAS Regulation (European
Comnussion BRegulation No 1606/2002) 1o prepare Group accounts, and
as permitted by the Companies Act 2006 have elected to prepare Bank
accounts, for each financial year w1 accordance with International
Financial Reporting Standards as adopied by the European Union They
are responsible for prepanng accounts that present fairfy the financial
position, inancial performance and cash flows of the Group and the
Bank In prepanng those accounts, the directors are required to

« select sutable accounting policies and then apply them consistently,

« make judgements and estimates that are reasonable and prudent

« state whether apphcable accounting standards have been followed,
subject to any matenal departures disclosed and explained in the

accounts and

e prepare the accounts on the going concern basis unless it is
nappropnate to presume that the Bank will conttnue in business

The direclors are respansible for keeping proper accounting records
which disclose with reasonable accuracy at any time the financial positon
of the Group and to enable them to ensure thal the Annuat Report and
Accounts complies with the Companies Act 2006 They are also
responsible for safeguarding the assets of the Bank and the Group and
hence for taking reasonable steps for the prevention and detection of
fraud and other irregulanties

By order of the Board

Alleen Taylor
Secretary
27 March 2013

We, the directors listed below, conflirm that to the best of our knowledge

« the financial statements, prepared m accordance with Internabonal
Financial Reporting Standards, give a true and far view of the
assels habulibes financial position and profit or foss of the Bank and
the undertakings included in the consolidation taken as a whole, and

By order of the Board

VALY

Philip Hampton Stephe ter
Charman Group Chief Executive

27 March 2013
Board of directors

Chairman
Philip Hampton

Executive directors
Stephen Hester
Bruce Van Saun
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+ ihe Financial review, which is incorporated into the Directors’ report
includes a fair review of the development and performance of the
business and the position of the Bank and the undertakings included
in the consolidation taken as a whole, together with a description of
the pnncipal nsks and uncertainties that they face

Brué Van Saun

Group Finance Director

Non-executive directors
Sandy Crombie

Alison Davis

Tony Bi lono

Penny Hughes

Joe MacHale

Brendan Nelson
Baroness Noakes

Arthur ‘Art Ryan

Philip Scott
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Independent auditor’s report to the members of National Westminster Bank Plc

We have audited the financial statements of National Westminster Bank
Plc (the "Bank") and its subsidianes (together the *Group”) for the year
ended 31 December 2012 which compnse the accounting policies, the
balance sheets as at 31 December 2012, the consolidated income
statement, the consohdated statement of comprehensive income, the
statements of changes in equity and the cash flow statements for the
year ended 31 December 2012, the related Notes 1 10 40 and the
information wWentified as ‘audited’, in the Risk and balance sheet
management sechion of the Financial review The financial reporting
framework that has been appiied in their preparation ss applicable law
and International Financial Reporting Standards (IFRS) as adopted by
the European Union and, as regards the Bank financial stalements, as
apphed in accordance with the provisians of the Companies Act 2008

Thus report 1s made solely to the Bank's members, as a body, in
accordance with Ghapter 3 of Part 16 of the Comparues Act 2008 Qur
audit work has been undertaken so that we might state fo the Bank's
members those matters we are required to state to them i an auditor s
report and for no other purpose To the fullest extent permitted by law, we
do not accept or assume responsibility to anyone other than the Bank
and the Bank’s members as a body, for our audit work, for this report, or
for the opinions we have formed

Respective responsibilities of directors and auditor

As explamed more fully in the statement of directors’ respensibilites, the
directors are responsible for the preparation of the hnanceal statements
and for being satisfied that they give a true and far view

Our responsibility 1s to audit and express an opirion on the financial
statements in accordance with applicable law and Internatonal Standards
on Auditing (UK and lreland) Those standards require us to comply with
the Auditing Practices Board’s Ethuical Standards fer Audiiors

Scope of the audit on the tinancial statements

An audit involves obtarming evidence about the amounts and disclosures
In the inancial statements sufficient to give reasonable assurance that
the financial statements are free from matenal misstatement, whether
caused by fraud or error This includes an assessment of the
reasonableness of signeficant accounting estimates made by the directors
in the preparation of the financial statements, whether the accounting
policies are approprate to the circumstances of the Bank and the Group
and have been consistently applied and adequately disclosed, and the
overali presentation of the financial statements In addition, we read all
the financial and non-financial information it the annual report to identity
matenal inconsistencies with the audited financial statements 1f we
become aware of any apparent matenal misstalements or incansistencies
we consider the implications for our report

Opinion
In our opirion

o the financial statements give a true and fair view of the state of the
Group's and of the Bank's affars as at 31 December 2012 and of
the Group's loss for the year then ended,

e the Groups financial statements have been properly prepared mn
accordance with IFRS as adopted by the European Umion,

« the Bark's financia stalements have been properly prepared in
accordance with IFRS as adopted by the European Umion and as
apphed in accordance with the provisions of the Companies Act
2006, and

s« the financial statemenis have been prepared in accordance with the
requirements of the Comparnies Act 2006 and, as regards the Group
financial statements, Article 4 of the JAS Regulation

Separate opinion In relation to IFRS as issued by the |ASB

As expiained in the accounting policies, the Group in addition to
complying with iis legal obligation to comply with IFRS as adopted by the
European Union, has alsa complied with the IFRS as issued by the
international Accounting Standards Board (IASB)

In our opinion the Group financial statements comply with IFRS as ssued
by the IASB

Opinton on other matters prescribed by the Companies Act 2006
in our opinion the nformation given in the Report of the directors for the
financial year for which the financial siatements are prepared 15
consistent with the financial staternents

Matters on which we are required to report by exception
We have nothing lo report in respect of the following matters where the
Companies Act 20086 requires us fa report 1o you If, in our opinion

s adequate accounting records have not been kept by the Bank, or
returns adequate for our audit have not been recewed from
branches not visited by us, or

e the Bank financial statements are not \n agreement with the
accounting records and relurns, or

e cerlain disclosures of directors’ remuneration speciiied by law are
not made, or

s we have not receved all the information and explanations we
require for our audit

Kart Hale (Senor Statutory Auditor)

for and on behal of Delotte LLP

Chartered Accountants and Statutory Auditor
Lendon, Umited Kingdom

27 March 2013
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Independent auditor’s report to the members of National Westminster Bank Plc

.

We have audied the financial stalements of National Westminster Bank
Plc (the "Bank”) and its subsidiaries ({together the “Group”) for the year
ended 31 December 2012 which comprise the accounting policies, the
balance shests as at 31 December 2012, the consolidated income
statement, the consolidated statement of comprehensive income, the
statements of changes in equity and the cash flow statements for the
year ended 31 December 2012, the related Notes 1 1o 40 and the
information «ertified as ‘audied’, in the Risk and balance sheet
management section of the Financial review The financial reporting
framewerk that has been applied in ther preparation 1s applicable law
and International Financial Reporting Standards (IFRS) as adopted by
the Eurcpean Union and, as regards the Bank financial statements, as
applied in accordance with the provisions of the Companies Act 2006

This report 1s mads solely to the Bank's members, as a body, In
accordance with Chapter 3 of Part 16 of the Companies Act 2006 Our
audit work has been undertaken sa that we might state to the Bank's
members those mallers we are required to state ta them in an auditor's
report and for no other purpose To the fullest extent permitted by law, we
do nol accepl or assume responsibility to anyone other than the Bank
and the Bank's members as a body, for cur audit work, for this report, or
for the opinions we have formed

Respectlve responsibliities of directors and auditor

As explained more fully in the statement of directors’ responsibilities, the
directors are responsible for the preparation of the financial statements
and for being satished that they give a true and far view

Our responsibility 1s to audit and express an opinion on the financial
statements In accordance with applicable law and International Standards
on Audiing (UK and Ireland) Those standards require us 1o comply with
the Auditing Practices Board's Ethical Standards for Auditors

Scope of the audIt on the financial statements

An audi involves obtaining evidence about the amounts and disclosures
in the hinancial statements sutficient to give reasonable assurance that
the financial statements are free from matenal misstatement, whether
caused by fraud or error This includes an assessment of the
reasonableness of signficant accounting estimates made by the directors
in the preparation of the financial statements, whether the accounting
policies are appropnate lo the circumstances of the Bank and the Group
and have been consistently applied and adequalely disclosed, and the
overall presentation of the financial statements In addmion, we read all
the financial and nen-financial irformation in the annual report to Wentify
matenal incongsistencies with the audited tinancial statements 1f we
become aware of any apparent material misstatements or inconsistencies
wa consider the implications for our report

Opinlon
In our opinion

« Ihe financial statemenits give a true and fair view of the state of the
Group's and of the Bank's affars as at 31 December 2012 and of
the Group's loss for the year then ended,

« the Group's financial statements have been properly prepared in
accordance with IFRS as adopted by the European Union,

e the Bank's financial statements have been properly prepared in
accordance with {FRS as adopted by the European Union and as
apphed in accordance with the prowisians of the Companies Act
2006, and

e the financial statements have been prepared in accordance with the
requirements of the Companies Act 2006 and, as regards the Group
financial statements, Article 4 of the IAS Regutation

Separate apinlon in relatlon to IFRS as Issued by the 1ASB

As explained 1n the accounting pelicies, the Group In addition to
complying with 11s legal obligation to comply with IFRAS as adopted by the
Eurcpean Union, has also comphed with the IFRS as 1ssued by the
international Accounting Standards Board (ASB)

In our opinion the Group financial statements comply with IFRS as 1ssued
by the IASB

Oplnion on other mattars prescribed by the Companies Act 2006
In our opinion the infarmation given in the Report of the directors for the
financial year for which the financial statements are prepared is
consistent with the financial statements

Matters on which we are required to report by exception
We have nothing to report in respect of the following matters where the
Compares Act 2006 requires us to report to you if, In our opINion

+ adequate accounting records have not been kept by the Bank, or
returns adequate for our audit have not been received from
branches not visited by us, or

e the Bank financial statements are not n agreement with the
accounting recards and returns, or

e ceran disclosures of directors' remuneration specified by law are
not made, or

« we have not received all the information and explanations we
require far our audi

) -

A

Kan Hale (Senior Statutery Auditer)

for and on behalf of Deloitie LLP

Chartered Accountants and Statutory Auditor

London, United Kingdom
27 March 2013
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Consolidated income statement for the year ended 31 December 2012

2012 2011 2010
Nota £m fm fm
Interest receivable 6,316 6,183 6,070
Interest payable (3,443) (3,176) (2,909)
Net interest income 1 2,873 3,007 3,161
Fees and commisstons recesvable 2 2,643 2,790 3,984
Fees and commissions payable 2 {428) (343) {1,248)
Income from trading activities 2 1150 244 825
Gain on redemption of own debt 2 —_ 251 145
Other operaling income 2 188 142 1,199
Nar-interest income 3,553 3,084 4,905
Total income 6,426 6,091 8 066
Staff costs {1,699} {1,796) {1,887}
Premises and equipment (341) (376} (368)
Other administrative expenses (4,195} (3,336) (2,818)
Depreciation and amortisation {213} {218) (232)
Wite-down of goodwilt (117) e —
Operating expenses 3 {6 565) (5,726) {5,303)
{l.oss}/profit before impairment losses (139) 365 2763
impatrment losses 13 {3 183) (4,792) (5,144)
Operating loss before tax (3,322) {4,427) {2,381)
Tax credit 6 46 583 17
Loss for the year (3,276) {3,844) (2,264)
Loss aftributable to
Naon-controlling interests — 8 (8}
Ordinary shareholders (3,276) {3,852) (2.256)
(3,276) {3,844) (2,264)

The accompanying notes on pages 156 1o 227, the accounting policies on pages 144 to 154 and the audited sections of the Financial review Risk and

balance sheet management on pages 15 to 131 form an integral part of these financial statements
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Consolidated statement of comprehensive income for the year ended 31 December 2012

2m2 2011 2010
£m £m £m
l.oss for the year (3,276) {3,844) (2 264)
Other comprehensive (loss)/income
Avalable-for-sale financial assets 17 (6} {5)
Cash flow hedges 6 3 (12)
Currency translabon {239) {267} 163
Other comprehensive (loss)fincome before tax (218} {270} 146
Tax {charge)/credit (3) 1 {1)
Other comprehensive {loss)/income after tax (219} {269) 145
Tatal cormprehenswe loss for the year {3,495) (4,113} (2 119)
Total comprehensive loss 1S attnbutable to
Nen-controfling tnlerests (16) (4) (22
Ordinary shareholders (3,479) {4,109) (2,097)
(3,495) {4,113) {2,119)

The accompanying notes on pages 156 to 227, the accounting policies on pages 144 to 154 and the audited sections of the Financial review Risk and

balance sheet management on pages 15 to 131 formn an integral part of these financial statements
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Balance sheet as at 31 December 2012

Group Bank
2012 2611 2010 Z012 2011 Z010
Note £m £m £m £m £m £m
Assels
Cash and balances at central banks 10 2,298 1,918 1.824 921 917 867
WWmounts due fram holding company and subsidianes 16 125127 151,447 138,404 78,440 104 345 92,354
(Other loans and advances to banks 10 9,897 14,754 17,525 2,475 2,399 3,092
Loans and advances ta banks 10 135,024 166,201 165,929 80,915 106 744 95,446
JAmounts due from subsidianies 10 3,064 7,904 9,305 2,798 7.069 B 698
\Dther loans and advances to customers 10 191 444 134 985 145,828 117,370 61,691 68,926
Loans and advances to customers 10 194,508 142,889 155,133 120,168 68,760 77,624
Debt securnties subject to repurchase agreements 7 28,008 30 647 34,568 - — —
Other debt secunties 6,907 10,358 4,926 2,523 3,691 3,241
Debt secunties 15 34,915 41,005 39,494 2,523 3,691 3.241
Equity shares 16 898 928 a04 i0 10 15
Investments in Group undertakings 17 — s — 5,083 7,235 5,743
Settlement balances 2 362 2,468 3,761 83 78 —
IAmounis due from holding company and subsidianies 14 2,532 2,452 1363 2,113 1 755 748
Other denvatives 14 2,254 2,745 2,097 1,799 2,057 1,496
Denvatives 14 4,786 5197 3 460 3,912 3812 2,244
tntangible assets 18 736 8i2 683 427 389 359
Property, plant and equipment 19 2,048 2,982 3,191 785 815 B11
Deferred tax 23 384 579 574 — — 88
Prepayments, accrued income and other assets 20 2,605 2,573 1,579 804 1,420 752
Total assets 379,964 367,552 366,532 215,631 153,871 187.190
Liabihties
lAmotnts due to holding company and subsidianes 10 43,79t 39,97 40,343 21 249 11,984 17,471
Other deposits by banks 10 14,393 14,758 12,209 2,793 4,087 2,728
Deposits by banks 10 58,184 54,729 52,552 24,042 16,071 20,199
IAmounts due to subsichanes 10 5,897 3,634 4173 6,026 3734 4 384
iOther customer accounts 10 258,090 251,076 252,059 161,623 150,468 144 650
Customer accounts 10 263,987 254,710 256 232 167,649 154,202 149,034
Debt securities in issue 10 3,966 4,239 8,262 —_ — —
Settlement balances 10 2,755 2,911 2,943 38 11 4
Short positions 21 11,840 13,482 13,943 — — —
Amounts due to holding company and subs:thanes 14 4,980 5,119 3,058 3,986 3,771 1,572
IOther denvatives 14 575 973 497 423 481 187
Denvalives 14 5 055 8,092 3,555 4,409 4,252 1,759
Accruals, deferred income and other habiltes 22 3,804 5,484 4,444 1,595 2,844 1465
Retirement benefit iabilites 4 44 207 608 14 255 608
Deferred tax 23 245 289 41 189 222 -
Amounts due to holding company 10 5,780 6,114 5,243 4,412 4,415 3,713
Other subordinated hat:hties 10 1,847 1,888 2,340 1,711 1,749 2,197
Subordinated habiities 24 7,627 8,002 7,583 6123 6,164 5910
Total hiahilities 358 007 350,145 350,163 204,059 184,021 178,979
Non-controling mterests 1,257 1,272 1315 R — —
Owners equity 25 20 700 16,135 15 054 11572 9 850 3211
Total equity 21,957 17,407 16,368 11,572 9,850 8,211
Total iabikties and equity 379,964 367,552 366,532 215,631 193,871 187,190

The accompanying noles on pages 156 1o 227, the accounting policies on pages 144 1o 154 and the audited sections of the Financial review Risk and

balance sheet management on pages 1510 1

The accounis were approved by the Board

RS

Philip Hampton

2 V.

Chairman Group Chief Executive

National Westminster Bank Pic
Registraton No 929027
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'=— |i|| s on 27 March 2013 and signed on its behalf by

G Y

Bruce Van Saun
Group Finance Director




Statement of changes in equity for the year ended 31 December 2012

NATWEST 2012

Group Bank
3013 2011 2010 2012 2011 2010
£m £m £m om £ £m
Calied-up share capital
At 1 Janyary and 31 December 1,678 1,678 1,678 1,678 1,678 1,678
Share premium account
At 1 January 2,225 2,225 2228 2,225 2,225 2,226
Redemption of preference shares classified as debt — — {1) — — (1)
At 31 December 2,225 2,225 2,225 2,225 2,225 2,225
Avallable-for-sale reserve
At 1 January 5 8 16 4 6 5
Unrealised gains/(losses) 10 (19) (25} {(2) (3) 2
Realised losses 7 13 20 — — -
Tax () 3 @ ! 1 4}]
At 31 December 21 5 8 3 4 3]
Cash flow hedging reserve
At 1 January (14) {15) 5 (14) (16} ]
Amount recogrised 1n equity . e — 1 — — —
Amount transferred from equity 10 earmnings <] 3 (13) 6 4 (11)
Tax (2) @ 2 (2} (2) 2
At 31 December {10) (14) (15) (10} (14 (18)
Foreign exchange reserve
At 1 January 1,088 1,323 1,148 (9 (9 {12)
Retranslation of net asseis (252) (251) 169 — — 3
Fareign currency gains/{losses) on hedges of net assets 28 (4) 8 — —_ —_
At 31 December 845 1,068 1323 (9) {9) {3
Capital redemption reserve
Al 1 January 647 647 614 647 647 614
Redemplion of preference shares classified as debt - — 33 — — 33
At 31 December 647 647 647 647 647 647
Retained earmings
ALt January 10,526 9,188 8524 5,319 3,680 4,326
Loss attrbutable lo ordinary shareholders (3,2786) (3,852) {2.256) (6,331} {3 561) (3,564)
Capital contribution 8.050 5,200 2,950 8,050 5,200 2.950
Share-based payments - tax (&) {10} 2 — — —
Redemption of preference shares classified as debt — — {32) e — {32)
At 31 December 15 294 10,526 9 188 7,038 5.319 3,680
Owners' equity at 31 December 20,700 16,135 15,054 11,572 9,850 8,211
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Statement of changes in equity for the year ended 31 December 2012 continued

Group Bank
2012 071 2010 2012 2011 2010
£m £m £m £m £m £m
Non-controlling interests
At 1 January 1,272 1,315 1,282 —_ - —_
Currency translation adjustments and other movements (16) (12) 14} - — -
Profhi/{ioss) attnbulable to non-controiling interests — 8 (8} — - —
Equity raised 1 — 58 - -— —
Eguity withdrawn and disposals — (39) (3) — — -_
At 31 December 1,257 1,272 1,315 — — -
Total equity at 31 December 21,957 17,407 16,369 11 572 9,850 8211
Total comprehensive loss recognised in the staternent
of changes in equity Is altributable to
Non-controliing interests (16) (4) (22) - - -
Ordinary shareholders {3,479) (4,109) (2.097) (6,328) {3.561) (3,569)
{3,495) {(4.113) (2,119} {6,328) {3,561) {3,569)

The accompanying notes on pages 156 to 227, the accounting policies on pages 144 to 154 and the audited sections of the Financial review Risk and

balance sheet management on pages 15 to 131 form an integral part of these financial statements
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Cash flow statement for the year ended 31 December 2012

Group Bank
2012 00 Z010 2012 201 2010

Note £m £m £m £m £m £m
Qperating activities
Qperating loss before tax (3322) (4,427) {2,381} (6,846) {4.096) {3 864)
Adustments for
Depreciation and amortisalion 213 218 232 132 132 140
Write-down of goodwill 17 — —_ —_ — —
Provisions for impairment losses 3,183 4,792 5,144 812 1,041 1,293
Loans and advances written-off net of recovenes {921) {1,285) {1,038} {704) {1.052) {982}
Wnig-down of investment in subsidianes — - —_ 5,061 2,337 3,826
interest on subordinaled lrabilities 294 233 224 268 221 209
Charge for defined benefit pension schemes 193 139 270 142 99 213
Cash contnbution to defined beneht pension schemes {551} {550} (174} (452) {452} 77}
Gain on redemption of own debt — (251) (145} _— — (145)
Elimination of foreign exchange differences 1,468 (41) {1,175) 131 95 (27)
Other non-cash items 1 130 (1,162) 377 382 (778)
Net cash inflow/(outflow) from trading activities 675 {1,042) (205) (1,079) {1,293) {192)
Changes in operabng assels and habilihes 9,164 7,409 20,199 18,148 16,095 18,233
Net cash flows from operating actiities before tax 9,839 6,367 19,994 17,069 14,802 18,041
Income taxes receved 627 453 406 596 527 300
Net cash flows from operating aclvities 30 10,466 6,820 20,400 17,665 15,329 18,341
investing activiies
Sale and matunty of securities 581 444 1,131 405 35 468
Purchase of securities (120} {61) (89) - — @
Sale of property, plant and equipment 838 120 81 24 5 17
Purchase of property, plant and equipment (152) (287) {306) {18} (93) (66)
Nel Investment in business interests and mtangible assets 3 (59,365) {98) 204 {62,287) {3,873) (2 B52)
Net cash flows from nvesling activities {58,218) 118 1,021 (61,876) {3,926) (2,435)
Financing activibies
Issue of subordinated habilties _ 894 193 — 700 —
Proceeds of non-controlling interests 1ssued 1 — 58 — — —
Capital coninbution 8050 5200 2,950 8,050 5,200 2,950
Redemption of non-controling interests — (39} 3) — — —
Repayment of subordinated liabilties (295) {431) {1,405) e (431) (1,015)
Interest on subordinated liabilities {299) {238) (269) {271) (226) (254)
Net cash flows from financing actwties 7,457 5,386 1,524 7,779 5,243 1,681
Effects of exchange rate changes on cash and cash equivalents (1,574} {130} 1152 {121) (116) 35
Net (decrease)/increase In cash and cash equivalents (41,869) 12,134 24 097 (36,553) 16,530 17 622
Cash and cash equivalents at 1 January 145,761 133,617 109,520 100,353 83,823 66,201
Cash and cash equivalents at 31 December 34 103 882 145751 133,617 63,800 100,353 83,823

The accompanying notes on pages 156 to 227, the accounting policies on pages 144 to 154 and the audited sectons of the Financial rewew Risk and

balance sheet management on pages 15 to 131 form an integral pari of these financial statements
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Accounting policies

t Presentation of accounts 3

The accounts are prepared on a going concern basis (see the Report of
the directors, page 134) and i accordance with International Financial
Reporting Standards tssued by the International Accounting Standards
Board {IASB) and interpretations issued by the IFRS Interpretations
Committee of the IASB as adopted by the European Union (EU) (together
IFRS) The EU has not adopted the complete text of IAS 39 'Financal
tnstruments Recognition and Measurement , It has refaxed some of the
standard's hedging requirements The Group has not taken advantage of
this relaxation its financial statements are prepared in accordance with
IFRS as 1ssued by the IASB

The Bank s incorporated in the UK and registered n England and its
accounts are presented in accordance with the Companies Act 2006

There are two amendments to IFRS that were effeclive for the Group
from 1 January 2012 They have not had a matenal effect on the financial
statements of the Group or the Bank

‘Deferred Tax Recovery of Underdying Assets (Amendments to IAS 12
Income Taxes') clanfies that recogmition of deferred tax should have
regard to the expected manner of recovery or settlement of the asset or
habiity

‘Disclosures - Transters of Financial Assets (Amendments 10 IFRS 7
Financial Instruments  Disclosures')' replaces IFRS 7's existing
derecognibion disclosure requirements with disclosures about (a)
transferred assets that have not been derecognised in therr entirety and
{b) transterred assets that have been derecogmsed in therr entirety but
where the reporting entity has continuing involvement in those assets

2 Basls of consolidation

The consohdated financial statements incorporate the financial
statements of the company and entittes (including certain special purpose
entities) that are controlled by the Group Control exisls where the Group
has the power 10 govern the financiat and operating palicres of the entity,
generally conterred by holding a maonty of vating nghts  On acqussition
of a subsidiary s identfiable assels, habilities and contingent habilities
are included in the consolidated accounts at their farr value A subsidiary
1s in¢luded in the consohdated financial statements from the date it1s
controlied by the Group untl the date the Group ceases ta control it
through a sale or a significant change in circumstances Changes in the
Group s mterest in a subsichary that do not result in the Group ceasing to
control that subsidiary are accounted tor as equity transactions

Allintra-group balances, transactions, mcome and expenses are

elminated on consolidation The consolidated accounts are prepared
using uruform accounting policies

144

3 Revenue recognition

Interest income on financiat assets that are classified as loans and
recevables available-{or-sale or held-to-matunty and interest expense on
financial habiibes other than those measured at far value are determined
using the effective interest method The effective interest method 1s a
method of calculating the amortised cost of a finangial asset or financial
hability (or group of financial asseis or kabilites) and of allocating the
interest Income or interest expense over the expected life of the asset or
hability The effective interest rate s the rate that exactly discounts
estimated iuture ¢ash flows to the instrument's nitial carrying amount
Calculation of ihe effeciive interest rate 1akes into account fees payable
or receivable that are an integral part of the nstrument's yield, premiums
or discounts on acquisition ar 1ISsue early redemption fees and
transaction costs All contractuat terms of a financial Instrument are
considered when estimating future cash flows

Financial assets and financial kabiities held for trading or designated as
at fair value through profit or loss are recorded at farr value Changes in
{air value are recogrised in profit or loss

Commitment and utihsaton fees are determined as a percentage of the
outstanding facility | i 1s unlikely that a specific lending arrangement wall
be entered into, such fees are taken to profit or loss over the hife of the
faciily atherwise they are deferred and included in the effective interest
rate on the advance

Fees in respect of services are recogrused as the nght to consideration
accrues through the provistan of the service to the customer The
arrangements are generally contractual and the cost of providing the
service 15 incurred as the service 1s rendered The price 15 usually fixed
and always determinable The application of this pelicy to significant fee
types 1s outhned below

Payment services - this compnses income received for payment services
including cheques cashed, direct debits, Cleanng House Automatad
Payments (the UK electronic seftlement systern) and BACS payments
(the automated cleanng house that processes direct debits and direct
credits) These are generally charged on a per transaction basis The
income 1s earned when the payment or transaction occurs Charges for
payment services are usually debited 10 the customer's account monthly
or quarterly in arrears Income 15 accrued at penod end for services
provided but not yet charged

Card related services - fees from credi! card business include

e Commission receved from retallers tor processing credit and debit
card transactions Income Is accrued Lo the income statement as the
service 1s periormed

« Interchange recewved as issuer, the Group receives a fee
interchange) each tme a cardholder purchases goods and
services The Group also receives interchange fees from other card
issuers for providing cash advances through its branch and
automated teller machine networks These fees are accrued once
the transaction has taken place

¢ Anannual fee payable by a credit card holder 1s deferred and taken
to profit or loss over the penod of the service 1 @ 12 months



Investment management fees - fees charged for managing Invesiments
are recognised as revenue as the services are provided Incremental
costs that are directly attributable to securng an Investment management
contract are deferred and chiarged as expense as the related revenue 1s
recognised

4 Employee benefits

Short-term employee benefits such as salanes, paid absences, and
other benefits are accounted for on an accruals basis over the pertod in
which the employees provide the related services Group employees may
recelve variable compensation satisfied by cash, by debl instruments
issued by the RBS Group or by shares in The Royal Bank of Scotland
Group pic Vanabla compensation that i1s settied in cash or debt
mstruments IS charged to profit or loss over the period from the start of
the year to which the variable compensation relates to the expected
settlernent date taking account of forfeiture and claw back criteria

The Group provides post-retirement benefits i the torm of penstons and
heailthcare plans to eligible employees

For defined benefit schemes, scheme habihties are measured on an
actuanal basis using the projected unit credit method and discounted at a
rate determined by reference to market yields at the end of the reporting
period on high quality corporate bonds of eguivalent term and currency to
the scheme habilitses Scheme assets are measured at therr faw value
Cumulative acteanal gains or losses that exceed 10 per cent of the
greater of the assets or the obhigations of the scheme are amortised to
the income statement over the expected average remaining ives of
participating employees Past service costs are recognised immediately
to the extent that the benefits have vested, otherwise they are amortised
over the period untl the benefits become vested

Any surplus or deficit of scheme assets over liabilities adjusted for
unrecognised actuanal gams and losses and past service cosis 1$
recognised In the balance sheet as an asse! (surplus) or labibity (deficity
Caontnbutions te defined contribution pension schemes are recognised in
profit or loss when payable

5 Intangible assets and goodwili

Intangible assets acquired by the Group are stated at cost less
accumulated amorbisatien and impairment losses Amortisation I1s
charged to profit or loss over the assets' estmated economic lives using
methods that best reflect the pattern of economic benefits and included in
Depreciation and amorhisation These estimated useful econoic lives
are

Core deposit intangibles 6to 10 years
Other acquired intangibles 5 to 10 years
Computer software 310 12 years
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Expenditure on internally generated goodwill and brands I1s written-oft as
incurred  Direct costs relating to the development of internal-use
computer soitware are capitaksed once technical feasibility and economig
viability have been established These costs include payroll, the costs of
matenals and services, and directly attnbutable overheads Capitahsation
of costs ceases when the software 1s capable of cperating as mtended
Dunng and after development, accumuiated costs are reviewed for
impairmeni agamnst the benefis that the software is expected to generate
Costs incurred prior to the estabishment of techrucal teasibilty and
economic viabilty are expensed as incurred as are all training costs and
general overheads The costs of licences to use computer software that
are expected to generate economic benefits beyond one year are also
capitahsed

Intangible assets include goodwill ansing on the acquisition of
subsidianies and joint ventures Goodwill on the acquisihion of a
subsidiary 1s the excess of the fair value of the consideration fransferred,
the fair value of any existing interest in the subsidiary and the amount of
any non-contralbng interest measured ether at far value or at its share of
the subsidiary’s net assets over the Group's interest in the net fair value
of the subsidiary’s 1dentifiable assets habihties and contingent iiabilities
Goedwili anses on the acquisition of a joint venture when the cost of
Investment exceeds the Group's share of the net fair value of the joint
venlure's identifiable assets and habxkhes Goodwill 1S measured at initial
cos! less any subsequent impairment losses Goodwill ansing on the
acquisition of assoctates 1S included within their carrying amounis The
gan or loss on the disposat of a subsidiary, assoc:ale or jont veniure
mcludes the carrying value of any related goodwiit

6 Property, plant and equiprrent

items of properly, plant and equipment (except investment property - see
Accounting policy 8) are stated at cost less accumulated depreciahian and
impairment losses Where an item of property, plant and equipment
compsises major componernts having different useful hves they are
accounted for separately

Depreciation is charged 1o profit or loss on a straight-line basis so as to
write-off the depreciable amount of property, plant and equipment
{including assets owned and let on operating leases} over their estmated
useful hves The depreciable amount is the cost of an asset less s
residual value Land 1s not depreciated The estmated useful ives of the
Group's prepenty, plant and equipment are

Freehold and fong leasehold bulldings 50 years
Short [easehalds unexpired period of the lease

Property adapiation costs 1010 15 years
Computer equipment up to 5 years
Other equipment 4 to t5years

The residuat value and useful e of property plant and equipment are
reviewed at each batance sheet date and updated for any changes to
previous estmates
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7 Impairment of intangible assets and property, plant and
equipment

At each reporting date, the Group assesses whether there s any
indication that its intangible assets, or property, plant and equipment are
impasred If any such indication exisls, the Group estimates the
recoverable amount of the asset and the impairment loss, if any Goodwil
15 tested for impairment annually or mare frequently i events or changes
In circumstances indicate that ¢ might be impaired

If an asset does not generate cash flows that are independent from those
of other assets or groups of assets, the recoverable amount is
determined for the cash-generating unit to which the asset belongs A
cash-generatmg unit is the smallest identifiable group of assets that
generates cash inflows that are largely independent of the cash inflows
from other assets or groups of assets For the purposes of impairment
testing goodwill acquired 1n a business combination 1s allocated to each
of the Group's cash-generating units or groups of cash-generating units
expected to benefil from the combination The recoverable amount of an
asset or cash-generating unit 15 the tugher of ds fair vatue tess cost to selt
and 1s value in use Vaiue in use Is the present value of future cash flows
from the asset or cash-generating urut discounted at a rate that refiects
market interest rates adjusted for nsks specific o the asset or cash-
generating unit that have not been taken into account in estimating futuse
cash flows I the recoverable amount of an itangible or tangible asset 1s
less than sts carrying value, an impairment loss is recognised immediately
In profit ar loss and the carrying value of the assel reduced by the amount
of the loss A reversal of an impaiment loss on intangible assets
(exciuding goadwill) or property, plant and equipment 1s recognised as i
anses provided the mcreased carrying value 1s not greater than 1t would
have been had na impaiment loss been recogmised Impairment josses
on goodwill are not reversed

8 Investment property

Investment property comprises freehold and leasehald properties that are
held to earn rentals or for capital appreciation or both Investment
property s not depreciated but is stated at far value based on valuations
by independent registered valuers Fair value ts based on current prices
for simifar properties in the same locaton and condifion Any gain or loss
arising from a change in farr value 1s recogrmsed in profit or foss Rental
income fram nvestment property 1$ recognised on a straight-ine basis
over the term of the lease in Other operating income Lease incentives
granted are recognised as an integral part of the total rental income

9 Foreign currencies
The Group's consolidated financial statements are presented in sterling
which 1s the functional currency of the Bank -

Group entiies record transactions n fareign currencies in thewr functional
currency - the currency of the pnmary economic environment in which
they aperate - at the foreagn exchange rate ruling at the date of the
transaction Monetary assets and habiities denominated in foreign
currencies are translated into the relevant functional currency at the
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foreign exchange rates ruiing al the balance sheet date Foreign
exchange differences anising on the settlement of foreign currency
transactions and {rom the translation of menelary assets and liabiliiies
are reported in income from trading activities except for differences
ansing on cash flow hedges and hedges of net investments in foreign
operations {see Accounting policy 22)

Non-monetary tems denominated in foreign currencies that are stated at
fair value are translated into the relevant functional currency at the
foreign exchange rates ruling at the dates the values are determined
Translation differences anstng on non-monetary items measured at farr
value are recognised in profit or loss except for differences ansing on
avarlable-for-sale non-monetary financial assets, for example equity
shares, which are recognised in other comprehensive income unless the
asse! Is the hedged item in a farr value hedge

Assets and habilities of foreign cperations including goodwill and fair
value adjustments arsing on acquisition, are transtated into sterling at
foreign exchange rates ruling at the balance sheet date income and
expenses of foreign operations are translated into steriing at average
exchange rates unless these do not approximate te the foreign exchange
rates ruling at the dates of the transactions Foreign exchange
differences ansing on the fransiation of a foreign operation are
recognised in other comprehensive mcome The amount accumulated mn
equity 1s reclassified from equity to profit or loss on disposal or partial
disposatl of a foreign operation

10 Leases

As lessor

Contracts with customers to lease assets are classiied as tinance leases
if they transfer substantially all the nsks and rewards of ownership of the
asset to the customer, all other contracts with customers to lease assets
are classified as operating leases

Finance lease receivables are included 1n the balance sheet, within

L.oans and advances to banks and L.oans and advances o customers, at
the amount of the net investment in the lease being the mimmum lease
payments and any unguaranteed residual value discounted at the interest
rate impiicit in the lease Finance lease income 1s aliocated to accounting
penods 50 as to give a constant penod:ic rate of return betore tax on the
net investment and included in Interest recewable Unguaranteed
residual values are subject to regular review, «f there 15 a reduction in
ther value mcome allocation 1s revised and any reduction in respect of
amounts accrued Is recognised immediately

As lessee

The Group s conltracts to lease assets are principally operaling leases
Operating lease rental expense is included i Premises and equipment
costs and recogrused as an expense on a straight-line basis over the
lease terrn unless another systematic basis belter represents the benefit
to the Group



11 Provisions

The Group recognises a provision for a present obligation resulting from
a pasl event when it 1s more likely than not that it will be required to
transfer economic benefits to settle the obligation and the amount of the
obhgation can be estimated reliably

Provision 1s made for restructuring costs, including the costs of
redundancy, when the Group has a constructive obligation to resiructure
An obhgation exists when the Group has a detailled formal plan for the
restructunng and has raised a valid expectation in those affected by
staring 1o wnmplement the plan or announcing is mam features

It the Group has a contract that 1s onerous, 1t recogruses the present
obligation under the contract as a provision An onerous confract is one
where the unavoidable costs of meeting the Group's contractual
obligations exceed the expected economic benefits When the Group
vacates a leasehold property, a provision 15 recognised for the costs
under the lease less any expected economuc benefils (such as rental
meome)

Contingent habilities are possible obligations ansing from past events,
whose existence wil be confirmed only by uncertain future events, or
present obligations ansing from past events that are not recognised
because either an outflow of economic benefiits i1s not probable or the
amount of the obligation cannot be relkably measured Contingent
liabifites are not recegnised but information about them is disclosed
unless the possibility of any outflow of economic benefits in settlement 1s
remote

12 Tax

Income tax expense or income, compnsing current tax and deferred tax,
18 recorded in the income statement except Income tax on items
recognised outside profil or loss which is credited or charged 1o other
comprehensive income or to equity as apprapriate

Current tax 15 income tax payable or recoverable in respect of the taxable
profit or loss for the year ansing n profit or loss, other comprehensive
tncome or equity Proviston 15 made for current tax at rates enacted or
substantively enacted at the balance sheet date

Deferred tax 1s the tax expected to be payable or recoverable in respect
af temporary ditferences between the carrying amoun! of an asset or
liabahty for accounting purposes and its carrying arnount for tax purposes
Deferred tax habilities are generally recogmsed for all taxable temporary
driferences and deferred tax assets are recognised to the extent that it s
probable that they will be recovered Deferred tax s not recogmised on
temporary ditferences that anse from mihal recogrition of an asset or a
hability i a transaction {other than a business combingtion) that at the
time of the transaction affects neither accounting nor taxable profit or
loss Deferred tax s calculated using tax rates expected to apply in the
pencds when the assets will be realised or the labilities settled, based on
tax rates and laws enacted, or substantively enacted, at the balance
sheet date
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Deferred tax assets and habiities are offset where the Group has a
legally enforceable nght to offset and where they relate to Income taxes
levied by the same taxation authonty either on an individual Group
company or on Group companies in the same 1ax group that intend n
futlure perniods, to setile current tax hatilites and assets on a net basis or
on a gross basis simultaneously

13 Financial assets

On inbial recognion financial assets are classified ito held-to-matunty
Investments, held-for-trading, designated as at fair vatue through profit or
loss, loans and recevables, or available-for-sale financial assets Regular
way purchases of financial assets classified as Joans and receivables are
recognised on seltlement date all other regular way transactions in
financtal assets are recognised on irade date

Held-to-matunty investments - a hnancial asset may be classifed as a
held-to-matunty investment only if it has fixed or deterrinable payments
a fixed maturty and the Group has the positive intention and abilty to
hold to matunty Held-to-matunty nvestments are initally recognised at
tair value plus directly related transaction costs They are subsequently
measured at amorhised cost using the effective interest method (see
Accounting policy 3) less any impairment fosses

Held-far-trading - a financial asset is classified as held-for-trading if it1s
acquired principally for sale in the near term, or forms part of a portfolio of
financial nstruments that are managed together and for which there s
evidence of short-term profit talung, or itis a denvative (not in a qualifying
hedge relahonship) Held-for-trading financial assets are recogmised al
farr value with transaction cosis being recognised Iin profil or loss
Subsequently they are measured at far value Gams and losses on held-
tor-trading financial assets are recognised in profit or loss as they anse

Designated as af fair value through profif or loss - financial assets may be
designated as at fair value through profit or loss only if such designation
{a) eliminates or sigmficantly reduces a measurement or recogrition
inconsistency, or (b) applies to a group of financial assets, financial
habilises or both, that the Group manages and evaluates on a fair value
basss, or (c) relates to an instrument that contains an embedded
denvative which 1s not evidently closely related 1o the host contract
Financial assets that the Group designates on initial recognition as betng
at fair vatue through profit or loss are recognised at fair value, with
transaction costs being recognssed 1n profit or loss, and are subsequently
measured at far value Gains and losses on financial assets that are
designated as at fair value through profit or loss are recogrused i profit
or loss as they anse

L.oans and recervables - non-denvative financial assets with fixed or
determinable repayments that are not quoted in an active markel are
classdied as loans and recevables, except those that are classified as
avallable-for-sale or as held-for-trading, or designated as at far value
through profd or loss Loans and receivables are imtiatly recogrised at
fair value plus directly related transaction costs They are subsequently
measured at anortised cost using the effeciive interest method (see
Accounting polcy 3) less any impairment tosses
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Available-for-sale financial assets - financial assels that ara not classitied
as held-to-matunty held-for-irading designated as at fair value through
profit or loss, or loans and recervables are classified as avallable-for-sale
Financial assets can be designated as avalable-for-sale an initial
recognilion Available-for-sale financial assets are imihally recogrised at
fair value plus directly related transaction costs They are subsequently
measured at fair value Unquolted equity investments whose faer vafue
cannot be measured reilably are carned at cost and classihied as
avaitable-for-sale financial assets mpairment losses and exchange
differences resulting from retranslating the amortised cost of foreign
currency monetary available-for-sate inancial assets are recognised in
profit or loss together with interest calculated using the effective interest
method (see Accounting policy 3) as are gains and losses attnbutable to
the hedged nsk on avallable-for-sale financial assets that are hedged
Hems in fair value hedges (see Accounting policy 22) Other changes In
the fair value of available-for-sale financial assets and any related 1ax are
reported in other comprehensive income until disposal, when the
cumulative gain or loss I1s reclassified from equity 1o profit or loss

Reclassificahons - held-for-trading and available-for-sale financal assels
that meet the definition of loans and recewvables (non-denvative financial
assets with fixed or determinable payments that are nol quoted In an
active market} may be reclassified 1o foans and receivables if the Group
has the intention and ability to hold the financial asset for the foreseeable
future or untit matunty The Group typically regards the foreseeable future
as twelve months from the date of reclassification Addiionally, held-far-
trading financial assets that do not meet the definition of loans and
receivables may, in rare circumstances, be transferred to avalable-for-
sale financial assets or to held-to-matunty mvestments Reclassifications
are made at far value This fair value becomes the asset’s new coslt or
amortised ¢ost as appropnate Gamns and losses recognised up to the
date of reclassificatrion are not reversed

Faur value - fair value for a net open position in a financial asset that 1s
quoted 1n an active market 1s the current bid price imes the number of
units of the instrument held Fair values for financial assets not quoted in
an active market are determmed using appropriate valuation techniques
Including discounting future cash flows, oplion pricing models and other
methods that are consistent with accepted economic methodologies for
pricing financeat assels (see Note 11 Financial mstruments - valualion)

14 Impairment of financial assets

The Group assesses at each balance sheet date whether there 1s any
objective evidence that a financial asset or group of financial assets
classified as held-lo-maturily avaslable-for-sale or loans and recevables
is impaired A financial asset or portfolio of financial assels s impawed
and an impairment loss incurred if there 1s objective evidence that an
event or events since imibial recognetion of the asset have adversely
affected the amount or timing of future cash flows from the asset

Financial assets carred at amortised cost - If there 1s objective evdence
that an imparment loss on a financial asset or group of financial assets
classified as loans and recevables or as held-to-matunty investments
has been incurred, the Group measures the amount of the loss as the
ditierence between the camying amount of the asset or group of assets
and the present value of estmated future cash flows from the asset or
group of assets discounted al the effective interest rate of the instrument
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atimtial recognition For coblateralised loans and receivables, estimated
future cash flows include cash flows that may result from foreclosure less
the costs of obtaining and selling the collateral, whether or not
fareclasure 1$ probable

Where, in the course of the orderly realisation of & loan, it 1s exchanged
for equity shares or property, the exchange s accounted for as the sale
of the loan and the acquisittan of equity secunties or investment property
Where the Group s interest in equity shares following the exchange 1s
such that the Group confrols an entty that entity 1s consolidated

Impairment losses are assessed individually for financial assets that are
indwidually sigruficant and individually or collectively for assets that are
not individually significant In making collective impairment assessments,
hinancial assels are grouped into portfolios on the basis of similar risk
charactenstics Future cash flows from these portfoligs are estimated on
the basis of the contractual cash flows and historical loss expenence for
assets with similar credit risk charactenistics Hestorical joss expenence 1s
adjusted, on the basis of observable data, te reflect current conditions not
affecting the pericd of historical expenence Impairment losses are
recogrused in profit or loss and the carmying amount of the financiat asset
of group of financial assets reduced by establishing an atlowance for
impairment losses If, in a subsequent pertod, the ameount of the
impairment loss reduces and the reduction can be ascrbed to an event
after the impairment was recogrised, the previously recognised loss Is
reversed by adjusting the allowance Once an impairment loss has been
recogmsed on a financial asset or group of financial assets, interest
incame 1s recognised on the carrying amount using the rate of interest at
which estimated future cash flows were discounted 1n measurng
impairment

impared loans and receivables are wntten off, 1 e the impairment
provision is applied 1n wnting down the loan's carrying value partially or in
full when the Group concludes that there 1s no longer any realistic
prospect of recovery of part or all of the loan For loans that are
individually assessed for impairment the timing of wnte off ts determmed
on a case-by-case basis Such loans are reviewed regularly and write
ofts will be prompted by bankruptey, insolvency, renegotiaticn and similar
events

The typical time frames from initial impairment {o wnte off for the Group's
collectively-assessed portfolios are

s Retall mortgages wnie off occurs within 5 years, and 1s accelerated
where accounts are closed earlier

o Credit cards wrile off of the Irrecoverable amount takes place at 12
months, the rest 1s expected to be recovered over a further 3 years
following which any remaining amounts outstanding are written off

e Overdrafts and other unsecured loans wnte offs occur within 6
years

¢ Business and commercial loans write offs of commercial loans are
determined in the bght of indvidual circumstances, the penod does
not exceed 5 years Business loans are generally wntten off within 5
years




Amounts recovered after a loan has been wntten off are credited to the
loan impaiment charge for the penod in which they are received

Financial assels carned at fair value - when a deciine in the fair value of a
financial asset classified as available-for-sale has been recognised
directly in other comprehensive income and there 1s objective evidence
that it 1s inpared, the cumulative 10ss 1s reclassiied from equity to profit
or lass The loss 1s measured as the difference between the amortised
cost of the financial asset and ds current far value Impaiment losses on
available-for-sale equity mstruments are not reversed through profit or
loss, bul those on avallable-for-sale debt instruments are reversed, f
there 1s an increase in fair value that is objectively related to a
subsequent event

15 Financial liabilities

On initial recognition, financial iabdities are classified into held-for-
trading, designated as at far value through profi or loss, or amortised
cost Issues of financial labies measured at amortised cost are
recognised on settlement date, all other regular way transactions i
financtal habilitres are recognised on trade date

Held-for-trading - a financsal hability 1s classified as held-for-trading if it s
incurred principally for repurchase in the near term, or forms partof a
portfolio of financial instruments that are managed together and for which
there is ewidence of short-term profit taking, or it Is a denvative (nottn a
quahfying hedge relattonship) Held-for-trading financial kabilives are
recogrused at fair value with transaction costs being recognised in profit
or loss Subsequently they are measured at fair value Gains and losses
are recognised in profit or loss as they arnse

Designated as at fair value through profit or loss - financial habilites may
be designated as at fair vatue through profit or loss only if such
designation (a) eliminates or significantly reduces a measurement or
recognition inconsistency, or {b) applies to a group of financial assets,
financial habiihes or both that the Group manages and evaluates on a farr
value basis, or (c) relales o an mnstrument that contains an embedded
denvative which is not evidently closely related o the host contract

Financial habdities that the Group designates on iniial recognition as
being at fair value through profit or loss are recogrused at farr value, with
transaction costs being recognised In profit or loss, and are subsequently
measured at fair value Gamns and losses on financial iabilities that are
designated as at farr value through profit or loss are recogmsed n profit
or ioss as they arise

Financial habilities designated as at fair value through profit or loss
include structured Labibties issued by the Group designation sigrificantly
reduces the measurement inconsistency between these liabiliies and the
related derivatives carned at tarr value

Amortised cost - all other financial habilities are measured at amortised
cost using the effective interest method (see Accounhting policy 3)

Fair value - farr value for a net open position in a financial rability that s
quoted in an active market s the current offer price times the number of
units of the mstrument 1ssued Fair vatues for financial habilities not
guoted 1n an aclive market are determined using appropnate valuation
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techniques including discounting future cash flows, option prcing models
and other methods that are consistent with accepted econornic
methodologies for pricing inancial habikies (see Note 11 Financial
Instruments - valuation}

16 Financial guarantee contracts

Under a financial guaraniee contract, the Group, in retum for a fee,
undertakes to meet a customer s obhgations under the terms of a dabt
nstrumnent if the custemer fails to do so A financial guarantee 1s
recognised as a habildy inbally al fair value and, if not designated as at
fair value through profit or loss, subsequently at the higher of s titial
value less cumulative amortisation and any prewvision under the contract
measured in accordance with Accounting policy 11 Amortisation 1s
calculated so0 as to recognise fees receivable in profit or loss over the
penod of the guarantee

17 Loan commitments

Prowvision 1s made for loan commitments, other than those classified as
held-for-trading, if 1t 1$ probable that the faciity wilt be drawn and the
resufting loan will be recognised al a value less than the ¢ash advanced
Syndicated loan commitments n excess of ihe level of lending under the
commitment approved for retention by the Group are classified as held-
for-trading and measured at far value

18 Derecognition

A financial asset 1s derecognised when the contractual night to receve
cash flows from the asset has expired or when it has been transferred
and the transfer quakfies for derecogrition A transfer requires that the
Group either (a} transfers the contractual nghts to receive the assel's
cash flows, or (b) retains the nght 1o the asset's cash flows but assumes
a contractual obligation to pay these cash fiows 10 a third party After a
transfer, the Group assesses the extent to which it has retained the nsks
and rewards of ownership of the transferred asset The assel remains on
the balance shee! iIf substantially afl the nsks and rewards have been
retamed It s derecogmsed If substantially all the nsks and rewards have
been transierred |f substantially all the risks and rewards have been
nether retained nor transierred, the Group assesses whether or not it has
retained control of the asset If the Group has retained control of the
assel, It continues 1o recogrise the asset to the extent of its continuing
involvernent, if the Group has not retained control of the asset, it 1s
derecognised

