ANNUAL REPORT
AND ACCOUNTS

Building your future

@ PrinCipality Where home matters

Building Society www.principality.co.uk
Cymdeithas Adeiladu



Key highlights
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We were busy in 2018 building the future for our Members
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The above measures, apart from Profit Before Tax, are alternative performance measures (APMs). Further information on these APMs
can be found in the Strategic report, with definitions included within the glossary.
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PERFORMANCE

AND STRATEGY

Chairman’s Review
of the Year

I am pleased to report that Principality has posted another strong set of results in 2018, providing

a secure haven for Members’ savings and helping them get the home they want. Our assets have
increased to £9.7bn and we have recorded another solid year of profit which has further strengthened
our capital to invest in the long-term future of the Society.

Strong performance

Our business model has enabled us to offer
our Members some of the most competitive
savings rates on the High Street and as a
mutual organisation we do not have to satisfy
shareholders by paying them dividends.

Despite a very competitive housing market,

the Board and | are proud that more than a
quarter of our mortgage completions in the past
12 months helped first-time buyers onto the
property ladder. Helping people get a home and
stay in one for longer is what we stand for as a
mutual building society.

We are in the process of improving our
technology to give our Members the choice

to interact with us by their preferred method.
This means we will have more of our products
available online so customers can access their
accounts 24/7. This is an exciting chapter in our
rich history and one which will help the business
to strengthen what it can offer Members and
customers.

Brexit negotiations are impacting on the
confidence of the housing market, along with
the possibility of rising interest rates also
affecting decision making. Never has it seemed

Pictured: Laurence Philip Adams, Chairman

so hard for businesses and individuals to plan
ahead given the uncertainties and the volatility
of the economy at the moment.

As you would expect, we have had to consider
multiple scenarios to stress test our business.
We are resilient and have a strong capital and
liquidity position which puts us in a position
to deal with any shocks that might emerge and
thus keep our Member’s money safe.

We continue to closely monitor market trends
so that we can run our business in the best
interests of our Members.

Building your future
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These solid foundations provide support for our
investment plans to grow our business in a safe
and sustainable way for our Members and to
make sure we are in a strong position for future
generations.

Supporting our Members, colleagues and
communities

We give great consideration to what makes us
unique as an organisation and align this with
our ambition - to be proactive, personable, easy
to do business with and to provide practical
solutions to help our Members prosper in their
homes.

I am proud to say that once again our colleagues
have done some fabulous things for our three
charity partners, schools and community
projects and you can read all about their
outstanding efforts in the Member, Colleague
and Community section. Our work in the area

of Financial Education has been especially
outstanding and | am very pleased that so many
young people have been able to benefit from
our expertise.

The entire Board is immensely proud of the work
our colleagues have put in over the year to help
vulnerable groups of people across Wales.

Our colleagues have once again received
recognition for another phenomenal year

of success, receiving some very high profile
national awards for providing great customer
service to our mortgage and savings Members
and customers, as well as for their work in the
communities in which we operate.

Principality has been busy upgrading and
modernising our head office in Cardiff and a
number of our branches. This is important not
only to improve the working conditions of our
colleagues but also to enhance the service we
provide to our Members.

Diversity

One of our core values is “doing the right thing”
and Principality’s commitment to ensuring

a more diverse and inclusive workforce is a

genuine focus to achieve a culture that is
inclusive to all. We want our workforce to reflect
the diverse nature of the communities we serve
so passionately.

We strongly believe in growing and developing
our staff at all levels. Our recruitment practices
are fair and inclusive, and we have a strong focus
on career and talent development to ensure
that the best people are placed in the right
roles. Women make up almost two thirds of

our workforce and are spread across junior and
senior roles.

In 2016, we were an original signatory to the
Women in Finance Charter and are committed

to reaching our target of 33% of women in
senior positions by 2021. At 28%, we are close
to that total three years ahead of that deadline,
which emphasises the great work we have done
already. This commitment is also reflected by the
Board’s composition which is 30% female.