A financial habihty 1s removed from the balance sheet when the obligation
1s discharged, or cancelled, or expires On the redemption or settlement
of debt secunties (including subordinated liabshties) issued by the Group
the Group derecognises the debi instrument and records a gain or loss
berng the difference between the debt's carrying amount and the cost of
redemption or sefflement The same treatment applies where the debt s
exchanged for a new debt 1ssue that has terms substantially different
from those of the existing debt The assessment of whether the terms of
the new debt instrument are substantially different takes into account
quabtative and quantitative charactenstics including a companson of the
present value of the cash flows under the new terms with the present
value of the remaming cash flows of the onginal debt issue discounted at
the effective interest rate of the onginal debt issue
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19 Sale and repurchase transactions

Securites subject to a sale and repurchase agreement under which
substantally all the nsks and rewards of ownership are retained by the
Group continue to be shown on the balance sheet and the sale proceeds
recorded as a financial hability Securnties acquired in a reverse sale and
repurchase transaction under which the Group is not exposed to
substantially alt the nsks and rewards of ownership are not recognised on
the balance sheet and the consideration paid 1s recorded as a financial
assel

Secunties borrowing and lending transactions are usually secured by
cash or secunties advanced by the borrower Borrowed securities are not
recognised on the halance sheet or lent secunties derecogrised Cash
collateral given or received s treated as a toan or deposit collateral in the
form of securities 15 not recogrised However, where secunties borrowed
are transferred to third parties, a hability for the obligation to return the
securitles to the stock lending counterparty is recorded

20 Nenting

Financial assets and financial habiibes are offset and the net amount
presented 1n the balance shest when, and only when, the Group cumently
has a legally enforceable nght to set off the recognised amounts and it
intends either to settle on a net basis or to realise the asset and setile the
habihity simultaneously The Group is party to a number of arrangements,
including master netting agreements, that give 1l the nght to offset
hnancial assets and financial habiihes but where it does not intend 1o
setlle the amounts net or simultaneously and therefore the assets and
habiliies concerned are presented gross

21 Capital instruments

The Group classtites a financial mstrument that it 1ssues as a bability if 1t
15 & contractual obligation to deliver cash or another financial asset, or to
exchange financial assels or financial irabilittes an potentially
unfavourable terms and as equity if it evidences a residual interest in the
assets of the Group after the deduction of habililes The components of a
compoeund financial instrument 1ssued by the Group are classified and
accounted for separately as financal assets, financial lrabilities or equity
as apprepriate

Incremental costs that are directly attributable to an equity transaction are
deducted from equity net of any related tax

The consideration for any ordinary shares of the company purchased by
the Group (treasury shares} is deducted from equity On the cancellation
of treasury shares their nominal value is removed from equity and any
excess of constderation over nommnal value 15 treated in accordance with
the capital maintenance provisions of the Compames Act On the sale or
reissue of treasury shares the consideration received 1$ credited to
equity, net of any directly attnbutable meremental costs and related tax
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22 Derivatives and hedging

Denvative financial instruments are mitially recognised, and subsequently
measured, at far value Denvative far values are determined from
quoted pnces in active markets where avaitable Where there 1s no active
market for an instrument, fair value 1s dernived from prices for the
derivative’s components using appropriate pricing or valuation models
{See Note 11 Financial instruments - valuation)

A denvative embedded in a contract is accounted for as a stand-alone
denvative if ts ecaonomic charactenistics are not closely related to the
economic charactenstics of the host contract unless the entire contract 1s
measured at tair value with changes in faw value recognised n profit or
loss

Gains and losses ansing from changes in the farr value of denvatives that
are not the hedging instrument ina qualfying hedge are recognised as
they anse in profit or loss Gains and losses are recorded in Income from
trading activiies except for gains and losses on those denvatives that are
managed together with financ:al instruments designated at farr value,
these gains and losses are included n Other operaling income

The Group enters into three types of hedge relationship hedges of
changes in the tair value of a recognised asset or liabthity or firm
commitment (farr value hedges), hedges of the vanability in cash flows
from a recognised asset or kabibty or a highly probable forecast
transaction {cash flow hedges), and hedges of the net investment in a
foreign operation

Hedge refatonships are formally designated and documented at
inception The documentation identifies the hedged item and the hedging
nstrument and detasls the nsk that is being hedged and the way in which
effectiveness will be assessed at inception and during the penod of the
hedge If the hedge 1s not highly effective in offsetting changes in fair
values or cash flows aftnbutable to the hedged nsk, consistent with the
documented nsk management strategy hedge accounting I1s
disconhnued Hedge accounting is also discontinued if the Group revokes
the designation of a hedge relatienship

Fair value hedge - n a fair value hedge, the gain or [0ss on the hedging
instrumert 1s recognised 1n profit or loss The gan or loss on the hedged
item attributable to the hedged nisk s recognised in profit or loss and
where the hedged item 1s measured at amortised cost, adjusts the
carrying amount of the hedged ifem Hedge accounting I1s discontinued 1f
the hedge no longer meets the catena for hedge accounting, or if the
hedging Instrument expires or ts sold, terminated or exercised, or if hedge
destgnation is revoked if the hedged item 15 one for which the effective
interest rate method 1s used, any curnulative adjustment 15 amortised to
profit or loss over the kfe of the hedged item using a recalcutated
effective mterest rate




Cash flow hedge - n a cash flow hedge the effective portion of the gain
or loss on the hedging instrument 15 recogmised i other comprehensive
wncome and the ineffective portion i profit or loss When the forecast
transaction results in the recogniticn of a financial asset or financial
liabiity, the cumulative gain or loss 1s reclassified from equity to profit or
loss in the same penods in which the hedged forecast cash flows affect
profit or loss Otherwise the cumulative gain or loss 1s removed from
equity and recogmsed in profit or loss at the same time as the hedged
fransaction Hedge accounting 1s discontinued if the hedge no longer
meets the critena for hedge accounting, f the hedging mstrument expires
or 18 sold, terminaled or exercised, if the forecast transachion 1s ng longer
expected to occur, or f hedge designation i1s revoked On the
discontinuance of hedge accounting {except where a farecast transaction
is no longer expecled 1o occur), the cumulative unrealised gam or less 1S
reclassied from equity to profit or loss when the hedged cash flows
occur or, f the torecast transaction results in the recogmitton of a financial
asset or financial hability, when the hedged forecast cash flows affect
profit or loss Where a forecast transaction 1s no longer expected 1o
occur, the cumutative unrealised gan or loss 1s reclassibed from equity to
profit or loss immediately

Hedge of net investment in a foreign operation - the hedge of a net
investment in a foreign operation, the portion of foreign exchange
differences ansing on the hedging nstrument determined to be an
eftective hedge 15 recognised in other comprehensive iIncome Any
ineffective portion 1s recogrused m profit or loss Non-derivative financial
habilittes as well as denvatives may be the hedging instrument tn a net
investment hedge On disposal or partial dispasal of a foreign operation
the amount accumulated in equity 1s rectassthed from equity to profit or
loss

23 Cash and cash equivalents

In the cash flow statement, cash and cash equivalents comprises cash
and demand depaosits with banks together with short-term highly hquid
investments that are reacily convertible 1o known amounts of ¢cash and
subject to insignificant nsk of change 1n value

24 Shares In Group entities
The Bank's investments in its subsidhanies are stated at cost less any
impament

NATWEST 2012

Cnitical accounhing policies and key sources of estimation
uncertainty

The reported results of the Group are sensiive lo the accounting policres,
assumplions and eshmates that underhe the preparation of its financial
statements UK company law and IFRS require the directors, in preparng
the Group's financiat statements, 10 select suttable accounting policies,
apply them consistently and make judgemenits and estimates that are
reasonabie and prudent In the absence of an applicable standard or
nterpretation, 1AS 8 'Accounting Policies Changes in Accounting
Estimates and Erors’, requires management to develop and apply an
accounting policy that results in relevant and reliable information in the
light of the requirements and guidance in IFRS dealing with similar and
related 1ssues and the IASB's "Conceptual Framework for Fimancial
Reporting’ The judgements and assumptions involved in the Group's
accounting policies that are considered by the Board to be the most
imporiant to the portrayal of fis hnancial condition are discussed below
The use of estimates, assumptions or models that differ from those
adopted by the Group would affect its reported results

Pensons

The Group operates a number of defined beneht penston schemes as
described i Note 4 on the accounts The assels of the schemes are
measured at therr fair value at the balance sheel date Scheme habiies
are measured using the projected unit credid method, which takes
account of projected earnings ncreases, using actuanal assumptions that
give the best estmate of the future cash flows that will anise under the
scheme habiitres These cash flows are discounted at the mterest rate
applicable to high-quakty corporate bonds of the same currency and term
as the habihties Any recognisable surpius or deficit of scheme assels
over habilites 1s racorded in the balance sheet as an asset {surplus) or
hability {deficit}

In determining the value of scheme liabilties, inancial and demographic
assumptions are made including price inflalion, pension increases,
earrungs growth and the longevity of scheme members A range of
assumptions could be adopted in valumg the schemes’ hatulites
Different assumptions could significantly alter the amount of the surplus
or deticat recognised in the batance sheet and the pension cost charged
to the income statement The assumplions adopted for the Group's
pension schemes are et oul m Note 4 on the accounts, together with
sensitivities of the balance sheet and incoma statement to changes in
those assumplions

A penston asset of £218 million and a labiity of £44 milkon were
recogrised on the balance sheet al 31 December 2012 (2011 asset - £24
miflion, habilty - £207 million 2010 assel - £13 mullon, babilily - £608
mullion)
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Accounting policies connnued

Goodwll

The Group capitalises goodwill ansing on the acquisition of businesses,
as discussed in Accounting policy 5 The carrying value of goodwill as at
31 December 2012 was £183 milon (2011 - £315 million, 2010 - £316
million)

Goodwll 1s the excess of the cost of an acguired business aver the farr
value of iis net assets The determination of the fair value of assets and
habilities of businesses acquired reqguires the exercise of management
judgement for exarnple those financial assets and habiitres for which
there are no quoted prices, and those non-financial assets where
valuahons reflect estmates of market conditions, such as property
Different fair values would result m changes to the goodwill ansing and to
the post-acquisition performance of the acquisiton Goodwll 1s not
amortised but Is tested for imparment annually or more frequently «f
events or changes in circumstances indicate that it might be imparred

For the purposes of smparment testing, goodwill acquired in a business
combinahon 1s allocated to each of the Group's ¢ash-generating units or
groups of cash-generaling umts expected to benefit from the
combinatien Goodwill impairment teshing involves the compansen of the
carrying value of a ¢ash-generating unit or group of cash generating uniis
with its recoverable amount The recoverable amount 15 the higher of the
urit’s fair value and its value in use Value In use is the present value of
expected future cash flows from the cash-generating unit or group of
cash-generating units Fair value is the amount obtainable for the sale of
the cash-generating unit In an arm’s length transaction between
knowledgeable wiling parties

Impairment testing inherently involves a number of judgmental areas the
preparation of cash flow forecasts for perods that are beyond the normal
requirements of management reporting, the assessment of the discount
rate approprate to the business estimation of the fair value of cagh-
generating units, and the valuation of the separable assets of each
business whose goodwill 1s being reviewed Sensstivity to changes in
assumptions is discussed in Note 18 on page 193

Prowisions for habilibes

As sel out in Note 22 at 31 December 2012 the Group recognised
provisions for habilites in respect of Payment Protection Insurance, £499
million (2011 - £483 millon, 2010 - nii) and Interest Rate Hedging
Products, £411 mithon (2011 and 2010 - nil) Prowisions are habiities of
uncertain timing or amount and are recogrised when there s a present
obligation as a result of a past event, the outtlow of economic benefit 1s
probable and the outtlow can be estimated reliably Judgement 15
involved in determining whether an obligation exists, and i estimating
the probability uming and amount of any outflows Where the Group can
took to another party such as an insurer 1o pay some or all of the
expenditure required to seltle a provision, any reimbursement 1s
recognised when, and only when, it is virtuaily cerfain that 1t wilt be
received
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Payment Protechon Insurance - the Group has established a provision for
redress payable in respect of the mis-selling of Payment Protecthion
Insurance policies The provision is management's best estimate of the
anticipated costs of redress and related admimistration expenses The
determination of appropnate assumptions to underpin the provision
requires signiicant Judgement by management The pnncipal
assumptions underlying the provision together wath sensitvities to
changes in thase assumptions are given in Note 22

Interest Rate Hedging Products the Group has agreed {o a redress
exercise and past business reviews n relation 10 the sale of Interest Rale
Hedging Products to some small and medium sized businesses classified
as retad clients The ultimate cost of this exercise {o the Group 1
unceriain Estimating the lability depends on a number of assumptions
These assumphions and the sensitvity of the provision to changes in
them are discussed in Note 22

Provisions for Iirgation - the Group and members of the Group are party
to legal proceedings in the United Kingdom, the United States and other
jurisdictions, ansing out of therr normal business operatons The
measurement and recognition of labihibes in respect of iiigation involves
a high degree of management judgement Before the existence of a
present cbligation as the result of a past event can be confirmed
numerous facls may need to be established, involving extensive and
time-consuming discovery, and novel or unssttled legal questions
addressed Once It 1s determined there 1s an obligation assessing the
probability of econormic outflows and estimating the amount of any habikity
can be very difficult In many proceedings, tt 1$ not possible 1o determine
whether any [oss s probable or fo estimate the amount of any loss
Furthermore for an indwviduat matter, there can be a wide range of
possible outcomes and often 1t is aot practicable to guantify a range of
such outcomes The Group’s outstanding htigation 1s pencdically
assessed In consultation with external professional advisers, where
appropriate, to determine the likelhood of the Group incurring a ltabiity A
detalled descnption of the Group s matenal legal proceedings and a
discusston of the nature of the associated uncertainties are given in Note
29

Tax conbingencies - delermining the Group's mcome tax charge and s
provisions for income taxes necessartly involves a significant degree of
estimation and judgement The tax ireatiment of some transactions I1s
uncertan and tax computations are ye! to be agreed wiihi the tax
authonties in a number of jJunsdictons The Group recognises anticipated
tax habilities based on all available evidence and, where appropriate, in
the light of external advice Any difierence between the fina! outcorne and
the amounts provided will affect current and deferred income tax assels
and liabilties in the panod when the matter 1s resolved




Deferred tax

The Group makes provision for deferred tax on temporary differences
where tax recognition occurs at a different time from accounting
recogniiion Deferred tax assets of £384 miion were recognised as at 3t
December 2012 (2011 - £579 mullion, 2010 - £574 milkon)

The Group has recogrised deferred tax assets in respect of losses and
temporary differences Deferred tax assets are recognised in respect of
unused tax losses to the extent that it 15 probable that there will be future
taxabie profits agamst which the losses can be utitsed Business
projections indicate that sufficient future taxable income will be avaslable
agamnst which to offset these recogmsed deferred tax assets within seven
years {2011 - four years) The Group's cumulative losses are pnncipally
atirtbutable to the comparatively recent unparalleled market condiions
Deferred tax assets of £984 mifhon (2011 - £517 mithon, 2010 - €281
million} have not been recogrised in respect of lax losses carned forward
1n jurisdictions where doubt exists over the availability of future taxable
profits Further detalls about Group deferred tax assets are given in Note
23

Loan impatrrment provisions

The Group’s loan impatrment provisions are established to recognise
tncurred iImpairment losses tn its portioho of loans classified as loans and
recervables and carried at amortised cost A loan 1s impaired when there
15 objective evidence that events since the loan was granted have
afiected expected cash flows from the loan Such objective evidence,
mdicative that a borrower's financial conditon has deteriorated, can
melude for lvans that are individually assessed the non-payment of
interest or principal, debt renegotiation, probable banksuptey or
lquidation signidicant reduction i the value of any secunty breach of
imits or covenants, and detenorating trading performance and, for
collectively assessed portiohos the borrowers’ payment status and
observable data about relevant macroeconomic measures

The impairment loss 1s the diference hetween the carrying value of the
foan and the present value of estimated future cash flows at the loan's
onginal effective interest rate

At 31 December 2012, loans and advances to customers classified as
loans and receivables totalled £169,344 milion (2011 - £130,546 million,
2010 - £142,973 million) and customer loan impaimmen! provisions
amounted to £14,385 million (2011 - £12 338 milkon 2010 - £9 400
milhon}

There are two componenis to the Group's loan imparrment provisions
individual and collective

indrvidual component - all mpaired toans that exceed specific thresholds
are incdividually assessed for imparment Individually assessed loans
principally comprise the Group's portiolio of commercial loans to medium
and large businesses Impairment losses are recognised as the
difference between the carrying value of the loan and the discounted
value of management's best estmate of tuture cash repayments and
proceeds from any secunty held These estimates take into account the
customer's debt capacity and financial flexabilty, the level and qualty of
its earnings, the amount and sources of cash flows, the industry in which
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the counterparty operates, and the realisable value of any secunty hetd
Estimating the quantum and timirg of future recovenes involves
significani judgement The size of recempts will depend on the future
performance of the berrower and the value of secunty both of which will
be affected by future economic conditions  additionally, collateral may not
be readily marketable The actual amount of future cash flows and the
date they are received may differ trom these estimates and consequently
actual losses incutred may differ from those recognised in these financial
statements

Coflective componen - this 1s made up of two elements loan impairment
provisions for impaired loans that are below indvidual assessment
thresholds (collectively assessed provisions) and {or loan Josses that
have been incurred but have not been separately identified at the balance
sheet date {latent loss provisions) Collectively assessed provisions are
established on a portfalio basis usmng a present value methodotogy taking
into account the level of arrears, secunity, past loss expenence, credit
scores and defaults based on portfolio trends The most sigruficant
factors in estabishing these provisions are the expected loss rates and
the related average e These portfolios include mortgages, credit card
recetvabies and other personal lending The future credit qualty of these
porttolios 1s subject to uncertainties that could cause actual credi losses
to differ matenally from reported loan impairment provisions These
uncertainbes include the economic environment, notably interest rates
and their effect on customer spending, the unemployment level payment
behaviour and bankruptcy trends Latent loss provisions are held aganst
estmated impairnent losses n the performing portfolia that have yet to
be identified as at the balance sheet date To assess the fatent loss
within 1ts porifolies, the Group has developed methodolegies to estimate
the time that an asset can remain impaired within a performing pertfolio
before it 1s identified and reported as such

Farr value - financiat instruments

Financial instruments class:fred as held-for-trading or designated as at
fair value through profit or loss and financral assets classified as
available-for-sale are recognised m the financial statements at far value
All dervatives are measured at fair value Gains or fosses ansing from
changes in the fair value of inancial instruments classified as held-for-
trading or designated as at fair value through prohit or loss are included in
the income statement Unreahsed gains and losses on available-for-sale
financial assets are recognised directly In equity unless an impairment
loss 15 recognised

Financial instruments measured at far value include

Loans and advances (held-for-trading and deswgnated as at far value
though profit or loss) - pnncipally compnse reverse repurchase
agreements {reverse repos)

Debt secunities (held-for-trading, designated as at fair value though profit
or loss and available-for-sale} - debt secunties include those 1ssued by
governments, mumcipal bodies, mortgage agencies and financial
tnstitutions as wefl as corporate bonds, debentures and residual interests
in securnttisations
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Accounting policies continued

Equity securities (held-for-trading designated as at fair value though
profit or loss and available-lor-sale) - compnse equity shares of
companies or corporations both histed and uniisted

Deposiis by banks and customer accounts (held-for-trading and
designated as at farr value though profit or loss) - deposits measured at
farr value pnncipally inglude repurchase agreemenis {repos)

Debt secunties m 1ssue (held-for-trading and designated as at far value
though profit or loss) - pnincipally comprise medium term notes

Short posttions (held-for-trading) - anse in dealing and market making
actvities where debt secuntres and eguity shares are sold which the
Group does not currently possess

Denvalives - these include swaps (currency swaps, interest rate swaps
credit defaul! swagps, total return swaps and equily and equity index
swaps), forward foreign exchange contracts, forward rate agreements,
futures (currency, inferest rate and equity) and options (exchange-traded
options on currencies interest rates and equibes and equity indices and
OTC currency and equity options, interest rate caps and fioors and
swaphans)

Fair value 1s the amount tor which an asset could be exchanged, or a
habxlity settled, between knowledgeable, willing parties in an arm  length
transaction Fair values are determined from quoted prices in active
markets for identical financial assets or financial habities where these
are avadable Fasr value for a net open position in a tnancial instrument
In an active market 1s the number of units of the instrument held times the
current bid price {for hinancial assets) or offer price {for financial
habilites) In determining the fair value of dervative financial instruments
gross long and short pasiians measured at current mid market prices are
adjusted by bid-offer reserves calculated on a portioho basis Credit
valuation adjustments are made when valuing denvative financial assets
to incorporate counterparty credit nsk Adjustments are also made when
valumg financial habilies to reflect the Group's awn credit standing
Where the market for a financial nstrument 15 not active, farr value s
established using a valuation technique These valuation techriques
mnvolve a degree of estmation, the extent of which depends on the
instrument’s complexity and the availabiiity of market-based data More
detarls about the Group's valuation methedologtes and the sensitivity to
reasonably possible alternative assumptions of the far value of financial
instruments valued using technigues where at least one significant nput
15 ynobservable are given in Note 11 on pages 174 to 182
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Accounting developments

International Financial Reporting Standards

A number of IFRSs and amendments 1o IFRS were in 1ssue at 31
December 2012 that had effective dales of 1 January 2013 or later

Effective for 2013
The following IFRSs and amendments to IFRS have an effective date of
1 January 2013

IFRS 10 ‘Consolidated Financial Statements’ replaces SIC-12
‘Consolidation - Special Purpose Entities” and the consolidation elements
of the exssting IAS 27 'Consolidated and Separate Financial Statements
IFRS 10 adopts a single definihion of control a reporting entity controls
another entity when the reparting entity has the power te direct the
activiies of that other entity so as to vary returns for the reporting entity
IFRS 10 requeres retrospective applicabon The Group continues to
assess aspects of IFRS 10 However implementation is not expected 1o
have a matenal effect on the Group s financial statements

IFRS 11 ‘Joint Arrangements’, which supersedes IAS 31 Interests in
Jont Ventures , distinguishes between joint operations and jomt ventures
Jont operatians are accounted for by the investor recognising its assets
and habiliies including its share of any assets held and habilites incurred
Jowntly and 1its share of revenues and costs Joint ventures are accounted
for in the investor's consolidated accounts using the equity method IFRS
11 reguires retrospective application Implementation of IFRS 11 wll not
have a matenal effect on the Group's financial staterments

IFRS 12 Disclosure of Interesis in Other Entities’ covers disclosures for
entihes reporting under [FRS 10 and IFRS 11 replacing those 1n IAS 28
and |AS 27 Entities are reguired to disclose information that helps
financial statement readers evaluate the nature, nsks and financial effects
associaled with an entity's Interes!s :n subsidianes, 1n associates and
Joint arrangements and in unconsolidated structured entities

1AS 27 'Separate Financial Statements’ compnses those parts of the
existing 1AS 27 that deal with separate financial statements 1AS 28
‘lnvestments in Associates and Joint Ventures' covers joint ventures as
well as associates both rmust be accounted for using the equity method
The mechanics of the equity methed are unchanged These two revised
standards will have no matenal effect on the Group's financial
statements

Although IFRS 10-12 (as amended) and revised 1AS 27 and IAS 28 have
an effechve date of 1 January 2013, they have been endorsed by the EU
for apphcation from 1 January 2014 However, early adoption 1s permitted
and the Group implemented these standards from 1 January 2013

IFRS 13 ‘Fair Value Measurement' sets out a single IFRS framework for
defining and measunng fairr value and requinng disclosures about far
value measurements Implementation of IFRS 13 will not have a matenal
effect on the Group's financial statements




‘Disclosures - Offsetting Financal Assets and Financial Liabilities
{Amendmenis 1o IFRS 7)’ amended {FRS 7 to require disclosures about
the effects and potential eftects on an entity’s financtal position of
offsettng financial assets and financial habidiies and related
arrangements

IAS 19 ‘Employee Benehits (revised) requires the immediate recogrition
of all actuanal gains and losses eliminating the ‘corndor approach
mterest cost to be calculated on the net pension liability or asset at the
long-term bond rate, an expected rate of return will no longer be applied
1o assets, and all past service costs to be recognised immediately when a
scheme Is curtarled or amended If the Group had adopted IAS 19
revised as at 31 December 2012, profit after tax for the penod ended 31
December 2012 would have been higher by £24 mifiton (2011 - lower by
£50 million) and other comprehensive income after tax lower by £1 8
biliion {2011 - £0 3 biion} The net pension lability would be £5 3 bilion
{31 December 2011 - £3 5 billion) higher, owners' equity would reduce by
£4 2 billion (31 December 2011 - £2 6 illion) and net deferred tax assets
increase by £1 2 biliion (31 December 2011 - £0 9 bithon)

Amendments 1o IAS 1 ‘Presentation of liems of Other Comprehensive
{ncome’ require tems that wili never be recognised in profit or loss 1o be
presented separatety in other comprehensive incorne from those items
that are subject to subsequent reclassification

‘Annual Improvements 2009-2011 Cycle’ makes a number of minor
changes to IFRSs These will not have a matenal effect on the Group s
financial statements

Effective after 2013

In October 2012, the IASB i1ssued ‘Investment Entites {(amendments to
IFRS 10, IFRS 12 and |AS 27)' The amendments apply o tnvestment
entities’ enttbies whose business 1s to invest funds solely for retumns from
capial appreciation, investment income or both and which evaluate the
performance of therr investments on a farr value basis The amendments
provide an exception to IFRS 10 by requirng nvestment entities to
measure their subsidiaries (other than those that provide services related
1o the entdy’s investment actvibes) al fair value through profit or loss,
rather than consoldate them The amendments are effecitive from 1
January 2014 .
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In December 2011, the IASB i1ssued 'Offsetting Financial Assets and
Financial biabitties (Amendments to 1AS 32) The amendments add
application guidance to 1AS 32 to address nconsistencies identified in
applying some of the standard’s cntena for offsetting financial assets and
financial habikties The amendments are effective for annual penads
beginning on or after 1 January 2014 and mus! be apphed
retrospectively

The Group 1s reviewing these amendments to determine their effect on
the Group s financial reporting

In November 2009, the IASB issued IFRS 9 'Financial Instruments’
simpldying the classification and measurement reguirements in 1AS 39 1n
respect of financial assets The standard reduces the measurement
categones for financial assets to two fair value and amortised cost A
hinancial assel s classified on the basis of the entity's business model for
managing the inancial asset and the contractual cash flow charactenstics
of the financial asset Only assets with contractual tenms that give nse to
cash flows on specified dates that are solely paymenits of principal and
interest on principal and which are held within a business model whose
objectve 15 to hold assets in order to collect contractual cash flows are
classihed as amortised cost All other financial assets are measured at
faw value Changes in the value of financial assets measured at far value
are generally taken to profit or lgss

in October 2010, IFRS 9 was updated lo include requirements i1 respect
of the classification and measurement of kabiittes These do not difier
markedly from those In |AS 39 except for the treatment of changes In the
fare value of financial labilties that are designated as at fair value through
profit or loss attnbutable to own credit, these must be presented in other
comprehensive iIncome

In December 2011, the |ASB 1ssued amendments to IFRS 9 and to IFRS
7 '‘Financial Instruments Disclosures delaying the effective date of [FRS
9 to annual penods beginning on or after 1 January 2015 and introducing
revised transitonal arrangements including addittonal fransition
disclosures H an entily implements IFRS 9 in 2012 the amendments
permit it either to restate comparative periogs or to provide the addionsl
disclosures Additional transition disclosures must be given sf
implementation takes place aiter 2012

IFRS 9 makes major changes to the framework for the classification and
measuterment of inancial Instruments and will have a significant effect on
the Group's financial statements The Group Is assessing the effect of
IFRS 9 which will depend on the results of IASB's reconsideration of
IFRS 9's classification and measurement requirements and the outcome
of the other phases in the devetopment of IFRS 9
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Notes on the accounts

1 Net interest income

Group

2012 2011 2010

£m £m £m

Loans and advances to customers 4,492 4,665 4,685
Loans and advances to banks 1,700 1,358 1,324
Debt securities 124 160 61
Interest receivable 6,316 6,183 6,070
Customer accounts demand deposits 368 369 364
Customer accounts savings deposits 1,243 1,220 859
Customer accounts other hime deposits 482 540 404
Deposits by banks 985 728 864
Debt securties in 1ssue 32 75 95
Subordinated liabilihies 294 233 224
Internal funding of trading business 1) 11 (1)
Interest payable 3443 3176 2,909
Net interest income 2,873 3,007 3,161
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2 Non-interest income

NATWEST 2012

Group
2012 2011 2010
£m £m £m
Fees and commissions receivable
Payment services 697 742 886
Credit and debil card fees 597 581 1,770
Lending (credu faciities) 372 373 306
Brokerage 363 412 376
Trade finance 22 50 54
Investment management 368 402 348
Other 224 230 246
2,643 2,780 3,884
Fees and commissions payable (428) (343) {1.248)
Income from trading activiies (1}
Foreign exchange 8 140 87
Interest rate 1,186 {440) (84}
Credit (45) 528 841
Equities _ 4 1
Other 2 12 —
1,150 244 825
Gain on redemgption of own debt (21 — 251 145
Other operating income
QOperating lease and other rental income 53 61 102
Changes in the fair value of securites and other financial assets and liabilties —_ 438 (43)
Changes in the farr value of investment propertres {132) (115) (114)
Profit/(loss) on sale of securities 2 3 (19)
{Loss)/profit on sale of praperty, plant and equipment {3) 2 4
(L.oss)/profit on sale of subsidianes and assoclates (2) 45 938
Dividend mcome (3) 15 7 149
Share of profits of associated entities 11 10 4
Qther income (4) 244 81 178
188 142 1,199

Notes

(1) The analysls of mcome from trading achvives is based on how the pusiness 15 orgamsad and the underyng nsks managed Income from rading actvings compnses gains and losses on hnancial
instruments heid tor trading  Doth realised and unreafised, interest income and dvidends and thg related furding ¢osts The types of instrurents include

- Foreign exchanga spot forergn exchange contracts currency swaps and oplions emerging markets and related hedges and funding

- Interest rale imerest rate swaps forward foreign exchange contracis forward rate agreements inlerest rate options inleresl rate futures and related hedges and funding

Credit asset backed secunties corporate bonds credit derlvatives and elated hedges and tunding

Equlties equities equity dervalives and refated hedges and funding
- Commodiies commodity contracts and related hedges and funding

(2} inJung 2011 tha Group redeemed certain mortgage backed debt secuntes In exthanga for cash, resuling in gams totaling £251 mulflon being credited to profit or oss In a senes ot exchange axt
tandar offers In May 2010 the Group redeemed conain subardinated debt secunties and equety prefarence shares in exchange for cash or senior debt Galns of £145 million were credited to profit or
logs in 2010 The exchanges involving Instruments classified as habillties ali met ihe criterfa In IFAS for treatrment as the exhinguishment of the orlginai Habality and the recogniton of a new financial

Hability

{3) Clvidend Income pnncipally arises trom invastment in teliow subsicianes of the RBS Group and consequently subjact (o the RBS Group s capstal management policy {sge Note 28)

{4) Includes Income from acirvibes other than banking
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Notes on the accounts continued

3 Operating expenses

Group

2012 2001 200G

£m £m £m

Wages, salanes and other staff costs 1,405 1,546 1,488

Bonus tax — {8) 3

Social secunty costs 80 98 95
Pension costs

- defined benefit schemes (see Note 4} 194 139 270

- curtallment and settlement gains (see Note 4) (1) — —

- defingd contribution schemes 11 21 3

Staff costs 1,699 1,796 1,887

Premises and equipment 341 376 368

Other administrative expenses 4,195 3,336 2,816

Propenty, plant and equipment (see Note 19) 140 149 157

Intangible assets {see Note 18} 73 89 75

Depreciation and amaortisation 213 218 232

Wnite-down of goodwill (see Note 18) 117 — —

6,565 5,726 5303

Bank levy
The Finance Act 2011 introduced an annual bank levy in the UK The

levy 1s collected through the existing quarterly Corporation Tax collection
mechamsm

The levy is based on the total chargeable equity and habilities as reported
in the balance sheet a! the end of a ¢chargeable period The levy Is not
charged on the first £20 bilion of chargeable habdihes

The levy was charged at a rate of 0 088 per cent for 2012 Three different
rates apphed during 2011, these average to 0 075 per cent The cost of
the levy 10 the RBS Group for 201215 £175 milkion (2011 - £300 milhon)
As the RBS Group continues 1o target a reduction in wholesale funding,
the cost should decline aver bme absent further rate increase The levy
for 2013 1s currently 0 13 per cent
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Payment Protection insurance (PPI)

To reflect current expenence of PPl complaints receved, the Group
increased its proviston for PPl by £567 muthon in 2012 (2011 - £547
mtlhion}, bnnging the cumulative charge taken to £1 2 billion, of which
£0 7 bilhon (58%) 1n redress had been paid by 31 December 2012 Of the
£1 2 bilion cumulative charge, £1 1 biffion relates to redress and £0 1
bilion to admirustrative expenses The eventual cost i1s dependent upon
complaint volumes, uphold rates and average redress costs
Assumphions refating 1o these are inherently uncertain and the uthmate
financial impact may be different from the amount prowvided The Group
will continue to momitor the posihion closely and refresh its assumptions
as more information becomes avalable

Interest Rate Hedging Products redress and related costs

Following an mdustry-wide review conducted in corjunction with the
Financial Services Authority, a charge of £425 milion has been booked
for redress in relabion to certain interest-rate hedging products sold to
small and medium-sized businesses, classified as retall clients under
FSA rules Of the £425 million charge, £350 million relates to redress and
the cost of closing out hedging positons, and £75 million to administrative
expenses
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Integration costs included in aperating expenses comprise expenditure mcurred In respect of cost reduction and revenue enhancement programmes

connected with acquisitions made by the Group

2012 2011 2010
£m £m £m
Slaff costs - 1 8
Premises and equipment — — (2)
Other administrative expenses - 1 4
— 2 10
Restructunng costs mcluded in operating expenses comprise
2012 2011 2010
£m £m £m
Staff costs 61 19 4
Premises and equipment (2} 6 30
Other admnistrative expenses 2 2 1
81 27 35

The average number of persons employed, rounded to the nearest hundred, in the Group durng the year excluding temporary staff, was 26 400 (2011 -
26 900, 2010 - 27,300} The number of persons employed by the Group at 31 December excluding temporary staff, was as follows

Groy

2012 2011 2010
UK Retail 13,100 13,600 14,700
UK Corporate 800 1,000 400
Wealth 3,600 4,100 3,900
International Banking 300 200 100
Ulster Bank 4,400 4,400 4,400
Markets 1,800 1,900 2,100
Core 24,000 25,200 25,600
Non-Core 400 300 300
Business Services 1,000 1360 1,300
Total 25,400 26,800 27,200
UK 19,100 19 900 20,100
USA 1,900 2,100 2,200
Europe 4,200 4,400 4,400
Rest of the World 200 400 500
Total 25,400 26,800 27,200

159




Notes on the accounts continued

4 Pensions

The Group sponsars a number of pension schemes in the UK and
overseas, predominantly defined beneht schemes whose assets are
independent of the Group's finances The principal defined benefit
scheme 13 The Royal Bank of Scotfand Group Pension Fund (the “Man
scheme”) which accounts for 88% {2011 - 8%, 2010 - 87%) of the
Group's retrement benefit obligations

The Group's defined benefit schemes generally provide a pension of one-
sixtieth of final pensionable salary for each year of service prior to
relirement up {o a maximum of 40 years Employees do not make
cantributions for basic pensions but may make voluntary contnbutions to
secure addiional benefits on a money-purchase basis Since October
2008, the Main scheme has been closed 10 new entrants who have
instead been offered membership of The Royal Bank of Scofland
Retirement Savings Plan. a defined contribution pension scheme

Since 2009, pensionable salary increases in the Main scheme and
certain other UK and Insh schemes have been imited to 2% per annum
or CPlinflation if lower

With eftect from 1 October 2012 employees in the Man scheme and
certain other UK schemes were offered a choice between accepting an
increase in the charge made for membership of 5% of salary, ora
retirement age of 65 for fulure benefits

The corndor methed of accounting permits the Bank lo defer recogmtion
of acluanal gains and losses that are wathin 10% of the larger of the tair
value of plan assets and present value of defined benefit obligations of
the schemes, on an individual scheme basis, at the reporting date Any
excess varialions are amortised prospectively over the average
remasning service lives of current members of the schemes

The Group also provides post-retrement benefits other than pensions,
pnneipally through subscnptions fo private healthcare schemes in the UK
and the US and unfunded post-retirement benefit plans Prowvision for the
costs of these benehts 15 charged to the mcome statement over the
average remaining fulure senvice ives of eligible employees The
amounts are not matenal

Interm valuations of the Group's schemes under 1AS 19 ‘Employee
Benefits” were prepared to 31 December with the support of independent
actuanes, using the {ollomng assumplions

Group Bank
Principal actuarial assumptions at 31 December (weighted average) 201:, 201.1 201«2 2m~f, 202 20172
Discount rate 45 50 55 45 50 55
Expected return on plan assets 53 56 66 53 57 67
Rate of increase in salanes 18 18 18 18 18 18
Rale of increase N pensions in payment 27 29 31 28 30 33
Inflaion assumption 29 a0 32 29 30 33

Discount rate
The Group discounts its defined benefil pension obligations at discount

rates determined by reference to the yteld on ‘fugh quality corporate
bonds

The stering yteld curve (applied to 6% of the Group s defined benefit
obhgations) 1s constructed by reference to yields on ‘AA’ corporate bonds
from which a single discount rate 1s denved based on a cash flow profile
sirular i struciure and duration to the pension oblgations  Significant
judgement 1s required when setuing the critena for bonds to be included in
the poputation from which the yield curve is derived The critena include
tssuance size, qualty of pneing and the exclusion of outliers Judgement
15 also required in determining the shape of the yietd curve at long
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durations a constant credit spread relative to gilts 1s assumed In
previous years, the discount rate was determined by reference to the
upper quartile yreld on the 1Boxx over 15 year sterling corporate bond
index, less a margin determined by reference to the shape of the yeld
curve and the spread of yields among the index’'s canstituents

For euro defined pension abligations, a similar approach to the UK has
been used at 31 December 2012 However, at longer durations rates are
denved by extrapolating yields on ‘A’ and "AAA’ corporate bonds {o denve
equivalent AA'ylelds Pnor lo 2012, exirapolation was not used at longer
durations and different cntena were used to determine the reference pool
of 'AA’ bonds
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Group Bank

Major classes of plan assets as a percentage of total plan assets 2“25 20151 20'32 201: 20::, 201-.2
Quoted equilies 243 219 268 234 209 259
Private equity 51 54 50 54 58 54
index-linked bonds 293 252 251 307 261 270
Government fixed interest bonds 24 15 09 19 09 —_
Cormporate and other bonds 206 232 258 211 239 262
Hedge funds 27 27 36 22 25 32
Property 45 38 38 43 35 34
Denvatives 21 23 08 22 24 09
Cash and other assets a9 137 80 87 138 78
Equity exposure of equdy futures 84 185 238 90 177 256
Cash exposure of equity futures (8 3) (16 2) (23 8) (89) (17 5) {25 4)

100 0 1000 160 0 1000 1000 1000

The Main scheme, which represents 83% of plan assets at 31 December 2012 (2011 - 84%, 2010 - §3%), 15 Invested In a diversified portfalio of quoted
and prvate equity, government and corporate fixed-interest and index-linked bonds, and other assets mcluding property and hedge funds

The Main scheme also employs denvative instruments, where appropriate to achieve a desired asset class exposure or to match assets more closely to
habiies The value of assets shown reflects the actual physical assets held by the scheme, with any denvatve holdings valued on a mark-to-market
basis The return on assets on the total scheme has been based on the asset exposure created allowing for the net impact of the denvatives on the nisk

and return profile of the holdings

The Man scheme s holdings of denvative instruments are summansed 1n the table below

2012 2011 2010

Notional Falr valug Notional Fair value Notional Fair value
amounts Assets Liabikties amounts Assols Liabifues amounts Assels Liabifites
om £m. £m £ra £m £m £m £m £m
Inflation rate swaps 5,474 20 335 2,685 87 178 2,132 69 8
Interest rate swaps 18,304 3424 2,811 15,149 2,232 1,864 10,727 270 110
Totat return swaps 515 6 — 2,085 169 e 466 16 —
Currency swaps 2,539 326 259 2,861 116 "7 (973) —_ 1
Credit default swaps 709 11 12 238 6 —_ — — —
Equity and bend futures 2,109 18 17 3,745 80 10 4,851 49 14
Currency forwards 8,551 41 — 2,078 8 e 4,883 35 9
Equity and bond call options 963 94 — B14 67 4 — — -
Equity and bond put opliong 963 13 31 565 11 — — — —

The investment strategy of other schemes i1s simidar lo that of the Man
scheme, adjusted to take actount of the nature of iabilihes, nsk appetie
of lhe trustees, size of the scheme and any local regulatory constraints
The use of denvative instruments outside of the Mamn scheme ts not
material

Swaps are part of the management of the inflaton and interest rate
sensttivity of the Main scheme habitties They have been executed at
prevailling market rates and within standard market bid/oiter spreads The
majonty of swaps are with The Royal Bank of Scotland plc and National
Westiminster Bank Plc {the “banks™) At 31 December 2012, the gross
notional value of the swaps was £28,541 miflion (2011 - £22,918 miliion,
2010 - £12,352 milion) and had a net positive fair value of

£370 million (2011 - £431 milhon positive, 2010 - £236 mihon positive) 1o
the scheme

Collateral 1s required on all swap transactions with those belween the
banks and the Mamn scheme on terms that do not allow the banks to re-
hypothecate The banks had delivered £521 miliion of collateral at 31
December 2012 {2011 - £375 meflion, 2010 - £210 million)

Ordinary shares of the holding company with a fair valye of £4 million
(2011 - £3 millon 2010 - £9 million} are held by the Group's Main
scheme which also holds other financiat instruments issued by the Group
with a value of £610 mithon (2011 - £424 million, 2010 - £264 million}
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Notes on the accounts continued

4 Pensions continued

The expected return on plan assets at 31 Dacember 15 based upon the weighted average of the following assumed retums on the major classes of plan
assets, allowing for the net impact of denvatives on the nsk and retum prohie

Group Bank
2012 3011 2010 2012 2011 2010
% % % % % %
Quoted eguities 77 77 77 77 77 77
Private equity 77 77 77 7.7 77 77
Index-linked bonds 32 3t 42 3z 31 42
Government fixed interest bonds 29 37 39 32 31 -—
Corporate and other bonds 42 47 54 42 47 55
Hedge funds 60 60 57 60 60 60
Property 67 65 67 67 67 67
Cash and other assets 26 26 40 26 286 40
Equily exposure of equity fulures 77 77 77 77 77 77
Cash exposure of equity fuiures 26 26 40 26 26 40
Total fund 53 56 66 53 57 67
Post-retirement mortality assumptions (Main scheme) 2012 2011 20.0
Longewity at age 60 for current pensioners (years)
Males 275 273 27 2
Females 298 296 296
Longewty at age 60 for future pensioners currently aged 40 (years)
Males 298 293 293
Females 310 309 308
Group Bank
Farr value Prasent value of Net Fair value Present value of Net
of plan  defined beneht panson of plan  detmed benefit pension
assets vbligabiens deficit assats abligaions detoit
Changes in value of net pension deficit m £m £m £m £m £m
At 1 January 2011 20,541 24,288 3,747 19,110 22,777 3,867
Currency translation and other adjustments (20} (23) (3) - — —
Income statement
Expected retumn 1,343 (1,343) 1,258 {1,258)
Interest cost 1,225 1,225 1,151 1,151
Current service cost 366 366 328 328
Less direct contributions from other scheme members {267) (267) (279) (279
Past service cost 40 40 39 39
Amorisation of net unrecognised acluanal losses 118 118 118 118
1343 1,482 139 1,258 1,357 99
Agtuarial gains and losses 670 1,113 443 759 1,097 338
Contributions by employer 550 — (550) 452 _ (452)
Contnbutions by other scheme members 277 277 — 282 282 —
Conltributions by plan partcipants 3 3 — —_ — -
Benefits pad (749} (749) - {699) {699) —
Expenses included in service ¢ost (51} {51} — {51) (51} —
Amortisabion of net unrecognised actuanal losses — {118) {118) — {118) {118)
At 31 December 2011 22,564 26,222 3.658 21,111 24,645 3,534
Unrecognised actuanal losses (3,475) {3,279)
Retirement benefit labilines at 31 December 2011 183 255
I — R
Unfunded schemes liabilities included in post-retirement benefit liabilties 45 14
L} N —|
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Group Bank
Falr value Present value of Net Far valye Present value of Net
of plan  defined benefit pensiar of plan  de*mec beneft pension
Changes In value of net pension deficit “‘Ef, Qbhgmgz derjv_cr: “sag: Obhgau?: dousf:
At 1 January 2012 22,564 26,222 3,658 21,111 24,645 3,534
Currency translation and other adjusiments 20y (22) {2) — — —
income statemant
Expected refurn 1 255 (1,258) 1,178 {1,178)
Interest cost 1,209 1,209 1,137 1,137
Current service cost 364 364 319 319
Less direct contributions from other scheme members (326} {326) (338) (338)
Past service cost 80 80 80 80
Gans on settlements and curtaiments {1) (1) — —
Amortisation of net unrecognised acluarial losses 122 122 122 122
1,255 1,448 193 1,178 1,320 142
Actuanal gains and losses 275 2,245 1,970 210 1988 1,778
Transters from feliow subsidiary 22 22 — — e —
Contnbutions by employer 551 -_ {551) 452 — (452)
Contnbutions by plan participants and other scheme members 319 319 — 322 322 —
Benefits pad (825) (825) — {773) (773) —
Expenses mcluded in service cost (63) (63) — 59} {59) —
Amortisation of net unrecognised actuarial josses — (122} (122) — (122) (122)
At 31 December 2012 24,078 29 224 5.146 22,441 27,321 4,880
Unrecogrused actuartal losses 5,320 4,935
Retirement benefit assets at 31 December 2012 (174) 55)
Unfunded schemes habilities included in net post-retirement benefit assets 44 14
Group Bank
2012 2011 2040 2012 2001 2010
Net pension (surplus)/deficit comprises £m £m £m €m £m i)
Net assets of schemes in sumlus {(Included in Prepayments,
accrued mcome and other assets, Note 20) (218} (24) (13) (69) — —
Net habilities of schemes in dehcit 44 207 608 14 255 608
(174) 183 595 (55) 255 608

RBS Group and the Trustees of the Main scheme agreed the funding valuation as at 31 March 2010 1n 2011 It showed that the value of habifities

exceeded the value of assets by £3 5 bilhon as al 31 March 2010, a ratio of assets to habilities of 84% In order to elrninate this deficit, RBS Group will
pay additional contnbutions each year over the perniod 2011 to 2018 These contributions started at £375 millon per annum in 2011, increasing to £400
million per annum in 2013 and from 2016 onwards will be further increased in line with price inflation These contnbutions are 1n addit:on to the regular

annual contnbutions of around £250 million for future accrual benefits

The Group expects to contribute a total of £732 mullion (Bank - £651 miflion) to its defined benefit pension schemes in 2013
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4 Pensions continued

History of defined benefit schemes

Giroup Bank
2012 2011 2010 2009 2008 2012 2011 2010 2009 2008
£m £m £m £m £m £m £€m £m £m m
Fair value of plan assets 24,078 22,564 20,541 17 853 15,932 22 441 21,111 18 110 16,603 14 B04
Present value of defined
benefit obligations 28,224 26,222 24,288 21,894 17,100 27,321 24,645 22,177 20,351 15,580
Net deficit/{sumplus) 5,146 3,658 3,747 4,041 1,168 4,880 3534 3,667 3,748 776
Experience {losses)/gans
on plan habilties {229) {213} {842) 165 (73) (232) (208} (858) 135 (55)
Expenence gains/{losses)
on plan assets 275 670 1,763 1,076 (5 089) 210 759 1,718 993 {4,784)
Actual returmn/(loss) on
pension schemes assets 1,530 2,013 2953 2,170 {3,751} 1,388 207 2,832 2022 {3,513)
Actual return/(loss) on
pension schemes assels - % 6 8% 9 8% 16 7% 137% {19 1%} 6 6% 10 6% 17 2% 13 8% {19 0%}
The table below sets out the sensitvities of the pension cost for the year and the present value of defined benefit obligations at 31 Decemberto a
change In the principal actuanal assurnptions
Group
increasef{deciease)
\n pension cost for year in ohligaton at 31 December
2012 2011 2610 2012 2011 2610
£m £m £m £m £m £m
0 25% Increase In the discount rate {72) (16) (21) {1,274) (1,079) (985)
D 25% increase In inflation 64 66 65 1,075 a73 862
0 25% additional rate of increase in pensions in payment 42 42 40 735 656 565
0 25% additional rate of increase m deferred pensions 19 21 21 306 292 273
0 25% addiional rate of increase m salaries 11 8 g 118 73 73
Longevity increase of 1 year 37 35 36 677 590 543
Bank
Increase’{iscreasa)
in pension cost for year in gbligation 21 31 Dacamber
2012 2011 2010 2012 2011 2010
£m £m £m £m £m £m
0 25% increase 1n the discount rate (66) {13) (17) {1,199) (1,019} (925}
0 268% increase tn inflation 58 60 59 9a5 911 799
0 25% addiional rate of increase in pensions i payment 39 39 37 690 618 527
(0 25% addiional rate of increase in deferred pensions 18 20 21 297 285 265
G 25% additional rate of increase in salanes 9 6 6 95 56 56
Longewity increase of 1 year 35 33 34 647 566 519
§ Auditor’s remuneration
Amounts paid to the Group’s auditor for statutory audit and other services are set out below
za?zmn 2011
€m
Fees payable for the audit of the Group's annual accounts 13 11
Fees payable to the auditor and iis associates for other services to the Group
- the audit of the Bank’s subsidianes pursuant o legislation 14 14
Total audit and audit-related assurance services fees 27 25

Fees payable to the auditor for non-audit services are disclosed in the consolidated financial staterments of The Royal Bank of Scotland Group plc
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6 Tax
Group
2012 2011 2010
£m €m £m

Current tax
Credit for the year 185 5N 90
Over/(under) provision in respecl of prior years 85 241 (202)

250 812 (112)
Deferred tax
{Charge)/credit for the year {170) (17) 29
{Under)/over provision i respect of prior years (34} (212} 200
Tax credst for the year 46 583 117

The actual tax credit differs from the expected tax credit computed by applying the standard rate of UK corporation tax of 24 5% (2011 - 26 5%, 2010 -

28%; as follows

2012 2011 2010
£m £m £m

Expected tax credit 814 1,173 667
Losses in year where no deferred tax assst recogrused {265) {290) (275)
Foreign profits taxed at other rates (284) {354) (507}
UK tax rate change impact (1) 19 12 (16}
Non-deductible goodwill impaiment (29) - —
Items not allowed for tax

- losses on dispesals and wnte-downs (6) {5) {29)

- other disallowable items {45) (21} {70)
Non-taxable items

- gain on sale of Global Merchant Services —_ 12 242

- gain on redemption of own debt —_ — 1

- other non-taxable items 11 21 103
Taxable foreign exchange movements 3 4 2
Group reltef at non-standard rates - 2 1
Reduction in carrying value of deferred tax asset in respect of losses mn lrefand (203} — —
Adjustments in respect of prior years 3l 29 (2)
Actual tax credit 46 583 17

Note

11} In recent years the UK Govemment bas steadily reduced the rate of UK corporation tax, with the latest enacted rate stznding at 23% with eftact from 1 Aprid 2013 Further reductions of the rate to

21% with effect from 1 April 2014 and 20% from 1 Aprll 2015 were announcad on 5 December 2012 and 20 March 2013 respectvely but not sybstantively anacted a3 the balance sheet date

Accordingly the closing deferred tax assets and kablibes have been caltulated at 23%

7 Profit attributable to preference shareholders

Group
2012 2011 2010
£m £m £m
9% non-cumulative sterling preference shares, Senes A 13 13 13
Non-cumulative dollar preference shares, Seres C 12 11 13
25 24 26

Note

{t) In accordance with |AS 32, the Group s protorence share issues are induded in subordinated rabilmes and the retated finance cost in intarest payaole

8 Ordinary dividends
The Bank did not pay an ordinary dividend in 2012, 2011 or 2010

9 Loss dealt with in the accounts of the Bank

As permitted by section 408(3) of the Companies Act 2006, no income slatement or statement of comprehensive income for the Bank has been

presenied as a pnmary financiat statement Of the loss attnbutable to ordinary shareholders, £6,331 rmillion (2011 - £3,561 miikon, 2010 - £3,564 mullion}

has been dealt with in the accounts of the Bank
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Notes on the accounts continued

10 Financial instruments - ¢classification

The following tables show the Group's financial assets and liabiliies in accordance with the categones of financial instruments in 1AS 32 with assets and

habilihes outside the scope of IAS 39 shown separately

Group
Designated Other financtal Non
as at {air instrurnents financial
Held-lor  value through Avallapke- Loans and {aronised Finance asseis/
wading  orofit or loss for sale  recevables o8t} leases Rabilizes Total
2032 £m £m £m £ £m £m €m £m
Assets
Cash and balances at central banks - —_ —_ 2,298 2,298
Loans and advances to banks
- amounis due from holding company and fellow subsidianes 18,878 2,497 — 103,782 125127
- reverse repos 4,331 - — 375 4,706
- other (v) 7 —_ _ 5,184 5,191
Loans and advances to customers
- amounts due from fellow subsidianes 1,676 — — 1,388 3,084
- reverse repos 22,811 - —_ _ 22,811
- other 502 55 — 167,956 120 168,633
Debt securties (2) 31,900 1,266 488 1,261 34915
Equity shares 32 — 866 — 898
Seitlement balances — — — 2,362 2,362
Denvatives
- amounts due from holding company and fellow subsidiaries 2532 2,532
- other 2,254 2254
Intangible assets 736 736
Property plant and equipment 2,048 2,048
Deferred tax 384 384
Prepayments, accrued mcome and other assets = — o — 2,005 2,005
84,923 3,818 1,354 284,576 120 5173 379,964
Liabilities
Deposits by banks
- amoums due 1o holding company and fellow subsidiasies 11,199 43 32,549 43,7
- r1epos 8 862 —_— 1,884 10 746
- other (3) 30 — 3,617 3,647
Customer accounts
- amounis due to fellow subsidianes 159 1,266 4472 5,897
- 18pOs 44,395 — — 44,395
- other (4 15 4,521 209,159 213,685
Debt secunties in issue () —_ —_ 3,966 3,966
Setlement balances —_ —_ 2,755 2,755
Short positions 11,840 - 11,840
Denvatives
- amounts due to hokiing company 4,980 4,980
- other 575 575
Accruals, deferred income and other liabiities - — 578 — 3,226 3,804
Retirement benefit labilives 44 44
Deferred tax 245 245
Subordinated habiities
- amounts due to holding company _ — 5780 5,780
- other - — 1,847 1,847
82,055 5,830 266 607 — 3,515 358,007
Equity 21,957
379,964
E—

For the notes to this table refer {o page 169
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Group
Designated Other financial Non
as atfair instrumonts. financial
Helg-tar  value through Avalably Loans and {amortised Finence assets’
wading profit or foss for sale receivables cost) leases liabilizes Total
2641 £m £m fm £m £m £m £ £m
Assets
Cash and balances at central banks — — — 1,918 1.918
Loans and advances to banks
- amounts due from holding company and fellow subsidianes 20,010 2,354 — 129,083 151,447
- [gverse repos 4,443 — — 3,087 7.530
- other (1) 6 — — 7.218 7 224
Loans and advances to customers
- amounts due from fellow subsidiaries 889 — — 7,015 7,904
- reverse repos 16,950 - - 6,423 17,373
- other 355 90 — 117108 59 117 612
Debt securities (2) 36,521 2,043 777 1,664 41,005
Equity shares 51 23 854 - 928
Settlement balances e — — 2,468 2,468
Denvatives
- amounis due from holding company and fellow subsidianes 2,452 2,452
- other 2,745 2,745
Intangible assets 812 812
Property, plant and equiprment 2,982 2,982
Deferred tax 579 579
Prepayments, accrued income and other assets — —_ — 32 2,541 2,573
78,422 4,510 1,631 276,016 59 6,914 387,552
Liabiities
Deposits by banks
- amounts due to holding company and fellow subsidiaries 7,077 120 32,774 39,971
- repos 1,921 - 8,247 10,168
- other () 31 — 4559 4,590
Customer accounts
- amounts due to fellow subsidianes 540 2,031 1,063 3,634
- repas 32,442 — 16,631 49 073
- other (4) 126 4,038 197,832 202,003
Debt secunttes in 1ssue (5) -— — 4,239 4,239
Settlement balances — e 2,911 2,91
Shont positions 13,482 — 13482
Denvatives
- amounts due to holding company and fellow subsidianes 5,119 5119
- other 973 973
Accruals deferred income and other habiibes —_ — 552 —_ 4,932 5 484
Retirement benefit habilihes 207 207
Deferred tax 289 289
Subordinated habiliies
- amounts due to halding company —_ —_ 6,114 6,114
- other e — 1,888 1,888
61,711 6,189 276,817 — 5428 350145
Equity 17 407
367,552
y————

For the notes to this table refer to page 169
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10 Financial instruments - classification continued

Group
Designated rner financat Ner
as at far instruments financal
He'd-for  value through Avalapie- Loans and {amortised Finance assets!
trading  profit orioss tor salo  raceivables cost) leases halings Total
2010 £mM £m £m £m £m £m £m £m
Assets
Cash and balances at central banks — —_— - 1,824 1,824
Loans and advances to banks
- amounts due from holding company and fellow subsidianes 23,791 1965 — 112,648 138,404
- reverse repos 6,711 — — 2,271 8,982
- other ¢ 41 — — 8,502 8,543
Loans and advances to customers
- amounis due from fellow subsidiaries 2,142 — — 7,163 9,305
- FEVETSE 18p0sS 9,303 — — 6,727 16,030
- other 608 — — 129,083 107 129,798
Debt secunties 34,568 1,558 1,672 1,696 39,494
Equity shares 15 26 863 — 804
Settlernent balances — e _ 3761 3781
Dervatives
- amounts due from holding company and fellow subsidianes 1,363 1,363
- other 2,097 2,097
Intangible assets 683 683
Property, plant and equipment 3,191 3,19
Deferred tax 574 574
Prepayments, accrued income and other assets — — — 30 1,549 1,679
80,639 3,549 2535 273,705 107 5,997 366,532
Liabilities
Deposits by banks
- amounts due o holdimg company and fellow subsidianes 14,648 2 25,693 40,343
- repos 3,004 — 5,815 8,819
- other 3 i6 — 3,374 3,390
Customer accounts
- amounts due to fellow subsidianes 1,282 1,545 1,336 4173
- repos 32,568 o 22,973 55,541
- other w4y 87 3,278 193,153 196,518
Debt securties in ssue @ — - B,262 8,262
Settlement balances —_— — 2,843 2,943
Short positions 13,943 — 13,943
Denvatives
- amounts due to holding company and fellow subsidianes 3,058 3,058
- other 497 487
Accruals deferred income and cther habilites —— e 700 5 3,739 4444
Retrement benefit abihtes 608 608
Deterred tax 41 41
Subordinated habities
- amounts due to holding company 1,032 — 4211 5,243
- other e — 2,340 2,340
70,145 4,825 270,800 5 4,388 350,163
Equity 16,369
366,532

For the notes to this table refer to page 169
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The above includes amounts due from/to

NATWEST 2012

Group
202 2011 2010
Holging Fellow Halding Fellow Holdng Fellow
company subsidianes cormpany subsidianes company subsidanes
£m £m £m £m £m £m
Assets
Loans and advances to banks 123,329 1,798 151 226 221 138,130 274
Derivatives 2,532 - 2 445 7 1,327 36
Liabilities
Deposits by banks 42 962 829 39.417 554 38,154 2,189
Denvatives 4 980 —— 5,116 3 3018 40
Notes

(1) includes items in the course of collechon from other banks of £1,241 miilion (2011 £1 170 milien, 2010 £1,639 milfion)

(2) Debt secunties balances with Group companies are shown on page 86

(3) Includes items m the course of transmession to other banks of £630 mitlon (2011 £528 millicn 2016 £629 milion)

(4) Tha carrying amount of other customer accounts designated as at fair value through proft or loss Is £226 mifion (2011 £84 million, 2010 £87 rmlkon) higher than the principal amount No amounts
have been recognised in the profit or loss for changes In credit nsk assoctated with these labiives as the changes are immatenat measured as the changa m fair value from movements i the panod

in the cradit nsk premium payable

(5) Compnses bonds and medium term notes of £3 217 million (2011 £3,472 rulion 2010 £6 743 million) and certficates of deposit and othor commercial paper of £748 milkon (2011 £767 million

2018 £1 519 mililon)

Amounts Included it the consolidated income statement are as follows

Group
201 2010
£m £m
Gains/(losses) on financial assetsfiabilities designated as at faxr value through profit or loss 48 (43)
Gains on disposal or settiement of loans and recewvables — 29
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Notes on the accounts continued

10 Financial instruments - classification continued

Bank
Dasignated Dther hnanaal Non-
as al lair InSiments financlal
Heid tor  value through Avalable Loans and (amonised Finance assets/
rading profit or loss for sale recelvables cost) Laases habihives Total
2012 £m £m £m £m £m £m £m
Assels
Cash and balances at central banks e — — a1 921
Loans and advances 1o banks
- amounts due from holding company and subsidaries 95 2,448 — 75897 78,440
- ather (1) — — o 2,475 2,475
Loans and advances ta customers
- amourds due from subsidianses 98 — —_ 2,700 2,798
- other 38 — — 117,323 g 117,370
Debt secunties @) — 1,266 - 1257 2523
Equity shares 2 — 8 — 10
investment in Group undertakings 5,083 5,083
Settlement balances — -— —-— 83 83
Denvatives
- amounts due from holding company and subsidianes 2,113 2,113
- other 1,799 1,799
Intangible assets 427 427
Property, plant and eguipment 785 785
Prepayments, accrued income and other assels o — e — 804 804
4,145 3,714 8 200,656 G 7,009 215,631
Liabilites
Deposits by banks
- amaunts due to holding company and subsidianes 2,139 — 18,110 21,249
- other 3 5 — 2,788 2,793
Customer accounts
- amounis due to subsidianies 161 1266 4,599 6,026
- gther r4) 13 2,448 159,162 161,623
Setllement balances o — a8 38
Denvatives
- amounts due from holding company 3,986 3,966
- other 423 423
Accruals, deferred income and other habdities —_ — — — 1,595 1,585
Retwement benefil habilties 14 14
Deferred {ax 188 189
Subordinated kabiities
- amounts due 1o holding company _— — 4412 4,412
- gther — — 1,711 1,711
6,727 3,714 191,820 — 1,798 204,059
Equity 11,572
215,631

For the notes to this table refer to page 173
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Bank
Designated Other hnancia) Non !
as ai far nstruments financal !
Held-or  value through Available Loans and {amortisad assete/
trading  profit or loss for«sale receivabies cost) hablliyes Total '
2011 £m £m im £m £m Lm |
Assets
Cash and balances at central banks — — — 97 97 |
Loans and advances to banks |
- amounts due from holding company and subsidianes 37 2,283 — 102,025 104,345 ‘
- other (1) —_ —_ — 2,399 2399
Loans and advances to customers ‘
- amounts due from subsidianes 54 — e 7,015 7,069
- other 102 — — 61,589 61,691
Debt secunties (2) — 2,030 2 1659 3,691
Equly shares — — 10 —_— 10 !
Investment in Group undertalungs 7,235 7,235
Settlement balances - — - 78 78
Derivatives
- amounis due from holding company 1,755 1,755 ;
- other 2,057 2,057 |
Intangible assets 389 389
Property, plant and equipment 815 815
Prepayments accrued income and other assets e — — — 1,420 1420
4,005 4,313 12 175,682 9,859 193,871 |
Liatalities
Deposits by banks
- amounts due to holding company and subsidianes 1356 13 10,615 11,984
- other (3 13 e 4,074 4,087
Customer accounts
- amounts due to subsidianes 539 2,031 1,164 3,734
- other (4} 20 2270 148,178 150,468
Settiemnent balances — — 1 11
Dervatives
- amounts due to holding company and subsidianes 3N 3,771
- gther 481 481
Accruals, deferred income and other habilities —_ — —_— 2,844 2,844
Retrement benehit habiities 255 255
Deterred tax 222 222
Subordinated labiities
- amounts due to holding comnpany — — 4,415 4,415
- gther —_ —_— 1,749 1,749
6 180 4,314 170,206 3,321 184,021
Equity 9,850

For the notes to this table refer to page 173

193,871
A —
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Notes on the accounts contimied

10 Financial instruments - classification continued

Bank
Designated Other financial Non
as gl far INStrUments financiat
Held for-  value through Availaple- Lpans and (amortised assals/
trading  profit or loss for sale receivebles cost) lsabifihes Totat
2010 £m £m £m £m £m £€m £m
Assets
Cash and balances at central banks — — — 867 867
Loans and advances to banks
- amounis due from holding company and subsidiaries 79 1,833 o 20,442 92,354
- other (1, 1 — — 3,091 3,092
Loans and advances to customers
- amounis due from subsidianes a06 — — 7,792 8,698
- other 240 e — £8,686 68,926
Debt secunties & — 1,545 3 1,693 3.241
Equity shares — — 15 — 15
tnvestment in Group undertakings 5743 5,743
Derivatives
- amounts due from hokding company and subsidiaries 748 748
- other 1,496 1,486
Intangible assets 354 359
Property, plant and equipment 811 811
Detferred tax 88 88
Prepayments, accrued income and other assets — — — - 752 752
3470 3,378 18 172,571 7,753 187,190
Liabiiies
Deposits by banks
- amounts due 1o holding company and subsidianes 109 — 17,362 17,471
- other (3 — — 2,728 2,728
Cuslomer accounts
- amounts due 10 subsidianes 1,270 1545 1 569 4,384
- other (4 13 1,814 142,823 144,650
Settlement balances — — 4 4
Dervatives
- amounts due o holding company 1,572 1,572
- other 187 187
Accruals, deferred income and other liabilites — — — 1,465 1,485
Retrement benefit iabiibhes 608 608
Subordinated habiiities
- amounis due o holding company — — 3,713 3,713
- other — —_— 2,197 2,197
3,151 3,359 170,396 2073 178,979
Equity 8,211
187,120

For the notes to this table refer to page 173
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The above includes amounts due fromito

Bark
2012 2011 2010
Holding Fetiow Holding Fellow Holding Fellow
company subsidianes Subsidianes company subsidiaries Subsidianes company suosidianes Subsidianies
£m £m £m Em £en £m £m £ £,

Assets
Loans and advances 1o banks 77,857 738 45 104 228 16 101 92,006 272 76
Loans and advances tQ customers —_ —_ 2,798 -— 5775 1,294 _ 7,222 1,476
Derivatives 2,11 e 2 1,755 — — 737 — 11
Liabihties
Depasits by banks 20,848 339 62 11,636 335 13 15,261 2,194 16
Customer accounis — 5781 245 - 3,480 244 — 4,040 344
Denvatives 3,986 — — 3,789 — 2 1,672 — e
Notes

(1} Includes items in the course of collgehon from other banks of €1 074 mihon (2011 £1 007 mihish 2010 £1,433 mitlion)

{2y Debt sscunhes balances with Grouo compantes are shown on page 86

(3) Includes itemns in the course of ransmission to other banks of £399 miliion 12011 £405 milion 2010 £435 millien)

(4) The carrying amount of other customer accounts designatec as at fair value through the profit or loss 1s £255 mifiton (2011 £148 milien 2010 £107 milion) highet than the onncibaf amount No
ameunts have been recognised in the proht or foss tor changes In credit risk assacated witn these labiibes as the changes are immaterial measured as the change in fair value from movements i
the penod i the credit nsk premium payable

Reclassification of financial instruments
In 2008, the Group and Bank reclassified financial assets from the held-for-trading {HFT) category into the loans and receivables (LAR) category {as
permitted by paragraph 500 of IAS 39 as amended) There were no reclassifications in 2009, 2010, 2011 or 2012

The following table shows the carrying value, far value and the effect en proft or loss of reclassifications underiaken by the Group in 2008

+

Group
Amount
that would
AmDURts rocognised tn have been
ncome statement recognisec had
Carrying Falr impairment reclassificahon
vailue valug neome losses not accurred
2012 £m £m £m 'm £m
Reclassified from HFT to LAR
Loans 174 174 8 — 22
2011
Reclassified from HFT to LAR
Loans 280 267 i7 — a3
2010
Rectassified from HFT 1o LAR
Loans 380 284 9 — 72
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Notes on the accounts connnued

11 Financial mstruments - valuation

Valuation of tinancial iInstruments carnied at fair value

Control emvironment

Common valuation palicies, procedures frameworks and models apply
across the RBS Group Therefore for the most part discussiens on these
aspects below reflect those in the RBS Group as relevant for businesses
and operations in the Group

The RBS Group s control envirgnment for the determination of the farr
value o financial instruments includes formakised protocals for the review
and validation of farr values independent of the businesses entering into
the transactions There are specific contrals to ensure consistent prcing
policies and procedures, incosporaling diseiplined price venfication The
Group ensures that appropriate attention 1s given to bespoke
transactions, structured products, dliquid preducts and other instruments
which are difficult io prce

A key element of the control enviranment 1s the independent price
venfication (IPV) process Valuations are first performed by the business
which entered into the transaction Such valuations may be directly from
available prices, or may be denved using a mode] and vanable model
inputs These valuations are reviewed, and if necessary amended, by a
team, mdependent of those trading the financial instruments, (n the light
of available pricing evidence

1PV vaniances are classified as either hard, soft or indicative A vanance
1s hard where the independent information represents tradable o liqud
prices and soft where 1t does not Varnances are classed as mdicative
where the independent evidence s so subjective or sparse that
conclusions cannot be formed with a sufficient degree of confidence
Adjustments are requared for all hard vanances and for aggressive soft
vanances, with conservative and indicative vanances nol requinng
automatie adjustment

IPV s performed at a frequency to match the availablity of independent
data For hquid instruments, the standard 1s to perform IPV daily The
minimum frequency of review 1n the Group :s manthly for exposures in
the regulatory trading book and six monthly for exposures in the
regulatory banking book Monthly meetings are held between the
business and the support funclions to discuss the resutts of the IPV and
reserves process in detad The IPV control includes formalised reporting
and escalation of any valuaton differences 1n breach of estabhshed
threshalds The Global Pricing Unit (GPU) determines 1PV policy,
monitors adherence to that policy and performs additional independent
reviews on highly subjective valuation 1ssues for Markets and Non-Core

Dunng 2012 the Group has made a significant and engoing investment
into enhancing its already robust control emvironment This Included
continuing Invesiment iInto a new globat IPV and reserving tool which
partly automates the process of carrying out |PV and consolidation of
reserves into a single central portal

Valuation models are subject to a review process which requires different
tevels of model documentation, testing and review, depending on the
complexity of the model and the size of the Group's exposure A key
¢lemant of the contre! environment for model use in the RBS Group is a
Modelled Product Review Commiltee, made up of valuations experts
from several functions within the RBS Group This committee sets the
policy for model documentation testing and review, and priontises
models with significant exposure for review by the RBS Group's
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Quantitative Research Centre (QuaRC) Potential valuation uncertainty 1s
a key input in determiring maodel review prionties at these meetings The
QuaRC team within RBS Group Risk, which 1s independent of the trading
businesses assesses the approprateness of the application of the medei
to the product, the mathematical robustness of the model, and where
apptopriate, considers alternative modelting approaches

Semogr management valuation control commuttees meet formally on a
monthly basis te discuss independent pncing reserving and vatuation
1ssues relating 1o both Markets and Non-Core exposures  All matenal
methodology changes require review and ratification by these
committees The committees nclude valuation specialists representing
several independent review functions which compnse market risk,
QuaRC and Finance

The RBS Group Executive Valuation Committee discusses the issues
escalated by the Modelled Produict Review Committee, Markets and Non-
Core serior management Valuations Control Committee and other
relevant 1ssues, mcluding the APS credit derivative valuation This
committee covers key matenal and subgective valuation 1ssues within the
trading business and provides ratfication to the appropnateness of areas
with high levels of residual valuation uncertainty Committee members
include the RBS Group Finance Director, the RBS Group Chief
Accountant, RBS Group Global Head of Group Market and Insurance
Risk, Markets Gtuef Financial Officer, the Non-Core Chief Financial
Officer, the Head of QuaRC the Head of GPU and representation from
Front Otfice Trading and Finance

Valuation 1ssues, adjusiments and reserves are reported to Markets,
Non-Core and Group Audit Commiltees Key judgmental issues are
described In reports submitted to these Audit Commitiees

Market nsk metncs such as value-al nsk (VaR) and stressed value-at-nsk
(SVaRy) cover financial instruments in Markets and Non-Core The Group
has a tramework for quantfy those market nsks not adequately captured

by standard market risk framework such as VaR and SVaR - Fisks net in
VaR Refer to pages 106 and 107 for detads

New products

The RBS Group has formal review procedures owned by RBS Group
Operational Risk to ensure that new products, asset classes and nsk
types are appropriately reviewed to ensure amongst other things, that
valuaton 1s appropriate The scope of this process includes new
business, markets, models, nsks and structures

Valuation hierarchy

There 15 a process to review and control the classihcation of financiat
tnstruments into the three level hierarchy established by IFRS 7 Some
instruments may not eastly fall into a level of the fair value hierarchy per
IFRS 7 (refer to pages 176 and 177} and judgment may be required as to
which level the instrument 1s classified

Inihal classification of a financial instrument is carmed out by the Business

Unit Control team following the principles in IFRS The Busmess Unit

Control base their judgment on nformation gathered duning the PV

process for instruments which include the sourcing of independent prices

and model nputs The quality and completeness of the informatian

gathered in the |PV process gives an mndication as to the iquidity and :
valuation uncertainty of an instrument



These initral classifications are challenged by GPU and are subject to
senior management review Particular attention 1s paid dunng the review
processes upon mnstruments ¢rosstng from one level! to another new
instrument classes or products, instruments that are generaling
sigmhcani prohit and loss and Instruments where valuation uncertainty 1
high

Valuation techniques
The Group derwves farr value of its mstruments differently depending on
whether the instrument 15 a non-modelled or a modelled product

Non-modetled products

Non-modelled products are valued directly from a price mput and are
typically valued on a position by position basis and include ¢ash, equities
and most debt securities

Modelled products

Modelled products are those that are valued using a prnicing model,
ranging in complexty {from comparatively vanilla products such as
interest rate swaps and ophions (e g interest rate caps and floors)
through to more complex denvatives The valuation of modelled products
requires an appropriate model and mputs into this mode! Sometimes
models are also used to denve inputs {e g to construct volatility
surfaces) The Group uses a number of modelling methodologies

Inputs to valuahon modeis

Values between and beyond availabie data points are abtained by
interpolation and extrapolation When utilising valuation techniques, the
fair value can be significantly affected by the chosce of valuation model
and by underlying assumptions conceming factors such as the amounts
and timing of cash flows, discount rates and credit nsk The principal
inputs to these valuation technigues are as follows

s Bond prices - quoled pnces are generally available for govemment
honds, certain corporate secusities and some mortgage-related
products

o Credit spreads - where avallable, these are derived from pnces of
crechit default swaps or other credit based instruments, such as debt
securiies For others, credit spreads are obtamned from pricing
senices

. Interest rates - these are pnncipally benchmark tnterest rates such
as the tondon Interbank Offered Rate, Overmght Index Swaps rate
and other quoted interest rates th the swap, bond and futures
markets

o Foregn currency exchange rates - there are observable markels
both for spot and forward contracts and futures in the world s major
currencies

e Eguity and equity iIndex pnces - quoted pnees are generally readily
avallable for equity shares listed on the world’s major stock
exchanges and for major indices on such shares

s Commodity prces - many commogities are actively traded in spot
and forward contracts and futures on exchanges i London, New
York and other commercial centres
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+ Prce volabities and correlations - volatility 1s a measure of the
tendency of a price to change with time  Correlation measures the
degres to which two or more pnces or other varables are observed
io move together If they move in the same directton there 1s positive
corrglation, f they move in opposite directions there 1s negative
correlation Volatility 1s & key input in valusng opticns and the
valuation of certain products such as denvatives with more than one
underlying vanable that are correfation-dependent Volakilty and
correlation values are obtained from broker gquotations pricing
services or derived from option prices

s Prepayment rates - the fair value of a financial instrument that can
be prepaid by the issuer or borrawer differs from that of an
instrument that cannot be prepaid |n valuing prepayable
instruments that are not quoted in active markets, the Group
considers the value of the prepayment option

« Counterparty credit spreads - adjustments are made to market
prices (or parameters) when the creditworthiness of the counterparty
differs from that of the assumed counterparty in the market pnce (or
parameters)

s  Recovery rates/loss given default - these are used as an input 1o
valuation models and reserves for assel-backed securites and other
credit products as an indicator of seventy of losses on default
Recovery rates are pnmanly sourced from market data providers or
inferred from observable credit spreads

The RBS Group may use consensus prices for the source of independent
prcing for some assets The consensus service encompasses the equily,
intergst rate, currency, commodedy, credil, property, fund and bond
markets, providing comprehensive matrices of vandia prces and a wide
selection of exotic products Markets and Non-Core contrtbute to
consensus pnaing services where there 1s a significant interest esther
from a posittonal point of view or to test models for future business use
Data sourced from consensus pricing services 15 used for a combination
of control processes ncluding direct price testing, evidence of
observability and model testing In practice this means that the Group
submits pnces for all matenal positions for which a service 15 avalable

In order to deterrine a reliable fair value, where appropnate,
management applies valuation adjustrents to the pncing information
gathered from the above sources These adjustments reflect the Group's
assessment of factors thal market participants would consider in setting a
pnce Furthermore, on an ongoing basis, the Group assesses the
appropnatenass of any model used To the extent that the price provided
by nternal models does not represent the fair value of the instrument, for
instance i highly siressed market conditions, the Group makes
adjustments to the model valuaton to calibrate to other available prcing
sources Where unobservable inputs are used, the Group may determine
a range of possible valuations denrved {rom diffenng stress scenanos to
determine the sensitivity associated with the valuation When establishing
the fair value of a financial instrument using a valuation technique, the
Group considers certam adjustments to the modelled pnce which market
parhicipants would make when pneing that instrument Such adjustments
include the credit quality of the counterparty and adjustments to
compensate {or any known mode! imitations
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Notes on the accounts continued

11 Financial instruments - valuation contimued

Valuation of financial instruments carried at fair value continued

Valuation hierarchy

The following tables show finaneial mstruments carred at farr value on the Group s balance sheet by valuation hierarchy - level 1, fevel 2 and level 3

2012 2011 2010
tevel 1 Leve! 2 Level 3 Total Lavel 1 Leval 2 Level 3 Tolal Levet 1 Level 2 Level 3 Tolal
£bn £on £bn £bn £on £bn fbon £bn £on £hn Ebn £bn
Assets
Loans and advances to banks
Amounts due from holding company
and fellow subsidiaries — 214 -— 214 — 224 —_ 224 — 258 — 258
Reverse repos — 43 — 43 — 44 — 44 — 67 - 67
— 257 — 257 . 268 —_ 268 — 325 — 325
Loans and advances to customers
Amounts due from fellow subsidiaries — 17 - 17 — 09 — 09 e 21 — 21
Reverse repos — 228 — 228 — 110 — 110 — 93 - 93
Other — 01 04 05 — 03 02 45 — 04 02 06
— 2486 04 250 —_ 122 02 t24 — 118 02 120
Debt secunties 14 4 190 03 337 179 212 02 393 157 221 — ars
Of which third party ABS
- RMBS - 145 — 145 — 160 — 160 —_ 156 —_ 156
- CMBS — 09 — 09 — 07 — 07 — 13 — 13
- CLO — — 03 03 — — 02 02 — e — -
- other — 05 — 05 — G4 — 04 —_ 05 —_ 05
Equity shares — 01 08 08 — 01 08 09 — 01 o8 09
Dernvalives
Amounts due trom holding company
and lellow subsidianes — 25 — 25 — 25 — 25 — 12 02 14
Cther 01 22 — 23 02 25 — 27 02 14 05 21
01 47 — 48 02 50 — 52 02 26 07 35
1456 741 15 901 181 653 12 846 159 69 1 17 867
Of which 1s classified as avalable-for-sale
Debt securities 03 02 —_ 05 05 03 - 08 13 04 — 17
Of which AFS ABS
[ -RMBS — — — — — 01 — 01 — 01 — 01|
Equity shares — 01 08 09 — 08 08 — —_ 08 08
Tolal AFS assets 03 03 08 14 05 03 08 16 13 04 08 25
Propartion 161% 822% 17% 100% 214% 772% 14% 100% 183% 797% 20% 100%

For the note to thus table refer to the following page
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2002 2011 2010
Level 1 Lovel 2 Level 3 Tota} Level 1 Level 2 Level 3 Total Level 1 Levet 2 Lavel 3 Total
£on £bn £on £bn £bn £bn £on £hn £on £hn £on £5n
Liabilies
Deposits by banks
Amounts due to holding company
and fellow subsidianes — 112 _— 112 - 72 — 72 — 147 — 147
Repos — 89 — 89 — 18 —_ 18 — 30 — 30
—_ 201 — 201 — 91 — 91 e 177 — 177
Customer accounts
Amcunts due to fellow subsidianes — 14 e 14 — 26 — 26 — 28 — 28
Repos — 445 — 445 — 324 — 324 — 326 — 326
Qther — 45 — 45 — 42 — 42 — 34 — 34
— 504 _ 504 - 392 — 392 —_ ass8 — 388
Short posthons 108 10 — 118 118 16 — 135 116 23 — 139
Denvatives
Amounts due to holding company
and fellow subsidianes — 50 — 50 — 51 — 51 01 27 02 30
Other 01 05 — 06 03 07 — 10 02 04 — 06
01 55 _— 56 03 58 — 61 a3 31 0z 36
Subordinated habilities — — — — — — — — — 10 — 10
109 770 — 87 9 122 557 — 67 9 119 62 9 02 750
Proportion 124% 876% —  100% 18 0% 820% —  100% 159% 839% 02% 100%
Note

(1} Level 1 valued using unadustod quoted prices in active markets, lar [dentical financial instruments Cxamples include G10 gavernmen! socunties iisted equity shares  certmn excharge-traded

dervatives and certain US agency secunties

ievel 2 valued using technigues based signiflcantiy on observable markat data Instruments in this category are valuedusing
{a} qucted onces for similar instruments or identical Instruments m markets which are not cons!dered to be active or

{b} vaivation techniques where ail the inputs thar have a signficant eftect on the valuations are directly or indirectly based on coservable marke: data

The rype ot instruments that trade in markets that are not considered 1o be active but are based on quoted market prices broker dealer gquotations of altemanve pncing scurces with reascnabie
fevels of price transparency and those cnstruments valued using techniques Include non G10 government secunlies most government agency secunties, investment grade corporate bonds certain
mortgage products including CLOS repos and revarse repas, fess tiquid isted equities, state and municipal obhigations most notas ssued and certain maney marke! secuntes and loan

commiments ahd mast OTC denvalives

Level 3 Instruments in this category have been veluet using a valuation techgque where at least ong input wiisch could have & significant effed! on the instrument s valuaton s not based on
observapte market data Where inputs can be observed from markst data without undue cost and ettort the observed inputis used Otherwisa the Giroup determines a reascnable level for the Inpur
Finanoal instruments primanty indude cash mstruments which trade Infrequently cerlain syndicaled and commerclal morigage loans unllsted equity shares certain residual interests in
setunisanons the majondy of CDOS other morigage-backed products and less lquid dabt securines No gamn or koss 15 regognised on the inibal recogribion of 8 inangial mstrument vatued using a
techn:que ncorporating significant uncbservable data

The following table analyses level 3 balances and related sensitvities

2012 2011 2010
Sensibvity Sensiwty Sensimaty
Batance Favourable  Unfavourable Balance Favourable  Untavourabdle Balance  Favourable  Unfavourable
£bn £m £m £bn £m £bn £m £m
Assets
i.oans and advances to
customers 04 40 {40} 02 20 (20) o2 20 (10}
Debt secunties
- Financial institutions 03 {30} 02 20 {(10) _— — —_
Equity shares 08 10 {20) 08 20 {20) 08 30 (30)
Denvatives - credit — — — — — _ 07 _ __
15 100 {90) 12 60 (50) 17 50 {40)
Of which third party ABS
-CLO 03 50 (20) 02 20 (10) — — —
Liabilities
Denvatives - credil — — — — — — 02 — —
— — — — — —_ 02 — —
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11 Financial instruments - valuation continued
Valuation of financlal instruments carried at fair value continued
Level 3 valuation assumptions

Assels Valualion basisftechnique Main assumptions (2
Loans and advances Propnetary modsl credit spreads, indices
Debt secunties
RMBS Industry standard modei prepayment rates probabilty of default, loss seventy and yield
recovery rates
CMBS Propnetary model prepayment rates, probability of default, loss seventy and yield,
recavery raies
Cho Proprietary modet credit spreads, default rates, housing prices, implied collateral
valuation
CLO Industry standard simutation mode! crednt spreads, default raies, loss seventy and yeld, recovery
rales
Other ABS Propnetary model credit spreads
Other debt secunties Propnietary model credit spreads

Equity securhes
valuatten

Fund valuation statements, fundamentals performance of funds and 1ssuers

Notas

11} Sensitvity represents the lavourable and unfavourable effect on the /ncame starement or the statement of comgrehensive Income due to

hiy posstie ch 10 valuations using reasonably

possibig alterriative iInpus 10 the Group s veluation techniques or models Totals ko sensilvities are not indicatve of the 1ofak potendial effect on the income sta.ernent of the statement of

tomprehensiva income
{2} Includas model uncettanty nsk.

Level 3 sensitivities are calculated at a trade or low level portioho basis
They are not calculated on an overall portiolio basis and theretore do not
reflect the likely overall potential uncentainty on the whole portiolio The
figures are aggregated and do not reflect the correlated nature of some of
the sensitvities In particular, for some of the portfolics the sensitiviies
may be negatively correlated where a downwards movement i one asset
would produce an upwards movement in another, but due to the additive
presentation of the above figures this correlation cannot be observed

The actual potentiat downside sensitivity of the total portfolio may be less
than the non correlated sum of the additive figures as shown in the above
table

Judgmental issues

The diverse range of products traded by the Group results i a wide
range of instruments that are classified into the three level hierarchy
Whilst the majornty of these instruments naturally fall into a particular
level, for some products an element of jJudgment 1s required The majonty
of the Group s financial mstruments carried at farr value are classified as
level 2 inputs are ohservable either directly (1 e as a prce) or indirectly
{1 e denved from prices)

Active and nactive markets

A key input In the decision making process for the allocation of assets to
a particular level 1s llguidity In general, the degree of valuation
uncertamnty depends on the degree of hquidity of an input For example, a
derivatrve can be placed into level 2 or level 3 dependent upon its
liquichty

Where markets are liquid or very liquid, Iittle jJudgment i1s required
However, when the information regarding the liquidity in a particular
market 1$ not clear, a judgment may need to be made This can be made
more difiicult as assessing the quidity of a market may not always be
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straightforward For an equity traded on an exchange, daily volumes of
trading can be seen, but for an over the-counter (OTC) denvative
assessing the hquidily of the market with no central exchange can be
more difficult

A key related 1ssue 15 where a market moves from Iquid to ilhquid or vice
versa Where this change is considered to be temporary, the
classification)s not changed For example, If there is little market trading
in a product on a reporting date but at the previous reporting date and
dunng the intervening period the market has been considered to he
liguid, the instrument will continue 1o be classified in the same level in the
tuerarchy This Is to provide consistency so that fransfers between fevels
are driven by genuine changes in market liquidity and do nof reftect short
term or seasanal effects

Interaction with the IPV process

The determination of an Instrument’s level cannot be made at a global
product level as a single praduct type can be in more than one level For
example, a single name corporate credit default swap could be in level 2
or level 3 depending on whether the reference counterparty is liquid or
ilgquid

As part of the Group’s IPV process, dala is gathered at a trade level from
market trading activity, trading systems, pricing services, consensus
pnewng providers, brokers and research matenal amongst other sources

The breadth and deta:l of this data allows a good assessment to be made
of hquidity and prcing uncertainty, which assists with the process of
aflocation to an appropnate level Where suitable independent pricing
information s not readly available the instrument will be considered to be
level 3




Modelled products

For modelied products the market convention is 1o quote lhese trades
through the model inputs or parameters as opposed to a cash pnce
equivalent A mark-to-market 15 denved from the use of the independent
markel inputs calculated using the Group's model

The decrsion to classify a modelled asset as level 2 or 3 will be
dependent upon the product/model combination, the currency, the
matunty, the observability of mput parameters and other factors All these
need to be assessed to classiy the assel

An assessment is rade of each input mto a mode! There may be
multrple inputs into a model and each 1s assessed In tumn for observability
and quality If an input fails the cbservability or quality tests then the
mstrument 1s considered to be 1n level 3 unless the input can be shown to
have an insigniicant etfect on the overall valuation of the product

The majonty of denvahve insiruments are classified as level 2 as they are
vanilta products valued using observable inputs The valuation
uncertainty on these I1s considered to be low and both input and oulput
testing may be avallable Examples of these products weuld be vanilia
interest rate swaps, foreign exchange swaps and liquid single name
credit denvatives

Non-modelted products

Non-modelied products are generally quoted on a price basis and can
therefore be considered for each of the 3 levels This 1s determined by
the hquidity and valuation uncertainty of the instruments which 1 10 turn
measured from the avarlability of independent data used by the [PV
process

The availability and quality of independent pricing infermaiion 1s
cansidered durnng the classification pracess An assessment s made
regarding the quality of the independent information For exampie where
consensus pnees are used for non-modelied products, a key assessment
of the quality of a pnce Is the depth of the number of pnces used to
provide the consensus price 1f the depth of contnbutors falls below a set
hurdle rate, the mstrument 1s considered to be level 3 Thus hurdle rate 1s
consistent with the rate used in the 1PV process to determine whether or
not the data s of sufficient quality to adjust the instrument’s valuations
However, where an Instrument is generally considered to be iliquid, but
regular quotes from market participants exist, these instruments may be
classified as level 2 depending on freguency of quotes, other avalable
pricing and whether the quotes are used as part of the PV process or
not

For some instruments with a wide number of available price sources,
there may be diffenng quality of available information and there may be a
wide range of pnces from different sources In these situations an
assessment 1s made as to which source s the highest quality and this will
be used to determine the classification of the asset For example a
tradable quote would be considered a better source than a consensus
pnce

Instruments that cross levels

Some instruments will predominantly be i one levet or the other, but
others may cross between levels For example, a cress cumency swap
may be between very iquid currency pairs where prcing s readily
observed 1n the market and will therefore be classified as level 2 The
CrOSS currency swap may also be between two illiquid currency pairs m
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which case the swap would be placed into levet 3 Defining the difference
between liquid and iliquid may be based upen the number of consensus
prowiders the consensus price 1s made up from and whether the
consensus price can be supplemented by other sources

Level 3 portfolios and sensitvty methodclogies

For each of the portfolio categonies shown in the above table, there
follows a descnption of the types of products that compnse the porticlio
and the valuation techrigues that are applied in determining fair value
Including a descnphion of valuation techriques used for levels 2 and 3
and tnputs to those models and techniques Where reasonably possible
alternative assumptions of unohservable inputs used in models would
change the farr value of the portfolio significantly, the alternative inputs
are mdicated Where there have been significant changes to valuation
techniques dunng the year a discussion of the reasons for this are also
included

Gverviaw of sensitivity methodologies

Reasonably passible altemative assumptions of unobservable inputs are
determined based on a §5% confidence interval The assessments
recognise different favourable and unfavourable valuation movements
where approprate  Each unobservable input within a product 1s
considered separately and sensitiity is reported on an additive bas:s

Alternative assumptions are determined with reference to all available
evidence including consideration of the following quality of independent
pricing informaben taking into account consistency between different
sources vanation over lime, perceived tradabildy or atherwse of
availlable quotes, consensus service dispersion ranges, volume of trading
activity and market bias (e g one-way inveniory) day 1 P&L ansing on
new trades, number and nature of market participants, market conditions,
modelling consistency in the market, size and nature of nsk, length of
holding of position, and market intelkgence

Loans and advances te customers

Loans in level 3 pnmanly comprise fegacy commerciai morgages Where
observable market prices for a particular loan are not available, the fair
value will typically be determined with reference to cbservable market
transactions inother loans or ¢redit related products inciuding debt
securites and credit derivatives Assumptions are made about the
relationshrp between the loan and the avarlable benchmark data

Debt secunties
Level 3 debt securthies pnncipally compnse asset-backed secunties

Collateralsed debt obhgations (CDO)

CDOs purchased from third-parties are valued using independent, third-
party quotes or independent lead manager indicative prices For super
semor CDOs which have been anginated by the Group na specific third-
party informagion 1s avartable The valuaton of these super senior CDOs
therefore takes into consideration outputs from a propretary model
market data and appropnate valuation adjustments

A collateral net asset value methodology using dealer buy side marks 1s
used to determine an upper bound for super senior CDO valuations An
ABS index implied collateral valuation is also used to provide a market
calibrated valuation data point Both the ABS index imphed valuation and
the collateral net asset value methodology apply an assumed immediate
hequidation approach
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Notes on the accounts continued

11 Financial instruments - valuation continued

Valuation of financial instruments carried at tair value continued

Collateralised loan obhgahons {CLO)

To determune the farr value of CLOs purchased from fhird parties, the
Group uses third party broker or lead manager quotes as the pnmary
pricing source These guotes are benchmarked to consensus pricing
sources where they are available

For CLOs onginaled and still heid by the Group the fair value s
determined using a correlalion model based on a Monte Carlo simulation
framework The main model inputs are credi spreads and recovery rates
of the underlying assets and thew correlation A credit curve I1s assigned
to each underlying asset based on prices from third parly dealer guotes
and cash flow profites, sourced from an industry standard model Losses
are calculated taking into account the attachment and detachment point
of the exposure Where the correlation inputs to this model are not
observable CLOs are classtfied as level 3

Equity shares
Level 3 equiy shares of £0 8 billion (2011 and 2010 - £0 8 bulion)
principally compnse investments in fellow subsidianes

Denvatives

Denvatives are prnced using quoted prices for the same or similar
nstruments where these are avalable However, the majonty of
denvatives are valued using pricing models inputs for these models are
usually abserved directly in the market, or derved from observed pnces

Level 3 movement table

However, it 1s not always possible to observe or corroberate all model
inputs Unobservable inputs used are based on estimates taking inio
account a range of available information including historic analysis,
historic traded levels, market practice, comparison to other relevant
benchmark observable data and consensus pncing data.