Board changes

Principality needs a strong Board to make sure
your Society is being run in your best interests.
We have been fortunate to attract high calibre
directors who have contributed to the success
of the Society as well as to recruit capable new
directors. This year, we said goodbye to Natalie
Elphicke after six years on the Board. Natalie
served the Society with distinction as the Chair
of the Board Risk Committee. We wish her well
in her future endeavours.

The Board appointed experienced financial
leader Claire Hafner to be a non-executive
director in April. Claire is a qualified accountant
with substantial experience in a wide range

of sectors including finance, multimedia and
telecoms. Her knowledge will be a real asset as
we transform our core business of mortgages
and savings. Claire also fully embraces the ethos
of the mutual sector and is an exciting addition
to the Board of Principality.
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Governance

Our priority is to keep our Member’s money
safe and we remain supportive of regulators as
they raise standards across the industry. General
Data Protection Regulation came into force in
May. This will strengthen the data protection
framework across the EU and provide consumers
with greater control over their personal data.
Protecting the personal data of our Members is a
high priority for Principality, as is protecting our
Members’ savings by investing in IT and security
and | am pleased the procedures we have
implemented were done successfully.

Thank you

We anticipate that competition in the mortgage
market will continue to place downward
pressure on margins and we need to see how
the economy performs in light of the Brexit
negotiations. However, our solid, resilient
performance over many years means that we
expect to continue to grow in a measured way
and to invest in the long-term future of the
Society for the benefit of all our Members.

Pictured: Julie-Ann Haines, Chief Customer Officer
at our 2018 Charity Partnership Celebration

Our Society would not be successful without
our dedicated colleagues, the support of

our agencies, intermediaries and commercial
partners who have a tremendous rapport with
their communities. We would not be successful
without the support of you, our loyal Members.
So on behalf of myself and the rest of the Board,
| would like to thank all our staff and you, our
Members, for choosing Principality Building
Society.

C. Y el

Laurence Philip Adams
Chairman
5 February 2019

Pictured:
Staff
volunteering
during

the 2018
Eisteddfod at
Cardiff Bay

Building your future
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PERFORMANCE

AND STRATEGY

Chief Executive’s Review
of the Year

Principality Building Society has delivered a robust performance in 2018 despite an increasingly
challenging environment. We have continued to grow in our core markets of savings and mortgages
whilst providing award-winning customer service to our Members. Our capital and liquidity remain

strong and provide a firm platform for growth and investment in our business for the long-term.
I am immensely proud of our performance and the delivery of my colleagues, our service to Members
continues to be stand out and our Members tell us it sets us apart from the competition.

Performance

We have made pleasing progress in delivering on
our growth strategy, despite a very competitive
mortgage market and increasing economic and
political uncertainty. Net retail mortgage lending
has increased by £718.7m in the year (2017
£917.2m), and our total assets increased to
£9.7bn (2017: £9.3bn). This is a great achievement
and building profitable scale is important to
enable us to deliver on our ambition to
transform our business for current and future
generations of Members, whilst continuing to
deliver stand out personal service and ensuring a
secure home for our Members’ savings.

In order to support the growth in our lending, we
attracted an additional £426.0m in savings, and
have maintained our position as one of the best
savings providers on the High Street. Savings
rates remain low across the sector. We don’t
operate in isolation of the market and the rates
we can offer to Members are impacted by the
interest we earn on mortgages.

Competition has forced mortgage rates to near
historic lows with net interest margins being
squeezed across the industry. With that in mind,

Pictured: Steve Hughes, Chief Executive

in 2018 we have still delivered an average rate to
savers of 1.08%, compared with a market
average over the same period of 0.70%".
Balancing the needs of savers whilst sustaining a
profitable business and remaining competitive in
the mortgage market is a constant focus for the
Board and we will always seek to deliver in the
long-term interest of our Members.