Interest rate denvalives

Interest rate options provide a payout (or senies of payouts) linked to the
performance of one or more underying, including interest rates and
foreign exchange rates

Exotic options do not trade in active markets except in a small number of
cases Consequently, the Group uses models to determine far value
using valuation techriques typical for the industry These techniques can
be diwvided firstly, into modelling approaches and, secondly into methods
of assessing appropnate levels formodel mputs The Group uses a
vanety of proprietary medels for valuing exolic frades

Exotic valuation inputs include canrelation between interest rates, foreign
exchange rates and commodity prices Correlations for more hquid rate
pairs are valued using independently sourced consensus prcing levels
Where a consensus pricing benchmark i1s unavalable, these instruments
are categonsed as levet 3

uUsing reasenably possible alternative assumptions there would be no
impact on the fair value in 2012 or 2011

Group
Amoun!s recorded
N Me INcome
Amounis statement relatng
recorded n the to instrumenls
At Income Lovet 3 iransfers Forelgn At ____held aryearend
1January statement (1) SOC!(2) n Out  Purchases  Settements Sales  exchange 371 December Ghanges In fair value
2012 £m £m £m £m gm £m £ £m £m £m £m
Assets
FVTPL 3
Loans and advances 182 3 —_ 4 — 258 (18} (" (12) 410 2
Debt secunties 221 49 —_ 7 {1) 739 (36} (696} (12) 2N 28
Equity shares 8 2 - 14 —_ 50 —_ (60} (1) 13 (3}
Denvatives 3 4 1 — — B —_ 2} 1 15 {1)
FVTPL assets 414 58 1 25 {1) 1,055 {54} (765) 24 709 22
AFS
Debt secunties 3 (3) —_— —_ — 23 — — (1) 22 (3}
Equity shares 833 {2) {3) — — 1 — (6} {3) 814 {2}
AFS asseis 836 (5} (3) — — 24 — {6} {10) 836 (5)
1,250 53 (2) 25 {1} 1,079 (54) (771} {34) 1,545 17
Of which third pany ABS
-FVTP 211 45 _— 7 - 735 {36) (692} (6} 264 26
- AFS —_ {3) _ mm — 23 — — {1} 19 {3)
Net gains/(fosses) 53 {2) 17

For the notes to this table refer to the tollowing page
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Group
Amounts Amounts recorded In
recorded in the iIncoma statement
At the iIncome Level 3 transtors Toreign At refaing to mstruments
1January  staterent {1) tn Out Purchases  Selilements Sales exchange 31 December held at year end
2011 £m £m £m £m £rn £m £m £m £m £m
Assels
FVTPL (3
Loans and advances 172 (3) —_ — 35 (3} (18) (&) i82 {1)
Debt secunties 51 23 8 {27} 235 (6} 73) 7 221 {18)
Equity shares 1 (5} 2 — 1 {1} {1) 1 8 {2)
Denvatives 657 83 — (738) - B — 1 K] (10)
FVTPL assets 881 98 10 {765) 281 {10} (89) 3] 414 31)
AFS
Debt secunties 3 —_ - —_ — — — - 3 —
Equity shares 835 {2) — — 1 — {1) — 833 (2)
AFS assels 838 (2) — e 1 — {1) — 836 (2)
1,719 96 10 {765) 282 {1Q) (90) 8 1,250 {33)
Liabilities
Dernvatives 248 (4) — (238) 17 (5) (18) {2) — 1
248 (4) — {238) 17 (5) {16) {2) — 1
Net gains/{losses) — 100 — — — — — — — (34)
Group
Amounts Armnounts recorded in
recorded in the Transters the incorme statement
At Incorme ini{our) of Forelgn Al relaling to insvyumenis
1 Jahuaty statement {1} SOCI (2} fevel 3 Purchases Settlements Sales exchange 31 December held at year end
2019 £m £m £m £ £ £m £m £m £m £m
Assels
FVTPL (3)
Loans and advances 182 {9 — — 5 (11) (3) 8 172 (12)
Debt secuntes 38 25 — (42) 67 (7) (32) 2 51 (2)
Equity shares 3 4 — - 2 — {8} —_ b 4
Denvatives 502 20 — 136 4 {3) (2} — 657 20
FVTPL assets 725 40 — 94 78 {21) {45) 10 881 10
AFS
Debt secunties 1 — — - - - (8) — 3 —
Equity shares 912 (3) {14) (75) 16 (2) {12) 13 835 (3}
AFS assels 923 (3} {14) (75) 16 (@) {20) 13 838 (3}
1,648 37 {14) 19 94 {23) (65) 23 1,719 7
Liabiliies
Denvatives 24 (7) — 226 5 —_ — —_ 248 (7}
Nel gains/{losses) — 44 (14 i — — — — — 14

Notes

{1} Net galns on helo-for-gading instruments of E53 milion (2011 - £103 million 2014 £48 milhon) were recorded In income fom trading activiies Net losses on other mstrumants of £6 mifkon (2041 -
£3 millton, 2010 £4 mullaon) were recaided in other operating Incarme wilerest [noome and lmpairmart losses as approprate
(2} Consolidated statement of comprehensve income

(3} Far value through profii of loss

There were no significant transfers between level 1 and level 2 dunng 2010, 2011 and 2012
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11 Financial instruments - valuation continued
Fair value of financial instruments not carried at fair value

The lollowing table shows the camying value and farr value of inancial instruments carried al amartised cost on the balance sheet

Group Bank
2012 2012 2011 201 2010 2010 2012 2012 2onm 2011 210 2010
Gairying Fair  Carrying Falt  Carrying Falr Carmpng Far  Carrying Far  Carrying Falr
valug value value valua value value value value value value value value
£m £m £m £m £m £m £m £m £m £m £m £m
Financial assets
Cash and balances at central
banks 2,298 2,298 1,918 1,918 1,624 1824 921 921 a17 917 867 867

Loans and advances to banks 109,311 109,312 139,388 139,410
Loans and advances to

customers 189,464 160,026 130,605 118,510
Debt secunties 1,261 1,168 1664 1,600
Seltlerment balances 2,362 2362 2468 2,468

Financial habibties

Deposits by banks 38050 38091 45580 45348
Customer accounts 213,631 213,804 215,532 215591
Debt secunties in issue 3,966 2872 4,239 2839
Settlement balances 2,755 2,755 2911 2,911
Notes 1n circulation 578 578 552 552
Subordinated liabilties 7,627  7AT71 8,002 7,435

123,421 123,286 78,372 78373 104,424 104,424 93,533 93,426

143080 130,814 120,032 117,124 68,604 65167 76478 73,188

1,696 1,387 1,257 1,164 1,659 1,596 1693 1,383
3,761 3,761 83 83 78 78 - ' =

34,882 35.084 21898 21921 14,689 14,711 20.090 20,093
217,462 217,487 163 761 163,839 149,342 149,285 144 392 144,385

8262 6,150 — - — — - -
2943 2,943 38 38 11 11 4 4
700 700 — — — — - —

6,551 6,487 8123 5663 6,164 5589 5910 5813

The tair value 1s the amount an asset could be exchanged, or a habity
settled, between knowledgeable, wiling parties in an arm’s length
transaction Quoted market values are used where avalable, otherwige,
farr values have been estmated based on discounted expected future
cash flows and other valuation techniques These techniques involve
unceriamies and require assumptions and judgments covering
prepayments, credit nsk and discount rates Furthermore there 15 a wide
range of potentiat valuation techimugques Changes in these assumptions
would significantly affect estimated fair values The farr values reported
would not necessanly be realised 1 an immediate sale or settlement

The fair values of intangible assets, such as core deposits, cred card
and other custemer relationships are not included in the calculation of
these tarr values as they are not financial mstruments

The assumptions and methodologies underlying the calculation of far
values of financial mstruments at the balance sheet date are as follows

For certain short-lerm financial instrumenis fair value approximates to
cafrying value cash and balances at central banks, items m the course of
collection from other banks, settlement balances, items in the course of
transmussicen to other banks and demand deposits

Loans and advances to banks and customers

in estimating the fair value of loans and advances to banks and
customers measured at amortised cost, the Group's loans are
segregated into appropnate porticlos reflecting the charactenstics of the
constituent loans Two pnncipal methods are used to estimate farr value

{a) Contraciual cash Hlows are discounted using a market discount rate

that incorporates the current spread for the borrower or where this Is
not abservable, the spread for borrawers of a ss'miar credit standing
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This method 15 used for portfolios where counterparties have external
ratings large corporate loans in UK Corporate and institutional and
corporate lending in Internationat Banking and Markets

0

Expected cash flows {unadjusted for credit losses) are discounted at
the current offer rate for the same ar simufar praducts This approach
1S adopted for lending portichos in UK Retail, Ulster Bank and Weaith
and SME loans in UK Corporate reflecting the homogeneous nature
of these portiolios

For certain portfolios where there are very few or no recent transactions,
such as Uister Bank s commercial real estate portfolio and high loan to
value mortgages, a bespoke approach is used based on available market
data

The discount to amortised cost predominantly reflects stressed markets
for commercial real estate loans, in bath Non-Core and Core as well as
tugh loan to value fracker mortgages

Debt securities
Falr values are determined using discounted cash flow valuation
technigues

Deposits by banks and customer accounts
Fair values of deposils are estmated using discounted cash flow
valuation techniques

Debt secunties m i1ssue and subordinated liabilities

Farr values are determined using quoted pnces where avallable or by
reterence to valuation techmiques, adjusting for own credit spreads where
appropnate



12 Financial instruments - maturity analysis

Remaining matarity

The followng tables show the residual maturdy of financial instruments, based on contractual dale of matunty

NATWEST 2012

Group
2012 2011 2010
Less than Mora than Less than More than Less than More than
12 months 12 months Total 12 manths 12 months Total 12 months 12 months. Tolal
£m £m £m £m £'m £m £m £m £m
Assels
Cash and balances at central banks 2,298 - 2298 1,918 — 1,918 1,824 — 1,824
Loans and advances to banks 118,854 18,170 135024 158,774 6,427 166,201 150,757 5172 155,929
Loans and advances to customers 66,331 128,177 194,508 66,125 76,764 142,889 74,433 80,700 155,133
Debt secumties 5,864 29,051 34,915 4,986 36,019 41 005 5516 33,978 39,494
Equity shares —_— 898 898 _ 928 928 _ 904 04
Settlement balances 2362 _— 2 362 2,468 — 2,468 3,761 — 3,761
Denvatives 395 4,331 4,786 74 4,456 5,197 803 2,657 3,460
Liabilities
Deposits by hanks 43,106 15,078 58,184 51,257 3,472 54,729 49,363 3,189 52,552
Customer accounts 247,679 16,308 263,987 246,027 8,683 254,710 249,994 6,238 256,232
Debt secunties in 1ssue 744 3,222 3,966 752 3,487 4,239 2,799 5,463 8,262
Settlement balances and short
positions 3767 10,828 14,595 3.744 12 649 16,393 4,863 12,023 16 886
Derivatives 362 5,193 5,555 787 5305 6,092 1,361 2,194 3.555
Subardinated liabiliies 41 7,586 7 627 46 7,956 8,002 675 6,908 7,583
Bank
2012 2611 010
Less than More than Less than More than Less than More than
12 months 12 months Tota? 12 months 12 months Total 12 months 12 months. Total
£m £m £m £m £m £m £m £m &m
Assets
Cash and balances at ¢entral banks 921 —_ 921 917 — 917 867 — 867
Leans and advances to banks 71,575 9,340 80,915 106,668 76 106,744 94,626 820 95,446
Loans and advances to custorners 28152 92,016 120,168 29,846 38,914 68,760 36 582 41 042 77,624
Debt secunties 2,523 —_ 2523 1,661 2,030 3,691 1,695 1,546 3241
Equily shares —_ 10 10 - 10 10 — i5 15
Settlement balances 83 - 83 78 — 78 — —_ —
Derivatives 186 3,726 3,912 230 3582 3,812 306 1,938 2,244
Liabiiies
Deposits by banks 13,558 10,484 24,042 15,522 549 16,071 18,125 2,074 20 198
Cusiomer accounts 155,122 12,627 167,649 149,600 4,602 154,202 145,020 4014 149,034
Denvatives 156 4,253 4,409 221 4,031 4,252 255 1,504 1,759
Setllement batances 38 - 38 1 — 11 4 —-_ 4
Subordinated liabilities 38 6,085 6,123 41 6,123 6,164 478 5,432 5,910
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Notes on the accounts continued

12 Financial instruments - maturity analysis continued

On balance sheet liabilities

The following table shows, by contractual maturity, the undiscounted cash flows payable up to a period of 20 years from the balance sheet date,

including future payments of interest

-3 months 3 12 months 1-3 yegr?m 3 5years 5 10 years 10 20 years
2012 £m €m £m £ £rn £in
Deposits by banks 28,182 3,896 4,132 444 483 —
Customer accounts 191,013 17,445 8717 813 300 —_
Debt securities in 1ssue 702 43 6 —_ — —
Subordmated liabilties 102 216 982 476 5,369 1,310
Settlement balances and other lablies 3 330 — — — - ~—
224,329 21,600 13,837 1,733 8,152 1,310
Guarantees and commitments - notional amount
Guarantees {1} 2,184 — — — — —
Commitments @) 47,006 — — — — _
49,190 — — — — —
2011
Ceposits by banks 40,028 2,293 2877 705 a0 5
Customer accounts 189,990 15,791 10 340 2,577 769 869
Debt secunties in 1ssue 717 36 15 —— — —
Subordinated liabilties 1i2 246 1,064 838 5,156 1,816
Setttement balances and other habilities 3,463 — e - — —
234,310 18,366 14,096 4,120 6,015 2,680
Guarantees and commitments - notional amount
Guarantees 1) 2,504 — — — — —
Commitments ) 45,058 — — — — —
47 562 — - — — —
2010
Deposits by banks 32,224 1,330 683 633 100 35
Customer accounts 198,045 12,159 5,848 2,144 1,054 1,180
Debt secunties in issue 1,528 1,586 41 1 —_ —_
Subordinated liabikties 95 776 1,002 837 3,338 810
Settlement balances and other iabiliies 3,647 — — — — —
235,539 15,851 7,664 3,615 4,492 1,825
Guarantees and commitments - notional amount
Guarantees (1) 2,606 — —_ — — -
Commitments (2) 52,965 — — ot — —
55,571 — — — — —

Notes

{1} The Grouo s only called upan to satisly 2 guarantee when the guaranteed barty tafs to mect 118 0dligatons The Group expects most guarantass 1 provides o explre Uhused
(2) The Group has given commutiments o provide funds to customers under undrawn formai faciliies credit ines and other comrmitments to lend sumeci 19 ceriain conditons pemng met by the

counterparty The Group dees not expect all {aciites to be drawn and some may lapse before drawdown
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0-3 months 3 12 months 13 yearBsank 3 Syeary 510 years 10-20 years
2012 £m £m £m £m em em
Deposits by banks 21,338 55 441 a5 — —
Customer accounts 152,283 7,505 6,316 1 —_ —
Subordmnated liabilities 53 206 818 471 4139 1,310
Settlement balances 38 —_ — — — —
173.712 7.766 7,575 567 4139 1,310
Guarantees and commitments - notional amount
Guarantees 1,075 -— — — — —
Commitments 40,429 — e — — —
41,504 — — — —_ —
2011 ’
Deposits by banks 14,138 34 141 443 — —
Customer accounts 133,861 7,536 7,503 1,524 455 869
Subordinated llabilities 58 222 561 838 4,312 1 396
Settlement balances i — —_ — —_ —
148,066 7.792 8,205 2,805 4,767 2,265
Guarantees and commitments - nolional amount
Guarantees 1,104 —_ — — — —
Commitments 38,038 — e —_ - —
39,142 — — — — —
2010
Deposits by banks 19,833 8 6 236 15 31
Customer accounts 132,868 5,740 3,708 1285 837 1,160
Subordinated habiities 48 578 1,030 579 3.338 610
Setllement balances T4 — —_ — — _
152,753 6,326 4,744 2,100 4,180 1,801
Guarantees and commitments - notional amount
Guarantees 1,396 - - — — —
Commtrnents 43,297 — — — — —
44,693 — — —_— — —

The tables above show the timing of cash outfiows to settle financial
habilires, prepared on the following basis

Financial labiliies are included at the earbest date on which the
counterparty can require repayment regardless of whether or not such
early repayment results in a penalty If repayment 1s tnggered by, or s
subject to, specific critena such as marke! pnce hurdles being reached,
the hability 15 included at the earliest possible date that the conditions
could be futhilled without considenng the probabiiity of the conditions
being met For example, If a structured note automatically prepays when
an equity Index exceeds a certain level, the cash cutflow will be ncluded
in the less than three months penod whatever the level of the index at the
year end The settlemen! date of debt secunties 1ssued by cenain
secuntisation vehicles consclidated by the Group depends on when cash

flows are receved from the secuntised assets Where these assets are
prepayable, the trming of the cash outffow relating to secunties assumes
that each asset will be prepaid at the earliest possible date

Liabitres with a contractual matunty of greater than 20 years - the
principal amounts of financtal hatlities that are repayable after 20 years
or where the counterparty has no right to repayment of the principal are
excluded from the table alang with interest payments after 20 years

Held-tor-trading iabihtres - held-for-trading habilities amounting to

£82 1 billon (2011 - £61 7 billion, 2010 - £70 1 billion) for the Group and
£6 7 bithon (2011 - £6 2 bilhgn, 2010 - £3 2 ulhon) for the Bank have
been excluded from the table in view of therr short-term nature
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13 Financial assets - impairments

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

Group
Individually Collscuvely
d d Latent 2012 2011 2010
fin £ £ £m £m £m
At 1 January 7,863 3583 901 12,347 9,409 5,674
Currency translation and other adjustments {391) 266 {10} {135} {234) (52)
Disposals — — _ — — 3
Transfers from feflow subsidianes _ 204 47 251 —_ -
Amounts wniten-off (424) (566) —_ {990) (1,328) {1,089}
Recoveries of amounts previously written-off 19 50 — 69 43 51
Charge to ncome statement 1,619 1,367 191 3177 4777 5139
Unwind of discount {recognised in interest income) (248) {80} — (328) (320 (311)
At 31 December (1) 8,438 4,824 1,129 14 391 12,347 9,409
Note
1) Includes K6 milkon relating to lcans and advances 1o panks (2014 and 2010 £9 million)
Bank
indmadually Callacuvely
d »d Latent 2mz 2011 2010
£m £m £m £m £m £m
At 1 January 664 2,272 33 3,249 3,343 3112
Currency translation and other adjustments 10 16 2 28 (15) (11}
Transters from feltow subsidianes — 204 47 251 - —_
Amounts written-off (264) {504) — (768} (1,089) (1,032)
Recoveries of amounts previously written-off 16 48 —— 84 37 50
Charge to income statement 302 565 (53) 814 1,040 1,282
Unwind of discount (recognised in inlerest mcome) {30) (48) — {78) {67} (68)
At 31 December 1) 698 2,553 309 3,560 3,249 3,343
Note
{1} Includes £6 mallion sedating 10 loans and advances 10 tanks (2011 £7 mllion 2010 £8 million)
Impairment losses charged to the income statement
2012 e 2017 2010
£m £m £m
Loans and advances to customers 3,178 4,777 5,139
Loans and advances o banks {1) — —
31477 4,777 5,139
Debt secunties (2) -_ 1
Equity shares 8 15 4
3,183 4,792 5,144
Group
2012 2011 2010
£m £m £m
Gross income not recognised but which would have been recogrised under the onginal terms of
impatred loans
Domestic 405 322 289
Foreign 435 403 162
840 725 451
interest on impaired loans inctuded in net interest income
Domestic 26 118 119
Foreign 202 202 192
328 320 311
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Group
2012 201% 2010
Carrying Carrying Carrying
Cost Pravisian value Cost Provision value Cast Prowiston value
£m £m £m £m £m £m £m £m £m
Loans and receivables
Loans and advances to banks 1) 6 1] — . g 9 — 9 9 —
Loans and advances 1o customers (2) 23,761 13,256 10 505 21,536 11,437 10,099 17,926 8,267 9 659
23 767 13,262 10,505 21,545 11,446 10,099 17,235 8 276 9,659
Group
Carrying Canying Carrymg
value value valye
202 2011 2010
£m £m £in
Avalable-for-sale
Debt secuntes —_ 1 1
Equity shares 19 23 1
19 24 2
Bank
2012 201 2010
Carnang Carrying Carrying
Cost Provision value Cost Prewvision vaiue Cost Pravision value
£m £m £m £m £m £ £m £ £m
Loeans and receivables
Loans and advances to banks (1) [ 6 — 7 7 — 8 8 —
Loans and advances to customers (3 5,432 3,245 2,187 4,704 2,929 1,775 4,603 2,816 1,787
5,438 3,251 2187 4,711 2,936 1,775 4,611 2,824 1,787
Netes
(%) lmoaliment provisions Individially assessed
(2) Imparrment provisions individually assessed on batances of £15,363 million (2011 £15 504 mukion 2010 £12 609 milion)
{3) Impairment provislons individually assessed on balanies of £1 602 miflon (2011 £1,630 mihon 2010 - £1 424 mellion)
The followrng tabie shows financial and non-financial assets, recognised on the balance sheet, oblained dunng the year by laking possession of
collateral or caling on other credit enhancements
Group Bank
2012 2011 2010 2012 2011 2010
£m £m [x]] £m £m £m
Residential property 36 24 — — — i
Other property 36 43 100 — — —
Cash 33 32 108 33 32 108
105 98 208 33 32 108

in general, the Group seeks to dispose of property and other assets not readlly convertible imo cash, obtamed by taking possession of coliateral as

rapidly as the market for the individual assel permits

The following table shows the loans and advances to customers that were past due at the balance sheet date but not considered impaired

Group Bank

. Past due Past due

Past due Past due Past due 90 days Past due Past due Pas! due 40 days
1-29 days 30-59 days 60 89 days or more Total 1 23days  30-99 days €0 89 days or more Total
£m £m £m £m £m om £m £m £m £m
2012 1,535 623 434 1,668 4,260 274 84 64 1,010 1,432
2011 1,854 803 637 1,297 4,691 537 219 209 903 1 868
2010 2,555 1,045 614 1,637 5,851 712 319 173 1,163 2,367

These balances include loans and advances to customers that are past due through adminisirative and other delays in recording payments or in

finalising documentahon and other events unrelated to credit quality
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14 Derivatives

Compantes i the Group transact denvatives as principal ether as a trading activity or to manage balance sheet foreign exchange, interest rate and

credit nsk

The following table shows the notional amount and fair value af the Group's dervatives

Group
2012 2011 2010
Notonal Notional Notionat
amounl Assots Liabilives amount Assets Liabtites amount Asgets Uabikhes
£on £m £m £bn £m £m £hn £m £m
Exchange rate cantracts
Spot, forwards and futures 11 124 129 15 343 278 21 314 332
Currency swaps 7 224 405 5 293 392 4 292 471
Ophions purchased 2 45 — 3 73 _ 3 51 -
Options written 2 — 45 2 — 73 2 — 51
interest rate contracts
Interest rate swaps 273 3,860 4717 399 3,931 5,005 355 2,356 2,524
QOptions purchased 29 414 — 16 448 — 32 316 —_
Options wnitten 7 —_ 2562 15 — 321 34 — 132
Fulures and forwards 33 - - 54 3 3 90 & 9
Credi! denvatives —_ —_ — — 1 1 2 25 25
Equity and commaodily contracts 3 119 7 4 105 19 3 100 11
4 786 5,555 5,197 6,092 3,480 3,555
Amounts above mnclude
Due from/ta halding company 2,532 4,980 2,445 5116 1,327 3,018
Due from/Ao fellow subsidianes — — 7 3 36 40
Bank
2012 2013 2010
Noticnal Notonat National
amount Assets Liapilites amoun| Assets Liakxhties amount Assels Llabiihes
£hn £m fm £on £m £m £hn £m £m
Exchange rate contracts
Spot, forwards and futures 10 108 106 11 203 195 14 231 218
Currency swaps 4 164 215 2 189 191 3 240 250
Options purchased 1 41 — 2 67 — 2 45 —-—
Optlions written 1 —_ 41 1 — 67 1 — 45
Interest rate contracts
Interest rate swaps 82 3,181 3,798 118 2,813 3,486 148 1,422 1,119
Options purchased 8 a1 — 9 436 — 9 285 —
Options written 7 _ 249 9 _ 309 11 — 110
Futures and forwards — — — 1 3 3 2 6 9
Credit denivatives —_ —_ —_ — 1 1 — 15 8
Equnty and commodity contracts — 7 — — — — — — —
3912 4,409 3,812 4,252 2,244 1,759
Amounts above mnclude
Due frem/to holding company 21 3,986 1,755 3,769 737 1,572
Due from/to subsidianes 2 —_— —_ 2 11 —

Included in the table above are interest rate contract denvatives wth a fair value iability of €1 million (2011 and 2010 - mil) held for hedging purposes

Certain denvative asset and kability balances with the Londan Cleanng House, which meel the offsel entena in IAS 32 ‘Financial Instruments

Presentation’, are shown net
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15 Debt securities
Group

Ceniral and local government Other tinancial Of which
UK us Other Barnks insstutions Corporate Tatal ABS (1)
22 £m £m £im £m £m £m £m £m
Held-for-trading — 13,745 38 421 16,752 944 31,900 16,158
Designated as at far value through profit or loss — n — — 1,266 — 1,266 1,266
Avallable-for-sale — — 353 84 45 6 488 45
Loans and recevables 4 —_ — — 1,257 — 1,261 1,257
4 13,745 391 505 19 320 a50 34,915 18,727
Available-for-sale
Gross unrealised gains — — 2 o — — 2 —
2011
Held-for-trading — 17,261 i1 853 17,543 853 36,521 17,251
Designated as at far value through profit or loss 1 - o 4 2,030 8 2,043 2,031
Avallable-for-sale —_ s 489 127 65 96 777 104
Loans and recevables 4 e — — 1,660 —_ 1,664 1,660
5 17,261 500 984 21,298 957 41,005 21,046
Avalable-for-sale
Gross unrealised gains — — ] 1 — 2 12 —
Gross unrealised losses — - bl {5) (2) (y {8 @
2010
Heid-for-trading — 14,153 119 352 18,136 1,808 34,568 17,361
Designated as at tarr value through profit or loss 1 —_ 1 3 1,546 7 1,558 1546
Avallable-for-sale - — 1,258 268 77 69 1,672 121
Loans and recewables — — — — 1,693 3 1,696 1,623
1 14,153 1,378 623 21,452 1,887 39,494 20 721
Available-for-sale
Gross unrealised gains — — 15 7 1 1 24 2
Gross unrealised losses — — — (12) {2) - (14) (2)

Noe
{1} Includes asset-backed secunties issued by US federal agencies and government spensored entibes, and covered bonds

Gross gains ¢f £1 milkion (2011 and 2010 - £1 million) and gross losses of il (2011 - nil, 2010 - £1 milhon) were realised on the sale of avadable-for-sale
securhies

Bank

2012 2011 2610
Ot whaeh O which Of wiuch
Total (1) ABS Total (1) ABS Total (1) ABS
£m Em £m £m £m £rn
Designated as at fair value through profit or loss 1.266 1,266 2,030 2,030 1,545 1,545
Available-for-sale —_ —_ 2 — 3 —
Loans and recevables 1,257 1,257 1,659 1659 1,693 1,693
2,523 2,523 3,691 3,689 3,241 3 238

Nots
{1) Al relates to oiher financtal instiutons Induding secuntes 1ssued by US Government spensored entitios and covered bonds
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15 Debt secunties continued
The followtng table analyses the Group s avallable-for-sale debt secunties and the related yield (based on weighted averages) by remaming maturiy
and 1ssuer

Within 1 year Atfter 1 bust within & years After § but within 10 years. After 0 years Tatal
Amount Yield Amount Yield Amgunt Yiewd Amcunt Yigid Amount Yield
2012 £m % £m % £m % £m % £m %
Cther central and local
government 247 13 106 15 - —_ — — 353 14
Banks 4 24 80 02 — — — _ 84 03
Other financial institutions — - - - — — 45 04 45 04
Corporate —_ _ 6 01 — — — — [ 01
251 13 192 09 — — 45 04 488 11
Of which ABS — — — — — — 45 04 45 04
2011
Other central and tocal
government 214 09 272 as 3 32 — — 488 25
Banks 54 28 62 3s 11 27 - —_ 127 31
Other financial institutions — — —_ — — — 85 11 65 11
Corporate 9 34 67 45 20 42 — — 96 43
277 14 401 39 34 36 65 i1 777 27
Of which ABS 21 36 18 37 — —_ 65 11 104 21
18 Equity shares
Group
2012 2011 2010
Listed Unlisted Tatal Listed Unlisted Total Listod Uniisted Toral
£m €m £m £m £ £m £m £m £m
Held-tor-trading 24 8 a2 43 8 51 15 — 15
Designated as at fair value
through profit or koss — — — 23 — 23 26 —_ 26
Avaiiable-for-sale 30 836 866 11 843 854 15 848 863
54 844 898 77 851 928 56 848 904
Avaiable-for-sale
Gross unrealised gamns 21 21 42 5 26 3 10 25 35
Gross unrealised losses — N (73 —_ (t5) {15) - (21} (21}
Gross gamns of £1 million (2011 - £2 milion, 2010 - £1 milhon) and gross Unguoted equity investments whose fair value cannot be rehiably
losses of il (2011 - nif, 2010 - £20 million) were reahsed on the sale of measured are carned at cost and classified as avalable-for-sale financial
avallable-for-sale equity shares assets They mnclude investments in fellow subsidianes of £761 million
(2011 and 2010 - £772 rmifion) Disposals in the year generated gams of
Dividend income from avartable-for-sale equity shares was £15 million €1 millien (2011 - £2 million gains, 2010 - £2 million losses)

(2011 - £7 million 2010 - £148 miltion)

Bank

2012 201t 2010
LUisied Unlisted Jou Listad Unirsted Toral Listeo Unlistad Total
£m £m £m £ £m £m £m £m £m
Held-for-trading —_— 2 2 —_ _— —_ — — —_
Avallahle-fpr-sale 6 2 8 7 3 10 11 4 15
3] 4 10 7 3 10 11 4 15
Gross unreabised gains 4 - 4 5 — 5 9 - 9
Gross unrealised losses — (1) (1) — — — —_ _— —_
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17 Investments in Group undertakings
Investments in Group undertakings are carned at cost less impaiment Movements duning the year were as follows

Bank

2012 2611 2010

£m £m £m

At 1 January 7,235 5743 6,783
Currency translation and other adjustments (29) 19 12
Additional investments in Group undertakings 2938 4,660 4,152
Redemption of investments in Group undertakings —_ {850) {1,378}
Impainment of nvestments (6,061) {2,337} {3,826}
At 3t December 5,083 7235 5,743

The principal subsidiary undertaiangs of the Bank are shown below Thew capial congists of ordinary and preference shares which are unbsted

All of the subsidiary undertakngs are owned directly or indirecily through intermediale holding companies, and are all wholly-owned Al of these
subsidiary undertalungs are included in the Group s conseldated financial statements and have an accounting reference date of 31 December

Country of ncorporaton

Nature of and pringipal area
business of oparations
Coutts & Company {1) Private banking Great Britain
RBS Securties inc (g Broker dealer us
Ulster Bank Limited (@) Banking Northern Ireland

Notes

{1) Couits & Company 15 incorporated with unhimited ilabikty Its regstered ofiice s 440 Strand, London WC2R 005
{2) Shares are not directty held by the Bark

{3} Ulster Bark Limited and 1ts subsidhary undertakings also operate in the Repubhe of Ireland

The above information 1s provided in relation to the principal related undertakings as pemmitted by sechon 410(2) of the Companies Act 2006 Full
infermation on all related undertakings will be included in the Annuat Return filed with the UK Companies House

18 intangible assets

Group
Core Other Internalty
deposit purchased generatgd
Gooowill intangthies ntangioles software Total
2012 £m £ £m £m £m
Cost
At 1 January 822 29 44 2,527 3,422
Currency translation and other adustments {20) (1) {1) {3} {25}
Transters {to)firom holding company and fellow subswdanes — — {7 78 71
Additions — — — 35 35
Dispasals and write-off of fully amortised assels (80) — — — {80}
At 31 December 722 28 36 2,637 3,423
Accumulated amortisation and imparment
At 1 January 507 29 41 2,033 2610
Currency translation and other adjustments - {14} () — (3) (18)
Transfers to fellow subswlianes . —_ — (5} {19) 24)
Drsposals and wnte-off of fully amortised assets (71} — — — 71
Charge for the year e — — 73 73
Write down of goodwill 117 — - —_ 117
At 31 December 539 28 386 2,084 2 887
Net book value at 31 December 183 -— — 553 736
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18 Intangible assets continued

Group
Care Othar Internaly
deposit purchased ganerated

Goodwll intangiblas intangibles software Total
2011 £m £m £m £m £m
Cost
At 1 January 838 30 45 2315 3.228
Currency transiabon and other adjustments (16) {1) (1) 66 48
Additions —_ — — 146 146
At 31 December 822 29 44 2,627 3,422
Accumnulated amortisation and impairment
At 1 January 522 30 42 1,951 2,545
Currency translation and other adjustments (15) {1} (1) 13 (4)
Charge ior the year — — — 69 €9
At 31 December 507 29 41 2,033 2,610
Net book value at 31 December 315 - 3 494 812
2010
Cost
At 1 January 901 3 46 2,259 3,237
Currency translation and other adjustments 15 (&} (1) (2) 11
Additions — —_ - 58 58
Disposal of subsidianies (78) — — — (78)
At 31 December 838 30 45 2.315 3,228
Accumulated amortisation and impairment
At 1 January 538 K3 41 1,879 2,489
Currency translation and other adustments {16) (1) (1} (1) (19)
Charge far the year — — 2 73 75
A1 31 December 522 30 42 1,951 2,545
Net book value at 31 December 316 — 3 364 683

Bank

Internally generated software 2°g‘§ 2051;31 2021;:
Cost
Al 1 January 2,278 2,186 2,133
Additions — 92 53
Transfers from holding company 97 — —
Al 31 December 2,375 2278 2,186
Accumulated amortisation
At 1 January 1,889 1.827 1,753
Charge for the year 59 62 74
At 31 Decernber 1,948 1,889 1,827
Net book value at 31 December 427 389 359
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The Group's goodwill acquired In business combinations 1s reviewed annually at 30 Septernber for mparment by comparing the recoverable amount of
each cash-generating unit (CGU} to which goodwill has been allocated with s carrying value The CGUSs of the Group, where the goodwill 1s signficant,

are as follows

Goodwli at Goodwail at Cioodwili at

30 September 30 September 30 Sentermbe

Sigrulicant Recoverable amoung 2m2 2041 2010

acguisiron based on £m £ £m

Markets RBS Securities Inc  Value in use — 120 120
Wealth Bank Von Ernst Value m use 180 200 184

The analysis of goodwill by aperatng segment 15 shown in Note 35 The change i reportable segrments in 2012 disclosed in Note 35 did not impact the

impairment tests performed in 2011

Impanment testing involves the compansen of the carrying value of a
CGU or group of CGUs with 1ts recoverable amount The recoverable
amount ts the hugher of the unit's farr value and its value inuse Value in
use is the present value of expected future cash Hlows from the CGU or
group of CGUs Farr value 1s the amount obtamnable from the sale of the
CGU in an arm's length transaction between knowledgeabie, willing
parties

Impaiment testing Inherently mvolves a number of judgmental areas the
preparation of cash flow forecasts for periods that are beyond the normal
requirements of management reporting, the assessment of the discount
rate approprate to the busmess, estimation of the fair value of CGUSs,
and the valuation of the separable assets of each business whose
goodwill 1s being reviewed Sensitivity to the more significant vanables 1o
each assessment are presanted below

The Group has adopted a value in use test for Wealth based upon
management’s |atest five year forecasts For the value in use test, the
long-term growth rates have been based on respective country GDP
rates adjusted for inflaton The risk discount rates are based on
observable market long-term government bond yields and average
industry betas adjusted for an appropnate nsk premium based on
mdependent analysis

Goodwill In respect of Markets arose from the Group's acquisition of R8S
Secunties Inc (formerty Greenwich Capital) The 2012 annual impairment
test confirmed that the Markets business could no longer support the
goodwill and consequently it has been fully impaired

The goodwiil n Wealth arose on the Group's acquisition of Bank von
£rnst. The recoverable amount, based an a 5% {2011 and 2010 - 5%)
terminal growth rate and an 11 8% (2011 - 10 3%, 2010 - 11 3%) pre-tax
discount rate, exceeded Its carrying amount by £460 milhon {2011 - £398
mithon, 2010 £120 milion) A 1% change in the discount rate or terminal
growths rate would change the recoverable amount by approximately £207
million {2011 - £268 milion, 2010 - £200 midlion} and £166 rrilion {2011 -
£217 muthon, 2010 - £170 milhion) respectively In addition a 5% change
in forecast pre-tax eamings would change the recoverable amount by
£79 mithon {2011 - £79 milion 2010 - £70 miflion)
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19 Property, plant and equipment

Group
long Short Computers
lnvestment Freehold feasehold teasehold and other
propanies premises premises Pramsas equpment Total
2012 £ £m £m £ £m £m
Cost or vatuahion
At 1 January 1,437 1,424 138 679 417 4,085
Transfers from‘{to} fellow subsidiaries 48 1 — —_ (6) 43
Currency translation and other adjustments (39) 5 2 n {9) (42)
Reclassifications — 2 — (2) —_ —_
Additions 113 23 4 3 24 185
Change in far value of nvestmeni properties (132) — o — — (132)
Disposals and wnte-off of lully depreciated assets {BO7) (24) - (34) (6} (871)
At 31 December 620 1,431 144 673 420 3,288
Accumulated impairment, depreciation and amortisaton
At 1 January e 407 68 346 292 1,113
Transfers to fellow subsidiaries — — — — 4 (4
Currency transiation and othar adjustments — 9 1 1 8) 5
Disposals and write-off of fuliy depreciated assets — (10} - (17} 4 {31}
Charge for the year — 47 4 53 36 140
Write down of propetrty, plant and equipment e 16 1 — — 17
At 31 December — 469 74 383 314 1,240
Net book value at 31 December 620 962 70 290 106 2,048
2011
Cost or valuation
At 1 January t,544 1,424 133 653 472 4,226
Currency translation and other adjustments {43) 3 () 2) (77) {120y
Reclassifications s —_ 2 2) — —_
Additions 160 41 7 54 29 291
Change i far value of Investment properties {115) — - - — (115)
Disposals and write-off of {ully depreciated assets (109) (44) (3) (24) (7} (187
At 31 December 1,437 1424 138 679 417 4,085
Accumulated smparrment, depreciation and amorssation
At 1 January — 388 65 313 268 1,035
Currency transiation and other adustments — - (1 (1) (17 (19
Disposals and write-off of fully depreciated assets -_— {28) m {18} 5) {52)
Charge for the year e 47 5 52 45 149
At 31 December — 407 68 346 292 1,113
Net bock value at 31 December 1,437 1,017 70 333 125 2,982
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Group
Long Short Computers

Investment Freehotkd leasehold leasehold and pther

properies premisgs premses premisas equiprment Totai
2010 £m £m £m £m £m £m
Cost or valuation
At 1 January 1,604 1377 136 652 443 4,212
Currency translation and other adjusiments {47} 14 (1} 4 g (213
Disposal of subsidizres _— — — —_ 4 {4}
Reclassifications — 10 1 {12) 1 —
Additions 101 57 3 B85 74 300
Change in fair value of nvestment properlies {114) — — — — (114}
Disposals and wnte-off of fully depreciated assets — {34) (6) {56) (51} (147)
At 31 December 1,544 1,424 133 653 472 4,226
Accumulated imparrment, depreciation and amortisation
At 1 January — 320 57 277 258 92
Currency transiation and cther adjustments — 1 — 3 2 2
Disposal of subsidiaries — — — - 2} {2)
Disposals and wate-off of tully depreciated assets — {9} {2) (17 (42} {70)
Charge for the year — 45 5 50 56 157
Whrite down of property, plant and equipment — 31 4 — 1 36
At 31 December o 388 65 313 269 1,035
Net book value at 31 December 1544 1,036 68 340 203 31914

Investment properties are valued to reflect fair value, that is, the market
value of the Group's interest at the reporting date excluding any special
terms or circumstances relating to the use or financing of the property
and transaction costs that would be ncurred in making a sale Observed
market data such as rental yield, replacement cost and useful life, reflect
relatively few transactions Involving property that 1s not necessarily
identical 10 property owned by the Group

Valuations are carned out by qualfied surveyors who are members of the
Royal Instiution of Chariered Surveyors, or an equivalent cverseas body
The vaiuation as at 31 December 2012 for a significant majonty of the
Group s investment properties was undertaken with the support of
external valuers

The fair value of nvestment properties includes £127 million ot
depreciation since purchase {2011 - £94 million, 2010 - £12 m:lhion)

Rental mcome from investment properiies was £88 mullon (2011 - £81

miilian, 2010 - £66 mifkor) Direct operating expenses of investment
properties were £55 mallion (2011 - £41 milhon, 2010 - £16 midlion)
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19 Property, plant and equipment continued

Long sank Shart Computers

Freehold leasetiold leasehold and other

premises prervses premises squipment Total
2012 £m £m £m €m £m
Cost or valuation '
Al 1 January 857 87 521 7 1,472
Currency translation and other adjustrments 25 2 3 — 30
Reclassiications 2 - (2} - -
Addiuons 23 4 26 _ 53
Disposals and wnte-off of fully depreciated assets {22) — (25) - (47}
At 31 Decembar 885 93 523 7 1,508
Accumulated impairment, depreciation and amortisation
At 1 January 317 48 285 7 657
Currency translation and other adustments 11 1 1 — 13
Dispoasals and write-off of fully depreciated assets (9) — {11} - {20}
Charge for the year 3c 2 41 — 73
At 31 December 349 51 3t6 7 723
Net book value at 31 December 536 42 207 — 785
2011
Cast or valuahion
At 1 January 841 85 485 7 1,418
Currency franslation and ather adjustments 1 e — — 1
Reclassifications — 2 (2) — —
Additions 41 4 49 — 94
Disposals and wrnite-off of fully depreciated assets (26) {4) {11) — {41)
At 31 December 857 87 521 7 1,472
Accumulated impairment depreciation and amortisation
At 1 January 299 a7 254 7 607
[Disposals and write-off of fully depreciated assets (11) {1) (8) — {20)
Charge for the year 29 2 3% — 70
At 31 December 37 48 285 7 657
Net baok value at 31 Decemnber 540 39 236 — 815
2010
Cost or valuation
At 1 January 799 88 491 7 1,385
Transfer from/(to) fellow subsidianes 4 — (15 - (11}
Reclassifications 11 o {11 — —
Addiions 4 3 A _ 66
Disposals and wnte-off of fully depreciated assets {5} (6) (11) — {22)
At 31 December 841 85 485 7 1,418
Accumuiated impairment depreciation and amortisation
At 1 January 274 45 222 6 548
Disposals and wiite-off of fully depreciated assets {2) (2} (4) - (8)
Charge for the year 26 3 36 1 66
Write-down of property plant and equipment 1 — — - 1
At 31 December 299 47 254 7 607
Net book value at 31 December 542 38 231 — 811
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Griuip Barth
2012 2011 2070 2012 2011 2010
£m £m £m £m £m £m
Prepayments 17 19 22 — — —
Accrued income 195 213 221 96 98 91
Deferred expenses 30 51 89 2 o —
Pension schemes in net surplus (see Note 4) 218 24 13 B9 — —
Other assets 1.545 2,266 1,234 637 1322 661
2,005 2,573 1,579 804 1,420 752
21 Short positions
Group
2012 2011 2010
£m £m £m
Debt securities
- Govemment 9,918 10 796 11,633
- Other issuers 1,922 2,685 2,310
Equity shares — 1 —
11,840 13,482 13 943
Note
{1} Ali short positions are class#ied as held-tor trading
22 Accruals, deferred income and other liabllities
Group Bank
2012 2011 2010 2012 2011 2010
£m £m £m fm £m £m
Nates in circulation 578 552 700 -— — —
Current 1ax 164 40 187 4 — _—
Accruals 1 000 1,213 1,405 346 384 412
Deterred income 129 222 292 91 135 184
Provisions for habilittes and charges 1,133 650 127 976 561 66
Other habiities 800 2,807 1,733 178 1,764 803
3,804 5,484 4,444 1,595 2,844 1,465
Group
Payment  interest Rate Cher Technotogy
Frotection Hedging customer incident
I 1) Pr ed 5| Pr T
Provistons for liabiliies and charges "surmg(m) wumgﬁ) rwmgtn?.) uwmng‘:,) " ressg(m} meyg‘,? 0”;,: Dg‘ﬂ
At t January 2012 483 — — 5 — 153 9 650
Transter from accruals and other labihties — — 36 15 — — — 51
483 _— 36 20 —— 153 9 701
Currency translation and other movements — — — - 1 {1) (1 (1)
Gharge to income statement 567 425 18 34 120 i6 —_ 1,180
feleases 1o income stalement — —_ — (1) — (6} (1) (8)
Provisions utiised {551) (14) (28) (21) (102) (23} — (739}
At 31 December 2012 499 411 26 32 18 139 7 1133

For the notes to this table refer to pages 198 and 189
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22 Accruals, deferred income and other liabilities continued

Bank
Payrent interest Rate Glhar Techriotogy
Protection Hedgmg gustomer inadent
Insurance (1} Products (2) radress (3} redress (S} Property (6) Other Total
Provistons for habilities and charges £m £m £m em £m £m £m
Al 1 January 2012 472 - - — a7 2 561
Transfer from accruals and other habilities -— —_ 32 — — — 32
472 — 32 — a7 2 593
Charge to income statement 544 410 18 38 — — 1,010
Releases to ncome statement — — — — {4) {1} (5}
Provisions utilised (539) {14} (27) {36) {6) — {622)
At 31 December 2012 477 396 23 2 77 1 976
Notes

(1) in Aprd 2011, following dismissal by the High Court of a Judicial Review apphication by the Bntish Bankers' Association, the RBS Group reached
agreemen! with the FSA and the Financial Ombudsman Service on the handling of Payment Protection Insurance (PPl} complaints in accordance
with FSA Policy Statement PS 10712 The statement sets out the framework lor reviewing individual complamts 1t also requires firms to undertake
root cause analysis proactive contact exercises are required for certain categones of custorner if systemic ssues are identified

The pnncipal assumptions underlying the Group's provision in respect of PP sales are assessment of the total number of complants that the Group
wilt receive the proport:on of these that will result in redress, and the average cost of such redress The number of complaints has been estimated
from an analys:s of the Group's portfolio of PPI policies sold by vintage and by produgt Estimates of the perceniage of policyholders that will lodge
complamnts (the take up rate) and of the number of these that will be upheld (the uphold rate} have been established based on recent expenence,
guidance in the FSA policy statements and expected rate of responses from proactive cusiomer contact The average redress assumption is based
on recent expenence and the caleulation rules in the FSA statement

The table below shows the sensitwily of the Group s provision to changes i the principal assumptions (all other assumptions remaning the same)

Sensiivity
Change in Congequential
Assumphon  Ghange i povsion
Assuimption %
Take up rate +-5 +/-1680
Uphold rate +5 +{-20
Average redress +/-5 +#-20

Interest that will be payable on successful complaints has been included i the provision as has the estimated cost to the Group of administening the
redress process The Group expects the majenty of the cash outtiows associated with this provision to have occurred by the end of 2013 There are
uncertainties as to the eventual cost of redress which will depend an actual complaint volumes take up and uphold rates and average redress costs

(2) In June 2012, following an industiry wide review, the FSA announced that the RBS Group and other UK banks had agreed to
- provide automatically fair and reasonable redress to non-sophisticated customers who were sold structured collars,

- review the sales of interest rate hedging products (other than caps or structured collars) to non-sophisticated custorrers to determine whether
redress I1s due, and

- review {he sale of caps to non-sophishicated customers to determine whether redress 1s due f 2 complaint 1s made by the customer during the
review

On 31 January 2013, the FSA announced the results of pilot studies by the RBS Group and other UK banks The FSA announcement also clanfied
the tests to be appiled to determine whether a customer qualifies as ‘sophisticated’ and created a set of redress pnnciples

The Group has estimated £425 midlion for its ability based on the FSA’s guidance, an analys:s of its portfahio of interest rate hedging products and
the results of the prlot exercise The prowision includes redress that will be paid to customers, interest payable on customer redress the cost 10 the
Group of exiting the hedging positions, and the cost of undertaking the review

The principal assumptions that underlie the estimate are the number of transactions that meet the ¢nteria for redress, the nature of the redress in
particutar whether a product 1s termenated or replaced with an alternative product andior a different profile, and the cost of the review
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Notes continued
The table below shows the sensitivity of the Group's provision to changes in the principal assumptions {all other assumptions remaining the same)

Sensivity
Change i Consequential
assumption change in provision
Assumption Yo £m
Number of customer transactions qualifying for redress (1) +/-5 +-17
Proportion of customer transactions qualifying for full redress (1) +/-5 +/-25

1) Customers qualitying for an alternativa product reduced/increased pro rata

As the redress and review exercise progresses it 15 Iikely that the level of the provision will change There remain significant uncertainties over the
number of transactions that will qualify for redress and the nature and cost of that redress

(3) The Group has provided for customer redress in relation to certain other retail products None of these provisions 18 ndividually material

(4) Arising out of its normal business operalions, the Group 1s party to legal proceedings in the United Kingdom, the Umted States and other
jurischctions. Litigation provisions at 31 December 2012 related to numerous proceedings, no indwiduat provision 1s matenal Detarted descriptions of
the Group's legal proceedings and discussion of the associated uncertainties are given in Note 29

(5) In June 2012, the RBS Group expenenced a technology incident that affected #s transaction batch processing Provisions of £120 millien were
charged dunng 2012 to meet the waiver of {ees and inleresl, redress for customers of the Group and other costs principally staff costs These costs
have been substantially settted and there 15 mintmat uncertamty as to the final cost

(B) The property provisions principally compnse provisions for onerous lease contracts Prowision 1s made for future rentals payable in respect of vacant
leasehold properly and for any shortfall where leased property 1s sub-let at a rental lower than the lease rentals payable by the Group

23 Deferred tax
Groug Bank
2012 2611 2010 2012 2011 2010
£m £m £m £m £m £m
Deterred tax hability 245 289 41 189 222 -
Deferred tax asset {384) (579) (574) —_ — (88)
Net deferred tax (asset)/habibty {139) (290) (533) 189 222 (88)
Net deferred tax assel compnsed
Group
Accalerated Farrvalue of Available tor Tax losses
capital Deterred IFRS tnanciai sale finandlat Cash flow Sharg carriod
Pension  allowances Provisions gans  transiton  instruments assels Intangibles  hedging  schemes forward Other Total
£m £m £m £m £m £an £m £m £m £m £m £m £m
At 1 January 2011 355 34 (281) 35 {135} 2 13 — 18 {8) (609) 40 (533)
Charge/(credit) to
income statement 32 — (12) (8} 37 (3) (2} — (9) —_ 224 (30) 229
Charge/{credit) to other
comprehernisive income — — - 1 — — (3} — 3 10 — — 11
Disposals of
subsidianes — —_ —_ —_ — — — — (1} - — —_— (M
Currency translation
and other adustments — 1 2 — 1 — {1) — — — -] {7) 4
At 1 January 2012 387 35 {291) 28 {97) (1} 7 — 11 5 {377) 3 {290}
Charge/{credit) to
income statement 31 (10) (69) [£3] 33 1 1 1 5) — 231 {5} 204
{Credit/charge {o other
comprehensive income — - — (4) — — 1 — 2 6 — — 5
Currency transiation
and other adjustments {1) (1) (67) 4 (1) — 6 — 2 2 8 {10) (58)
At 31 December 2012 417 24 (427) 23 (65) — 15 1 10 13 {138) {12y  (139)
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23 Deferred tax continued

Bank
Avaltable

Acceleraled for sale Tax losses

capital Deferred IFRS tnancial  Cash flow carrted
Panslon allowances Provisions gams transiion assafs hadging torward Total
£m £m £ £m £m £m £m £m £m
At 1 January 2011 344 22 (11} 16 (122} — 13 {350} {88)
Charge/(credst) to income statement 20 3 4 — 31 — (6} 257 309
{Credit)/charge to other comprehensive income — — o (1} —_ — 2 — 1
At 1 January 2012 364 25 (N 15 (81} —_ 9 (93) 222
Charge/(credit} 1o income statement 19 (17} (88) (2) 30 1 (5) 27 (35)
Charge to other comprehensive income — - — — — — 2 — 2
At 31 December 2012 383 8 (95} 13 (61) 1 6 {66) 189

Deferred tax assets in respect of unused tax losses are recogrised If the losses can be used to offset probabie future taxable profis after taking into
account the expected reversal of other temporary differences Recognised deferred tax assets in respect of tax losses are analysed further below

2012 2011 2010
£m £m £m
UK tax losses carned forward
- National Westmenster Bank Plc 66 93 350
Qverseas lax losses carmed forward
- Uister Bank Ireland 72 284 259
138 377 609

UK tax losses
Under UK tax rules, tax losses do not expire and can be carmed forward
indefinitely

National Westminster Bank Pic - the deferred lax assel in respect of tax
losses at 31 December 2012 relates lo residual unrelieved trading losses
that arose between 2009 and 2012 85% of the losses that arose were
relieved against taxable profits aniging in other UK Group companies
Based on the Group's strategic plan, the residual carmed forward losses
will be fully utdised against future taxable profits of the company by the
end of 2015 A 20% reduction in forecast profits would extend the
recovery period by one year to 2016

Overseas tax losses

Ulster Bank Ireland - a delerred assei has been recognised in respect of
£575 metlion of total tax losses of £7,627 mulllon carried forward at 31
December 2012 These losses arose prncipally as a result of significant
impairment charges reflecting deteriorating economic conditions tn the
Republic of Ireland Impaimment charges are expected to reduce in the
tuture Based on the Group's strategic plan the fosses on which a
deferred tax asset has been recognised wiil be utilised against future
taxable profits of the company by the end of 2018 A 20% reduction in
forecast profits would extend the recovery perod by one year to 2020
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Unrecognised deferred tax

Deferred tax assets of £984 millon (2011 - £517 mithon, 2010 - £281
million) have not been recognised in respect of tax losses camed forward
of £7,663 mithon (2011 - £4,230 million 2010 - £2,341 mulhon} in
junsdictions where doubt exists over the availlabihty of future taxabte
profits Of these losses, £292 million will expire after five years The
balance of tax losses camed torward has no tme imit

Deterred tax iabilities of £201 milion (2011 - £234 mulhon 2010 - £262
million} have not been recogmsed in respect of retaned earmngs of
overseas subsidianes and held-over gains on the incorporation of
overseas branches Retained eamings of overseas subsidiares are
expected to be reinvested indefinitely or remitted to the UK free from
further taxation No taxation 1s expected to anse in the foreseeable future
In respect of held-over gains Changes to UK tax legislaton largely
exemplts from UK tax, overseas dwidends received on or after 1 July
2009
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Group Bank

212 201 2010 2z 2011 2010
£m &m m £€m £m £m
Dated loan capital 4,987 5,326 5605 3,654 3,664 4,113
Undated loan capital 2,349 2,377 1,681 2,178 2,21 1,500
Preference shares 291 299 297 291 299 297
7,627 8,002 7,583 6,123 6,164 5,910

The Group undertook that unless otherwise agreed with the European November 2009 were generally not subject to the restniction on dividend

Commission, nesther the company nor any of its direct or mdirect
subsidiaries (excluding companies in the RBS Holdings NV Group,

or coupon payments or call options On 30 Apnl 2012, the deferrai penod
for RBS Group instruments ended and in May 2012, the ABS Group

which are subgect to different restnctions) would pay external investors determwined that f was in a posthon 10 recommence payments on these
any dividends or coupons on existing hybnd capital instrumnents (including instruments Future coupons and dividends will only be pa:d sutyect 1o,

preference shares, B shares and upper and lower tier 2 mstruments) from and in accordance with the terms of the relevant mstruments

30 Aprid 2010 for a perind of two years therealter {1the Deferral Penod”),

or exercise any call nghts in relation to these capital instruments between Certain preference shares issued by the company are classified as

24 November 2009 and the end of the Deferral Penod, unless there was liabities, these secunttes remain subject to the capital maintenance rules

a legal ocbhigaticn to do so Hybnd capital instruments issued after 24

of the Companies Act 2006
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24 Subordinated liabilittes continued
The following tables anatyse the remaining contractual matunty of subordinated kabilites by the final redemption date and by the next call date

Group

2013 2014 2015 2017 2018-2022 Thereatt Perpetual Total
2012 - final redemption £m £m £m £m e e orpe £m gm
Sterling 39 — 315 1,476 2,030 1,891 5,751
US dollar 1 93 —_ 248 — 437 779
Euro 1 — 326 457 16 297 1,097
41 83 B41 2,181 2,046 2,625 7,627

Group
Currenty 2013 2014 2015 2017 2018-2022 Thereafter Perpetual Total
2012 - call date £m £m om £m £m £ £m £m
Sterling _— 1,047 —_ 1,102 3,435 —_— 167 5,751
US dollar 248 438 93 — — — — 779
Euro — 855 — — a3 — 144 1,097
248 2,340 83 1,102 3,533 e 311 7.627

Group

i P 2l Total
2011 - tinal redemption “on i T T o =
Sterling 41 — 321 1,478 2,030 1,745 5815
LS dollar ~3 — 388 259 — 609 1,259
Euro 2 — — 485 336 305 1,128
48 — 709 2,222 2,366 2,659 8,002

Group
Curment 2012 2013 2014 20 2017 202 Therealt P | Total
2011 - call date "erl.:; £1m £1m * 21:1 ' Er]\ masrer: Emeut-l::u nelm
Sterling e 41 760 1,108 3,418 120 168 5,615
US dollar 871 —_ — 388 _ —_ — 1,259
Euro 159 1 — — 485 336 147 1,128
1,030 42 760 1,496 3803 456 315 8,002

Group
2010 - final redemption o -ty -t e =
Sterling 35 —_ 326 3,163 351 1,043 4918
US dollar 186 — — 258 — 608 1062
Euro 444 — — 500 345 314 1,603
675 — 326 3,921 696 1,965 7,583

Group_
2010 - call date Curmrg: m{l'r:l 20::-.23 2013 2021; mmzngg 'mereaf:::: Pe;peuéanl T%tfrj‘
Sterling —_ 35 — 1,176 3,100 439 168 4918
US dollar 869 193 — — — - — 1,062
Euro 163 443 — — 500 345 152 1,603
1,032 671 — 1,176 3,600 784 320 7,583
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Bank
2012 - final rademption a);_!,i 20;‘,: 2015’209',,71 2013'2(:;2,,2. "‘""“‘*éﬁ: Pe’pe"éﬂ T":‘,ﬂ,’
Sterling 36 —_ 315 1,317 2,000 1,863 5531
US doliar 1 — — — - 437 438
Euro 1 — — — — 153 154
38 — 315 1,317 2,000 2,453 6,123

Bark,
2012 - call date c,urrer:ztz 20; 2021‘; 2015 20; nz 2018 zoﬂz; Tha:amg Parperg:l Toé::
Sterting —_ 882 —_ 1,102 3,407 —_ 140 5,531
US dollar — 438 — - - —_ — 438
Eurp —_ 154 — s — — — 154
— 1,474 — 1,102 3,407 — 140 6,123

Bank
012 203 2014 2016 2017 2021 Therearer Perpetual Toial
2011 - final redemption £ £m £m £m £m £ £m
Sterding 37 —_ 321 1,318 2,000 1,717 5,393
US dollar 3 — - - — 609 612
Euro 1 — — —_ — 158 159
41 — 321 1,318 2,000 2,484 6,164

Bank
Gurrently 2012 2013 2014 2016 2017 2021 Thereatter Parpetual Total
2011 - call date £m £ £mn £m £m £m £ £m
Stering _ 37 700 1,108 3,318 90 140 5,393
US dollar 612 - — — — — — 612
Euro 159 —_ — — — — — 159
771 37 700 1,108 3,318 90 140 6,164

Bank
2011 2012 2013 2015 2016 2020 Thereatter Perpetual Total
2010 - final redemption £m £m £m £m £m £m £m
Stering 32 — 326 3,000 321 1,015 4,694
US dollar 3 _— — — —_ 608 611
Euro 443 — —_ — — 162 605
478 — 326 3,000 321 1,785 5,910

Bank
Cumantty 2011 2012 2013 2015 2016-2020 Thereatter Perpatual Totat
2010 - call date £m £m £m £m £m £m £m £m
Sterling — 32 _— 1113 3,000 409 140 4,694
US dallar 611 — — —_ — — — 611
Euro 163 442 — —_ — — — 605
774 474 —_— 1,113 3,000 409 140 5,910
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24 Subordinated habilities continued

Dated loan capital mﬁfn"io‘ﬁl Z%ﬁ 20£1nl-| 203:2
The Bank
€500 million 5 125% subordinated notes 2011 - — 442
£300 millon 7 875% subordinated notes 2015 Lower Tier 2 322 328 333
£300 milion 6 5% subordinated notes 2021 Lower Tier 2 323 325 327
£2,000 millkon subordinated loan capital Hoating rate notes 2023

(callable quarterly from January 2018) 5 Lower Tier 2 2,009 2,000 2,011
£1,000 million subordinated loan capital floating rate notes 2019

(callable quarterly from November 2014) (1) Lower Tier 2 1,000 1,011 1,000

3,654 3,664 4,113
RABS Holdings USA Inc
US$300 milhon fleating junior subordinated revolving credil 2014 (redeemed December 2012} - 194 193
US$150 million (2011 and 2010 - US$300 millon) floating rate subordinated notes 20141 2) Lower Tier 2 43 194 —
First Active ple
£60 million 6 375% subordinated bonds 2018 {callable quarterly from Apnl 2013) Lower Tier 2 83 64 66
Ulster Bank Limited
€120 millson floating rate notes 2020 {callable quarterty from October 2009) (1 Lower Tier 2 98 101 103
£100 millon floating rate subordinated loan capital 2019 (caliable quarterly from September 2010} (1) Lower Tier 2 100 100 100
€60 milion floating rate notes 2020 (callable quarterly from December 20103 (1) Lower Tier 2 49 50 52
€100 milion floating rate notes 2022 (1) Lower Tier 2 82 85 886
€280 millen floating rate notes 2022 (callable quarterly from July 2017) (1) Lower Tier 2 228 234 242
€400 mithon floating rate notes 2017 (caltable quarterly from December 2012) (13 Lower Tier 2 326 334 345
Coutts & Company
£30 midlion 1 54% subordinated notes 2023 (callable quarterly from January 2018) (1) Lower Tier 2 30 30 30
€20 mihion 1 75% subordinated notes 2023 (callable guarterly from January 2018) (1) Lower Tier 2 16 17 17
NatWest Group Holdings Corporation
US$§400 milhon floating rate note 2018 (callable any ime untl Novermnber 2018) (1) Ineligble 248 259 258
4,987 5,326 5,605

Notes

I3
(2
t3)

4
5

On len| e The Royal Bank of Scotland Group ple on 2 subordinated basis

Part:ally repurchased i Bocerber 2012

in the gvent of certan changes in tax laws dated loan capilat 1ssues may be redeemed In whoele but notin part &t the option of the Issuer, al the principat ameunt thereot plus accrued Interest
subject to prior regulatory approval

Except ay stated above, clams in respect of the Group s dated joan capxlas are subordinated te the ctaims of other creditors None of the CGirouz s dated loan capilal s secured

lruerest on al floatng rate subordinated noles is calculated by reference to market rates
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Undated loan capital t,e‘a’,‘,ﬁ:,‘:{ 2091,,2, 20;,,‘, zug',:
The Bank
US5$193 milkon primary capital floating rate notes Senes A (callable semi-annually from July 1990) 1) Upper Tier 2 119 124 124
US$223 million primary capital floating rate notes, Senes B (callable semi-annually from August 1990} 1) Upper Tier 2 142 148 148
LiS$285 milion primary caprtal floating rate notes, Senes C (callable quarterly from November 1990)(1y  Upper Tier 2 177 184 184
€178 mullion 6 625% fixed/floating rate undaled subordinated notes

(callable quarterly from October 2009) (1} Upper Tier 2 146 150 154
€10 million floating rate undated step-up notes [callable quarterly trom Oclober 2009) (1 Upper Tier 2 9 9 9
£87 milhon fleating rate undated subordinated step-up notes

(callable every hive years from January 2010) (1) Upper Tier 2 92 a1 89
£53 million 7 1256% undated subordinated step-up notes (caflable every five years from Octaber 2022)¢+y Upper Tier 2 55 56 54
£35 midlion 11 5% undated subordinated notes {callable anytime from December 2022) (1,3) Upper Tier 2 35 35 35
£700 million subordinated loan capitat floating rate notes (callable every five years trom January 2013) 2 Upper Tier 2 703 704 703
£700 million subordinated loan capifal floaling rate notes (callable quarterly from September 2016)12y  Upper Tier 2 700 700 —

2,178 2,21 1,500
Furst Active pic
£20 millon 11 75% perpetual subordinated note Lower Tier 2 25 26 26
€38 milhon 11 375% perpeiua! subordinated note Lower Tier 2 456 48 50
£1 3 mithon floating rate perpetual subeordinated note Lower Tier 2 2 2 2
Ulster Bank Limited
€120 mithon perpetual floating rate subordinated notes {callable guarterly from September 2010) (2) Lower Tier 2 98 100 103
2,349 2,377 1,681

Notes

(t) Partially repurchased foliowing completion of the exchange and tender offers In May 20610 N
(2) On lent from The Roval Bank of Scottand plc on a subordinated basis
(3) Exchangeable at the option of the Issuer Into B 392% {(gress) non cumulative preterence shares of £1 each of Natonal Westminster Bank Pic at any time

{4) The company can sasty interest payment ohligatons by Issuing suificient ordinary shares 1o appointed Trustees w enable them, on salling these shares o setfle tha interest payment
(8) Except as stated above cfaims In respect of the Group s undated loan capltal are subordinated 1o the daims of cther creditors None of the Groun $ undated Isan cagxtal 1s secured
(6) In the ovent of certain changes In tax laws undated loan capital issues may be redeemod in whale, but not i part, at the ophion of the Group, at the principal amount thereaf plus accrued intergst

subject to prior requiatory approval
(7) Interest on all floatng rate suborcinated notes 15 calculated by reference to market rates

2012 2011 2010
Preference shares (1) £m £m £m
The Bank
Non-cumulatve preference shares of £1
Senes A £140 million 9% (non-callabis) - Tier 1 143 143 142
Non-cumulative preference shares of US$25
Senes C US$246 million 7 7628% (callable guanierly from Apnl 2002} (2 Tier 1 148 156 155
291 299 297
Notes

(1) Further datalls of the contractual lerms of the preference shares are given in Note 25
{2) Panially repurchased toliowing completion of the exchange and fender offers In May 2010
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25 Share capital and reserves

Allotted, called up and fully pasd

2012 2011 2010

£m Bm £m

Ordinary shares of £1 1,678 1,678 1,678
Non-cumulahve preference shares of £1 140 140 140
Non-cumulative preference shares of US$25 123 123 123

Number of shares - millions

Allottod, called up ang fully pad

2012 2011 2010
Ordinary shares of £1 1,678 1,678 1,678
Non-cumutative preference shares of £1 140 140 140
Non-cumulalive preference shares of US$25 10 10 10

Preference shares
The 9% non-cumulative preference shares Senes A of £1 each are non-
redeemable

The non-cumulative preference shares Series C of US$25 each carry the
nght to a gross dividend of 8 625% inclusive of associated tax credit
They are redeemabie at the option of the Bank at US$25 per share

The holders of stering and dollar preference shares are enhtled on the
winding-up of the Bank to prionty over the ordinary shareholders as

regards payment of capital Otherwise the holders of preference shares
are not entitled to any further participation in the profils or assets of the
Bank and accordingly these shares are classihed as non-equity shares

The holders of sterling and dolar preference shares are not entlled to
receive notice of attend or vote at any general meeting unless the
business of the meeting includes the consideration of a resolution for the
winding-up of the Bank or the sale of the whole of the business of the
Bank or any resolution directly affecting any of the special nghts or
privileges attached to any of the classes of preference shares

Under IFRS, the Group's preference shares are classified as debt and

are mcluded in subordinated habilites on the balance sheet {see Note
24)
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Resarves

Under UK companies legislatton, when shares are redeemed or
purchased wholly or partly out of the company's profits, the amount by
which the company’s issued share capital 1s dimimished must be
transferred to the capital redemption reserve The capital maintenance
provisions of UK companies legislaton apply to the capital redemption
reserve as f it were part of the company's paid up share capital

UK law prescribes that only reserves of the Bank are taken into account
for the purpose of making distnbutions and the permissible applications of
the share premium account and capital redemption reserve of £459
milhon (2011 and 2010 - £459 million) ncluded within other reserves

Dunng the year, the Group receved a contnbution of capital of £8,050
million (2011 - £5 200 milkon, 2010 - £2,950 million) from the holding
company for which no additanal share capital was issued As such, this
has been recorded as a capital contribution i retained earnings

The Group optimises capital efficency by maintaining reserves in
subsidianes, mcluding regulated entthies Certain preference shares and
subordinated debt are also included within regulatory capital The
remittance of reserves to the parent or the redemption of shares or
subordinated caputal by regulated entittes may be subject to maintaining
the capital resources required by the relevant regulator




NATWEST 2012

26 Leases
Mimimum amounts receivable under non-cancellable leases
Finance S;os:;pomuams
Present

Gross value Present
Year in which receipt will occur amé:: udlmmg:; vajsf‘nﬁ
Nz
Recevable
Within 1 year 72 {7) &85
After 1 year but within 5 years 107 (14) 93
After 5 years 73 (41) 32
Totat 252 (62) 190
2011
Receivable
Within 1 year 9 - 9
After 1 year but within 5 years 28 (3) 25
After 5 years 77 (45) a3z
Totat 114 (48) 66
2010
Recewvable
Withun 1 year 36 —_— 36
After 1 year but within 5 years 38 {4) 34
After 5 years 95 {55} 40
Total 169 (59} 110

Group
2012 2011 2010
£m £m £m

Amounts recegnised as income and expenses
Finance leases - contingent rental income (3} (3} 3)
Operating leases - mimimum rentals payable 106 i 118

The Group provides asset finance to ts customers through acting as a lessor It purchases plant, equipment and intellectual property, renting them to

customers under lease arangements that, depending on thewr temns, qualify as either operating or finance leases
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27 Secuiitisations, asset transfers and other collateral given
Own-asset secuntisations

The RBS Group has a programme of own-asset secuntisations where
assets are transferred to bankruptcy remote spectal purpose entities
{SPEs) funded by the 1ssue of debt secunties The majonty of the risks
and rewards of the portfolio are retained by the Group and these SPEs
are cansoldated and all of the transferred assets retained on the Group 5
balance sheet In some own-asset securitisations the Group may
purchase all the 1Issued secunties which are availlable to be pledged as
coltateral for repurchase agreements with major central banks

The following table shows

(1} the asset categones thal have been pledged to secured funding
structures, including assets backing publicty 1ssued own-asset
secuntisations,

{1y any currently unencumbered assels that could be substituted into
those portfolios or used to collateralise debt securities which may be
retained by the Group or RBS Group for contingent liquidity
purposes, and

(m) assets that have been beneficially assigned to SPEs that are
subsidiaries of the halding company but have failed the derecogrution
rules under 1AS 39 and therefore continue to be recognised on the
Group's balance sheet

Group

2012

2013 2010

Debl secunlies in 18508

Debt secunbas i lgsue Debl secunties in issug

Held by tr¢  Hetd by the

Held by thurd  Held by the Held by third  Held by the

Assats parkes {2)  Group {3 Total Assats sarkes 12) Group (3) Total Assots partes (2)  Group {3) Total
Asset type (1) £ £m £m [ £m £m £ £m £m £ £m £m
Morigages
- UK (RMBS) 7,619 — _ — — — — — — - — —
- UK (covered bonds) 12,961 —_— —_ — — — —_ —_ -— — —— e
- Insh 10 587 3217 7.634 10,851 12,660 3,472 8,670 12 142 15,034 5101 11,152 16253
UK credit cards 1 891 — - — 2477 — — — 2,174 — — —
UK personal loans 3,420 — — —_ 3,794 —_ e — 4,254 —_ —_ -
Other loans (4) 7,165 — 1,355 1,385 7,386 — — — 8,180 349 — 349
43,643 3,217 8,989 12206 26,317 3,472 8,670 12,142 29,642 5450 11,152 16,602

Notes

{1) Assets that have been pledged to the SPEs which itself 18 a subset of Ihe tatal porttoho of eligible assets within a cellateral pool
{2) Debr secuntes that nave been sold 1o third party iInvestars and represents a sourca of extarnal wholesale funding
(3} Debdl secunlies issued pursuant 1o own asaet secunbisabions where Lhe dedt secuibes are retained by the Group as a source of contingent Hiquidity where those securtbes can be used In repu chase

agreemants with centra! banks
{4) Comprises corporate somal housing and student loans

The following table provides analysis of assets that have been transferred to SPEs but have failed the derecogniion rutes under IAS 39 and therefore

continue to be recognised on the Bank's balance sheet

Bank
Assel type (1} 2021: 202‘;: 202'::
Mortgages
- UK (RMBS) 7,619 - —_
- UK (covered bonds) 12,961 — -
UK credit cards 1,891 2477 2174
UK personal loans 3,420 3,794 4,254
Other loans (2 5,427 7310 7,831
32,318 13 581 14,259
Nates

(1) Assels hat have been pladged 1o thy SPEs which seif 15 a subsel of the otal portiolio of eligible assets within a collaters! pool
12) Comprises corporate and social loans.

The far value of the transferred assets for the Group and Bank 1s £29,664 miflion Holders of securities 1ssued by the SPEs have recourse to these

assets only
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Continulng involvement

in certain secuntisations of US residentral mortgages, substantially ali the
nsks and rewards have been neither transterred nor retained but the
Group has retained control of the assels and continues to recognise the
assets to the exten! of iis continuing involvement, as defined by IAS 39,
which lzkes the form of retaining centain subordinated bonds 1ssued by
the secuntisation SPEs

These interests predominantly relate to mortgage-backed secunties
which were re-secuntised Retained interesis are generally not held to
matunty and are typically sold after settlement of the secuntisation
Retained interests may be subordinated to other investors' inferests
Third party investors and secuntisation trusts have no recourse to the
Group's other assets for failure of debtors to perform on the secuntised
loans or secunhes effectively transferning the nsk of future credit losses
to the purchasers of the securities 1ssued by the trust The value of
relained interest varies and 1s subject to credit, interest rate, prepayment,
and other risks of the transferred assets In the ordinary course of
business, the Group does not provide any other financial support to the
securthsation trusts other than holding these retained interests
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Al 31 December 2012, secuntised assets were £0 2 billion (2011 -80 5
bilion, 2010 - £2 3 billion}, retained interest at far value £29 million (2011
- £60 mullion, 2010 - £241 million), subordinated assets £1 mullion (2011 -
£3 mithon, 2010 - £4 million), and related habilibes €1 mullion (2011 - £3
miflign, 2010 - €4 mihion)

Securities repurchase agreements and lending transachons

The Graup enters into securities repurchase agreements and secunties
lending transactions under which 1t transiers secunties in accordance with
normal market practice Generally, the agreements require additional
coflateral to be provided if the value of the secunties {alls below a
predetermined level Under standard terms for repurchase transactions 1n
the UK and US markets, the recipient of collateral has an unrestricted
nght to sell or repledge 1t, subject to returmng equivalent securities on
settlerment of the ransaction

Securities sold under repurchase transactions are not derecogrised  the
Group retams substantially all the risks and rewards of ownership The
tawr value (and carrying value) of secunties ransferred under such
repurchase transactions mefuded within debt secunties on the balance
sheet, are set out below All of these secunties could be sold or
repledged by the holder

2012 Gmupzon 2010
Assets subject to secuntes repurchase agreements or lending transactions £m £m £m
Debt secunties 28,008 30,647 34,568
Equity shares — 12 —_
Other collateral given
This pnmanly relates to cash collateral relating to denvative coniracts as well as assets pledged for bank and other borrowangs
Group Bank
2512 2011 2010 2012 2011 2010
Assets pledged against liabilities g fim £m £m £m £m
Loans and advances to banks 8 g 40 — — —
Loans and advances to customers 1,764 2,617 2,664 — 364 409
1,772 2,626 2,704 — 364 409
Liabilities secured by assels
Deposits by banks - 1,380 1,552 — — —
Denvatives 550 835 497 423 481 187
550 2,275 2,049 423 481 187
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Notes on the accounts contnued

28 Capital resources

The Group s regulatory capital resources in accordance with Financial Services Authonty (FSA) definitions were as follows

2012 2011 2010
£m £m £m
Shareholders’ equity {excluding non-controlling inlerests)
Shareholders’ equity per balance sheet 20,700 16,135 15,054
Non-controlhing interests
MNon-controlling interests per balance sheet 1,257 1272 1,315
MNon-controlling preference shares (1,164) (1,177} {1,192)
93 95 123
Regulatory adjustments and deductions
Unrealised losses/(gains) on AFS debt securities 2 (1) (9)
Unreahised gains on AFS equity shares (23} (4) —
Cash flow hedging reserve 10 14 15
Kher adjusiments tor regulatory purposes (165) 1 3
[Goodwill and other intangible assets (736) {812) {683
50% excess of expected losses over imparrment provisions {net of tax) {1,407) {1,773) (1,254)
50% of secuntisation positions (331) (424) {829}
(2,650) {2,983) (2,757)
Core Tier 1 capital 18,143 13,241 12,420
Qther Tier 1 capital
IPreference shares - debt 286 293 292
Mon-controlling preference shares 1,164 1,177 1,192
1,450 1470 1,484
Tier 1 deductions
B0% of matenal holdings (387) {339) (333)
[Tax on excess of expected losses over imparment provisions 457 640 500
70 301 167
Total Tier 1 capltal 19,663 15,012 14,071
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Qualifying Tier 2 capital 20;1: 20;:‘;‘ ms:‘rg
Rindated subordinated debt 2,265 2,290 1,597
IDated subordinated debt, net of amortisation 4,612 4,983 4,931
Unrealised gans on AFS equity shares 23 4 _
Collectively assessed impaiment pravisions —_ 5 4
6,900 7,288 6,532
Tier 2 deductions
50% of securiisation positons (331) {424) (829)
b0% excess of expected losses over impaiment provisions (1,864) (2,413} (1 754)
50% of matenal holdings (387) {339) (333)
(2,582) (3176) (2,916}
Total Tier 2 capital 4,318 4,112 3,616
Supervisory deducltions
Unconsolidated investments — (111} (118)
Other deductions {56) (177) (177)
(56} {288) (293)
Total regulatory capital 23,925 18,836 17,394

In the management of capital rescurces, the Group 1s governed by the RBS Group s policy which 1s 10 mantain a strong capital base, to expand it as
appropriate and to utihse 1t efficiently throughout 1ts activites to optimise the return to shareholders while maintaining a prudent relationship between the
capital base and the underlying nsks of the busmess In carrying out this policy the RBS Group has regard to the supervisory requirements of the FSA
The FSA uses risk asset ratio (RAR) as a measure of capital adequacy for UK banks, comparnng a bank's capital resources with its nsk-weighted assets
(the assets and off-balance sheet exposures are ‘weighted’ to reflect the inherent credit and other risks), by international agreement, the RAR should be
not less than 8% with a Tier 1 component of not less than 4% The Group has complied with the FSA s capital requirements throughout the year

A number of subsidianes and sub-groups within the Group, pnncipally banking entities, are subject to vanous individual regulatory capital requirements
in the UK and overseas

29 Memorandum items

Contingent liabihties and commitmeants

The amounts shown 1n the table below are intended only to provide an indication of the volume of business gutstanding at 31 December 2012 Although
the Group Is exposed to credit nsk in the event of non-performance of the obfigations underiaken by customers, the amounts shown do not, and are not
mtended to, provide any indication of the Group's expectation of future losses

Group Bank
2012 2011 2010 2012 2011 2010
£m £m £m £m £m £m
Contingent habilibies
Guarantees and assets pledged as collateral secunty 2,249 2,584 2,680 1,080 1,115 1.404
Other contingent habilitres 1,400 1,566 1,969 1,117 1,295 1,608
3,649 4,150 4,649 2,197 2,410 3.012
Commitments
Undrawn formal standby facilities, credit hnes and other
commitments to lend
- less than one year 32,363 35,919 43,041 28,4386 30,654 34,774
- ane year and over 14,643 9,139 9,924 11.993 7.384 8 523
Other commitments 178 152 333 168 111 280
47,184 45,210 53,298 40,597 38,149 43 577

Note
(1) In the normal course of business the Bank guarantees specified third party latultiss of certaun subsidiaries 1 also gives undertakings that indnadual subsidiaries will futh? their ebligations to thirg
parhes under contractual or other arrangemants
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Notes on the accounts continued

29 Memorandum items continued

Contingent liabilittes and commitments continued

Banking commitments and contingent obligations which have been
entered into on behalf of customers and for which there are
corresponding obhigations from customers, are not included i assets and
habilihes The Group s maximum exposure to credit loss, in the event of
non-performance by the other party and where all counterclaims,
collateral or secunty proves valueless, is represented by the coniractual
nominal amount of these mstruments included m the table above These
commitments and contingent obligations are subject to the Group's
normal credil approval processes

Contingent habilities

Guarantees - the Group gives guarantees on behalf of customers

A financial guarantee represents an wrevocable underiaking that the
Group wilt meet a customer's obligations to third parties If the customer
fauls to do so The maximum amount that the Group could be required to
pay under a guarantee Is ds prncipal amount as disclosed in the table
above The Group axpects most guarantees il provides o expire unused

Other contingent habilities - these include standby letters of credit,
supporbing customer debt issues and contingent labilities relating to
customer trading activities such as those ansing from performance and
customs bonds, warranties and indemnities

Commitments

Commtments to lend - under a loan commitment the Group agrees 1o
make funds avatlable to a customer in the future Loan commitments,
which are usually for a specified term, may be unconditionally cancellable
or may persist provided all conditons in the loan facility are satisfied or
waived Commnments to lend mnclude commercial standby faciities and
credit lines, kquidily facilites to commercial paper conduits and unutiised
overdrafl faciiies

Other commitments - these include documentary credits, which are
commercial letters of credit providing for payment by the Group o a
named beneficiary against presentation of specified documents, forward
asset purchases forward deposits placed and undrawn note issuance
and revolving underwnting factities, and other shorl-term trade related
transactions

Capital Support Deed

The Bank, together with other members of the RBS Group, 1s pasty to a
Capitat Support Deed (CSD) Under the terms of the CSD, the Bank may
be required i compatible with its legal obligations, 1o make disinbutions
on, or repurchase or redeem, its ordinary shares The amount of this
obligation i1s Iimited to the Bank’s capial resources in excess of the
capital and financial resources needed to meet ks regulatory
requirements The Bank may also be obliged 1o make onward distnbution
1o s ordinary shareholders of dwvdends or other capital distnbuttons
received fram subsidianes that are party to the CSD The CSD also
provides that, In certain circumstances, funding receved by the Bank
from other partes to the CSD becomes immediately repayable, such
repayment besng bmited to the Bank’s availiable resources

Contractual abligations for future expenditure not provided for in the accounts
The following table shows contractual obligations for future expenditure not provided for m the accounts at the year end

Group Bank
2012 2011 2010 2012 2011 7010
£m £m £m £m £m £m
Operating leases

Miirmum rentals payable under non-cancellable leases (1)
- within 1 year 98 105 115 77 81 82
- after 1 year but within 5 years 316 345 387 246 262 274
- after 5 years 659 750 828 510 568 612
1073 1200 1,330 833 g1 268
Other capital expenditure — 1 2 —_ —_ —_
Contracts to purchase goods or senices (2) 20 32 29 — — -
1093 1233 1,361 833 911 968

Notes
{1} Predominantly property leases
(2) Of which due wtten 1 vear £14 mitlon (2011 £25 miion 2010 £23 mullion)
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Trustee and other fiduciary activitles

In its capactty as trustee o other frduciary role, the Group may hold or
place assets on behalf ot individuals, trusts, companies, pension
schemes and others The assets and their mcome are not included in the
Group's financial statements The Group eamned fee income of £341
million (2011 - £316 mullkon, 2010 - £301 miflien)

The Financial Services Compensation Scheme

The Financial Services Compensalion Scheme (FSCS), the UK's
statutory fund of last resort for customers of authonsed financial services
firms, pays compensation If a firm 1s unable to meet #s obligations The
FSCS funds compensation for customers by raising management
expenses levies and compensation levies on the industry In relation to
protected deposits each deposit-taking institution contnbutes towards
these levies n proportion to their share of tofal protected deposils on 31
December of the year preceding the scheme year {which runs from 1
Apnl to 31 March), subject 10 annual maxima set by the Financial
Services Authonty (FSA) In addition, the FSCS has the power to raise
levies on a hirm that has ceased to participate i the scheme and 15 in the
process of ceasing to be authorised for the costs that it would have been
liable to pay had the FSCS made a levy in the financial year it ceased to
be a participant in the scheme

The FSCS has borrowed from HM Treasury to fund compensation costs
associated with the fature of Bradferd & Bingley, Hentable Bank,
Kaupthing Singer & Friedlander, Landsbank: ‘Icesave’ and London
Scottish Bank plc The interest rate on these borrowings increased from
12 month LIBOR plus 30 basis poinis to 12 month LIBOR plus 100 basis
points from Aprd 2012 The FSCS and HM Treasury have agreed that the
penod of these loans will reflect the expected timetable for recoveries
from the estates of Bradiord & Bingley and the other failed banks The
FSCS expects to levy the deposit taking sector for the balance of the
principal on the non-Bradiord & Bingley loans over three scheme years to
repay the prncipal by March 2016 with a first instaiment of £363 milhion in
the 2013/14 scheme year

The Group has accrued £94 million for its share of estimated FSCS levies
for the 2012/13 and 2013/14 scheme years
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Litigation, investigations and reviews

The Bank and other members of the RBS Group are party to legal
proceedings investigations and regulatory matters in the United
Kingdom, the United States and other jurisdictions, ansing out of their
normal business operations All such matters are periodically reassessed
with the assislance of extemal professional advisers where appropnate,
to determine the Iikeihood of members of the RBS Group incumng a
lanhty The RBS Group recognises a provision for a habiiity i relation to
these matters when i 1s prabable that an outflow of economic benefits wilt
be required to settle an obligatcon which has ansen as a resuli of past
events, and for which a reliable eshmate can be made of the amount of
the obhigation

In many proceedings, 1t 1s not possible to determine whether any loss is
probable or to estimate the amount of any loss Numerous legal and
tactual 1Issues may need to be resolved, including through potentially
lengthy discovery and determmation of important tactual matters, and by
addressing novel or unsettied legal questions relevant 1o the proceedings
in question, before a liability can be reasonably estimated for any claim
The RBS Group cannot predict if, how, or when such claims wili be
resolved or what the eventual settterment, fine, penalty or other rehef, 1f
any, may be, particularty for claims that are at an early stage in therr
development or where claimants seek substantial or ndeterminate
damages

While the outcome of the legal proceedings, investigations and regulatory
matters in which the RBS Group 15 involved 1s inherently unceran,
management believes that, based on the information avarable to 1,
appropriate provisions have been made In respect of legal proceedings,
investigations and regulatory matters as at 31 December 2012

The material legat proceedings, investigations and reviews involving the
RBS Group are described below i any such matlers were resolved
agamst the ABS Group, these matters could, indswidually of in the
aggregate, have a matenal adverse effect on the Group's consolidated
net assets, operating results or cash flows in any particular penod
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29 Memorandum items continued

Litigation

Shareholder hitigation

RBSG and certain of its subsidianes, iogether with certain current and
former ndividual officers and directors were named as defendants in
purported class actions filed in the United States District Court for the
Southern Bistrict of New York involving holders of RBSG preferred
shares (the Preferred Shares liigatian) and holders of American
Depositary Receipts (the ADR claims)

in the Preferred Shares [itigation, the consolidated amended complaint
alleged certain false and misleading statements and omissions in public
filmgs and other communications dunng the peniod 1 March 2007 to 19
January 2009, and vanously asserted claims under Sectons 11, 12 and
15 of the US Secuntes Act of 1933, as amended (Secunties Act) The
putalive class 1s composed of all persons who purchased or otherwise
acquired RBSG Senes Q, R, S, T and/or U non-cumulative doltar
preference shares sssued pursuant or traceable to the 8 Aprl 2005 US
Secunfies and Exchange Commission (SEC) registralion statement
Plaintfis sought unguantibied damages on behalt of the putative class
The defendants rmaved to dismiss the complaint and briefing on the
motions was completed in Sgptember 2011 On 4 September 2012, the
Court disrissed the Preferred Shares ltigation with prejudice The
plaintiffs have appealed the dismissal to the United States Gourt of
Appeals for the Second Circuit

With respect to the ADR claims, a comptlaint was filed in January 2011
and a further complaint was filed 1n February 2011 asserting clams under
Sections 10 and 20 of the US Securiies Exchange Act of 1934, as
amended (Exchange Act) on behalf of all persons who purchased or
otherwise acquired the RBS Group’s Amernican Depasitary Recespts
(ADRs) between 1 March 2007 and 19 January 2009 On 18 August
2011, these two ADR cases were consolidated and lead plamtifl and lead
counsel were apponted On 1 November 2011, the lead plamnff filed a
consoidated amended complaint asserting ADR-related claims under
Sections 10 and 20 of the Exchange Act and Sections 11, 12 and 15 of
the Secunties Act The defendants moved to dismiss the complaint in
January 2012 and bnefing on the motions was completed in Aprt 2012
The Court hearg oral argurnent on the motions on 19 July 2012 On 27
September 2012 the Court dismissed the ADR claims with prejudice
The plantiis have filed motions for reconsideration and for leave to re-
plead thenr case

The RBS Group has also received notification of similar prospective
claims in the United Kingdom and elsewhere but no court proceedings
have been commenced in relaton to these clams In October 2011, the
RBS Group submitted a detailed response to a letter befors achon from
one purported plaintff group in the United Kingdom

Other secuntisatron and securities related itigation 1n the Unied States
There continues 1o be a high level of liigation activily in the financial
services industry focused on residential morntgage and crecit cnsis related
matters As a result, the RBS Group has become the subject of claims for
damages and other relief regarding mortgages and related secunties and
expects that it may become the subject of additional such claims in the
future
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RBS Group companies have been named as defendants in therr varous
roles as issuer, depositor and/or underwniter in a number of claims in the
United States that relate to the secuntisation and secunties underwnting
businesses These cases include actions by individual purchasers of
securities and purporied class action sus Together, the pending
tndmdual and class action cases involve the 1ssuance of more than
{15585 billion of morigage-backed secunties (MBS) 1ssued prmanly from
2005 1o 2007 Although the allegations vary by clam, in general, plaintifis
in these actions clamm that certain disclosures made in connechion with
the relevant offenngs contained matenally false or misleading statements
and/or cmissions regarding the underwnting standards pursuant 10 which
the mortgage loans underty:ng the secunties were i1ssued RBS Group
comparues have been named as defendants in more than 45 lawsuits
brought by purchasers of MBS, including the purported class actions
identified below

Among these MBS lawsuits are six cases filed on 2 September 2011 by
the US Federal Housing Finance Agency (FHFA) as conservator for the
Federal Nahonal Mortgage Assocation (Fanme Mae) and the Federal
Home Loan Mortgage Corporalion {Freddie Mac) The pnmary FHFA
lawsuit 1s pending in the federal court in Connecticut, and it relates to
approximately US$32 billon of MBS for which RBS Group entities acted
as sponsor/depositor and/or lead underwnter or co-lead underwriter The
defendants’ motion to dismiss FHFA's amended complamt in this case (s
pending, but the court has permmitted discovery to commence The other
five FHFA lawsuits (against Ally Financial Group Countrywede Financial
Corporation, JP Morgan, Morgan Stanfey, and Nomura) name RBS
Secunties Inc as a defendant by wirtue of the fact that it was an
underwnter of some of the secunties at issue Four of these cases are
part ¢f a coordinated proceeding in federal court in New York i which
discovery 1s underway The fifth case {the Countrywide matter) 1s pending
in federal court 1n Calfornia, and is currently the subject of a motion te
dismrss

Other MBS lawswits against RBS Group companies include two cases
{iled by the National Credit Urion Administration Board {on behal! of US
Central Federal Credit Union and Western Carporate Federal Credit
Urion) and eight cases filed by the Federal Home Loan Banks of Boston,
Chicago, indianapolis, Seattle and San Francisco

The purported MBS class actions n which RBS Group comparnes are
defendants include New Jersey Carpenters Vacation Fund et al v The
Royal Bank of Scotland plc et al , New Jersey Campenters Health Fund v
Novastar Morigage Inc et &l , In re IndyMac Mortgage-Backed Secunties
Litgation Genesee County Employees’ Retirement System et al v
Thormburg Mortgage Secunties Trust 2008-3, et al (the Thornburg
Liigation), and Luther v Countrywde Financial Corp et al and related
cases On 25 February 2013, the federal distnct court overseeing the
Thomburg Lingation entered a hnal order approving a settlement of the
Iitgation involving a US$11 25 million payment by the defendants

Certan other inshiutional investors have threatened to bring claims
against the RBS Group in connection with various morigage-related
offenngs The RBS Group cannol predict whether any of these individua!
mvestors will pursue these threatened clams {or their outcome), but
expects thal several may H such clams are asserted and were
successtiul, the amounts mvolved may be matenal



In many of these actions, the RBS Group has or will have contractual
claims to indemmfication from the ssuers of the secunties {(where an
RBS Group company 1s underwriter) and/or the underlying mortgage
originator (where an RBS Group company 15 issuer} The amount and
extent of any recovery on an mdemnification claim, however, 1s uncertain
and subject to a number of factars, including the ongoing
creditwarthiness of the indemnifying party

With respect to the current claims described ahove, the RBS Group
considers that i has substantial and credible legal and factual defences
to these claims and will continue to defend them vigorously

London Interbank Offered Rate (LIBOR)

Certain members of the RBS Group have been named as defendants in a
number of class actions and individuat claims fifed in the US with respect
to the setting of LIBOR The complaints are substantially similar and
allege that certain members of the RBS Group and other panel banks
individually and collectively wiolated vanious {ederal laws, including the
US commodites and antitrust laws and siate statutory and commen law
by manmpulating LIBOR and prices of LIBOR-based denvatives in vanous
markets through vanous means The RBS Group considers that it has
substantral and credible legal and tactual defences to these and
prospective claims It 1s posstble that further claims may be threatened or
brought in the US or elsewhere relating to the setting of interest rates or
nterest rate-related trading

Details of LIBOR investigations affecting the RBS Group are set out
under ‘Investigations and reviews’ below

Summary of other disputes, legal proceedings and itigation

In addition to the matters descnbed above, members of the RBS Group
are engaged in other disputes and legal proceedings in the United
Kingdom and a number of overseas junsdictions, including the United
States, involving claims by and against them ansing i the ordinary
course of business The RBS Group has reviewed these other actual
threatened and known potential clatms and proceedings and after
consulting with its legal advisers, does not expect that the outcome of any
of these other claims and proceedmgs witl have a material adverse effect
on the Group's consolidated net assets, operating results or cash flows in
any particular period

Investigations and reviews

The Group's businesses and financial condition can be affected by the
fiscal or other polictes and achons of vanous governmental and
regulatory authonties m the tnited Kingdom the Eurgpean Union the
United States and elsewhere Members of the RBS Group have engaged
and will continue to engage, 1n discussions with relevant governmental
and regulatory authonties, ncluding in the United Kingdom and the
United States, on an ongoing and regutar basis regarding operaticnal
systems and control evaluations and 1ssues including those related to
compliance with applicable anti-bnbery, anti-money laundenng and
sanctions regimes It 1s possible that any matters discussed or identified
may result in nvestigatory or other action being taken by governmental
and regulatory authorities, increased costs being incurred by the RBS
Group, remediation of systems and controls, public or pnvate censure,
restnction of the RBS Group's business activities or fines Any of these
events of circumstances could have a matena! adverse effect on the RBS
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Group, 11s business, authonsations and licences, reputation, results of
operations or the price of secunties ssued by o

Political and regulatory scrutiny of the operation of retad banking and
consumer credd industnes in the Urated Kingdom, Urited States and
elsewhere coninues The nature and impact of future changes in pelicies
and regulatory action are not predictable and are beyond the control of
the RBS Group

The RBS Group i1s co-operating fully with the investigations and reviews
desenbed below

LiBOR and other trading rates

On 6 February 2013 the RBS Group announced settlements with the
Financial Services Authority in the United Kingdom, the United States
Commaodity Futures Trading Commisston and the United States
Department of Justice (DOJ} i relation to investgations inio
submissions, communicatons and procedures around the sethng of the
London Interbank Cffered Rate (LIBOR) The RBS Group agreed to pay
penalties of £87 5 millien, US$325 million and US$150 million 1o these
authorties respactively to resolve the investgations As part of the
agreement with the DOJ, RBS plc entered into a Deferred Prosecukon
Agreement in relation to one count of wire fraud relating to Swiss Franc
LIBOR and one count for an antitrust viclation relating to Yen LIBOR
RBS Secunties Japan Limited agreed to enter a plea of guilty to one
count of ware fraud refating to Yen LIBOR The RBS Group continues to
co-operate with investigations by these and varnous other governmental
and regulatory authonties, ncluding in the US and Asia, into its
submissions, communications and procedures relaling o the setting of
LIBCR and other trading rates The RBS Group 1s also under
investigation by competition authonties in a number of junsdictions
including the European Commission and Canadian Competition Bureau
stemming fram the actons of cerlam individuals in the selling of LIBOR
and other trading rates as welt as interest rate-related trading The RBS
Group is also co-operating with these inveshgatons

{ts not possible to estimate rehably what effect the outcome of these
remairing iveshgations any regulatory findings and any related
developments may have on the RBS Group, including the trming and
amount of furthet fines, sanctions or settiements, which may be matena!

Technology incident

On 19 June 20t2 the Group was affected by a technology incident, as a
result of which the processing of certam customer accounts and
payments were subject to considerable delay The cause of the incident
has been investigated by independent external counsef with the
assistance of third party advisors The Group has agreed (o remburse
customers for any loss suffered as a result of the incident The Group
prowvided £120 millton in 2012 for this matier Additienal costs may anse
once all redress and business disruption ilems are clear

The incident, the Group's handling ot the incident and the systems and
controls sumounding the processes affected, are the subject of requlatory
enquiries (both from the UK and treland} and the Group could become a
party to itigaton In partcular, the Group could face legal claims from
those whose accounts were affected and could wself have claims against
third parties
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interest rate hedging products

In June 2012 following an industry wide review, the FSA announced that
the RBS Group and other UK banks had agreed to a redress exercise
and past business review in relation to the sale of interest rate hedging
products to some small and medium stzed businesses who were
classified as retail clients under FSA rules On 31 January 2013, the FSA
1ssued a report outhning the pnnciples to which it wishes the RBS Group
and aother UK banks to adhere in conducting the review and redress
exercise

The RBS Greup will provide far and reasonable redress to non-
sophisticated customers classified as retail chents, who were mis-sold
interest rate hedging products  In relation to non-sophisticated customers
classified as retail clients who were sold interest rate products other than
Interest rate caps on or atter 1 December 2001 up to 28 June 2012, the
RBS Group 1s required to (1) make redress to customers sold structured
collars and (1) wnte to customers sold other interest rate hedging
products offenng a review of their sale and, if it 15 appropnate in the
individual circumstances, the RBS Group will propose fair and reasonable
redress on a case by case basis Furthermore, non-sophisticated
customers classified as retail clients who have purchased interest rate
caps dunng the period on or after 1 December 2001 to 29 June 2012 will
be entitled to approach the RBS Group and request a review

The redress exercise and the past business review 15 being scrutirised
by an independent reviewer, who will review and agree any redress, and
will be overseen by the FSA The Group made a total provision of £425
milhon in 2012 m respect of this matter As the actual amount that the
Group will be required to pay will depend on the facts and circumstances
of each case, there 18 no certamnty as 1o the eventual costs of redress

Retail banking

Since imhating an inguiry into retail banking in the European Union {(EU)
in 2005, the European Commession (EC) continues to keep retail banking
under review In late 2010 the EC launched an imtiative pressing for
greater transparency of bank fees and 1s currently proposing to legislate
for increased harmonisatian of terminology acrass Member States, with
proposals expected In the first quarter of 2013 The RBS Group cannot
predict the outcome of these actions at this stage

FSA mystery shopping review

On 13 February 2013 the FSA announced the results of a mystery
shopping review It undertook into the investment advice offered by banks
and building societies to relail cllents As a result of that review the FSA
announced that firms involved were cooperative and agreed to take
immedciate action The RBS Group was one of the firms involved The
action required includes a review of the training provided to adwisers,
considenng whether changes are necessary 1o advice processes and
controls for new business, and undertaking a past business review to
identify histonie poor advice (and where breaches of regulatory
requirements are idenhfied to put this rght for customers) The RBS
Group will be required to appoint an ndependent third party to erther
carry out ar oversee this work The scope and terms of the past business
review and the appaintment of the independent third party have not yet
been determmned The RBS Group cannot predict the outcome of this
review af this stage
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Mulhiateral interchange fees

In 2007, the EC 1ssued a deaision that, while inlerchange 1s not illegal per
se, MasterCard's muttilateral interchange fee (MIF) arrangements for
cross border payment card transactions with MasterCard and Masestro
branded consumer credit and debit cards in the EEA were in breach of
competition law MasterGard was required to withdraw the relevant cross-
border MIF (1 e set these fees to zero) by 21 June 2008 MasterCard :
appealed against the decision to the General Gourt in March 2008, with

the RBS Group intervening in the appeal proceedings The General Court

heard MasterCard's appeal in July 2011 and issued its judgment in May

2012, upholding the EC's onginal decision MasterCard has appealed

further to the Court of Justice and the RBS Group has intervened i these

appeal proceedings

in March 2008, the EC also opened a formal inguiry into Visa's MIF
arrangements for ¢ross border payment card transactions with Visa
branded debit and consumer credit cards in the EEA In April 2009 the
EC announced that it had 1ssued Visa with a formal Statement of
Objections However, n Apnl 2010 Visa announced 1t had reached an
agreement with the EC as regards immediate cross border debit card MIF
rates only and in December 2010 the commiiments were finalised for a
four year period commencing December 2010 under Article 9 of
Regulation 1/2003 In July 2012 Visa made a request to re-open the
setilemeant in order to modify the fee The EC rejected the request and in
October 2012 Visa filed an appeal to the General Court seeking to have
that decision annulled The EC Is continuing 1is snvestigations into Visa's
cross border MIF arrangements for deferred debit and credit transactions
On 31 July 2012 the EC announced that it had issued Visawitha
supplementary Statement of Objections regarding consumer credit cards
in the EEA

in the UK the Office of Fair Trading (OF T} has camed out investigations
Into Visa and MasterCard domestic credit card interchange rates The
OFT has not made any finding of an infnrngement of compettion law and
has not 1ssued a Statement of Objections to any of the parties under
investigation In February 2013 the OFT confirmed that while reserving ils
nght 1o do so, it does not currently expect to 1ssue Statements of
Obyechions (it at all) pror 10 the handing down of the Court of Jushce
judgment in the matier of MasterCard's appeal against the EC’s 2007
infringement decision

The outcome of these investigations s not known but they may have a
matenal adverse effect on the consumer credit industry in general and,
therefore, on the RBS Group s business in this sector

Payment Protection insurance

The FSA conducted a broad industry thematic review of Payment
Protection [nsurance (PPi) sales practices and in September 2008, the
FSA announced that it ntended to escalate its level of regulatory
intervention Subsiantial numbers of customer complaints alleging the
mis-selling of PP| policies have been made o banks and to the Financiat
Ombudsman Service {(FOS) and many of these are being upheld by the
FOS against the banks



The FSA published a hinal policy statement in August 2010 imposing
significant changes with respect to the handling of complaints about the
mis-selling of PP In Qctober 2010, the Bnt:ish Bankers’ Association
(BBA) filed an application tor judicial review of the FSA’s policy statement
and of refated guidance issued by the FOS in Apni 2011 the High Court
issued judgment in favour of the FSA and the FOS and in May 2011 the
BBA announced that it would not appeal that judgment The RBS Group
then reached agreemen? with the FSA on a process for implementation of
its policy statement and tor the future handiing of PPl complamnts
Implementation of the agreed processes I1s currently under way
Following the agreement with the FSA 1n 2011, the Group increased its
provision by £547 rullion 11 respect of PPl in 2012 a further provision of
£567 milhon was recorded This strengthened the cumulative provision
for PPl to £1 2 billion, from which £726 miilion in redress had been pard
by 31 December 2012

Personal current accounts

In July 2008 the OFT published a market study report into Personal
Current Accounts {(PCAs) raising concerns as regards the way the market
was functioning In October 2009 the OFT summansed insiatives agreed
with industry to address these concerns In December 2009, the OFT
published a further report i which (1 stated that # continued to have
significant concerns about the operation of the PCA markst in the UK, n
particular ;n refaiion to unarranged overdrafts and that it believed that
fundamental changes were required for the market to work in the best
interests of bank customers In March 2010, the OFT announced that it
had secured agreement from the banks on four industry-wide initiatives
designed to address its concerns, namely mimmum standards on the
operation of opt-outs from unarranged overdrafts, new working groups on
informatiton sharing with customers, best practice for PCA customers in
financial difficuities and incurring charges, and PCA providers to publish
theur palicies on dealing with PCA customers in financial dtficulies The
OFT also announced that i would conduct six-menthly reviews and would
also review the market again fully in 2012 and undertake a bnef analysis
on barriers to entry

The first six-monthly review was completed i September 2010 The OFT
noted progress in switching, transparency and unarranged overdrafis for
the penod March to September 2010 and h:ighlighted further changes 1t
wanted to see in the market In March 2011, the OFT published the next
update report in relabion to PCAs This noted further prograss in
nproving consumer contral over the use of unarranged overdrafis In
parhicutar, the Lending Standards Board had led on producing standards
and gudance o be included 1n a revised Lending Code The OFT stated
it would continue to monitor the marke! and would consider the need for,
and appropnate timing of, further update reports in bght of other
developments. i particular the work of the UK Govemnment's
Independent Commission on Banking {ICB})
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Addionally nMay 2010, the OFT announced its review of barmiers to
entry The review concemed retal banking and banking for small and
medium size enterprises (SMEs) {up to £25 millon turnover) and looked
at products which require a banking hicence to sell morigages. loan
products and, where appropriate, other producis such as insurance or
credit cards where cross-selling may facilitate entry or expansion The
OFT published is report in November 2010 It adwised thal it expected its
review 1o be relevant to the ICB, the FSA, HM Treasury and the
Department for Business Innovation and Skills and to the devolved
governments in the UK The OFT did not indicate whether 1t would
undertake any further work The report maintained that barners to entry
remain, In particular regarcing switching, branch networks and brands At
this stage, it s not possible to estmate the effect of the OFT's report and
recommendations regarding barners to entry upon the RBS Group

On 13 July 2012, the OFT launched its planned tull review of the PCA
market The review was intended to consider whether the imihatives
agreed by the OFT with banks to date have been successful and whether
the market should be referred to the Competiton Commission (CG) for a
fuller market investigation

The OFT s PCA report was published on 25 January 2013 The OFT
acknowledged some specific improvements in the market since tts last
review but concluded that further changes are required to lackle ongomg
concerns, including a lack of switching, the ability of consumers to
compare products and the complexity ot overdraft charges However the
OFT recogmises that a number of major developments are expected over
the coming months including divestment of branches and improvements
In account swiiching and assistance 1o customers to compare progucts
and services Theretore the OFT has provisionally decided not o refer
the market 1o the CC at this stage but expects to return to the question of
a referral to the CC in 2015, or before The OFT afso announced that it
will be carrying out behawvicural economic research on the way
consumers make decisions and engage with retail banking service, and
will study the operation of payment systems as well as the SME banking
market

At this stage it s not possible fo estimate the effect of these OFT reviews
which may be matenal

Secunitisalion and collateralised debt obligation business

In the United States the RBS Group Is involved in reviews, investigations
and proceedings {both fermal and informal} by tederal and state
governmenial law enforcement and other agencies and self-regulatory
organisations relating te, among other things, mortgage-backed
secunties, collateralised debt obligations (CDOs), and synthetic products
In connection with these inquines, ABS Group companies have receved
requests for information and subpoenas seeking information about,
among other things, the structurning of CDOs, financing to loan
onginators, purchase of whole loans, sponsorship and underwniting of
secuniisations, due diligence, representations and warranties
commumcations with ratings agencies, disclosure to investors, document
deficiencies, and repurchase requests
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In September and October 2010, the SEC requested voluntary production
of information concerning restdential mortgage-backed secuntes (RMBS)
underwntten by subsidiaries of the RBS Group dunng the penod from
Sepiember 2006 to July 2007 inclusive In November 2010, the SEC
commenced a formal investigation The investigation appears to be
focused on certain specific RMBS secuntisations underwritlen in 2007
and 1s continuing

Also i October 2010, the SEC commenced an inquiry nto document
deficiencies and repurchase requests with respect 1o certain
secuntisations, and in January 2011, this was converted to a formal
tnvestigation Among other maiters, the nvestigation seeks mnformation
related to document deficiencies and remedial measures taken with
respect to such deficiencies The mvestigation also seeks information
related to early payment defaults and loan repurchase requests

In 2007 the New York State Aftorney General 1ssued subpognas to a
wide array of parlicipants in the secuntisation and secunties industry,
focusing on the information underwriters obtained from the independent
firms hured to perform due diligence on mortgages The RBS Group
completed its production of documents requested by the New York State
Attorney General in 2008 principally producing documents related to
toans that were pooled into one secuntisation transaction In May 2011,
at the New York Stale Attorney General's request, representatives of the
RBS Group attended an informal meeting to provide additional
mformation about the RBS Group's mortgage securihsation business The
investigation 1s ongaing and the RES Group continues to provide
requested information

US mortgages - loan repurchase matters

The RBS Group’s Markets & International Banking N A or M&IB N A
business (formerly Global Banking & Markets N A ) has been a purchaser
of non-ageney US residential mortgages in the secondary market, and an
issuer and underwriter of non-agency residential mortgage-backed
securittes (RMBS) M&IB N A did not onginate or service any US
residential mortgages and it was not a significant seffer of mortgage loans
to government sponsored enterprises (GSEs) (e g the Federal National
Mortgage Association and the Federal Home Loan Morlgage
Association)

Inssuing RMBS, M&IB N A generally assigned certain representalions
and warrantigs regarding the charactenistcs of the undertying loans made
by the originater of the residenbal mortgages, however, in some
crrcumstances M&IB N A made such representations and warranties
iisedf Where M&IB N A has given those or other representations and
warranties (whether relating to underlying foans or otherwise} M&IB N A
may be contractually required to repurchase such ioans or indemnity
certain parhes against fosses for certan breaches of such
representations and warranties In certain Instances where it Is required
to repurchase loans or refated securities, M&IB N A may be able to
assert claims against third parties who provided representations or
warranties to M&IB N A when selling loans to i, although the abdity to
recover agamst such parties 1s uncertain Between the start of 2009 and
the end of December 2012 M&IB N A receved approxmately US$606
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mitlion in repurchase demands in respect of loans made pnmanly from
2005 to 2008 and refated secunties sold where obligations in respect of
contractual representalions or warranties were undertaken by M&IB N A
However, repurchase demands presented 1o M&IB N A are subject to
challenge and rebuttal by M&IB N A

The volume of repurchase demands 15 increasing and 1s expected o
continue fo increase and the RBS Group cannot currently estimate what
the ulimate exposure of M&IB M A may be Furthermore, the RBS Group
is unable to estimate the extent to which the matters described above will
impact it, and future developmenis may have an adverse impact on the
Group’s net assets, operating results or cash flows in any particular
period

OCther inveshigations

On 27 July 2011, the RBS Group agreed with the Board of Governors of
the Federal Reserve System, the New York Slate Banking Department,
the Connectiout Department of Banking, and the Itinois Department of
Financial and Professional Regutation to enter mio 4 ¢onsent Cease and
Desist Order (the Order) to address deficiencies related to governance,
risk management and compliance systems and controls in RBS plc and
RBS NV branches In the Order, the RBS Group agreed to create the
{oliowing written plans or programmes

e aplan to strengthen board and serior management oversight of the
corporate governance, management, nsk management, and
operations of the RBS Group's U 8 operatons on an enterpnse-
wide and business line basis,

e an enterpnse-wide nsk management programme for the RBS
Group's U S operations,

« aplan to oversee compliance by the RBS Groups U S operations
with ali applcable U S laws rules, regulabons and supervisory
guidance,

e a Bank Secrecy Act/anh-money faundenng compliance programme
for the RBS ple and RBS NV branches nthe US {the U3
Branches) on a consolidated basis,

e aplan toimprove the U S Branches' compliance wath all applicable
provisions of the Bank Secrecy Act and its rules and regulations as
well as the requirements of Regulation K of the Federal Reserve,

e acustomer due diligence programme designed to reasonably
ensure the identficalion and tmely accurate, and complete
reporting by the U S Branches of all known or suspected violations
of law or suspictous transactens to law enforcement and
supervisory authonties, as required by applicable suspicious actvity
reporting laws and reguiations and

s a plan designed to enhance the U S Branches’ compliance with
OFAC requirements



The Order (which 1s publicly avaiable) idenhfied specihc tems to be
addressed, considered, and included n each proposed plan or
programme The RBS Group also agreed m the Order to adopt and
implement the ptans and programmes after approval by the regulatass, to
fully comply with the plans and programmes thereafter, and to submit to
the regulators penodic wniten progress reports regarding comphance with
the Order The RBS Group has created, submitied, and adopted plans
andfor programmes to address each of the areas identified above In
cannection with the RBS Group’s efforts to implement these plans and
programmes, it has, among other things, made mvestments in
technology, hired and trained addittonal personnet, and revised
comphance, nsk management, and other policies and procedures for the
RBS Group's U S operabons The RBS Group continues to lest the
effectiveness of the remediatron efforts undertaken by the RBS Group to
ensure they are sustamable and meet regulators’ expectations
Furthermore, the RBS Group continues 1o work closely with the
regulators i its efforts to fulhil its obligatons under the Order, which will
remain i effect until terminated by the regulators

The RBS Group's operations include businesses outside the United
States that are responsible for processing US doltar payments The RBS
Group has been conducting a review of Its policies, procedures and
practices In respect of such payments, has voluntarily made disclosures
to US and UK authorihes with respect 1o its histonical compliance with US
economic sanctions regulations, and 1s continuing to co-gperate with
related investigations by government authoriies The RBS Group has
aiso, over tme, enhanced its relevant systems and confrols Further the
REBS Group has initiated disciplinary proceedings ageaenst a number of its
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employees as a result of its iInvestigation into employee conduct relating
to this matter Although the RBS Group cannot currently determine the
oulcome of i1s discussions with the relevant authanties, the investigation
costs, remediation required or labilty imcurred could have a matenal
adverse eflect on the Group's net assets, operating results or cash flows
in any particular penod

The RBS Group may become subject to formal and infarmal supervisory
actions and may be required by s US banking supervisors to take further
actions and impiement additional remedial measures with respect to
these and addtional matters The RBS Group’s activities in the United
States may be subject to s:gnificant imitations and/or conditions

In March 2008, the RBS Group was advised by the SEC that it had
commenced a non-public, formal investigation relating to the RBS
Group's United States sub-prime securities exposures and United States
residential mortgage exposures in September 2012 SEC siaff
communicated that it had completed this investigation as 1o RBS and that
it did not, as of the date of that communication and based upon the
information then in its possess:on, intend to recommend any enforcement
action In December 2010, the SEC contacted the RBS Group and
indicated that it would also exarmine valuations of varous RBS NV
structured products, including CDOs 1n March 2012, the SEC
communicated 1o the RBS Group that it had completed this investigahion
and that it did not, as of the date of that communication and based upon
the mformation then in its possession, intend to recommend any
enforcement aclion
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30 Net cash inflow from operating activities

Group Bank
2012 2011 2010 2012 2011 2010
£m em £€m £m £m £m
Operating loss before tax (3.322) (4,427} (2,381) (6,848) {4,096} (3,864)
Decrease/{increase) in prepayments and accrued mcome 37 49 (51) 2 (] 4]
Interest on subordinated labilities 294 233 224 268 221 209
Decrease in accruals and deferred income {249) {267} (35} {116) (79) 2
Provisions for impairment losses 3183 4,792 5,144 812 1,041 1,293
Loans and advances wrtten-off net of recovenes (921) {1,285) (1,638) (704) {1,052) (982)
Unwind of discount on impairment losses {328) (320 {311) {78) 67) (68)
Loss/{prohit) on sale of property, plant and equipment 3 @) {4) 3 (1) (3)
Loss/{profit) on sale of subsidianes and associates 2 (45) (938} — (29) (701)
(Profit)/loss on sale of secunities @) (3) 19 —_ - —
Charge for defined benefit pension schemes 193 139 270 142 99 213
Cash contribution to defined benefit pension schemes (551) (550) (174) (452) (452) 7
Cther provisions charged net of releases 1172 583 58 1,005 560 16
Other provisiens ublised {739) (1986) (49) (622) (187) (@
Depreciation and amortisation 213 218 232 132 132 140
Write-down of goodwill 117 _ —_ - —_ -
Gain on redemption of own debt - (251) {145) — — {145)
Write down of investment in subsidianes — — —_ 5 061 2,337 3,326
Elmination of foreign exchange difterences 1,468 (41) (1.175) 1N 95 (27
Other non-cash items 205 331 149 183 ™ (a7
Net cash inflow/(outflow) from trading activihes 675 {1,042) {205) (1,079) {1,293) {192}
Decrease in loans and advances 1o banks and customers 13,571 10671 7.235 15,810 13,586 14,919
Decrease/(increase) in securies 5,401 (2,096) {5,391) 761 (484) (1,545)
Decrease/(increase) in other assets 648 (133) {116} 697 317 {129)
Decrease/(increase) in denvative assels 411 (1,754} 1,010 {100} (1,585} 856
Changes in operating assels 20,031 6,688 2,738 17.168 11,834 13,801
(Decrease)increase in deposits by banks and customers {6,298} 2,049 20,435 2,388 2,434 4,797
Decrease In debt securnties in 1ssue (273) (3,772) (3,208) —_ — —
(Decrease)increase in other labilities (2 067) {922} 244 (1,587} {624) 278
{Increase)/decrease in denvative habilthes (537} 2,566 (759} 157 2,522 (747)
(Increasc)/decrease in seltlement balances and ghart posihons (1,692) 800 749 22 (71) 4
Changes in operating habtbhes (10,867) N 17,461 980 4,281 4,332
Total rncome taxes recewved 627 453 406 596 527 300
Net cash inflow from operating activibies 10,466 6,820 20,400 17,665 15,329 18,341
31 Analysis of the net investment 1n business interests and intangible assets
Group _ Bank
Acquisitions and disposals 203,12, 20;‘,:, 20:‘,: N,-ﬁ 2051,,11 ”Qn‘:
Value recognised for business transferred from feflow subsidiary {59.349) — (26) (59,349} - —
Addional investments in Group undertakings — — — (2,938) {4,660} (4,152)
Net outflow of cash in respect of purchases {59,349) - (26) (62,287) (4,660)  (4.152)
Other assets sold 2 2 248 — — 173
Repayment of investments — —_ — —_— 850 1,378
Non-cash consideratian — — (899) —_ —_ (899)
(Loss)/proft on disposal {2} 45 938 — 29 701
Net inflow of cash in respect of disposals — 47 287 — 879 1353
Dividends recerved from joint ventures 10 1 1 — - -
Net cash expenditure on intangible assets (26} {146) _[58) - (92) (53)
Net {outflow}/inflow {59,365) {98) 204 (62,287) (3,873) {2,852)
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32 Interest recelved and paid

Group Bank
2012 2011 2616 2012 2011 2610
£m £m £m £m £m £rm
Interest receved 6,364 6,264 6,030 4191 3744 3,784
Interest paid {3,268} {3.065) (2,836) (2,415) {1,844) {1,984)
3 096 3.199 3,194 1776 1,900 1,800
33 Analysis of changes in financing during the year
Group Bank
Share capial Subordinated Share capitat Subordinated
and share premium liabiitios and shara premium tabrihes
2012 2014 2010 2012 2011 2010 2012 2011 2610 2012 2011 2010
£m £m £m £m £m £m £m £m £m £m £m £m
At 1 January 3,903 3903 3,504 8,002 7,583 8,999 3,903 3,903 3,804 6,164 5910 7105
Redemption of preference
shares — — m — — —_ — — (1) — — —_
Issue of subordinated
labiities — — -— — 894 193 — _ — —_ 700 —_
Repayment of
subordinated habiliies — —_ — {295} {431)  (1,405) — - o — {431) (1,015}
Net cash (outflow)/inflow
from financing — — (1) {295) 463  (1,212) — —_ {1) — 269 (1,015)
Currency transiation and
other adjustments e — — (80) (44) (204) — — — {41) (15} (180)
At 31 December 3,903 3,903 3,903 7,627 8002 7,583 3,903 3,803 3,803 6,123 6,164 5,910
34 Analysis of cash and cash equivalents
Group Bank
2012 2001 2010 2012 2611 2010
am £ £m £m £m £m
At 1 January
- cash 102,088 95,871 84,148 80,412 70,692 55,267
- cash equivalents 43 662 37 746 25372 19,841 13,131 10,934
145,751 133,617 109,520 100,353 83,823 66,201
Net cash (outtlow)/inflow {41 869) 12,134 24,097 {36 553} 16,530 17,622
At 31 December 103,882 145,751 133,617 63,800 100,353 83,823
Compnsing
Cash and balances at central banks 2,298 1918 1746 921 917 806
Treasury bills and debt secunties — 50 218 - o —
Loans and advances to banks 101,584 143,783 131,653 62,879 99,436 83 017
Cash and cash equivalenis 103,882 145,751 133,617 63,800 100 353 83 823

The Bank and certain subsidiary undertakings are required to mantan balances with Central banks which, at 31 December 2012, amounted to £73
muilion {2011 - £71 million, 2010 - £78 million})
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35 Segmental analysis

{a) Divisions

The directors manage the Group primanly by class of business and
present the segmental analysis on that basis This includes the review of
nel interest income for each class of business - interest recesvable and
payable for all reportable segments is therefore presented net Segments
charge market pnces for services rendered to other paris of the Group
The segment measure Is operating prafit/{loss)

In January 2012, the RBS Group announced the reorganisation of its
wholesale businesses into ‘Markets' and 'international Banking’
Divisional results and the number of persons employed i the divisions
(Note 3) have been presenied based on the new organisational struciure
Cornparatives have been restated accordingly

The Group's reportable segmenis are on a divistonal basis as follows

UK Retail offers a comprehensive range of banking products and related
financial senaces to the personal market It serves customers through a
number of channels including, the NatwWest network of branches and
ATMs in the United Kingdem, telepheny, online and mobile

UK Corporate 1s a leading provider of banking, finance, and nisk
management services to the corporate and SME secter in the United
Kingdom R offers a full range of banking products and related financial
services through a nationwide network of relationship managers, and also
through telephone and internet channels

Wealth prowides private banking and investment services in the UK

through Coutts & Co, offshore banking through NatWest Oftshore and
international private banking through Coutts & Co Ltd
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international Banking serves the world's largest companies with a leading
client propasition focussed on financing transaction services and risk
management International Banking serves as the delivery channsl for
Markets products to comporate clients and serves international
subsidianes of both International Banking and clients from UK Corporate
and Ulster Bank through its international network

Ulster Bank is a teading retall and commercial bank in Northern tretand
and the Republic of treland It provides a comprehensive range of
financial services through both its Retail Banking division, which provides
loan and deposit products through a network of branches and direct
channels, and s Corporate Bankmg division, which provides services 1o
businesses and corporate customers

Markets business 1s predominantly through RBS Securittes Inc (RBSSI)
in the US RBSSI Is prncipally engaged in the purchase, sale and
financing of US Treasury, US Agency, asset-backed, corporate debt, and
equity securibes and the execution and clearance of exchange traded
futures and options on fulures contracts RBSSI also trades over-the-
counter opltons on US Treasury secunties RBSSI transacts primanly
with insttutional counterparties and government sponsored entities

Central Functions compnses Group and corporate funchions, such as
treasury, finance, nsk management, legal, communications and human
resources The Centre manages the Group s capital resources and
Group-wide regulatory projects and provides services 1o the operating
divisions

Non-Core manages separately assets that the Group intends to run off or
dispose of The division contans a range of busmesses and asset
portfohios primarly from the legacy GBM busimesses, higher nisk profile
asset porifolios iIncluding excess risk concentratons, and other llliquid
porticlios It also includes a number of other portfolios and businesses
including regional markets businesses that the Group has concluded are
no longer sirategic
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Group
Net Depreoiation Impatrment

{nterest Noen-interest Total Operating and ({losses)y Operatng

income NCome NCome expenses amartisation recovenes profi/iioss)
2012 £m £m £m £m £m £m
UK Retail 1,404 621 2,025 (1,663) - {232) 30
UK Corporate 1,278 740 2,018 {920) — (409) 689
Waealth 513 401 914 {752) (18) (23} 121
Intemational Banking H 104 195 (169) —_ 7 33
Ulster Bank 634 196 B30 (475) — (1 364) (1,009)
Markets (336) 1218 882 {926) (17} 2 {63)
Central items (919} 522 (397) {174) (178) 1 {748)
Core 2,665 3,802 6,467 (5,079) 213) {2,122) {947)
Non-Core 208 {249) (41) (103} — {1,061) {1 205)
Managed basis 2,873 3,553 6,426 {5,182} (213) {3,183) {2,152)
Reconcibing Hems
Payment Protecttion Insurance costs — — —_ (567} — —_ (567)
Interest Rate Hedging Products redress and related costs — — — (425) _ -— (425)
Integratrion and restructurning costs — — -_— (61) —_ — (61)
Write-down of goodwill — — — (117) — — (117)
Statutory basis 2 873 3,553 6 426 {6,352) (213) (3,183) (3,322)
2011
UK Retail 1451 850 2,301 (1,189) — 417) 695
UK Corporate 1,342 764 2,106 (743) — (411) 952
Wealth 417 413 830 {666) (10) {11} 143
Internattonal Banking 97 87 184 (274) — 10 (80)
Ulster Bank 713 215 928 {506) (1) {1 384) {963)
Markets (222) 752 530 (674) {23} — (167)
Central items (1.120) {102) {1,222) (800) {184) — (2,208)
Core 2,678 2,979 5657 {4,852) (218) (2213) (1,626)
Non-Core 329 {191) 138 (88) — {2,579) {2,529)
Managed basis 3,007 2,788 5795 (4,940) (218) {4,792) {4,155)
Reconciling tems
Payment Protection Insurance costs — — — (547) —_ — (547)
ttegration and restructunng costs — — — (29) — — (29}
Gain on redemphon of own debt —_— 251 251 —_ — — 251
Strategic disposals - 45 45 — — — 45
Bonus tax — — — 8 — — 8
Statutory basis 3,007 3084 6 091 {5,508) {218) (4,792) {4,427}
2010
UK Retail 1447 844 2,291 {1,209) —_ {848) 434
UK Corporate 1,285 776 2,061 {695) — {436) 930
Wealth 333 431 764 (564) {10) {6} 184
intemational Banking 90 408 498 (328) — 1 173
Ulster Bank 860 219 1,079 (547) 2) (1.161) (631)
Markets (45) 1,240 1,195 {623) (23) — 549
Central items {1 138) 157 (981) {1,008) {195} (2} {2,186)
Core 2,832 4,075 6,907 (4,972) {230) (2 252) (547)
Non-Core 329 (252) 77 {51) — (2 892} (2.866)
Managed basis 3,161 3,823 6 984 (5,023) (230) (5,144} (3,413)
Reconciing items
Amortisation of purchased itangible assets — — —_ — {2) — @)
Integration and restructuning costs e - —_ (45) — — (45)
Gain on redemption of own debt - 145 145 _ — — 145
Strategic disposals —_ 937 937 — — _— 937
Bonus tax — — — 3) — — (3)
Statutory basis 3,161 4905 8 066 {5,071) (232) (5144) (2,381)
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Notes on the accounts continued

35 Segmental analysis contnued

2012 2011 2010
Inter Inter inter
Extetnat segrent Total External segment Totl External segment Tetal
Total revenue £m £m £m £m £m £m £ £m £m
UK Retail 2,336 10 2,346 2,200 g 2,209 2,150 10 2,160
UK Corporate 1,871 g 1,980 2,037 g 2,046 2,002 2 2,004
Wealth 1,325 65 1,390 1221 25 1,246 1,120 28 1,148
International Banking 175 14 189 156 15 171 1,355 10 1365
Uister Bank 1,174 3 1177 1,387 9 1,406 1,494 N 1,525
Markets 1,759 197 1,956 1275 187 1,462 1,725 208 1,933
Central items 1,235 117 1,352 468 119 587 720 105 825
Core 9,975 415 10,380 8,754 373 9,127 10,566 394 10,960
Non-Core 322 1 323 560 16 576 575 {38} 537
10,297 416 10,713 9,314 389 9,703 11,141 356 11,497
Eliminations — {416) {416} e (3839) (3839} — (356) (356)
Managed basis 10,297 —— 10,297 2314 -— 9,314 11,141 —_ 11,141
Reconciling tems
Gain on redemption of own debt — — — 251 — 251 145 — 145
Strategic disposals — — - 45 — 45 937 o 937
Statutory basis 10,297 — 10,297 9,610 — 9,610 12,223 — j2 223
Total income
UK Retail 2,018 7 2,025 2,292 g 2,301 2,281 10 2,29
UK Corporate 2,131 (113} 2,018 2,212 {1086} 2,108 2,148 {87} 2,061
Wealth 923 {9} 914 840 (10} 830 773 (9) 764
Intemational Banking 228 (33) 195 201 (17) 184 5i8 (20) 498
Ulster Bank 761 69 830 890 as 928 962 117 1,079
Marksats 807 75 882 467 63 530 1,141 54 1,195
GCentral itemns (503) 106 {397) {1,311) 89 {1,222} {1,076} 95 {981)
Core 6,365 102 6,467 5,501 66 5,657 6,747 160 6,907
Non-Core 81 (102) (41) 204 (66) 138 237 (160} 77
6,426 o 6,426 5,795 —_ 5,795 6,984 s 6,984
Reconciing items
Gain on redemptian of own dabt — — — 251 — 251 145 — 145
Strategic disposals — — — 45 — 45 937 — 937
6,426 — 6,426 6.091 e 6,091 8 066 — 8,066
Group
2012 3011 2610
Cost to asquire Cost ic acquire Cosl to acguire
fixed assets fixed assels fixed assets
and intangible and IMangle and intanggble
Assets Lizpithes assets Assets Liabekhes assets Assets Liabidlties assets
£m £rm £m £m £ £m £m £m £m
UK Retal 73,885 86 889 —_ 18,847 80,752 — 19,892 74,349 —
LUK Corporate 41,299 69,578 — 43,761 67,491 — 45,339 65,426 —
Wealth 35,734 33,674 39 35,707 33,422 59 34,274 32,289 55
international Banking 6212 8571 - 5,592 7,610 — 7,123 7,062 1
Ulster Bank 38,633 35,980 4 40,606 40,822 45 43,386 47,096 101
Markets 148,791 88,157 17 189,205 94,816 13 175,352 98,515 42
Central 1tems 22017 29,930 59 13,321 19,976 1688 14,938 20,338 158
Care 366,571 354,779 119 347,039 344,889 3H 340,304 345075 358
Naon-Core 13,393 3,228 111 20,513 5,266 126 26,228 5,088 —
379,964 358,007 230 367,552 350,145 437 366,532 350,163 358
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Segmental analysis of gosdwill 1s as follows

Internatongi
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Wealth Banlang Markets Total
£m £m £m £m
At 1 January 2010 170 78 115 363
Currency translation and other adjustments 25 — [:] H
Disposals — (78) - {78)
Al 1 January 2031 195 — i21 316
Currency translation and other adjustments (1) — - )
At 1.January 2012 194 — 121 315
Currency transiation and other adjustments (2} — {4} (6)
Disposals (9} _ _ (9
Whnte-down of goodwill — o {17 (117
At 31 December 2012 183 — — 183
(b) Geographical segments
The geographical analyses in the tables befow have been compiled on the basis of location of office where the transactions are recorded
Group
Hest of

UK UsA Europe tha World Total
2012 £m £m £m £ im
Total revenue 7.181 1,495 1,627 94 10,297
Net interest income 2,149 {14} 717 21 2,873
Net fees and commissions 1,688 314 178 35 2,215
Income from trading activities 9 996 141 4 1,150
Other operaling Income 112 77 {1) — 188
Total income 3958 1373 1,035 60 6,426
Operating (foss)/profit before tax (2,557) 855 (1,605) {15) (3322)
Total assets 248,717 87,455 40 550 3242 379 964
Total liabilties 243,020 82,281 29,459 3,247 358,007
Net assets attnbutable to equity shareholders and non-controling interests 5,697 5,174 11,091 (5) 21,957
Contngent kabihties and commitments 47 564 35 3,132 102 50,833
Cost to acquire property, plant and equipment and intangible assets 82 17 130 1 230
2011
Total revenue 6444 1,083 1,981 102 9,610
Net interest income 2165 19 840 21 3,007
Nel fees and commissions ' 1898 344 172 33 2,447
{Loss)income from trading actvities (397) 583 48 10 244
Other operating income 29 50 314 — 393
Total income 3,695 958 1374 64 6,091
Operating (loss)/profit before tax (2,497) 425 {2,347) (8} {4,427}
Total assets 224,300 83,407 45,821 4,024 367 552
Total iabiliies 222686 88,406 35,029 4,024 350,145
Net assets attributable to equity shareholders and non-controlling interests 1614 5,001 10,792 — 17,407
Contingent habilities and commitments 45,655 49 3519 137 49,360
Cost to acquire property, plant and equipment and intangble assels 185 55 197 — 437
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Notes on the accounts continued

35 Segmental analysis continyed

Group
Rest ot

UK usa Europa the World Total
2010 £m £m £m €m £m
Total revenue B.672 1,441 2,009 101 12,223
Net interest income 2,293 (24) 874 18 3,161
Net tees and commissions 2,109 368 227 32 2736
(Loss)/income from trading activities {115) 908 24 7 825
Other operating income 1014 47 280 3 1,344
Total income 5,301 1,300 1,405 60 8,066
QOperahing {loss)/proil before tax {610} B8i5 (2,580) (6} {2,381)
Total assets 218 517 92,998 50,981 4,036 366,532
Total habihtes 215,667 88,294 42175 4,027 350,163
Net assets altributable to equity sharehalders and non-controlling interests 2,850 4,704 8.806 9 16,369
Contingent habilities and commitments 52,113 i1 4,687 1,046 57947
Cost to acquire property, plant and equipment and intangible assets 138 48 171 1 358

36 Directors’ and key management remuneration

The directors of the Bank are also directors of the uttimate holding company and are remunerated for ther services to the RBS Group as a whole The
remuneration of the directors 1s disclosed in the Report and Accounts of the RBS Group Pensions paid to former directors of the Bank and their

dependants amounted to £157,500 {2011 - £188,000)

Compensation of key management

The aggregate rermuneration of directors and other members of key management during the year, bome by the RBS Group, was as {ollows

2012 20m

£000 £000

Short-term benefits 32,512 36,371
Post-employment benefits 699 3,547

Share-hased payments

24,533 21,062

37 Transactions with directors and key management

{a) At 31 December 2012, the amounts outstanding 1n relation to
transactions, arrangements and agreements entered info by authonsed
institutions i the Group, as defined in UK legislation, were £33,273 1n
respect of loans to five persans who were directors of the Bank at any
time dunng the inancial penod

57,744 60,980

(b) For the purposes of IAS 24 ‘Related Party Disclosures’, key
management comprnise directors of the Bank and members of the RBS
Group Management Commiltee The captions i the primary hnancial
statements include the following amounts atinbutable In aggregate, to
key management

2012 2041
Loans and advances o customers 7,805 11,356

Customer accounts

30,513 28,864

Key management have banking relatonships with Group entities which are entered into in the normal course of business and on substantally the same
terms, including interest rates and secunty, as for comparable transactions with other persons of a simiar standing or, where applicable, with other
employees These transachans did not involve more than the nomal nsk of repayment or present other unfavourable fealures

Key management had no reportable transactions or balances with the ulhmate holding company
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38 Related parties

UK Government

On 1 December 2008, the UK Government through HM Treasury became
the utimate controlling party of The Royal Bank of Scotland Group ple
The UK Government's shareholding 1s managed by UK Financial
investments Limited, a company whally owned by the UK Goverament
As aresult, the UK Government and UK Government controlled bodies
became related parties of the Group

The Group enters into transactions with many of these bodies on an
arm’s length basis Such transactions include the payment of taxes
principally UK corporation tax (page 165} and value added tax, national
nsurance contnibutions, local authonty rates, and regulatory fees and
lewies, together with banking transactions such as loans and deposits
undertaken in the normal course of banker-custorner relationships

Bank of England faciities

Members of the Group that are UK authonsed nstitutions are required to
maintain non-interest beanng (cash ratio} deposts with the Bank of
England amounting to 0 11% of their ehgible llabiliies They also have
access o Bank of England reserve accounts sterting current accounts
that earn interest at the Bank of England Rate

National L oan Guarantee Scheme

The Group partcipated i the National Loan Guaraniee Scheme (NLGS)
providing loans and facilities to eligible customers at a discount of one
percent It did not issue any guaranteed debt under the scheme and
consequently, it was not committed to providing a particular volume of
reduced rate faciliies Lending under the scheme, amounting to

£337 mithon a1 31 Dacamber 2012, 1s being accounted for in accordance
with the Group's accounting policy for loans and recetvables

NATWEST 2012

QOther related parties

{a) Intheir roles as providers of finance, Group companies provide
development and other types of capital support {0 busmesses These
Invesiments are made :n the normal course of business and on arm's
fength terms In some mstances, the investment may extend to
ownership or control over 20% or more of the voling nights of the
nvestee company However, these investments are not considered
lo give nise lo transachions of a matenahty requinng disclosure under
1AS 24

b

The Group recharges The Royal Bank of Scotland Group Pension
Fund with the cost of admirustration services incurred by it The
amounts involved are not matenal to the Group

(c

In accordance with 1AS 24, transactions or balances between Group
entities that have been eliminated on consolidation are not reported

{(d) The captions tn the pnmary financial statements of the Bank include
amounis attnbutable to subsidianes These amounts have been
disclosed in aggregate in the relevant notes to the financial
statements

2012 2011 2070
£m £m £m
Income
fnterest recevable 1803 1,520 1,415
Interest payable 1264 1,177 1,132
Fees and commissions receivable 212 239 235
Fees and commissions payable 65 58 68
Expenses
Other adminisirative expenses 2,378 1,721 1,717

39 Ulimate holding company

The Group's ulimate holding company is The Roya! Bank of Scofland
Group plc and its ymmediate parent company 1s The Royal Bank of
Scolland pic Both companies are mcorporated in Great Bntain and
reqgistered in Scotland  As at 31 December 2012, The Royal Bank of
Scotland Group ple heads the largest group in which the Group is
consolidated and The Royal Bank of Scotland plc heads the smallest
group in which the Group 1s consolidated Copies of the consohdated
accounts of both companies may be obtained irom The Secretary, The
Royal Bank of Scotland Group plc, Gogarburn, PO Box 1000, Edinburgh
EH12 {HQ

Following placing and open offers by The Royal Bank of Scotland Group
ple 1n December 2008 and Apnil 2009, the UK Government, through HM
Treasury, currently holds 85 3% of the issued ordinary share capital ot
the ultimate holding company and 15 therefore the Group s sitimate
controtling party

40 Post balance sheet events

There have been no significant events between the year end and the
date of approval of these accounis which would require a change to or
disclosure in the accounts



Additional information

Financial summary

The Group s financral statements are prepared in accordance with IFRS Selected data under IFRS for each of the five years ended 31 December 2012

are presented below

2012 2011 2010 2000 2008
Summary consolidated income statement m £m £m £m £m
Net interest incormne 2,873 3,007 3,161 3,197 5,397
Non-interest income {1, 2 3,553 3084 4,905 6,077 2,307
Total income 6,426 6,091 8,066 9,274 7,704
Operating expenses (3 4 5 6 {6,565) {5 726) {5.303} (4 008) (5,202}
({Loss)/profit before impairment losses (139} 365 2,763 5,268 2502
Impaimment losses {3,183} (4 792) (5.144) {4 139) {1,362)
Operating (loss)/profit before tax {3,322) (4,427) (2,381} 1,120 1,140
Tax credit/{charge) 46 583 117 5 (599)
{Loss).profit for the year (3,276} (3,844) (2,264) 1,134 541
{Loss)/profit attnbutable to
Non-controiling interests — 8 (8) - 93
Qrdinary shareholders (3.276) (3.852) (2,258) 1,134 448
Notes
{1} Includes profit on strategic disposals of nil (2011 £45 miiion, 2010 £937 million)
{2) Includes gain on redemption of own debt af il (2011 £251 million 2010 £145 million 2008 £383 rmilion)
{3) Includes Paymeni Protection insurance costs of £567 meilon {2011 €547 million) and Interest Rate Hedging Products redress and related costs of £425 miliion
{4} Includes Integration and restructuring costs of £61 milbon {2011 €29 mibon, 2010 £45 miglon 2009 £150 milion 2008 €42 mulbon)
{5) Includes write-cown of goodwill and other Intangible assets of £117 million (2011 2010 and 2009 nil 2009 £716 million)
{6) Includes ga ns on penslons curta:dment of £544 milkon in 2009
2012 2011 2010 2009 2008
Summary consolidated balance sheet £m £m £r Em £m
Loans and advances 329,532 309 090 311,062 297,633 264,501
Debt secunties and equity shares 35,813 41,933 40 388 35,755 37,122
Denvatives and setlement balances 7,148 7.665 7.221 9,043 13.012
Other assets 7.471 8,864 7,851 8,297 6,584
Totaf assets 379,964 367,562 366,532 350,728 321,219
Owners’ equity 20,700 16,135 15,054 14,199 12,135
Nan-controlling interests 1257 1,272 1,315 1,282 1,323
Subordinated iabities 7,627 8,002 7 583 8999 10 099
Deposits 322,171 309,439 308,784 288,896 254,017
Denvatives, settierment balances and short posiions 20,150 22,485 20,441 21,258 21,157
Other liabilities 8 059 10,219 13,355 16,094 22,488
Total habilies and equity 379 964 367 552 366,532 350,728 321,219
Other financial data 2012 2011 2010 2009 2008
Relurn on average tolal assets (1) {0 85%) (0 98%)}) {0 59%)} 033% 014%
Return on average ordinary sharcholders' equity (2 {19 6%) (24 9%) {15 0%) 8 0% 39%
Average owners’ equity as a percentage of average total assets 4 3% 39% 39% 3 6% 35%
Risk asset ratio - Tier 1 14 9% 11 3% 107% 101% 101%
Risk asset ratio - Total 18 2% 14 2% 13 2% 13 4% 14 5%
Ratio of eamings to combined fixed charges and preference share dividends (3)
- ncluding interest on deposis 004 (0 3B) 019 134 116
- excluding interest on deposits {9 09) (15 40) (8 05) 325 309
Ratio of eamings to fixed charges only (3
- including interest on deposits 004 {0 38) 019 134 116
- excluding interest on depasits (9 09) (15 40) {8 05) 325 309
Notes

{1} Rotum on average folal asse’s “epresants profit atributable to ordinary shareholders as a percantage of average iotal assets

12} Retum on averpge ordinary sharehoidars equity represents orofit atributabla to ordinary shareholders expressed as a percentage of average orditary sharebalders equity
{3} For this purpose earnings consist of ingome before tax and mincrity interests plus fixed chasges jess (he unsemitied income of associated undertakings (share of profits less dhadends secesved)
Fixed charges consist of taial nterest expense inciuding or excluding interest on deposits and debi secuintas in 1ssue, a3 appropriate, and the proportion of rental expense deemed represemative of

the interest lactor (one third of total rental expenses)
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Analysis of loans to customers by geographical area and type of customer
The foliowing table analyses loans and advances to customers before provisions by remaining matunty geographical area and type of customer

Withen bulA\r!;?Yr\iz'\ After Total
1 year 5 years 5 yoars 2012 2011 2010 2009 2008
£m £m £m £m £m £m £m £m

UK
Central and local government 508 1 702 1,211 1,889 1,888 1,855 2,285
Manufacturing 1,756 811 1,548 4,115 3,954 5,083 5,528 6,174
Construction 1,555 501 965 3,021 3,859 4,601 5,062 6,451
Finance 3,083 920 633 4,638 7,706 4,218 9,306 42,675
Service industries and business activities 5,500 5,111 11,040 21,651 22,961 25,613 26,583 27,395
Agnculiure, forestry and fishing 650 370 1,043 2 063 2112 2,149 2173 2,225
Property 8 081 5,782 7,187 21 060 24 677 26,398 27 942 27 639
Residential mortgages 2,367 4,687 61.802 68,856 7,282 6 601 5,204 4,003
Personal lending B, 744 3 580 1.306 13,630 14,545 15 549 16,217 17,386
Finance teases and instalment credit 34 44 45 123 80 100 255 273
Accrued interest 150 12 60 222 207 5,702 6122 330
Total UK offices 32,428 21,819 86,341 140,588 89,282 97,800 106,347 136,836
Qverseas
us 25,251 - 658 25,909 20,830 19,124 11,021 7,019
Rest of the World 17,055 5503 19.838 42,396 45,115 47,509 52,700 57,336
Total overseas offices 42,306 5,503 20,498 88,305 65,945 66,633 63 721 64,355
Loans and advances to customers - gross 74,734 27,322 106,837 208,893 155,227 164,533 170,068 201,191
Lean imparrment provisions (14,385) {12,338} (9,400) {5,665) {2,924}
Loans and advances to customers - net 194,508 142889 155,133 164,403 198,267
Fixed rate 12,260 5,443 40,091 57.794 21,583 22,583 20 429 32133
Varnable rate 39,663 21,879 66,746 128,288 116,21 125,940 130723 163,856
Reverse repos 22,811 — — 22,811 17,373 16,030 9,916 5,202
Loans and advances to customers - gross 74,734 27,322 106,837 208,893 155,227 164,533 170068 201,191

The Group provides credit facilihes at vaniable rates to its corporate and
retall customers Vanable rate credil extended to the Group's corporate
and commercial customers includes bullet and instalment loans, finance
lease agreements and overdrafts, Interest s generally charged at a
margin over a bench mark rate such as LIBOR or base rate Interest on
vanable rate retail loans may also be based on LIBOR or base rate, other
vanable rate retail lending is charged at vanable interest rates set by the
Group such as us morlgage standard vaniable rate i the UK

The scheduled repayments for retal loans generally include an
amortisation of principal Howsver, the Group has a portiolio of interest
only loans in¢luding martgages linked to endowment policies and to
personal equity plans, indmidual savings accounts and personal pension
arrangements From December 2012, NatWesi no longer ofters interest

only residential mortgages buy-ta-iet interest only mortgages are still
available The Ulster Bank Group and Coulls continue to offer their high
net worth custemers interest only monigages The Group also offers
interast only personal loans As discussed on page 55 as part of its retait
forbearance programmes the Group may agree conversions to interest
only Interes! only retall loans at 31 December 2012 amounted to £32 7
bilion Included withun this total are £4 6 bilion of mortgages which are on
mixed repayment, split belween interest anly and capital repayment and
£1 7 hilhon of forbearance interest anly arrangements

Excluding the £4 6 billon of mixed repayment mortgages, the remaining

interest only loans totalling £28 1 bilhon comprised £22 2 hillion vanable
rate and £5 9 billion fixed rate
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Additional information continued

Financia! summary continued
Loan impairment provisions

The following table shows the movements in loan impairment provisions

2m2 2011 2010 2009 2008
£m £m £m £m £m
Provisions at the beginning cf the year
Domestic 5,096 4475 3706 2.271 1986
Foreign 7,251 4934 1,968 655 354
12,347 9,409 5674 2,926 2,340
Currency translation and other adjustments
Domestic 29 (Gmn (11) 5 1
Foreign (164) (223} (41} (3) 134
{135) (234) {52} 2 135
Disposals
Foreign — — (3) — )]
Transfer from fellow subsidiaries
Domestic 251 — — — —
Amounts written-off
Domestic (883) (1,105} {1,047} (1,144} {744)
Foraign {107) (223) {42} {27) (48)
(990) {1,328) (1,089} {1,171) (792)
Recovernies of amounts previously writen-ott
Dormestic 859 37 50 45 46
Foreign 10 & 1 3 16
69 43 51 48 62
Charged to income statement (1
Domestic 1,211 1,818 1,896 2653 1,060
Foreign 1,966 2,958 3,243 1,462 281
3177 4,777 5,139 4115 1,351
Unwind of discount {recogmsed n interast income}
Domestic (126) {118) {119} {124) {78)
Foreign (202) (202) (192} (122) {22)
{328) (320) (311) (246) {100)
Prowisions at the end of the year (2)
Domestic 5,637 5,006 4,475 3,706 2,271
Foreign 8,754 7,251 4,934 1,968 655
14,391 12,347 9,409 5674 2,926
Gross loans and advances to customers
Domestic 140,588 89,282 47,900 106 347 136,836
Foraign 68,305 65,945 66,633 83,721 64,355
208 893 155,227 164,533 170 068 201,191
Closing customer provisions as a % of gross loans and advances to customers @
Domestic 4 0% 57% 4 6% 3 5% 17%
Foreign 12 8% 11 0% 7 4% 31% 10%
Total 6 9% 7 9% 5 7% 33% 1 5%
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2012 2011 2040 2009 2008
£m £m £in £m £
Customer charge to income staternent as a % of gross loans and advances to customers (3)
Domestic 0 9% 20% 19% 25% 08%
Foreign 29% 4 5% 49% 23% 05%
Total 1 5% 31% 31% 2 4% 07%
Notes
(i} Includes eredtt of €1 milkan 10 2012 and a charge against loans and advances to banks of £7 rylkon in 2009
(2) Includes closing provisions aganst loans &nd advances te banks of £6 milion (2011 2010 and 2009 - £9 millon, 2008 £2 million)
(3} For the purpses of these ratos doswg provisons and customar charge relatng W loans and advances 1o banks are excluded
The following table shows additional information in respect of the loan impairment provisions
2012 20%1 2018 2009 2008
£m £m £m £m £m
Loan impairment provisions at end of year
- customers 14,385 12,338 9,400 5,665 2,924
- banks ] 2 9 9 2
14 3N 12,347 2,409 5674 2,826
Average lgans and advances o customers {gross) 157 838 163 860 173,446 178,168 190,880
As a % of average loans and advances to customers during the year
Total customer provisions charged to income statement 2 0% 2 9% 30% 23% 07%
Amounts wriiten-off (net of recovenes) - cuslomers 06% 08% 6% 0 6% 0 4%
Analysis of closing customer loan impairment provisions
The foliowing table analyses customer joan impairment provistons by geographical area and type of domestic customer
2012 2011 2010 2009 2008
Cloming % ot loans Closing % of loans Closing % of loans Closing % ofioans Clasing % of loans
provision 1o total loans provision o total foans provision  to total loans prowsion 1o total loans provision  te to1al icans
£ %% £m % £m % £m o £m %
Domestic
Central and local
government — g6 — 13 — 12 — 12 — 13
Manufactunng 92 20 86 21 91 25 103 26 59 29
Construction 295 23 307 18 428 22 233 26 155 35
Finance 27 13 22 09 21 12 10 11 6 12
Service industries and
business activities 825 107 723 108 541 126 464 128 348 138
Agnculture, forestry and
fishing 25 10 27 13 22 13 16 13 16 13
Property 2,183 94 1,942 95 1,073 164 620 129 178 131
Residential mortgages 242 335 18 49 10 a3 5 33 5 25
Personal lending 1,535 686 1,269 86 1,628 98 1,598 102 1,304 106
Finance leases and
instalment credit 15 a1 11 01 9 01 10 c2 1 0z
Accrued mlerest e 01 — 01 — 02 — 02 e 02
Total domestic 5,239 67 6 4,705 426 3823 452 3,059 475 2082 506
Foreign 8,017 324 6,732 57 4 4,444 54 8 1,745 52 5 562 49 4
Impaired book provisions 13,256 100 0 11,437 100 0 8,267 100 0 4,805 1000 2,644 1000
L] L ] —————— RS ——
Latent book provisions 1,129 9 1,133 860 280
Total provisions 14,385 12,338 9,400 5,665 2,924
——— ———E T A ——— ER—
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Additional information continued

Financial summary conlinued
Analysis of write-offs
The following table analyses amounts wntten-off by geographical area and type of domestic customer

' 2012 2011 2010 2009 2008
£m £m £m £m £m

Domesiic
Manufactunng 15 102 40 32 23
Construction 62 166 50 130 40
Finance 12 22 4 3 4
Service industries and business actvities 187 184 168 212 178
Agriculture, forestry and fishing 10 3 3 3 3
Property 188 115 100 46 15
Residential mortgages 6 3 1 — —
Personal lending 401 510 681 718 481
Finance leases and instalment credit 2 — — — —
Total domestic 883 1,106 1,047 1,144 744
Foreign 107 223 42 27 48
Total write-offs 990 1,328 1,089 1,171 792

Analysis of recoveries
The follawing table analyses recoveries of amounts wnien-off by geographical area and type of domestic customer

2012 2011 2010 2009 2008
£m £m £m £€m £m

Domestic
Marnutacturing — 1 — — 1
Construclion 1 1 — — —
Senvice Industries and business activities ] 5 3 3 5]
Property 5 2 —_ — —
Personal lending 47 28 47 42 39
Total domestic 59 37 50 45 46
Foreign 10 6 1 3 16
Total recovenes 69 43 51 48 62

Renegotiations and forbearance

“The table below shows wholesale loans renegobiated and retail loans granted forbearance dunng the year These loans are ummpaired @ither the lean
was performmg before and after the renegotiation or the granting of forbearance or the loan was non-performing before but subsequently transterred to
the performing book Loans with imparment provisions subject to renegotiation or forbearance continue to be reperted as mparred loans

2012 2011 2010 2009 2008
£m £m £m £m £m
Renegoliated loans gnd forbearance loans 1 3465 3903 1,582 514 127

Notes

{1} Wholesa'e renegotations inciude onty those arrangements above thresholds set individually by the divisions ranging from nil to £10 mililon
12) For 2012, wholesale renagobatons were £1 173 millich {reter to page 53; and secured retail loans subject to forbearance wera £2 202 mu'lon {refer 1o page 56} Unsecured retall loans subject to
fornearance are not Included The balance of unsecured retall ioans subject 1o forbearance amounts 16 £138 mylion
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Cross border exposures
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The RBS Group monitors the geographical breakdown of these

Cross border exposures are loans and advances including finance leases exposures based on the country of domicile of the borrower or guarantor
and mstafment credit receivables and other monetary assets, such as of ultimate risk Cross border exposures exclude exposures to local
debt secunties and net denvatives, including non-local currency claims of restdents in local currencies

overseas offices on local residents

The table below sets out the Group’s most significant cross border
exposures None of these countnes have experenced repayrment

difficutties that have required restructunng of gutstanding debt

Nei of
Short short
Governmont Banks Other Total pOSHIONS positons
2012 £m £m £m £m £m
Republc of Ireland - 79 1,239 1,318 — 1,318
Japan T2 1,232 8 1,312 —_ 1,312
United States 4 28 456 489 11 568 (11.079)
France —_ 270 11 381 23 358
Cayman islands —_ — 251 251 61 190
Netherands — 105 38 143 8 135
2011
Republic of Ireland e 78 1,433 1,511 — 1,511
Japan 84 1777 1,308 3,169 — 3,169
United States 5 85 410 510 13,129 {12.619)
France 13 349 73 435 9 426
Cayman Islands — 2 1,628 1630 3 1627
Netherlands - 267 59 326 24 302
2010
Republic of lreland —_ 95 1,253 1,348 3 1,345
Japan 396 1056 1,881 3,333 —_ 3,333
United Stales 10 158 639 807 13,501 (12,694)
France 84 188 250 522 22 500
Cayman Islands 2 7 187 196 12 184
Netherlands — 242 89 331 27 304
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Additional information contned

Financial summary continued Accruing loans past due 90 days or more compnse loans past due 90
Risk elements in lending days where no impairment loss 1s expected and those awaiting individual
Risk elements 1 lending (REIL) compnses impaired loans and accruing assessmenl A latent loss provision s established for the iatter

loans past due 90 days or more as to pnncipal or interest

Impaired loans are all loans for which an impairment provision has been
established, for collectively assessed loans imparrment l9ss provisions

are not allocated to individual loans and the entire portfolio 15 included in
impaired loans

2012 2011 2010 2008 2008
£m £m £m £m £m
Impaired loans (2}
Domestic 8,624 7.881 7,318 6,453 3,960
Foreign 15,143 13,664 10,617 5,462 2,112
Tota! 23,767 21,545 17,935 12,915 6,072
Accruing loans which are contractually overdue 90 days or more as o pancipal or
interest
Domestic 1,086 1,039 1,334 1,236 656
Foreign 582 258 303 434 344
Total 1,668 1,297 1 637 1,670 1,000
Tolal nsk elements in lending 25 435 22,842 19,572 14,585 7,072
Closing provisions for impaimnent as a % of lotal nsk elements in lending 57% 54% 48% 39% 41%
Risk elements n lending as a % of gross lending to customers excluding
reverse repos 137% 16 6% 13 2% 9 1% 3 6%
Noles

(#) For the analysis abave demestic consists of the UK domestic transactons of the Group  Foregn comprises the Group s transactons conductad through offices cutside the LK and through those
officos in the UK specihically organssed to service internanonal banking fransactions

(2} The wrie-oil of impawed loans affects the closing provislons for Impairment as a % of talal rsk elements in lending (the caverage ratie) The coverage ratic reduces if the loan wiitten off carrles a
higher than average provision and increases i the lcan written-off carmes a lowar than average provision

{3} Impa red loans at 31 December 201 2 inciude £2,257 mullion of loans whose terms were senagohated or secured retait loans subject to forbearance granted dunng 2012

2012 2011 2010 2009 2008
fm £m £m £m £m
Gross income not recognised but which would have been recognised
under the ongnal terms of impared loans
Domestic 405 322 289 310 243
Foreign 435 403 162 153 108
B40 725 451 463 351
Interest on impaired loans icluded in net nterest income
Domestic 126 118 119 124 78
Foreign 202 202 192 122 22
328 320 311 245 100

Potential probtem loans

Potential problem loans (PPL) are loans for which an impairment event has taken place but no imparment loss 15 expected This category 1s used for
advances which are not past due 90 days or revolving credit {aciities where dentification as 90 days overdue 1s not feasible

2012 201 2010 2009 2008
£m Em £m £m £m

Potenhal problem loans 342 139 134 150 127

Both REIL and PPL are reported gross and take no account of the value of any secunty held which could reduce the eventual loss should i occur, nar of

any provision marked Therefore impaired assels which are highly collateralised, such as mortgages, will have a low coverage rauo of provisions held
against the repaorted impaired balance

.
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Analysis of deposits - product analysis
The foliowsng table shows the distnbution of the Group s deposits by type and geographical area

2012 2011 2010
£m £m £m
UK Domestic
Demand deposits
- interest-free 58,694 52,162 47,590
- interest-beanng 64,407 61,528 65 248
Time deposits
- savings 62,771 58 810 51,244
- other 33.622 26 708 25,967
Overseas residents
Demand deposits
- interest-free 4,907 2,480 7,775
- interest-beanng 2 255 3220 3,733
Time deposits
- savings 1,621 1,356 1,099
- other 151 109 160
Total UK offices 228428 206,373 202,816
Qverseas
Demand deposits
- inferest-free 11,113 B 602 8,507
- interest-beanng 5.617 5,236 5,260
Time deposits
- savings 439 248 286
- other 76 574 88,982 91,915
Total overseas offices 93,743 103,066 105,968
Total deposits 322,171 309,438 308,784
Heid-lor-trading 64,660 42,137 51,615
Designated as at far value through profit or foss 5,830 6,189 4,825
Amartised cost 251 681 261 113 252,344
Total depostits 322,171 309,439 308.784
Qverseas
us 66 076 69 633 68,792
Rest of the World 27,667 33,433 37,176
Total overseas offices 93 743 103 066 105,968

Certificates of deposit
The iollowing table shows detaris of the Group's cerificates of deposit and other tme deposits over $100,000 or equivalen by remamng matunty

Over 3 manths Over 6 months

Witan but within but withn QOver 2012
3 months 6 months 12 months 12 months Total
£m £ £m £m £m
UK based companies and branches
Certificates of deposit — — — 2 2
Other time deposits 7,416 835 2,446 3,954 14,651
Overseas based companies and branches
Certificates of deposit 18 — 1 3 32
Other tme deposits 5,105 862 1,125 1,247 8,339
12,539 1,697 3,582 5,206 23,024
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Additional information continued

Financial summary continued
Short-term borrowings

Shorl-term borrowings compnse repurchase agreements borrowings from financial insttutions and other short term borrowings, pamanly commercial
paper Borrowings from the halding company and fellow subsidianes are excluded

The table below shows detalls of the Group's short-term borrowings

Other Cthar
Repurchase short term 2012 Repurchase short term 201 2010
agreements dorrowinge Total agreements borrowings Total Total
Al year end
- balance (¢bn) 551 182 733 92 180 772 829
- weighted average interest rate 0 4% 05% 0 4% 02% 0 7% 03% 05%
Dunng the year
- maximum balance £on) 818 218 1036 880 208 1088 875
- average balance (gon) 66 B 154 820 661 150 a1 806
- weighted average interest rate 04% 0 6% 0 5% 03% 0 8% 0 4% 0 5%

Balances are generally based on monthly data Average interest rales durng the year are computed by dividing {olal interest expense by the average
amount borrowed Average interest rates at year end are average rates for a single day and as such may reflect one-day market distortions which may
not be indicative of generally prevailing rates Onginal matunties of commerciat paper are not in excess of one year Other short-term borrowings consist
principally of barrowangs 1in the money markets included within deposits by banks and customer accounts i the financial stalements and generally have

original maturities of one year or less

Other contractual cash obligations

The table below summanses other contractual cash abligations by payment date

-3 menths 3 12 months 13 yea?smp 3 5years 5-10 years 10 20 years
2012 £m £m £m £m £m £m
Operating leases 25 73 173 143 210 449
Contraciual obkgalions 1o purchase goods or services 3 11 6 — — -
28 84 179 143 210 449
2011
Operabing leases 27 78 186 159 261 489
Contractual obligations to purchase goods or services 9 16 7 — —_ —
36 94 193 159 261 489
Bank
03 months  3-12 months 13years 35 years 5-10 years 10 20 years
202 £m £m £m £m £m £m
Operating leases 20 57 135 111 169 341
2011
Operating leases 21 60 142 120 196 372
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Non-Core

MNon-Core was established, following a sirategic review carmed out at the
end of 2008 to manage separately assets that the Group infends to run-
off or sell

Non-Core comprises a number of businesses and assets mcluding higher
nsk profile asset portfolios and nsk concentrations, and other illiqusd
portiohos, transferred from almost every division in the Group, which do
not meet the critena for continuing core operations established by the
strategic review
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These crterra ncluded the strength of each mdividual entity or business
franchise on a stand-alone bas:s, its expected retumn on equtty over the
economic cycle, ds organic growth potentsal, its capital and funding
efficiency and synergies with other business franchises within the Group

Non-Core's in NatWest assets are grouped inlo the remaining three asset
classes, namely, Commercial real estate, Corporate and Small and
Medium Sized Enterprises (SME) The components of these asset
classes are as follows

Third party assets (excluding derivatives) zg;ﬁ 22.?,,‘, zglﬂ
Commercial real estate ‘ 92 134 177
Corporate
Leveraged finance 01 g1 a1
Infrastructure and asset finance 17 34 39
Corporate assets 04 06 07
Structured assels — — 04
22 41 51
SME CBD onginated 03 05 07
Total b 117 180 235

Non-Core's objective 15 to conlinue exiting assets (principally by disposal or managed run-off}) while maxmising sharehcider value controlling nsk and
mimmising any adverse effects on the Group's continuing core franchises It seeks to achieve these objectives by ophmising the timing  cost and

methad of exiting the Non-Core businesses and assets under its management

Exchange rates

Except as stated, the following tables show, for the dates or peniods indicated, the Neon Buying Rate in New York for cable transfers in stering as

certified for customs pusposes by the Federat Reserve Bank of New York

S dollars per £1 szufir; Janzlﬁ; Dew?t??zl Nove?(? le:g Odgonfazr &pte;&eé

Nocn Buying Rate

High 15814 1 6255 186275 16142 1 6196 16263

Low 15112 1 5686 1 6031 15849 1 5932 1 5889
2012 2011 2010 2009 2008

Noon Buying Rate

Period end rate 1 6262 15537 15392 16167 14619

Average rate for the year (n 1 5924 16105 15415 1 5707 18424

Consolidation rate

Penod end rate 16164 15475 15524 t 8222 14604

Average rate for the year 15850 16039 15455 1 5657 1 8528

Notes
{1) The average of the Noon Buying Rates on the last bus'ness day of each month during the year

{2) The rates used by NatWest Group for transiating US dollars into stering in the preparation of its inanaaf statements

{3) On 22 March 2013, the Noon Buying Rate was £1 00 = US$1 5238
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Additional information continued

Risk factors

Set out below are certamn nisk factors which could adversely affect the
Group's future results and cause them to be materially different from
expected results The Group's results could also be alfected by
competition and other factors The factors discussed in this report should
not be regarded as a complete and comprehensive statement of all
potential nsks and uncertanties ‘RBSG' means The Royal Bank of
Scotland Group ple and ‘RBS Group means RBSG and its subsidiaries

Macro-economic and geopohtical risks

The Group is reliant on the RBS Group

The Group is part of the RBS Group and receves capital, hquidity and
funding suppost fram the RBS Group The Group also receives certain
services from the RBS Group and has access to the infrastructure of the
RBS Group which the Group reguires In order 1o operale is business
The reduction or cessation of the abiity of the RBS Group o provide
mtra-group funding capital Injections, hquidity or other supporl directly or
indirectly to the Group may result in funding or capital pressures and
hquidity stress for the Group and may have a material adverse effect on
the operations, financial condiion and results of operations of the Group

The Group's businesses and performance can be negatively affected by
actual or perceved global economic and financial market conditions

The Group’s businesses and performance are affected by local and
global economic conditions, perceptions of those conditiens and fulure
economig prospects The outlook for the global economy over the near 10
medium-term remains challenging and many forecasts predict at best
only stagnant or modest levels of gross domestic product ({GDP”) growth
across a number of the Group s key markets over that penod, including,
In particutar, the UK Irefand and the US Stagnani or weak GOP growth
15 also expecied in the European Monetary Union ("EMU") where 2
relatively robust German economy has been offset by austenty measures
in many EMU countnes, initiated In response to increased sovereign debt
rsk, which have resulted :n weak economic and GDP growth, particularly
in Span, italy and France

The Group's businesses and performance are also aliected by financial
market condifions Although capital and credif markets around the world
were more stable dunng 2012 they remaned volatile and subject to
itermiiient and prolonged disruptions In particular, increasingly dunng
the second and third quarters of 2012, continuing nsk of sovereign default
relating to certain EUJ member states had a negative smpact on capital
and credit markets

These challenging economic and market canditions create a difficutt

operating environment for the Group's businesses, which is charactensed

by

¢ downward pressure on asset prices and on credit availability and
upward pressure on funding cosls, and such conditions continue to
impact asset recovery rates and the credit quahty of the Group's
businesses customers and counterparties, including sovereigns

» alone or In combination with regulatory changes or actions of market
participanis, reduced actwity levels, addiional wnte-downs and
impairment charges and lower profitability, and may restrict the
abilty of the Group to access funding and hquidity, and
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e central bank actions to engender econcimic growth which have
resulted in a prolonged penod of low interest rates constraimng,
through margin compression and low returns on assels, the interest
income earned on the Group's interest earning assets

In particular, should the scope and seventy of the adverse economic
conditions currently expenenced by a number of EU member states and
elsawhere worsen or economic recovery remain stagnant for an extended
pericd, particularty n the Group s key markets, the nsks faced by the
Group would be exacerbated Developments relating to the current
economic conditions and unfavourable financiat environment, including
those discussed above, could have a matenal adverse effect on the
Group’s business, financial condition results of operations and

prospects

The Group has significant exposure 1o the continuing economic crisis 10
Europe

In Europe, countnies such as Ireland, Italy, Greece, Cyprus, Portugal and
Spain have been particularly aliecled by the recent macroeconomic and
financial conditions Although the nsk of sovereign default reduced in
2012 due to actions of the European Centrai Bank {“ECB"} and the EU,
the nsk of default remains This default nsk raises concems, particularly
about the contagion efiect such a default would have on other EU
economies, Incluging the UK economy, as well as the ongeing viability of
the eura cumrency and the EMU As a result, yields on the sovereign debt
of many EU member states have remamned volatle The EU the ECB, the
International Monetary Fund and vanous natonal authonties have
implemented measures infended to address systemic stresses in the
Eurozone The effectiveness of these actions Is not assured and the
possibiity remains that the contagion effect spreads to the LK, that the
euro could be abandoned as a currency by ene or more countrgs that
have already adopted its use, or in an exireme scenaro that the
abandonment of the euro could result in the dissoiution of the EMU This
would lead 1o the re-introduchion of individual currencies In one or maore
EMU member states

The effects on the UK Eurapean and global economes of the potentrat
dissclution of the EMU, exit of one or mare EU member states from the
EMU and the redenomination of hnancial mstruments from the euroto a
different currency are impossible to predict fully However, f any such
events were to occur they would iikely

«  resultin significant market dislocation,

s heighten counterparty nsk,

e result n downgrades of cradit ratings for European borrowers, giving
nse to mcreases n credit spreads and decreases in securty values,

e disrupt and adversely atfect the economic activity of the UK and
cther European markets and

e adversely affect the management of market nsk and i part:cular
assel and habihly management due, in par, to redenomination of
financial assets and habiliies and the potential for mismaich

The occurrence of any of these events may have a matenal adverse
effect on the Group's financial condition, results of operalions and
prospects



In particuiar, the Group has significant Eurozone exposure to customers,
prmarnly corporate and personal, in Ireland (£36 bilhon at 31 December
2012} At 31 December 2012, the Group's Insh sovereign deb! exposure
amounied to £42 mliton

The Group operates i markets that are highly competitive and its
business and results of operations may be adversely affected

The competitive landscape for banks and other financial nstifutions in the
UK, the US and throughout the rest of Europe 1s subject to rapid change
and recent regutatory and legal changes are likely to result in new market
parlicipants and changed competitive dynamics in certain key areas,
such as m retall banking in the UK The competitive landscape in the UK
will be particularly influenced by the recommendations on competttion
mcluded In the final report of the independent Commission on Banking
(*ICB") and the UK Government's implementation of the
recommendatons In order (o compete efiectively, certain financia
insttutions may seek to consohdate their businesses or assets with other
parttes This conselidation, In combination with the introduction of new
entrants into the markets in which the Group operates Is likely to increase
compehtive pressures on the Group

In addition, certain competiters may have access to lower cost funding
and/or be able to attract deposits on more favourable terms than the
Group and may have stronger and more efficient operations
Furthermare, the Group’s competiters may be better able to attract and
retain chents and key employees, which may have a negative impact on
the Group's relative performance and future prospects

In addition, future disposals and restructunngs by the Group and the
compensaton structure and restrictions imposed on the Group may also
have an impact on s ability to compete eflectively These and other
changes to the competitive iandscape could adversely atiect the Group s
business, margins prohitability, financial condiion and prospects

The Group 15 subject to political risks

The RBS Group and The Royal Bank of Scotland plc {"RBS”), s prncipal
operating subsidiary, are both headquartered and incorporated in
Scotland The Scottish Government mtends to hold a referendum in 2014
on the issue of Scottish independence jrom the UK Although the
outcome of such referendum 1s uncertain  Scotush independence could
affect Scetland's status in the EU and significantly impact the fiscal,
maonetary and regulatory landscape to which the Group 1s subject. in
addition, 1n January 2013, the UK Government announced the possibifity
of a referendum on the UK s membership of the EU, which would only
take place some time after 2015 Although the effect of esther Scottish
independence or any referendum on the UK's EU membership, if either
were to occur, 1s not possible to predict fully, ¢ could have a matenal
adverse effect on the Group s business, ftnancial condition, results of
operations and prospecls

RABSG and its UK bank subsichanies, ncluging the Bank and its UK bank
subsidiaries, may face the nisk of fufl nationahsation

Under the Banking Act 2009 (the “Banking Act™), substantial powers have
been granted to HM Treasury, the Bank of England and the FSA
{together, the “Authonties”) as part of a special resolution regime These
powers enable the Authorities to deal with and stabilise certain deposit-

NATWEST 2012

taking UK incorporated institutions that are failing, or are likely to fai, to
satsty the threshold conditions {within the meaning of section 41 of the
Financial Services and Markets Act 2000 (FSMA), which are the
condisons that a relevant entity must satisfy in order to obtamn its
authonisation to perform regulaled actvities) The special resolution
regime consists of three stabilisation opions (1) transfer of all or part of
the business of the relevant entity and/or the secunties of the relevant
entity to a private sector purchaser, (i} transter of all or part of the
business of the relevant entity to a “brndge bank” wholly awned by the
Bank of England and (i} temporary pubbc ownership (natonalisation) of
the relevant entity If HM Treasury decides to take ownership pursuant to
the pawers granied under the Banking Acl, it may take vanous actions in
relation to any secuntties without the consent of holders of the secunties

HM Treasury {or UK Financial Investments Limited (UKFI) on its behalf)
may be able to exercise a significant degree of influence over the RBS
Group, including the Group and any proposed offer or sale of its interests
may affect the price of s secuntres

The UK Government, through MM Treasury, cutrently holds 65 3% of the
1ssued ordinary share capital of RBSG and, indirectly, the Group's share
capital On 22 December 2009, RBSG 1ssued £25 5 billion of B shares to
the UK Government The B shares are convertible, at the option of the
holder at any time, tnto ordinary shares of RBSG The UK Government
has agreed that i shall not exercisa the nghts of conversion i respect of
the B shares if and {o the extent that following any such conversion it
would hold more than 75% of the total 1ssued shares m RBSG Any
breach of this agreement could result in the delisting of RBSG from the
Official List of the UK Listing Authonty and potentially other exchanges
where its securities are currently listed and traded

In addition, UKFI manages HM Treasury's shareholder refationship with
RBSG and, although HM Treasury has indicated that it intends to respect
the commercial deciswons of the RBS Group and that the RBS Group
comparnies {including the Group) will continue to have their own
independent board of directors and management team determining their
own strategies, should its current intentions change, MM Treasury s
position as a majordy sharsholder of RBSG (and UKFi s position as
manager of this shareholding) means that HM Treasury or UKFI may be
able to exercise a significant degree of influence over, among cther
things, the election of directors and the appointiment of serior
management of any RBS Group company The manner in which HM
Treasury or UKFI exercises HM Treasury's nghis as majonty shareholder
ot RBSG could give rise to conflict between the interests of HM Treasury
and the mterests of other RBSG shareholders The RRSG Board has a
duty to promote the success of the RBS Group for the benefit of its
merbers as a whole

The Group 1s subject to other global nsks

The Group is exposed to nsks ansing out of geopolitical events, such as
the existence of irade barriers, the implementation of exchange centrols
and ather measures taken by sovereign governments that can hinder
economic or financial actvity levels Furthermore, unfavourable political,
milary or diplomatic events armed conflict, pandemics and terronst acts
and threats, and the respanse to them by governments could also
adversely affect levels of economic activity and have an adverse efiect
upan the Group 5 business, financial condition and resulls of operations
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Risk factors conlinued

Market and credit related nsks

The Group s earnings and firancial condition have been, and its future
earnings and financial conditton may continue to be, matenally affected
by depressed asset valuations resulting from poor market conditions
Severe market events have resulted in the Group recording large write-
downs onits credit market exposures in recent years Any detenoration in
econormic and financial market conditions or continuing weak economic
growth could lead to turther impairment charges and wnte-downs
Moreover, market volatiity and Ilhquidity (and the assumptions,
Jjudgements and estimates in refation to such matters that may change
over ime and may ultimately not turn out to be accurate) make 1t difficult
to value certain of the Group s exposures Valuations in future penods,
reflecting among other things then prevailing market conditions and
changes in the credit ratings of certain of the Group's assets, may result
in sigmificant changes m the fair values of the Group s exposures, even in
respect ol exposures, such as credit market exposures, for which the
Group has previously recorded wnte-downs In addition, the value
ultimately realised by the Group may be matenally different from the
current or estimated fair value As part of the Group's strategy it has
matenally reduced the size of its balance sheet mainly through the sale
and run-off of non-gore assets The Group s assets that remain in s
Non-Core division may be more difficult to sell and could be subject to
further wnte-downs ar, if sold realsed losses Any of these faclors could
require the Group lo recognise additional significant write-downs or
realise increased impairment charges, which may have a matenal
adverse effect on its financial condition, resulis of operations and capiial
ratios In addibion, steep falls in perceived or actual asset values have
been accompanied by a severe reduction in market hquidity as
exemplified by losses ansing out of asset-backed coltateralised debt
obligations, residential mortgage-backed secunties and the leveraged
toan market In dislocated markets, hedging and other nsk management
stralegies may not be as effective as they are in normal market
conditions due in part to the decreasing credit quality of hedge
counterpariies

The tnancial performance of the Group has been, and continues to be
matenally aitected by defenoralions in borrower and counterparty credit
quakty and further detenorations could anse due to pravailing economic
and market conditions and legal and regulatory developments

The Group has exposure to many different industnes and counterparties,
and nsks ansing from actual or perceived changes i credit qualty and
the recoverability of monies due from borrowers and counterparies are
mnherert in a wide range of the Group s businesses In particular, the
Group has signiicant exposure to certain individua! counterparties in
weakened business sectors and geographic markets and also has
concentrated country exposure in the UK, the US and ireland and
sectaral concentrations in the personal and property sectors For a
discussion of the Group’s exposure to country nsk, see pages 110to 119
Furthermore, the Group expects its exposure to the UK to increase
proportionately as its business becomes more concentrated m the UK,
with exposures generally being reduced in other paris of s business as ot
implements s sirategy
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The credit quality of the Group’s borrowers and counterparttes is
impacted by prevaiing economic and market condittons and by the legal
and regulatory landscape tn theu respective markets A further
deternoration In ecenomic and market conditions or changes to legal or
regulatory landscapes could worsen borrower and counterparty credit
quality and also impact the Group's ability to enforce contractual secunty
nghts {naddition the Group s credit nisk 1s exacerbated when the
collateral it holds cannot be realised or 1s hquidated at prices not sufficient
to recover the full amount of the loan or denvative exposure that is due o
the Group, which 15 most hkely to occur during penods of iliquidity and
depressed asset valualions, such as those expenenced in recent years
This has been particularly the case with respect to large parts of the
Group's commercial real eslate portfolio Any such losses could have an
adverse effect on the Group’s results of operations and financiat
condition

Concerns about, or a default by, one financial institution could lead to
significant liquidity problems and losses or defaults by other financial
institutions, as the commercial and financial soundness of many financial
institutrons may be closely related as a result of credit, trading, cleanng
and other relationships Even the perceived lack of creditworthiness of or
questions about, a counterparty may lead to market-wide quidily
problems and losses for, or defautis by the Group This systemic risk
may adversely aftect financial intermediarles, such as cleanng agencies,
cleanng houses, banks, securnities irms and exchanges with which the
Group interacts on a daily basss, all ot which could have a matenal
adverse effect on the Group's access to hquidity or could result in losses
which could have a matenal adverse effect on the Group s financial
condition, results of operations and prospects

In certain unsdictions in which the Group does business, particularly
lrefand, there has been disruption during recent years in the abihty of
certain financial snstitutions to complete foreclosure proceedings In a
timely manner (er at all}, including as a result of inlerventions by certain
states and local governments This disruption has lengthened the time to
complete foreclosures, increased the backlog of repossessed properties
and, in certain cases, has resulted in the invahdation of purported
foreclosures

The trends and risks affecting borrower and counterparty credit qualty
have caused, and in the future may cause, the Group 1o expenence
further and accelerated impairment charges, increased repurchase
demands, higher costs, additional wrnte-downs and losses for the Group
and an inabilty to engage In routine funding transactions



Changes i mterest rates, foreign exchange rates, credit spreads, bond,
equity and commoddy prices, basis, volatiity and correlation nsks and
other market factors have signdficantly affected and will continue to affect
the Group's business and results of operations

Some of the mast signdicant market nsks the Group faces are mterest
rate, foreign exchange, credit spread, bond, equity and commodity pnces
and bas:s, volatihty and comrelation risks Changes in interest rate levels
{or extended perniods of low interest rates), yield curves (which remain
depressed) and spreads may affect the interest rate margin realised
between lending and borrowing costs, the effect of which may be
heightened during pertods of hquidity stress Changes in currency rates,
particularly in the sterhng-US dollar and sterling-euro exchange rates,
affect the value of assels habdiies, income and expenses denomnated
n foreign currencies and the reported earnings of the Bank's non-UK
subsidianes and may affect the Bank's reported consolidated financsal
condition or its income from foreign exchange deafing For accounting
purposes, the Group vaiues some of s 15sued debt, such as debt
securifies, al the current market price Factors affecting the current
market price for such debl, such as the credit spreads of the Group, may
result in a change 1o the tar value of such debl, which 1s recognised in
the income statement as a proiit or logs

The perlormance of financial markets atfects bond, equity and commodity
prices, which has caused, and may in the future cause, changes in the
value of the Group’s investment and trading portichos As part of its
ongoing denvatives gperations, the Group also faces significant basis,
volatiity and corvelation nsks the occurrence of which are also impacted
by the factors noted above While the Group has smplemented nisk
management methods 10 mitigate and control these and other market
nsks to which it 1s exposed, it is difficult, particulasly in the current
environment, to pradict with accuracy ¢hanges 1n econormic or markey
condiians and to anlicipate the effects that such changes could have on
the Group’s financial performance and business operahons

tn the UK and in gther junsdictions, the Group is responsible for
contributing to compensation schemes In respect of banks and other
authonsed financial services firms that are unable to meet therr
obligations to custamers

In the UK, the Financial Services Compensation Scheme { FSCS™) was
established under the FSMA and 1s the UK's statutory fund of iast resort
for customers of authonsed financial services firms The FSCS can pay
compensation to customers 1f a firm is unabie or likely 10 be unable, 1o
pay claims against it and may be required to make payments either in
cornecton with the exercise of a stabihsation power or in exercise of the
bank insolvency procedures under the Banking Act The FSCS s funded
by levies on firms authorsed by the FSA, including the Group n the
avent that the FSCS raises funds from the authonsed firms, raises those
funds more frequently or significantly increases the levies to be paid by
such firms, the associated casts tc the Group may have an adverse
impact on its results of operations and financial condition At 31
December 2012, the Group had accrued £94 million for its share of
estimated FSCS levigs for the 2012/2013 and 2G13/2014 F5CS years
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In addition, to the extent that other Junsdictions where the Group operates
have introduced or plan to introduce similar compensaton contnbutory or
reimbursement schemes (such as m the US with the Federal Deposit
insurance Corporation), the Group may make further provisions and may
mcur addibional costs and rabitities, which may have an adverse impact
on its financial condition and results of operations

The RBS Group may be required to make further contributions to ts
pension schemes if the value of pension fund assets 15 not sufficient to
cover polential obligations

The RBS Group maintains a number of defined benefit pension schemes
for past ang a number of current empioyees Pension risk 1s the nsk that
the assets of the RBS Group's vanious defined benefit pension schemes
which are long-term in nature da not fully match the timing and amount of
the schemes’ labilities, as a result of which the BRBS Group 15 required or
chooses to make additional contributions to the schemes Pension
scheme habilities vary with changes to long-term interest rates, inflation,
penstonable salanes and the longewity of scheme members as well as
changes in applicabie legistation The schernes assets comprise
Investment portiolios that are held to meet projected Iabiilies to the
scheme members Risk anses from the schemes because the value of
these asset portfolios, returns from them and any addikonal future
contnibubions te the schemes may be less than expected and because
there may be greater than expected increases in the estimated value of
the schemes’ liabiiies In these circumstances, the RBS Group could be
obliged, or may choose, to make addtional contnbuhons to the schemes,
and duning recent penods, the RBS Group bas voluntanly made such
coninbutions fo the schemes Given the recent economic and financial
market difficulties and the prospect that they may continue over the near
and medium tenn, the RBS Group may expgnence ingreasing pension
deficits of be required or elect 1o make further contributions to s pension
schemes and such deficits and conttibutions could be sigmificant and
have an adverse impact on the Group's results of operations or financial
condition The most recent funding valuation at 31 March 2010 was
agreed dunng 2011 It showed the value of labiiies exceeded the value
of assets by £3 5 balhon at 31 March 2010, a rato of assets to habilities of
84%

In order to eliminate this defici, the RBS Group will pay additional
contributions each year over the period 2011 until 2018 Contnbutions
started at £375 million per annum in 2011, will increase to £400 millen
per annum 10 2013 and from 2016 onwards will be further increased in
hine with price inflation These conirbutions are in addition to the regular
annual contributions of around £250 mullion for future acerual of benefits

241



Additional information continued

Risk tactars connued

Funding, liquidity and capttal retated risks

The Group's ability to meet its obhgations ncluding is funding
commitments depends on the Group's ability to access sources of
liquidity and funding

Ligudity nsk 15 the nisk that a bank will be unable to meet its obligations,
including funding commitments, as they fall due This nsk 1s inherent In
banking operations and can be heightened by a number of factors,
mcluding an over rellance on a particular source of whalesale funding
(including, far example, short-term and avernight funding). changes n
credi ralings or market-wide phenomena such as market dislocation and
major disasters Credd markets worldwide, including interbank markets,
have expenenced severe reductions in iguidty and term-funding dunng
prolonged periods in recent years Although credit markets generally
improved dunng 2012 (in part as a result of measures taken by the ECB)
and the Group's overall iguidity pasit:on remained strong, cerain
European banks, in particular from the penpheral countnes of Spain,
Partugal, Greece, ltaly and Ireland rematned reliant on centrat banks as
one aof their prncipal sources of iguidity and central banks increased thewr
support to banks with the ECB providing significant shart and long-term
liguidity n the last few months of 2011 and 1n 2012 Although these
efforts had a positive impact, globat credit markets remain volatile

The market percephon of bank credil nisk has changed significantly as a
result of the financial crisis and banks thatl are deemed by the market to
be nskier have had to issue debt at a prermium Any uncertanty regarding
the perception of credit nisk across financiat institubions may fead to
reductions in levels of interbank lending and associated term matunties
and may restnct the Group's access to traditional sources of kaquidiy or
increase the costs of accessing such hquidity

The RBS Group's hquidity management {which applies to the Group)
focuses, among other things, on mantaining a diverse and approprate
funding strategy for iis assets in ine with the RBS Group s wider strategic
plan The RBS Group has, at times, been required {6 rely on shoner term
and overnight funding with a consequent reduction in overall hquidity, and
to increase its recourse 1o hquidity schemes provided by central banks
Such schemes require the pledging of assets as collateral and changes
lo asset valuations or eligibility cntena can negatively impact the avalable
assets and reduce avaifable iquidity access particularly during penods of
stress when such lines may be needed most Although conditions have
improved, there have been recent pericds where corporate and financial
institution counterpart:es have reduced their credit exposures to banks
and other financial instidubions, imitng the avarlability of these sources of
funding Increased competiion for funding dunng 2013 due to the
significant levels of refinancing expected to be required by financial
nshtubions, may also reducs the level of funding avatlable from these
sources Under certain circumstances, the Group may need to seek
funds frem alternative sources, polentially at higher costs than has
previously been the case or may be required 1o consider disposals of
ather assets not previously identified for disposal to reduce s funding
commitments
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The Group relies Increasingly on customer deposits to meet a
considerable portion of is funcing and ! 1s actively seeking to increase
the proportion of its funding representad by customer deposits The level
of wholesale and retall deposits may fluctuate due to certain factors
outside the Group's control, such as a loss of coniidence (including as a
result of polincal Inkatives including bail-in and/or confiscation and/or :
taxation of creditors’ funds, 1n connection with the Eurozone crisss, as
seen recently in Cyprus), increasing competitive pressures tor retai
customer depostts or the encouraged or mandated repatnation of
deposits by foreign wholesale or central bank depositors, which could
result in a significant outflow of deposits within a short period of ime
There 1s currently heavy compebition among UK banks for retait customer
deposits, which has increased the cost of procunng new deposis and
impacted the Group's ability to grow its deposit base and such
competition 1s expected to continue An inability to grow, or any matenal
decrease ), the Group's deposits could, particularly f accompamed by
one of the other factors described abave, have a materially adverse
impact on the Group's abitity to satisfy its iquidity needs

The occurrence of any of the nsks descnbed above could have a material
adverse impact on the Group's financial condition and results of
operations

The Group's business periormance could be adversely affected if its
capital 1s not managed effectively or as a result of changes to captal
adequacy and iquidity requirements

Effective management of the RBS Group s capital 1s cntical to s ability to
operate ts busmesses, and to pursue its strategy of returning to
standalone strength The Group is required by regulators in the UK, the
US and other junsdictions in which it undertakes regulated activities to [
maintatn adequate capital resources The mantenance of adequate '
capital 1s also necessary {or the Group’s financial flexibiity in the face ot

continuing turbulence and uncerlanty in the global economy and

specifically in its core UK, US and European markets

The Basel Commitlee on Banking Supervision's package of reforms to
the regulatory caprtal framework includes a malenal increase to the
minimum Core Tier 1 {common equity) requirement and the total Tier 1
capital requirement, a capital conservation buffer and a countercyclical
buler In addition, a leverage ratio Is to be introduced, together with a
liquidity coverage ratio and a net stable funding ratio Further measures
may include bail-in debt which may impact existing as well as future
1ssues of debt and expose them {o the nisk of conversion into equity
and/or wnte-down of principal amount Such measures would be in
addition to proposals for the wnte-off of Tier 1 and Tier 2 debt (and its
posstble conversion mnto ordinary shares} if a bank becomes non-viable

The Basel Commiitee has proposed that global systermcally raportant
financial mstitutrons (*GSIFIs™) be subject to an addiional common equity
Tier 1 capial requirement, depending on a bank s systemic importance
The RBS Group has been wentified by the Financial Stabilty Board as a
GSIFI As a result the RBS Group was required to meel resolution
planning requirements by the end of 2012 as well as have additional loss
absorphion capacity (n addition, GSIFls will be subjected to more
intensive and eftective supervision The additional capital reguirements
are to be applied to GSIFs 1denthed in 2014 (the Financial Stabilsty
Board will updale its hst every three years) and phased in beginmng in
2016



The Basel Il rules are due to be phased in between 1 January 2013 and
2019 but have not yet been approved by the EU and therr ncorporation
into Eurcpean and natonal law has, accordingly, not yet taken place On
20 July 2011, the European Gommission published a legisiative package
of proposals to implement the changes with a new Directive and
Regulation {collectively known as CRD V) The final form of GRD IV 1s
stll under negotiation and the start date for its implementation 1s still not
known with full implementation stilf planned by 1 January 2019 The
current proposals wauld allow the UK to implement more stnngent
prudential requirements than envisaged under Basel 11|

The ICB recommendations and the UK Government s response
supparting such recommendations include proposals to mcrease capital
and loss absorbency to levels that exceed the proposals under Basel
1IVCRD IV These requirements, as well as the other recommendahons of
the ICB, are expected to be phased in between 2015 and 2018 The US
Federal Reserve has also proposed changes in how it will regutate the
US operations of foreign banking cperations such as the RBS Group that
may affect the capital requirements of the RBS Group's operations in the
US As the mplementation of the ICB recommendations are the subject
of draff legislation not yet adopted and the Federal Reserve s recent
proposals are in a comment period, the RBS Group cannot predict the
impact such rules will have on the RBS Group's overall capital
requirermnents or how they will atiect the RBS Group’s compliance with
applicable capital and loss absorbency requirements

To the extent the RBS Group has estmated the indicative impact that
Basel Ill reforms may have on its nsk-weighted assets and capital ratios,
such estimates are preliminary and subject to uncertainties and may
change In particular, the estmates assume mitigating actons will be
taken by the RBS Group (such as deleveraging ot legacy positions and
securitisations, mcluding Non-Core, as well as other actions being taken
to de-nsk markel and caunterparty exposures), which may not occur as
anticipated, in a hmely manner, or at all '

The Basel Committee changes and other juture changes to capital
adequacy and iquidity requirements n the UK, the US and in other
junisdictions in which the Group operates, including any application ot
mcreasingly stingent stress case scenarios by the regulators m the UK,
the US and other junsdictions in which the Group undertakes regulated
actimbies, may require the RBS Group to raise additonal Tier 1 {including
Core Tier 1) and Tier 2 capital by way of further issuances of secunties,
and will result in existing Tier 1 and Teer 2 securities 1ssued by the RBS
Group ceasing to count towards 115 and/or the Group's regulatory capital,
erther at the same level as present or at all If the RBS Group or the Bank
1$ unable to raise the requisite Tier 1 and Tier 2 capital, the Group may
be required to reduce further the amount of its nsk-weighted assets and
engage n the disposal of core and other Non-Core businesses, which
may not occer on a imely basis or actieve prices which would otherwise
be attractive to the Group

Pursuant to the acquisiion and contingent capital agreement entered inlo
between RBS and HM Treasury on 29 November 2009 the RBS Group
will be subject to restrictions on payments on s hybnd capitat
instruments should its Core Tier 1 ratio fall below 6% or it would fall
below 6% as a result of such payment At 31 December 2012, the
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Group's Tier 1 and Core Tier 1 capital ratros were 14 9% and 13 8%,
respectively, calculated in accordance with FSA requirements  Any
change thal lmits the ability of RBSG or the Group 10 manage effectively
its balance sheet and capital resources going forward (including, for
example, reductions in profits and retained earnings as a result of wnite-
downs or otherwise, increases I nsk-waighted assets regulatory
changes, actions by regulators, delays in the disposal of certain assets or
the inabulity to syndicate loans as a result of market conditions, a growth
In unfunded pension exposures or otherwise) o1 1o access funding
sources, could have a matenal adverse impact on the Group's financal
condition and regulatory capital position

The Group's borrowing costs, Its access to the debt capital markets and
Its haquidity depend significantly on its, the RBS Group's and the UK
Government's credit ratings

The credd ratings of the Bank and its principal subsidianes, as well as
those of other RBS Group members have been subject to change and
may change in the future, which could impact their cost of, access to and
sources of financing and hquidity A number of UK and other European
financial institulions, includng RBSG, the Royal Bank, the Bank and
other RBS Group members, were downgraded durnng the course of 2011
and 2012 in connection with a review of systemic support assumptions
incorporated Into bank ratings and the kelihood, in the case of UK
banks, that the UK Giovernment 1s more likely in the future to make
greater use of its resolution tools to allow burden sharing with
bondholders, and in connection with a general review of rating agencies’
methodologies Rating agencies continue to evaluate the rating
methodologies applicable to UK and European financial instilutions and
any change in such rating agencies’ methodologies could matenally
adversely affect the credit ratings of Group companies Any further
reductions in the long-temm or short-term credit ratings of RBSG, the
Royal Bank, the Bank or one of s pnncipal subsidianes would increase
the Group's borrowng costs, require the Group to replace funding lost
due to the downgrade, which may include the loss of custorner deposits,
and may also kmit the Group s access 10 capital and money markets and
trigger addit:onal collateral requirements in denvatives contracts and
other secured funding arrangements At 31 December 2012 a
simultaneous one noich long-term and associated short-term downgrade
i the credit ratings of RBSG and RBS by the three main ratings agencies
would have required the RBS Group 1o post estimated addibionat
collateral of £9 bilion, without taking account of mitigating acton by
management

Any downgrade in the UK Government's credit ratings could adversely
affect the credit ratings of RBS Group members and may have the effects
noted above In December 2012, Standard & Poor s placed the UK s AAA
credit rating on credit watch, with negative outlook and, in February 2013,
Moody's downgraded the UK s credit rating one notch to Aal In addition
to the RBSG credit ratings, the credit rating of Ulster Bank Group is
important to the Group when competing in certain markets, such as over-
the-counter denvatives As a result, any further reductions in the long-
term or short-lerm credit ratings of the Bank or its pnncipal subsidiaries or
of other RBS Group members could adversely affect the Group's access
to hquidity and ils competitive position, increase its funding costs and
have a matenal adverse impact on the Group's earnings, cash flow and
{inancial condition
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Additional information connnued

Risk tactors continued

If the RBS Group 15 unable to 1ssue the Contingent B Shares to HM
Treasury, # may have a matenal adverse impact on the RBS Group's
capital postion, hquidity, operating results and future prospects

in the event that the RBS Group's Core Tier 1 capital ratio declines 1o
below 5 per cent , untl December 2014 HM Treasury 1s commilted to
subscnbe for up to an additional £8 billhion of Contingent B Shares if
certain conditions are met i such conditions are not met and are not
waived by HM Treasury, and the RBS Group 1s unable to 1ssue the
Contingent B Shares, the RBS Group will be required fo find attemative
methods for achieving the requisite capital ratios There can be no
assurance that any of these alternative methods will be avaitable or
would be successful In ingreasing the RBS Group's capital ratios to the
desired or requisite levels |f the RBS Group 1s unable to issue the
Contingent B Shares the RBS Group s capital pasihon hquidity,
operating results and future prospects will suffer, its credit ratings may
drop. its ability to lend and access funding will be further mited and its
cost of funding may increase

The regulatory capilal treatment of certaun deferred tax assets recognised
by the Group depends on there being no adverse changes to regulatory
requiremenis

There i1s currently no restriction In respect of deferred tax assets
recognised by the Group for regulatory purposes Changes in regulatory
capitat rules may restnct the amount of deferred tax assets that can be
recognised and such changes could lead to a reduction in the Group's
Core Tier 1 capital ratio In particular, on 16 December 2010, the Basel
Committee published the Basel Il rules setting out certain changes to
capital requirements which include provisions Iimuting the ability of certain
deferred tax assels to be recogrised when calculating the common equity
component of Tier 1 capial CRD IV, winch will implement Basel Il 1n the
EU, includes similar lmitations The implementation of the Basel Il
restriclions on recognition of deferred tax assets within the common
equity component of Tier 1 are subject to a phased-in deduction starting
on 1 January 2014, to be fully effective by 1 January 2018

Risks to implementation of Group strategy

The Group's ability to implement the RBS Group's strategic plan depends
an the success of the Group's refocus on its core strengths and its
balance sheet reduction programme

As a result of the global economic and financial crisis that began in 2008
and the changed global economic outlook, the RBS Group is engaged in
a fmaneial and core business restructuring which 1s focused on achigving
appropriate nsk-adjusted returns under these changed circumstances,
reducing rehance on wholesate tunding and lowering exposure to capital-
tntensive businesses A key part of this restructunng 1s the programme
announced in February 2009 to run-down and sell the Non-Core assets
and businesses of the RBS Group {including those of the Bank and its
subsicdiares) and the continued review of the RBS Group's portfolio 1o
dentity further disposals of centain Non-Core assets and businesses
Assels wdentied for this purpose and allocated to the RBS Group s Non-
Core division totalled £258 bilion, excluding denvatives, at 31 December
20G8 A131 December 2012, this total had reduced to £57 4 billion (31
December 2011 £93 7 bithon), excluding denvatives, as furlher progress
was made in business disposals and portfolio sales dunng the course of
2012 This balance sheet reduclion programme continues alongside the
disposals under the State Awd restructunng plan approved by the
European Coemmission
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Because the ability to dispose of assets and the price achieved for such
disposals will be dependent an prevailing economic and market
conditions, which remain chaflenging, there 1s no assurance that the RBS
Group or the Group will be able to sell or run-down {as applicable) those
remaiming businesses they are seeking to exit or asset portiolios they are
seeking to sell ether on favourable economic {erms to the Group or at all
Matenal tax or other contingent hiabilities could anse on the disposal ot
assets and there 1s no assurance that any condions precedent agreed
will be satisfied, or consents and approvals required will be obtained, in a
timely manner, or at all There i1s consequently a nisk that the RBS Group
or the Group may tai to complete such disposals by any agreed longstop
date

The RBS Group may be hable for any delenoration in businesses or
portfolios being sold between the announcement of the disposal andits
completion, which period may be lengthy and may span many months In
addition, the Group may be exposed to certam nisks, including risks
ansing out of ongong habities and obligations, breaches of covenants,
representations and warranties inderonity claims, transiional services
arrangements and redundancy or other transaction related costs

The accurrence of any of the risks described above could negatively
affect the RBS Group's ability to implement s strategic plan and could
have a matenal adverse effect on the Group's business, results of
operations, financial condilion, capital rattos and kgurdity

The RBS Group, including the Group, 15 subject to a varety of nsks as a
resuli of implementing the State Al restructunng plan

The RBS Group was required to obtamn State Aig approval for the ad
gven to it by HM Treasury as part of the placing and apen offer
undertaken by RBSG in December 2008, the 1ssuance to HM Treasury of
£25 5 bilhon of B shares i the capial of the RBS Group a conbingent
commiment by HM Treasury 1o subscnbe for up to an additional £8
tilion of B shares if certain condiions are met in addition to the RBS
Group s participation in the Asset Protection Scheme ("APS") (which has
now been lerminated) In that context, as part of the terms of the State
Aid approval, the RBS Group, together with HM Treasury, agreed the
terms of a restructunng plan

The RBS Group IS subject to a vanaty of isks as a result of implementing
the State Aud restructunng plan, including required asset disposals In
particular, the RBS Group agreed to undertake a senes of measures to
be implemented over a four year period from December 2008, including
the disposal of 2 number of businesses now completed (or substantially
completed) as well as the disposal of all or a controlling portion of Direct
Line Group (“DLG", formerty known as RBS Insurance) (with disposal of
its entire interest in DLG required by 31 December 2014), and the RBS
branch-based business n England and Wales and the NatWest branches
in Scotland along with the direct and other small and medium-stze
enterprise (SME) customers and certain mid-corporate customers across
the UK While the inital sale of 34 7 per cent of DLG through an PO was
completed in October 2012 and a further sale in March 2013 reduced the
RBS Group ownership below the 50% leved, in respect of the RBS and
NatWest branch-based bustness, the sale process confinues to progress
following the withdrawat of its onginal buyer in October 2012



There 1s no assurance that the pnce that the Group receives or has
received for any assets said pursuant to the State Aid restructunng plan
will be or has been at a level the Group considers adequate or which it
could abtain in circumstances In which the Group was not required to sell
such assets in order to implement the State Aid restructunng plan or i
such sale were not subject to the restnchions contained tn the terms
thereof Further, if the Group fails to complete any of the required
disposals within the agreed imeframes for such disposals, under the
terms of the State Aid approval, a divestiture trustee may be empowered
to conduct the disposals, with the mandate to complete the disposal at no
minimum pnce

Furthermore, if the RBS Group ts unable to comply with the terms of the
State Aid approva! it could constitute a misuse of aid In circumstances
where the European Comrmission doubts that the RBS Group 1s
complying wath the terms of the State Aid approval, it may open a formal
investigation At the conclusion of any such mvestgation, if the Eurcpean
Commission decided that there had been misuse of aid, 1t could 1ssue a
decision requinng HM Treasury to recover the misused ad, which could
have a matenal adverse impact on the RBS Group, including the Bank
and its subsidianes

In implementing the State Aid restructuring pian, the Bank and its
subsidiartes have lost, and will continue to lose, existing customers,
deposits and other assets (both directly through sale and potentially
through the impact on the rest of the RBS Group's business arising from
implementing the State Aid restructurning plan) and the potential for
realising additional associated revenues and margins that i othermse
might have achteved in the absence of such disposals

The quantum of assets and deposits that would be included in a
divestment of the RBS branch-based business in England and Wales and
the NatWest branches in Scotland is not certain However, at 31
December 2012, this business included approximately £18 8 billion of
assets, £21 5 bilion of deposits and 2 million customers

The implementation of the State Aid restructunng plan by the RBS Group
may also result in disruption to the retained business and give nise to
signficant strain on management, employee, operatona! and financial
resources, impacting customers and employees and giving nse to
separalion costs which could be substantial

The implementahon of the State Aid restructuning plan may result in the
smergence of one or more new wviable competitors or a matenal
strengtherning of one or more of the Group’s existing competitors in the
Group s markets The effect of this on the Group’s future competitive
position, revenues and margins 1S uncertain and there could be an
adverse effect on the Group's operations and financial conditton and its
business generally
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The accurrence of any of tha risks descnbed above could have 2 matenal
adverse eHect on the Group's business, resuits of operatians, financial
condiion, capital posiion and competlive position

Macro-prudential, regulatory and legal risks

Each of the Group's businesses Is subject to substantial regulation and
oversight Signficant regulatory developments and changes in the
approach of the Group s key regulators could have a matenal adverse
effect on how the Group conducts ifs business and on iis results of
operations and financial condition

The Group 15 subject to extensive financial services laws, regulations,
corporate governance requirements, administralive actions and pohicies
m each jurisdiction in which 1t operates All of these are subject to
change, particularly in the current regulatory and market environment,
where there have been unprecedented levels of govemement intervention
(including nationalisations and injections of government capial), changes
to the regulations governing financial institutions and reviews of the
Ingdustry in the UK, i many other European countries, the US and at the
EU ievel

As a result of the enwironment i which the Group operates, mcreasing
regulatory focus in certain areas and ongeing and possible fulure
changes in the inancial services regulatory landscape (Including
requirements imposed by virtue of the Group s participation in
government or regulator-led imitiatives), the Group 1s facing grealer
regulation and scrutiny in the UK, the US and other countries 1n which 1t
operates (including m relaton to compliance with ant-bnbery, anti-money
laundenng, anti-terronsm and other similar sanctions regumes)

Although it 15 difficult to predict wath certainty the effect that recent
regutatory developments and heightened levels of public and regulatory
scrutiny will have on the Group, the enactment of legislation and
regulations in the UK, the EU and the US (such as the bank levy mthe
UK, the EU Recovery and Resolution Directive (the "RRD") or the Dodd-
Frank Wall Street Reform and Consumer Protection Act in the US) 1s
hikely 1o result nincreased capital and hquidily requirements and changes
in regulatory requirements relating to the calcutation of capital and
hquidity metncs or other prudentia! rules relating to capital adequacy
frameworks, and may result in an increased number of regulatory
investigations and proceedings Any of these developments could have
an adverse rmpact on how the Group conducts its business, applicable
authonsations and hcences, the products and services & offers, its
repulation, the value of its assets, ils funding costs and its results of
operations and financial condition
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Additional information continued

Risk factors continued

Areas in which, and examples of where, govemmentat policies,
reguiatory changes and increased public and regulatory scrutiny could
have an adverse impact (some of which could be material) on the Group
nclude those set out above as well as the following

o the transfer in the UK of regulalory and supervisory powers from the
FSA 1o the Financial Conduct Authority for conduct of business
supervision and the Prudental Regulatory Authority for capital and
hquidity supervision In 2013

s+ the monetary, hiscal, interest rate and other policies of central banks
and other governmental or regulatory bodies,

s requrements lo separate retail banking from investiment banking,

« restnchions on proprietary trading and similar activiies within a
commercial bank and/or a group which contains a commercial bank,

» restructunng cerlan of the Group s non-retail banking activities in
unsdictions outside the UK in order to satisfy local capial, iguidity
and other prudential requirements,

e the design and potential implementation of government mandated
recovery, resolution or ;nsolvency regimes,

e the mpositon ol government imposed requirements with respect o
lending to the UK SME market and larger commercial and corporate
enbties and residential mortgage lending,

« reguirements to operate in a way that prioriises objectives other
thar shareholder value creation,

« changes 1o hnancial reporting standards (including accounting
slandards) corporate governance requitements, corporate
structures and conduct of business rules

s the imposition of restiictions on the Group's ability to compensate its
senior management and other employees,

s regulations relating to, and enforcement of, anti-bnbery, anti-money
laundering, ant-terronsm or other simitar sanctions regimes,

e rules relating to foreign ownership expropnation, natonahsation and
confiscation of assets,

e  other requirements or palicies affecting the Group's profitability,
such as the imposition of onerous compliance obligations, further
restrctions on business growth, praduct offerng, capital, iquidity or
pricing,
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« the introduction of, and changes to, taxes, levies or fees applicable
to the Group's operations (such as the imposition of financial
actvities taxes and changes in lax rates that reduce the valug of
detferred tax assets), and

« the regulation or endorsement of credit ratings used in the EU
(whether 1ssued by agencies i EU member states or in other
countries, such as the US)

Changes in laws, rules or regulations, or in thewr interpretation or
enforcement, ar the implementation of new laws, rules or regulations may
adversely alfect the Group's business, financial condifton and resuits of
operations |n addition, uncertainty and lack of intemational regulatory
coordination as enhanced supervisory standards are developed and
implemented may adversely affect the Group s ability to engage 1n
effective business, capital and nsk management planning

The RBS Group, including the Group, 1s subject to resolution procedures
under current and proposed rescluton and recovery schemes which may
resull i vanous actions bemng taken in relation to any secunies of the
RBS Group, including the wnte off, write down or conversion of the RBS
Groups' secunties

As a result of is status as a GSIFl and in accardance with current and
proposed resolulion and recovery schemes the RBS Group was required
to meet gertamn resoluton pltanning requirements by the end of 2012 and
18 required to meet others in 2013 contemplating its possible falure The
RBS Group made the required submissions in 2012 to the FSA and its
US business will make s required submissions in 2013 Similar to other
major financial institutions, both the RBS Group and 11s key subsidianes,
including the Group remain engaged in a constructive dialogue on
resolution and recovery planning with key national regulators and other
authonties

In addibon to the powers provided by the Banking Act, further resolution
powers are expecied to be provided as part of the RRD and the reforms
implemenhing the recommendations of the ICB  Such resolution powers
are expected to include a bail-in mechamsm, pursuant to which losses
would be imposed on shareholders and, as appropriate, creditors of the
Group (through wnte-down or conversion into equity of habdities including
debt secunties) in order 10 recapitalise and restore the Group 10 solvency
as well as other options, including those as set forth in the Banking Act
The implementation of any resolutien and recovery scheme 15 the subject
of significant debate, particularly for GSIFIs with complex cross border
activities Such debate includes whether resolution and recovery powers
may be exercised through a single point of entry at the holding company
or at various levels of the corporate structure of a GSIFI

The potentiat impacits of these resolution and recovery powers may
mnclude the total loss of value of securities 1ssued by the RBS Group,
mcluding the Group, and, in addition for debt holders, the possible
conversion into equity secunhies and under certain circumstances the
matnbly of the RBS Group, mcluding the Group, to perform its obligations
under its secunities



The Group is subject to a number of regulatory initiatives which may
adversely affect its busmess The Independent Commission on Banking's
final report on competitton and possible structural reforms in the UK
banking industry has been adopted by the UK Government which inlends
to implement the recommendations substantially as proposed In addiion
other proposals to nng fence certain business activities and the US
Federal Reserve's proposal for applysing US capital, hquidity and
enhanced prudential standards to certain of the RBS Group s US
operations together with the UK reforms could require structural changes
to the RBS Group's business, including the Group Any of these changes
could have a materiai adverse efifect on the Group

The UK Government published a White Paper on Banking Reform in
September 2012, outining proposed structural reforms in the UK banking
industry The measures proposed were drawn m large part from the
recommendabons of the ICB which was appoinied by the UK
Government mn June 2010 The ICB published its final report to the
Cabinet Committee on Barking Reform on 12 September 2011, which set
out the ICB's views on possible reforms to improve stability and
competition in UK banking The final report made a number of
recommendatons, including n relation to (1) promotion of compettion, {n)
increased loss absorbency (including bail-in, 1 e, the ability to wnite down
debt or convert it into an 1ssuer’s ordinary shares in certain
cireumstances) and () the implementation of a nng-fence of retail
banking operations

The measures In relation 1o the promotion of competition are already
largely in train, including the development of an mndustry mechanism to
make It easier for customers ta switch thewr personal current accounts to
a different provider, which 1s due to be completed by September 2013

Bail-in mechanisms continue to be discussed by the EU and the RBS
Group continues to participate in the debate around such mechanisms
which could affect the nghts of creditors, including holders of senior and
subordinated bonds, and shareholders in the event of the implementation
of a resolution scheme or an insolvency and could thereby materally
aftect the pnice of such securites

i

The UK Government published in October 2012 a draft bill intended to
enable the implementation of these reforms This draft bill 1s subject to
pre-legisiative scrutiny by the UK Parllamentary Commission on
Standards in Banking (“PCBS") which may recommend changes to the
bill The UK Government published its response to the PCBS in February
2013 and agreed to amend the bill to include prowvisions giving the
regulator the power to enforce full separation between retail and
wholesale banking in a specified group The Financial Servces (Banking
Reform} Bill, which wil! provide primary enabhng legistation, has now
received s second readmg in the House of Commons and, if passed, 1s
expected to receive Royal Assent early in 2014 This 15 with a view o
completing the overall legislative framework by May 2015, requinng
comphiance as socn as practicable thereafier and setting a final deadiine
tor full implementation of 2019
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The impact of any final legislation on the Group is impossible to estmate
with any precision at this stage The introduction of bail-in mechamisms
may affect the Group's cost of borrowing, its ability to access professional
markets’ funding and its funding and hquidity metncs It 1s also hikely that
nng-fencing certain of the RBS Group s operatians would requsre
significant restructuring wath the possible transfer of large numbers of
customers between legal entiies it is possible that such nng-fencing, by
itself, or taken together with the impact of other proposats contamned in
iivs legislation and other EU legislation that will apply to the RBS Group
could have a matenal adverse effect on the Group s structure and on the
viability of cerain businesses, in addition to the Group's results of
operations, financial condiions and prospects

It 1s also possible that the UK’s implementation of a ring-fence may
conflict witts any EU legislation to smplement the recommendations ot the
High-level Expert Group on Reforming the Structure of the EU Banking
Sector, whose report, published 1n October 2012, proposed mnter alia,
nng-fencing the trading and market-making actvities of major European
banks This could affect the Group's position relative to some
competitors However, it 1s hot yet clear whether the EU will implement
nng-fencing proposals and whether they will apply to UK banks, in
additton to the UK's own ning-fencing measures

Under the US Federal Reserve's proposal {o change how it regulates the
US operations of large foreign banking groups. foreign banking
organisations with total global consolidated assets of $50 billion or more
(“Large FBOs") would have to create a separately capitabised top-ter US
intermediate holding company (“IHC™) that would hetd all US bank and
rion-bank subsidianes The IHC would be subject to US capital liquidity
and other enhanced prudential standards on a consohdated basis
Among other things, an IHC would be subject to the same US nsk based
and leverage capital standards that apply to a US bank holding company
The adoption of such a regime would hkely result in the RBS Group being
subject to multiple capital regimes where the US has departed from the
imternational Basel Capital Framework as adopted 1n the UK and Europe
The imposttion of US capital, hquidity and other enhanced prudental
standards an an IHG of a Large FBO that 1s subject to home country
capital standards on a group-wide consolidated basis would hikely give
nse to challenging organisational and comphance 1ssues The toregoing
15 only one example of issues that the RBS Group might confront if ts US
operations were o be subject to these proposals Under the current
proposals the RBS Group's US operations would be subject to these
heightened requirements

It any of the proposals descnbed above are adopied, major changes to
the RBS Group s corporate structure, including as it relates to the Group,
its business actvities conducted in the UK and the US and potentially
other junsdictions where the RBS Group operates as well as changes to
the RBS Group's business model, might be required The changes are
Iikely 10 include ring-fencing certain bankemg activiies in the UK from
other activities of the RBS Group as well as restructuning other operations
within the RBS Group in order 1o comply with these proposed new rules
and regulations The proposals 1f adopted, are expected to take an
extended pernod of time o pul into place, woulkd be costly to implerent
and may lack harmorisation, all of the effects of which could have a
matenal adverse eftect on the Group’s structure, results of operations
financtal condition and prospects
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Additional information continued

Risk tactors continued

RBSG, the Group and other RBS Group members are subjectto a
number of legal and regulatory actions and investigations Unfavourable
outcomes n such actions and investigations could have a matenal
adverse efiect on the Group s operating results or reputation

The RBS Group s aperations are diverse and complex and i operates n
tegal and regulatory environments that expose it to potentially significant
htigation, regulatory investigation and other regulatory nsk. As a resuft
RBSG, the Group and other RBS Group members are, and may i the
future be, Involved in a number of legal and reguiatory proceedings and
Investigations in the UK, the EU the US and other junisdictions

The RBS Group 1s involved in ongoing class action htgation LIBOR
related htigation and investigations, secunitisation and secunties related
litigation and anti-money laundenng, sanctions, mis-seling and
comphance related investigattons, in addition toe a number of other
matters Inrespect of the LIBOR investgations, the RBS Group reached
a settlement on 6 February 2013 with the FSA, the Commodity Futures
Trading Association and the US Department of Justice In addition to this
settlement the RBS Group continues to cooperate with these and other
governmental and regulatory authorties, mcluding n the US and Asia,
into its submissions, commumications and procedures relating to the
satting of LIBOR and other trading rates, and the probable ouicome 15
that d will incur additional fimancial penallies Legal and regulatory
proceedings and (nvestigattons are subject 1o many uncertainties, and
thewr outcomes, including the timing and amount of fines or settlements,
which may be matenial are often difficult to predict, particulary in the
early stages of a case or investigation

Adverse regutatory proceedings or adverse judgments In liigation against
RABSG, the Group or any other RBS Group member could resultin
restrnichons or imitations on the Group's operations or have a significant
effect on the Group’s reputabion or resulls of operations

The Group may be required to increase provisions in relation to ongoing
legal proceedings, investigations and regulatory matters In 2012,
provisions were required to cover costs of redress in respect of past sales
of interest rate hedging products to the Group s small and medum sized
busiresses, having regard to the FSA report i1ssued in January 2013
outiining the principles to which it washes the Group and other UK banks
to adhere 1n conducting the review and redress exercise Additional
provisions were required in 2012 to cover increased cosls associated
with Payment Protection insurance sales practices Provision was also
required m respect of the redress paid to customers following the June
2012 technology incident which resulted in delays in the processing of
certam customer accounts and payments Sigruficant increases in
provisions may harm the Group’s reputation and may have an adverse
effact on the Group s financial condition and results of operations
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The Group, ke many other financial institutions, has come under greater
regutatery scrutiny in recent years and expects that environment {o
continue for the foreseeable future, particularly as it relates to comphance
with new and existing corporate governance, employee compensation
conduct of business, ant-money laundenng and anti-terronsm laws and
regulations as well as the provisions of applicable sanctions
programmes

Financial reporting related risks

The value of certain financial instruments recorded at fair value 1s
determined using financial models ncorporating assumptions,
judgements and eshmates that may change over time or may ultimately
not tum oul 1o be accurate

Under International Financial Reporting Standards (“IFAST), the Group
recogrises at fair value (1) hnancial instruments classified as held-for-
trading or designated as at farr value through profit or loss, (1) financial
assels classified as avallable-tor-sale, and {1} denvatives Generally, to
establish the far value of these msiruments, the Group relies on quoted
market prnces or, where the market for a financial mstrument 1s not
sufficiently active, internal valuation models that utthse observable markel
data Incertain circumstances the data for indindual financial
instruments or classes of financial instruments utilised by such valuation
maodels may not be avallable or may become unavailable due to
prevailing market condiions In such circumstances, the Group’s intemal
valuation models require the Group to make assumptions, judgements
and estimates to establish fair value, which are complex and often relate
10 matters that are inherently uncertain These assumptions, judgements
and estimates will need to be updated to reflect changing facts, trends
and market conditions  The resulting change in the far values of the
financial nstrsmenis has had and could continue to have a matenal
adverse effect on the Group’s eamings and financial condition

The recoverability of certam deterred 1ax assets recognised by the Group
depends on the Group's ability to generate sufficient future taxable profits
In accordance with IFRS, the Group has recognised deferred tax assets
on losses available to relieve future profits from tax only to the extent that
i ts probable that they will be recovered The deferred tax assels are
quantified on the basis of current tax legislation and accounting standards
and are subject to change in respect of the future rates of tax or the rules
for computing taxable profils and allowable losses Fauure to generate
sufficient future taxable profils or changes in tax legislation or accounting
standards may reduce the recoverable amount 0f the recognised
deferred tax assets In Apnl 2011, the UK Governmen! commenced a
staged reduchon in the rate of UK corporation tax from 28% to 23% over
a four-year penod Further rate reductions were announced in 2012
which will lead to a corporahon tax rate of 21% by April 2014 and the
Budget in March 2013 announced a further reduction to 20% from Apnl
2015 Such changes in the applicable tax rates will reduce the
recoverable amount of the recegnised deferred tax assets



Operational risks

Operational nsks are inherent in the Group's businesses

Operational nsk s the nsk of loss resulting from madequate or faled
internal processes peopie and systems, or from external evenits The
Group has complex and diverse cperations and operational nsk and
losses can result from internal and external fraud errors by employees or
third parties, failure to document transactions properly or to obtain proper
authorisation, failure to comply with applicable regulatory requirements
and conduct of business rules {including those ansing out of ani-bribery
anti-money laundenng and anti-terrorism legislation, as well as the
prowsions of applicable sanctions programmes}), equipment failures,
business continusty and data secunty system falures, natural disasters or
the inadequacy or fallure of systems and controls, including those of the
Group's suppliers or counterparties Although the Group has
implemented nsk controls and loss mitigation actions, and substantial
resources are tevoled to developing efficient precedures, to identify and
rectify weaknesses In existing procedures and to tram staff it s not
possible to be centan that such actions have been or will be effective In
controlling each of the operational nsks faced by the Group Ineffective
management of operational nsks could have a matenal adverse eftect on
the Group s business, financial condition and results of operations

The Group's operatians are highly dependent on its information
technology systems

The Group's operations are dependent on the ability to process a very
large number of transactions efficiently and accurately white complying
with applicable laws and reguiations where it does business The proper
functioning of the Group s payment systems, financial and sanctions
controls, nsk management, credil analysts and reporting, accounting,
customer service and other iInformation technology syslems, as well as
the communicahon networks between its branches and main data
processing centres, are cntical to the Group s operations Crtical system
falure, any prolonged loss of service availabdity or any matenal breach of
data secunty partcularly involving confidential customer data could
cause serous damage to the Group's ability to service its chents, could
result in sigmficant compensation costs, could breach regulations under
which the Group operates and could cause long-term damage to the
Group's business and brand

For example, failure to protect the Group’s operations from cyber attacks
could result in the loss of customer data or other sensitive information
The threats are increasingly soptusticated and there can be no assurance
that the Group will be able to prevent all threats in addition, in June
2012, a computer system failure prevented customers from accessing
accounts i both the UK and lreland Ongoing 1ssues relating to the
faiure conbinued for several months, requinng the Group to set aside a
prowision for compensahon o customers who suffered losses as a resuft
of the system failure, in addition to other related costs

The Group may suffer losses due to employee misconduct

The Group’s businesses are exposed to risk from potential non-
compliance with policies, employee misconduct or negligence and fraud,
which could result in regulatery sanctions and senous reputational or
financial harm to the Group In recent years, a number of multinatronal
financial nstitutions have suffered matenal losses due to the actions of
“rogue lraders” or other employees It 1s not always possible lo deter
employee misconduct and the precautions the Group takes to prevent
and detect thus activity may not always be effective
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The Group s operations have inherent reputational nisk

Reputational nsk, meamng the risk to earnings and capital from negative
public opimon, 1 inherent in the Group's business Negative public
opinion can result from the actual ar perceived manner in which any
member of the RBS Group, including the Group, conducts its business
activities, from the Group's financial performance from the level of direct
and indirect government support or from actual or perceived practices in
the banking and financtal industry Modern technologies, in particutar
online social networks and other broadeast tools which faciltate
communication with large audiences in short tme frames and with
mirumal costs, may significantly enhance and accelerate the impact of
damaging fermation and allegations Negative public epinion may
adversely affect the Group's ability to keep and attract customers and, m
particular, corporate and retaif depositors The Group cannot ensure that
it will be successful in avoiding damage to its business from reputationat
risk, which may result in a matenal adverse effect on the Group's
linancial condibon, results of operabion and prospects

The RBS Group and the Group may suffer if they do not mamtain good
employee relations

In recent years, the RBS Group has altered certan of the pensian
benefits 1t offers to staff and some employees continue to participate n
defined beneft amangements The following two changes have been
made to the ma:n defined benefit pension plans {1) a yearly hmit en the
amount of any salary increase that will count for pension purposes, and
(i1} a reduction in the severance lump sum for those who take an
immedate undiscounted pension for redundancy

The Group could fail to attract or retain senior management, which may
nclude members of the Board, or other key employees, and 1t may suffer
If it does not maintamn good employee relations

The Group’s ability to implement its stralegy and ifs future success
depends on ils ability to altract, retain and remunerate highly skilled and
quahfied personnel, including tts senior management, which include
directors and other key employees competitively with its peers This
cannot be guaranteed, pariculary in light of heightened regulatory
oversight of banks and heightened scrutiny of, and (in some cases)
restnchons placed upon, management and employee compensation
arrangements, in particular those in receipt of Government support (such
as the Group)

tn addition to the effects of such measures on the Group's ability to retain
senlor management and other key employees, the marketplace for skilled
personnel 1s more competitive, which means the cost of hinng, traiming
and retainng skilled personnet may conlinue o increase The talure to
attract or retam a sufficient number of appropnately skilled personnel
could place the Group at a significant competitive disadvantage and
prevent the Group from successfully implementing its strategy, which
could have a matenal adverse effect on the Group’s financial condition
and results of operations

In addihon certain of the Group's employees n the UK, the Republic of
Irefand and other junsdickons m which the Group operates are
represented by employee representalive bodies, including trade unions
Engagemen! with its employees and such bodies 1s important to the
Group and a breakdown of these relationships could adversely affect the
Group's business, reputation and resulls
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Glossary of terms

Alt-A (Alternalive A-paper) - a US description for mortgage loans with a
tugher credit quality than sub-prme loans but with features that disqualify
the barrower from a tradiional pnme foan Alt-A lending charactenstics
include imited documentation, high loan-to-value ratio, secured on non-
owner occupred properties, and debt-to-income ratwo above normal kmits

Arrears - the aggregate of contractual payments due on a debt that have
not been met by the borrower A loan or other financial asset 1s sad to be
In arrears' when payments have not been made

Asset-backed commercial paper (ABCP) - a form of asset-backed
security generally 1ssued by a commercial paper conduit

Asset-backed secunities (ABS) - secunties that represent interests in
specilic portiohios of assets They are 1ssued by a special purpose entity
following a securiisation The underlying portfohios commonly compnse
residential or commercial mortgages but can include any class of asset
that yields predictable cash flows Payments on the securities depend
primartly on the cash flows generated by the assels in the underlying peo!
and other nights designed to assure timely paymeny, such as guaraniees
or other cred:t enhancements Collateralised bond obligations,
collateralised debt obligations collateralised loan obligations, commercial
mortgage backed secunties and restdential morntgage backed secunties
are all types of ABS

Asset quahly (AQ) band - probabihity of default banding tor all
counterparties on a scale of 1i0 10

Assels under management - assets managed by the Group on behalf of
clients

Bank levy - a levy that applies to UK banks, building societies and the UK
operations of foreign banks from 1 January 2011 The levy is payable
based on a percentage of the chargeable equity and habilities of the bank
as al the balance sheet date

Basel Il - the capital adequacy framework 1ssued by the Basel Committee
on Banking Supervision in June 2006 m the form of the 'international
Convergence of Capital Measurement and Caputal Standards’

Basel Hif - n December 2010, the Basel Committee on Banking
Supervision 1ssued final rules ‘Basel il A global regulatory framewark
for more resihent banks and banking systems” and ‘Basel [if Intemational
framework for iquidity nisk measurement, standards and momtonng’

Basis pont - one hundredth of a per centi e 0 01 per cent 100 basis

points 1s 1 per cent Used when quoling movements in interest rates or
yields on secunties

Bear steepener - a steepening of the yield curve caused by long-term
rates increasing faster than short term rates
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BIPALI - the prudental sourcebook {or banks, building societies and
Investment fiums The part of the Financial Services Authonty's (FSA)
Handbook that sets out detalled prudential requirements for the banks
that they reguiate

Buif flattener a flatterung of the yield curve in which long term rates are
decreasing {aster than short term rates

Certificates of depostt {CDs) - bearer negotiable instruments
acknowledging the receipt of a fixed term depasit at a specified interest
rate

Coliateraised bond obligations (CBOs) - asset-backed securilies for
which the underlying asset portfolios are bonds, some of which may be
sub-investment grade

Collateralised debt obhgations (CDOs) - asset-backed secunties for
which the underlying asset porticlics are debt obligatons either bonds
{collateralised bond obiigations) or lpans (collaterahsed loan obligations)
or both Ths credit exposure underlying synthetic CDOs denves from
credit default swaps The CDOs Issued by an individual vehicle are
usually divided in different tranches seruor tranches (rated AAA),
mezzanine tranches (AA to BB), and equity tranches {unrated) Losses
are borne {irst by the equity secunties, next by the junior secunties, and
finally by the semor secunities, junor tranches offer higher coupons
(interes! payments) to compensate for therr increased nisk

Collateralised loan obfigations (CLOs) - asset-backed secunties for which
the underiying asset portfolios are loans, often leveraged loans

Collectively assessed loan impairment provisions - imparment loss
provisions in respect of impaired loans, such as credit cards or personal
loans, that are below individual assessment thresholds Such provisions
are established on a porticlio basis, taking account of the level of arrears,
security, past loss expenence, credit scores and defaults based on
portfolio frends

Commercial mortgage backed secunties (CMBS) - asset-backed
securities for whuch the underlying asset portfolios are leans secured on
commercial real estate

Commercial paper (CP) - unsecured obligations tssued by a corporate or
a bank directly or secured obligations (asset-backed CP), often issued
through a commercial paper conduit, to fund working capital Matunties
typ:cally range from two to 270 days However, the depth and rehability of
some CP markets means that 1ssuers can repeatedly rofl over CP
1ssuance and eflectively achieve longer term funding CP 1$ 1ssued in a
wide range of denominations and can be either discounted or interest-
beanng



Comrmercial paper conduit - a special purpose entty that 1ssues
commercial paper and uses the procesds to purchase or fund a pool of
assels The commercial paper is secured on the assets and 1s redeemed
either by further commercial paper issuance, repayment of assets or
liquichty drawings

Commercial real estate - freehold and leasehold properties used for
business activites Commercial real estate includes office buildings
industnal property, medical centres, hotels retall stores, shopping
centres, agrcultural land and buildings, warehouses, garages eic

Comprassion trades - portfolio compression reduces the overall notional
size and number of outstanding contracts in credit denvative portiolios
without changing the overall nsk profiles of these portfolios This s
achieved by termmnating existing trades on single name reterence enhties
and on indices and replacing them with a smaller number of new trades
with substantatly smaller notonals that carry the same nisk profite and
cash flows as the imitial portfolio

Cantractual matunty - the date in the terms of a hinancial instrument on
which the last payment or receipt under the contract 1s due for setffement

Core Tier 1 capital - called-up share capital and eligible reserves plus
equity non-controling interests, less intangible assets and other
reguiatory deductions

Core Tier 1 capital ratio - core Tier 1 capital as a percentage of risk-
weighted assets

Cost income ralo - operating expenses as a percentage of tolal income

Counterparty credit nsk - the nsk that a counterparty defaulls before the
matunty of a denvative or sale and repurchase contract In contrast to
non-counterparty credit risk, the exposure to counterparty credit nsk
varies by reference to a market factor (e g inlerest rate, exchange rate,
asset price)

Coverage ratio - impairment provisSions as a percentage of impaired
pans

Covered bonds - debt secunites backed by a portfolio of mortgages that
are segregated from the issuer's other assets sclely for the benefit of the
holders of the covered bonds

CRD i - the CRD lil package came into force on 1 January 2011 It
requires higher capital requirements for re-secuntisalions, upgrades
disclosure standards for secuntisation exposures, strengthens capital
requirements for the trading book, and introduces new remunerahon
rules

CRD IV - July 2011, the European Commission published its proposed
legisiation for a Capital Requirements Directive and a Capital
Reguirements Regulation, which together form the CRD IV package The
package impltements the Base! Il capital proposals and also includes
new proposals on sanctions for non-compliance with prudenhal niles,
corporate governance and remuneration CRD IV has yet to be enacted
inte European law and its implementation date remains uncertain
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Credit default swap (COS) - a contract where the protection seller
receives premium or interest-related payments in return for contraching to
make payments {o the protection buyer upon a defined credit event in
relation 1o a reference financial asset or portfolio of financiat assets
Credit events usually include bankrupicy payment detault and rating
downgrades

Credit denvative product comparny (CDPC) - a special purpose entity that
sells credit protection under credil default swaps or certamn approved
forms of msurance pohicies Sometimes they can also buy credit
protection CDPCs are similar to monoline insurers However, unitke
monoling insurers, they are not regulated as insurers

Credit denvatves - contraciual agreements that provide protection
against a credit event on one or more reference entities or financiat
assels The nature of a credit event is established by the protection buyer
and protection seller at the inception of a transaction, and such svents
nclude bankruptcy, msolvency or fadure to meet payment obligations
when due The buyer of the credit denvative pays a perodic fee i return
for a payment by the protection seller upon the accurrence, if any, of a
credit event Credit denvatives include credit defautt swaps, total return
swaps and credit swap options

Credit enhancements - techmques that improve the credit standing of
financial obligations, generally those issued by an SPE in a securitisation
Externa! credd enhancements include financlal guarantees and letiers of
credit from third-party providers Internal enhancements include excess
spread - the diference between the interest rate received on the
underlying portiolro and the coupon on the issued secunties, and over-
collateralisation - on secuntisation, the value of the underlying portfolio s
greater than the securities 1ssued

Credit grade - a rating that represents an assessment of the credit
worthiness of a customer It is & point on a scale representing the
probability of default of a customer

Credit nsk - the nsk that the Group will incur losses owing to the fadure of
customers ta meet their financial obhigations to the Group

Credit isk mitigation - reducing the credit risk of an exposure by
applicatien of techmiques such as neiting, collateral, guarantees and
credil denvatives

Creoit nisk spread - the yield spread between secunties with the same
currency and matunty structure but with different associated credit nsks
with the yield spread nsing as the credit raling worsens 1t s the prermum
over the berchmark or nisk-free rate required by the market to take on a
lower credit qualty

Credit valuation adjustments (CVA) - the CVA 1s the difference between
the nsk- free value of a portfolio of trades and its market value, taking into
account the counterparly’s nsk of defautt It represents the market value
of counterparty credit nisk, or an estimate of the adjustment to fair value
that a market participant would make to refiect the creditworthiness of s
counterparty
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Glossary of terms continued

Currency swap - an amangement in which two parties exchange speciic
principal amounts of different currencies at inception and subseguently
interest payments on the principal amounts Often, one party will pay a
fixed rate of interest, while the other will pay a floating rate {though there
are also fixed-fixed and floating-floating arangements) At the matunty of
the swap, the principal amounts are usually re-exchanged

Customner accounts - money depasited with the Group by counterparties
other than banks and classified as habihttes They include demand,
savings and time deposits, secuntes sold under repurchase agreements,
and other short term deposits Deposits received from banks are
classified as deposits by banks

Debt secunties - transferable instruments creating or acknowledging
mdebledness They include debentures, bonds, certificates of deposit,
notes and commercial paper The holder of a debt secunty ts typically
entitled to the payment of pnncipal and interest, together wath other
contractual nghts under the terms of the 1ssue, such as the nght to
receive certamn inforration Debt securnities are generally 1ssued for a
fixed lerm and redeemable by the 1ssuer at the end of that term  Debt
securities can be secured or unsecured

Debt securities i issue - unsubordinated debt secunties issued by the
Group They include commercial paper, certificates of deposit, bonds and
medium-tenn notes

Debit valuation adjustment (DVA) - an adjustment made by an entity 1o
the valuation of OTC denvative iabiities 1o reflect wathin lar value the
enlity's own credit nsk

Deferred tax asset - income taxes recoverable n future periods as a
result of deductible temporary differences {lemporary differences
between the accounting and {ax base of an asset or liability that will resull
n tax deductible amounts in future periods} and the carry-forward of tax
losses and unused tax credits

Dalerred tax hability - Income taxes payable in future periods as a result
of taxable temporary differences {temporary ditferences between the
accounting and tax base of an asset or liability that will result in taxable
amounts i fulure penods)

Defined benefit obligation - the present value of expected future
payments required to setile the obligations of a defined benefit plan
resulting from employee service

Defined benefit plan - pension or other post-retiremant benefit plan other
than a defined contnbution plan

Defined contnbution plan - pensian or other post-retirement benefit plan
where the employer's obligation i1s kmited to is conlnbutions to the fund
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Depostts by banks - money deposited with the Group by banks and
recorded as habiliies They include money-market deposits, securities
sold under repurchase agreements, federal funds purchased and other
short term deposits Depasits received from customers are recorded as
customer accounts

Denvative - a contract or agreement whose value changes with changes
n an underlying index such as interest rates, foreign exchange rates,
share prices or ndices and which requires no iniial investment or an
inital investment that 1s smaller than would be required for other types of
cantracts with a simitar response to market factors The prnincipal types of
denvatives are swaps, forwards, futures and options

Discontinued operation - a component of the Group that either has been
disposed of or 1s classified as held for sale A discontinued operation 1s
either a separate major ine of business or geographical area of
operations or part of a single co ord:nated plan to dispose of a separate
major [Ine of business or geographical area of operations, or a subsidiary
acguired exclusively with a view to resale

Economic capital - an intemal measure of the capital required by the
Group to support the nsks e which it is expased

Economyc profit - the ditference between the return on shareholders
tunds and the cost of that capital Economic profit1s usually expressed as
a percentage

Effective interest rate method - the effective interest method 1s a method
of calculating the amortised cost of a financial asset or financial habiity
(or group of financial assets or labiliies) and of allocating the interest
income or interest expense over the expected life of the asset or hability
The effective interest rate 1s the rate that exactly discounts estimated
tujure cash flows to the instrument's indtial carrying amoun! Caleulation of
the eftective Interest rate takes into account fees payable or receivable
that are an integral part of the instrument's yield, premiums or discounts
on acquisiion or issue early redemption fees and transaction costs All
tontraciual terms of a financial instrument are considered when
estimating future cash tlows

Equrly nsk - the nsk of changes in the market price of the equities or
aquity mnstruments ansing from positions, exther long or short, in equites
or equity-based financial instruments

Expected loss (EL} - expected loss represents the anhcipated loss on an
exposure over ona year It1s determined by multiplying probakslity of
default, loss given default and exposure at defauit and can be calculated
at indwidual, credit facility, customer or porttolio level

Exposure - a claim, contingent clam or position which carries a nsk of
financial loss




Exposure at default (EAD) - an estimate of the expected level of
ubhsation of a credit facility at the ime of a borrower's default The EAD
may be hgher than the current ubilisation (e g where further drawings are
made under a revolving credit facility before default) but will not typically
exceed the total facihty limit

Fanme Mae (Federal National Montgage Association) - a US Government
Sponsored Enterpnse It buys mortgages, principally onginated by banks,
on the secondary market, pools them, and sells them as residential
mortgage-backed secunties to investors on the open market Its
obligations are not explicitly guaranieed by the full faith and credit of the
US Govemment

Federal Agencies - US federal agencies are independent bodies
established by the US Government for specific purposes such as the
management of natural resources, financial oversight or national secunty
A number of agencies, including Ginnie Mae, 1ssue or guarantee publicly
traded debt secuntes

Federal Home Loan Mortgage Comporation - see Freddie Mac
Federal National Mortgage Assocration - see Fannie Mae

FICQO score - a credit score calculated using proprietary software
developed by the Fair Isaac Corporation in the US from a consumer's
credit proiile The scores range between 300 and 850 and are used In
credit decisions made by banks and other providers of credit

Financial Services Compensation Scheme (FSCS) - the UK's statutory
fund of last resort for customers of authornised financial services firms {t
pays compensation i a firm is unable to meet its obhkgations The FSCS
funds compensation for custemers by raising management expenses
levies and compensation levies on the financial serwices ndustry

First/second lien - a hen s a charge such as a mortgage held by one
party, over property owned by a second party, as security for payment of
some debt, cbligaton, or duty owed by that second parly The holder of a
first lien takes precedence over all other encumbrances on that property

1 e second and subsequent liens

Forbaarance - forbearance takes place when changes to the contractual
payment terms of a retail loan are agreed in response to the borrower's
financial difficulies

Forward contract - a contract to buy (or sell} a specified amount of a
physical or financial commodily, at an agreed price, at an agreed future
date

Freddie Mac (Federal Home Loan Mortgage Corporation} - a US
Government Sponsored Enterprise 1t buys mortgages, principally
onginated by thnfls, on the secondary market, pools them, and sells themn
as residental mortgage-backed secunties to investors on the open
market its obligations are not explcitly guaranteed by the full faith and
credit of the US Government
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Funding and kquidhty nsk - the nsk that the Group does not have sutficient
financial resources to meet its commitments when they fall due or can
secure them only at excessive cost

Futures contract - a contract which provides for the future delvery (or
acceptance of delivery) of some type of financial instrument or commodity
under terms established at the outset Futures differ trom forward
contracts in that they are traded on recognised exchanges and rarely
resuit in actual delivery, mast contracts are closed out prior to matunty by
acquisttion of an offsetting position

G10 - the Group of Ten comprises the elaven industrial countnes
(Belgum Canada, France, Germany, ltaly, Japan, the Netherlands
Sweden, Switzerland, the United Kingdom and the United States) that
have agreed to participate in the Intemational Monetary Fund's ({MF s}
General Arrangements to Borrow

Ginrie Mae (Government National Mortgage Association) - a US
Government Agency that guarantees investors the timely payment of
principal and inferest on mortgage-backed secunties for which the
underlying asset portfolios compnse federally insured or guaranteed
toans - malnly leans insured by the Federal Housing Administration or
guaranteed by the Department of Veterans Affairs Ginnie Mae
obligations are fully and explicitly guaranteed as to the imely payment of
poncipal and interest by the full faith and credit of the US Government

Government Sponsored Enterpnses (GSEs) - a group of financial
services corparations created by the US Congress Their function is to
improve the efficiency of capitat markets and o overcome statutory and
other market mperfections which otherwise prevent funds frem moving
easlly from suppliers of tunds te areas of high loan demand They include
fannie Mae and Freddie Mac

Gross yield - the interest rale eamed on average interest-earming assels
1 e interest income divided by average interast-earming assets

Harrcut - a downward adjusiment to collateral value to reflect its nature,
any currency of maturity mismatches between a credit nsk mitigant and
the underlying exposure to which it 1s being applied

Hedge funds - pooled investment vehicles that are not widely available to
the public, therr assets are managed by professional asset managers
who participate in the performance of the fund

Home equity loan - a type of loan in which the borrower uses the equity In
their home as collateral A home equity loan creates a charge aganst the
borrower's house

Home loan - see Reswdential morigage

Impatred loans - all loans for whech an impawrment provision has been
established, for collectively assessed loans, impaimment loss provisions
are not allocated to mdividual ioans and the entire portfolio 1s included i

impaired loans

impairment allowance - see Loan impairment provistons
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Glossary of terms continued

Impairment losses - (a) for impaired fmancial assets measured at
amortised cost, imparment losses - the difference between carrying
value and the presenl value ol estimated future cash flows discounted at
the asset's onginal effective interest rate - are recognised In profit or loss
and the carrying amount of the financial asset reduced by establishing a
provisien (allowance) {b} for impared available-for-sale financial assets,
the cumulative loss that had been recognised directly n equity 1s
removed from equity and recognised in profit or loss as animpairment
loss

Indrerdually assessed loan imparment provisions - impatrment loss
provisions for individually significant imparired loans assessed on a case-
by-case basis, taking into account the financial condition of the
counterparty and any guarantor and the realisable value of any coltateral
held

Insurance nsk - the nsk of financial loss through fluctuations in the timing,
frequency and/or seventy of insured events, relative to the expectations
at the time of underwnting

Internal Capital Adequacy Assessment Process (ICAAP) - the Group's
own assessment, as part of Basel lf requirements, of its nisks, how it
intencs to mitigate those nsks and how much current and future capital 1s
necessary having considered other mitigatng factors

International Accounting Standards Board (IASB) - the Independent
standard-setting body of the IFRS Foundation its members are
responsible for the development and publication of International Financial
Reporting Standards {IFRSs) and for approving Interpretations of IFRS
as developed by the IFAS Interpretations Commitiee

Interest rate swap - a contract under which fwo counterparties agree to
exchange periodic interest payments on a predetermined monetary
principal, the notional amourt

Interest spread - the difference between the gross yield and the interest
rate paid on average inleresi-bearing habilities

Internal funding of trading business - the intemal funding of the trading
book compnses net banking book financial habilities that fund financial
assels in the Group's trading portfolios Interest payable on these
financtal habikties is charged 1o the trading book

investment grade - generally represents a nsk profile similar to a rating of
BBB-/Baa3 or better, as defined by independent raling agencies

Key management - directors of RBSG and members of the Group
Management Committee
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Latent loss provisions - loan impairment provisions held agamnst
impairments in the perierming loan portfolio that have been incurred as a
result of events occumng before the balance sheet date but which have
not been identified as impared at the balance sheet date

Leval 1 quoted price - level 1 financial instruments are valued using
unadjusted quoted pnces in achve markets, for identical inancial
instruments Examples include G10 government secunties, Iisted eguity
shares, certain exchange-traded denvatives and certain US agency
securdies

Level 2 valuation techmique using observable inputs - level 2 financial
instruments are valued using technigues based significantly on
observable market data Instruments in this category are valued using
(a) quoted prices for similar instruments or identical instruments in
markets which are not considered to be active, or (b) valuation
techniques where all the inputs that have a sigrificant effect on the
valuations are directly or indirecily based on observable market data

Level 3 valuation techmque with sigmficant unobservable inputs -level 3
financial mstruments are valued using a valuation technique where at
least one input which could have a significant effect on the instrument’s
valuation, s not based on observable market data Where inputs can be
observed from market data without undue cost and effort, the observed
mput 1s used Otherwise, the Group determines a reasonable level for the
mput Level 3 hnancial instruments nclude cash instruments which trade
infrequently, certain syndicated and cornmercial mortgage loans, unlistad
equity shares, certasn residual interests 1 secuntisations, super senior
tranches of high grade and mezzanine CDOs, other morigage-based
products and less hquid debt secunties, certamn structured debt secunhes
In 1ssue, and OTC denvatives where valuation depends upen
unobservable inputs such as cerlain credit and exotic denvatives

l.everaged fimance - funding {leveraged finance) provided 10 a business
resulting in an overall level of debt in relation to cash flow that exceeds
that which would be considered usual for the busimess or for the mdustry
In which it operates Leveraged finance 1s commanly employed to
achieve a specific, often temporary objective to make an acquisition, 1o
effect a buy-out or to repurchase shares

Loan imparrment provisions - loan mpairment provisions are established
1o recogmise incumed smparment losses on a partfolio of loans classiied
as loans and receivables and camned at amortised cost It has three
components individually assessed loan iImpairment provisions,
collectively assessed loan impairment provisions and latent loss
provisions



Loan-to-deposit ratio - the ratio of loans and advances 1o customers net
of provision for impairment losses and excluding reverse repurchase
agreements to customer deposits excluding repurchase agreements

Loan-to-value ratio - the amount of a secured toan as a percentage of the
appraised vafue of the secunty e g the outstanding amount of a
mongage ioan as a percentage of the propenty's value

Loss given default (LGD) - an estimate of the amount that will not be
recovered by the Group In the event of default, plus the cost of debt
collection activities and the delay in cash recovery

Market nsk - the nsk that the value of an asset or liability will change as a
result of market factors such as foreign exchange rates, commodity
prices, Interest rates, credit spreads and equity pnces

Master netting agreement - an agreement between two counterparties
that have multiple denvative contracts with each other that provides for
the net settlement of all contracts through a single payment, in a single
currency, n the event of default on, or termnation of, any cne contract

Medum term notes (MTNs) - debt secunties usually with a matunty of five
lo ten years, but the term may be less than one year or as fong as 50
years They can be issued on a fixed or floating coupon basis or with an
exotic coupon with a hixed matunty date (non-callable) or with embedded
call or put optrons or early repayment tnggers MTNs are generally issued
as senior unsecured debt

Monoline insurers {monofines) - entitigs that specialise in providing credit
prolection agamst the notional and interest cash flows due to the holders
of debt ingtruments in the event of default Thus protection 1s typically in
the form of dernvatives such as credit default swaps

Mortgage-backed secunties - asset-backed secunties for which the
undertying asset portlolios are loans secured on property See
Residential mortgage backed secunties and Commercial mortgage
backed secuntres

Mortgage sernvicing nghts - the nghts of a mortgage servicer to collect
morgage payments and forward them, after deducting a fee, to the
mortgage lender

Mortgage vintage - the year in which a mortgage loan was made to the
customer

Negative equily mortgages - mortgages where the value of the property
mortgaged 1s less than the outstanding batance on the loan

Net interest income - the difference between interest recevable on
financial assets classified as loans and recewvables or avalable-for-sale
and interest payable on financial labthities carmed at amortised cost
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Net interest margin - net inlerest income as a percentage of average
Interest-earming assels

Non-conforming mortgages - mortgage loans that do not meet the
requirements for sale to US Government agencies or US Government
sponsored enterpnises These requirements include mits on loan-to-
value rahos, loan terms, loan amounts, borrower creditworibiness and
other requirements

Non-performing loans - loans classtfied as Risk elerments i lending and
Potential problem toans They have a 100% probability of default and
have been assigned an AQ10 mternal credit grade

Operational nsk - the nsk of loss resulting from inadequate or falled
processes, people, systemns or from external events

Option - an option ts a contracl that gives the holder the nght but not the
obligation to buy (or sell} a spectied amount of the underlying physical or
financial commodity, at a specific price at an agreed date or over an
agreed penod Oplions can be exchange-traded or traded over-the-
counter

Over-the-counter (OTC) denvatives - denvatives with talored terms and
conditions negotiated bilaterally, in contrast to exchange traded
denvatives that have standardised terms and conditions

Own credit adjustment - the effect of the Group 5 own credit standing on
the fair value of financial liabilmes

Past due - a financial asset such as a loan i1s past due when the
counterparty has failed to make a payment when contractually due

Paymen! concession - an agreed lemporary reduction in, or elimtnalion
of, the penod:c (usually monthiy) repayment on a loan At the end of the
concessionary penod, the pnncipal amount and accrued interast
outstanding are scheduled tor repayment over an agreed penod

Puifar 1 - the part of Basel || that sets out the process by which regulatory
capital requirements should be calculated for credit, market and
operational nsk.

Pilar 2 - the part of the Basel |l that sets out the process by which a bank
should review iIs overall capital adequacy and the processes under which
the supemvisors evaluate how well financial institutions are assessing thewr
nsks and take appropnate actions In response to the assessments

Pillar 3 - the part of Basel |l that sets out the information banks must
disclose aboul their nsks, the amount of capital required to absorb them,
and their approach to nsk management The aim is to strengthen market
disciphine
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Position nsk requirernent - a capital requirement applied 1o a position
treated under BIPRU 7 (Market nsk) as part of the calculation of the
market sk capttal requirement

Potental problem loans (PPL) - loans for which an impaisment event has
taken place bul no impainment loss 1s expected This categery s used for
advances which are not past due 90 days or revobang credit faciihes
where idenbfication as 80 days overdue is not feasible

Prime - pnme mortgage loans generally have low default nsk and are
made to borrowers with good credit records and a monthly income that is
at least three to four tmes greater than their monthly housing expense
{mortgage payments plus faxes and other debt payments) These
barrowers provide full documentation and generally have rehable
payment histories

Private equity investments - equity iInvestments in operating companies
not quoted on a public exchange Capital for private equity investment is
raised from retail or institutonal Investars and used 1o fund nvestment
strategies such as feveraged buyouts, venture capdal, growth capital,
distressed investments and mezzanine capital

Probabulity of default (PD} - the likelihood that a customer will faii to make
full and tmely repayment of credit obligations over a gne year tme
honzon

Regular way purchase or sale - a purchase or sale of a financial asset
under a contract whose terms require delivery of the asset within the time
frame established generally by regulation or convention in the
marketplace concerned

Regulatory capital - the amount of capital that the Group holds,
determined i accordance with rules established by the FSA for the
consolidated Group and by local regulators for individual Group
comparues

Renegotiated loan - a wholesale loan for which changes to its contractual
payment terms have been agreed in response to the borrower's financial
difficulies

Repurchase agreement (Repo) - see Sale and repurchase agreements

Residenttal mortgage - a loan to purchase a residential property where
the property forms collateral for the loan The borrower gives the lender a
hen aganst the property and the lender can foreclose on the property if
the borrower does not repay the loan per the agreed terms Also known
as a home loan

Residential morigage backed secunties (RMBS) - asset-backed

securitres for which the underlying asset portfolios are residential
morngages
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Retad loans -loans made to mdividuals rather than institutions The kans
may be for car purchases, home purchases medical care, home repar,
holidays and other consumer uses

Reverse repurchase agreement (Reverse repo) - see Sale and
repurchase agreements

Fisk appetite - an expression of the maximum level of nsk that the Group
15 prepared to accept to deliver s business objectives

FRisk asset rabio (RAR) - total regulatory capital as a percentage of nisk-
weighted assets

Risk elements in tending {REIL) - mpawed loans and accruing loans
which are contractuaily overdue 90 days or more as to pnncipal or
interest

Fisk-weighted assets (RWAS) - assels adjusted for thelr associated nsks
using weightings established in accordance with the Basel Capital Accord
as implemented by the FSA Certain assets are not weighted but
deducted from capital

Sale and repurchase agreemenis -1n a sale and repurchase agreement
one party, the seller, sells a financial asset to another party, the buyer, at
the same time the seller agrees to reacquire and the buyer to reseli the
asset at a later date From the seller's perspective such agreements are
repurchase agreements (repos) and from the buyer's reverse repurchase
agresrments (reverse repos}

Secuntisation - a process by which assets or cash flows are transformed
into transferable securiies The underlying assets or cash flows ase
transferred by the onginator or an intermedtary, typically an investment
bank, {o a special purpese entity which issues securities to investors
Asset secuntisations Invoive 1ssuing debt securities (asset-backed
securities) that are backed by the cash flows of iIncome-generating assets
{ranging from credit card receivables to residential mortgage ioans)
Liabhity secuntisations typically involve tssuing bonds that assurne the
nsk of a potential Insurance hability {ranging from a catastrophic natural
event to an unexpected claims fevel on a certain product type)

Settlement balances - payables and receivables that result from
purchases and sales of financial instruments recognised on frade date
Asset settiement balarces are amounts owed to the Group in respect of
sales and lability settlement balances are amounts owed by the Group in
respect of purchases

Slotting approach - a methad of calculating regulatory capital, specifically
for lending exposures in project finance and income producing real
estate, where the PD estimates do not meet the minimum IRB standards
Under this approach, the bank classifies exposures from 1 {0 5 where 1
1S strong and 5 1s default Speciiic nsk-weights are assigned to each
classification



Sovereign exposures - exposures 10 governmenis ministnes,
departments of governments and central banks

Special purpose entity (SPE) - an entity created by a sponsor, typically a
major bank, finance company, investrent bank or insurance company
An SPE can take the form of a corporation, trust, partnership, or a Iimited
habiity company Its operations are typically hmsed for example in a
securifisation to the acquisiian and financing of speciiic assets or
habihties

Standardised approach - a method used to calculate credit nsk capital
requirements under Pillar 1 of Basel Il In this approach the risk waights
used in the capitai calculation are determined by regulators For
operational nsk, capital requirements are determmed by multiplying three
years’ historical gross income by a percentage determined by the
regulator The percentage ranges from 12 to 18%, depending on the type
of underlying business being considered

Stressed value-at-nsk (SVaf) - a VaR measure using histoncal data from
a ane year penod of stressed markel conditions For the purposes of
calculating regulatory SVaR, a time honzon of ten trading days s
assumed at a confidence level of 99% (Refer to Value-at-nsk defintion
below)

Stress teshing - a techrique used 1o evaluate the potential effects on an
inshtution s financial condiion of an exceptional but plausible event
and/or movement In a set of financial vanables

Structured credit porifolio (SCP) - a ponticho of certain of the Group's
iliquid assets - principally CDO super senior positions, negative basis
trades and monoline exposures - held within Non-Core division

Structured investment Vehicle (S1V) - a Imited-purpose operating
company that undertakes arbitrage activities by purchasing highly rated
medium and long-term, fixed-mcome assets and funding tself with short-
term, highly rated commercial paper and medium-term notes

Structured notes - secunties that pay a return Iinked 10 the value or level
of a specilied asset or index Structured notes can be inked 10 equibies,
interest rates, funds, commodities and foreign currency

Subordinated habiities - hablites which, in the event of insolvency or
liquidation of the 1ssuer, are subordinated to the claims of deposilors and
other creditors of the 1ssuer
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Sub-pnme - mortgage loans 1o cusiomers with one or more high nsk
charactenstics, such as unreliable or poor payment hustones, high loan-
to-value raties, high debi-fo-income ratio, the ican 1s not secured on the
barrower's prmary resldence, or a history of delinquencies or fate
payments on the loan

Super semor CDO - the most semor ¢lass of instrument issued by a CDO
vehicle They benefit from the subordination of all other instruments,
including AAA raled secunties tssued by the CDO vehicle

Twer 1 capital -core Tier 1 capital pius other Tier 1 securiies n 1ssue, less
matenal holdings in financial companies

Tier 1 capital ratro - Teer 1 capital as a percentage of nsk-weighted
assets

Tier 2 capital - quahfytng subordinated debt and other Tier 2 secunties in
1ssue, eligible collective impairment aflowances, unrealised avalable-for-
sale equdy gans and revaluation reserves less certain regulatory
deductions

Unaucited - financial informatign that has not been subjected ta the audit
procedures undertaken by the Group's audstors to enable them ta
express an opimon on the Group's financial statements

US Federal Agencies - see Federal Agencies
US Government Natanal Mortgage Association - see Ginmie Mae

Value-at-nsk {VaA) - a techrique that produces esttmates of the potental
loss sn the market value of a portiolio over a specified time penod at a
given confidence levet

Wholesale funding - whalesale funding compnses Deposits by banks,
Debt secunities in 1ssue and Subordinated halities

Wrapped secunty - a debt security where the holder benefils from credit
protection provided by a third party, typically a inancal guarantor or
manaoline msurer

Write-down - a reduction i the carmying value of an asset to recard a
dechne in its farr value or value in use

Wrong-way risk - the nsk of loss when the nsk factors dnving the
exposure to a counterparty or customer are posdively correlated with the
creditworthiness of that counterparty t ¢ the size of the exposure
increases at the same bme as the nsk of the counterparty or customer
being unabie to meet that obhgation, increases
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Principal offices

Nationa! Westminster Bank Plc
135 Bishopsgate Landon EG2M 3UR

Ulster Bank
11-16 Donegall Square East Belfast BT1 5UB
George s Quay Dublin 2

RBS Holdings USA Inc
600 Washington Blwd
Stamford CT

06901 USA

Coutts Group
440 Strand London WC2R 0QS
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