'Source: CACI’s CSDB, weighted UK average interest
rates for fixed and variable rate stock, January-
October 2018 (latest data available).
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Pictured: Welcoming our new 2019 charity partners to
Principality House

Our profitability continues to be good and this is
reflected in our reserves position of over £550m
and strong capital ratios. We need to remain
focussed on running the building society for the
long-term and, as anticipated and previously
communicated, this has resulted in underlying
profits falling year on year from £53.4m to
£43.8m in line with our expectation. This reflects
the true trading performance of the business and
has been driven primarily by:

e investing in the business to meet the
changing needs of our Members and to
ensure we are relevant for the future;

higher interest payable as a consequence of
securing long-term wholesale funding and
continuing to pay better than average savings
rates to our Members;

e the run-off of Nemo, our second charge
loans business, as we redeploy capital into
residential mortgage lending; and

a release in impairment provisions in the
prior year not being repeated as we have
maintained a strong and prudent balance
sheet position.

Statutory pre-tax profit was £40.7m (2017:

£57.6m) and has been impacted by the above
factors together with fair value movements in
derivatives as set out in the Strategic Report.

Pictured: Commercial Development at Eco Site, Cardiff

As a mutual building society, our aim is not to
maximise profit but to balance near term
performance with the right decisions for the
long-term future of our business. In an
increasingly competitive market we need to
ensure we are an efficient organisation and
control costs effectively.

We have once again differentiated ourselves in
the market by providing outstanding customer
service, receiving external recognition of our
fantastic service for both mortgages and savings.
| 'am proud that consumer champion Which?
named us as a top scoring mortgage lender for
customer satisfaction. Also getting the
recognition as Moneyfacts best ISA provider is
great testament to the work we do, not just with
our Members but also the service we provide for
our intermediary partners.

Our Commercial team has once again performed
well, delivering a profit of £13.1m (2017: £17.9m)
and Nemo, our second charge loans business,
has contributed a profit of £13.4m (2017: £17.1m).
I am delighted that our Commercial business has
generated £124.1m (2017: £143.8m) of new loans
in the year and the Nemo book continues to
perform well, the dividend contribution to
Members is important.

Building your future
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| am especially delighted that the work we have
done on the Principality Commercial side is
benefitting communities where affordable
housing is needed. We have played an
instrumental role in the Mill at Canton project in
Cardiff which | feel is an exemplar of how
government, lenders, housing developers and
housing associations can partner to have
meaningful impact in our communities. It has
meant more than 100 families will be in
affordable rental homes on this wonderful new
site by mid 2019 as well as creating a flourishing
private market. Seeing such tangible investment
in our communities and delivery of homes where
they are needed makes me very proud.

Changes for the future

Despite our stand out customer service, we
know we have to keep pace with evolving
technology and our Members, both existing and
future, will demand more of us. Behind the
scenes we have been investing in our
infrastructure to improve the flexibility of our
services. It is a challenging but exciting period in
Principality’s history as we look to transform the
business for our existing and next generation of
savers and borrowers.

After significant investment we have rolled out
our Principality Connected video conference
service, which means the equivalent of face-to-
face interviews can take place anywhere
throughout our retail branch network. The
feedback from customers has been very positive.

The technology we are set to introduce in the
next few years will be used to complement our
personal service which our Members and
customers tell us makes us stand out. We will be
able to offer people a service that suits their
lifestyles, complementing the personal face-to-
face branch service we offer Members, by giving
them a choice of how they want to access their
accounts, by phone, online, or via mobile
devices.

We are in the process of modernising our
branches having listened to feedback from our

Members. Our commitment to the High Street
remains strong and we have seen footfall and
demand rise in some areas, as other financial
institutions have withdrawn their presence. This
goes against the trend we are seeing across the
rest of the UK and while our Members continue
to use, value and recommend our branches, it
will form the bedrock of our service offering.

Our people

We will continue to invest in our people, who
embody everything positive we stand for as a
mutual business. We have continued to provide
career progression internally whilst our growing
reputation has made us more attractive in the
external job market, as we continue to retain
and hire the best people to take our business
forward. Our colleagues live and work in the
communities they serve and have developed a
strong connection with them. We strive to be an
inclusive business with colleagues who are
passionate about doing the right thing for
Members.

Pictured: Principality colleagues at the 2018 AGM
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The inclusive culture we have created led to us
being named as one of the top largest employers
in the UK by Great Place to Work® and our
colleague engagement continues to be excellent.
It is testimony to the level of trust amongst our
colleagues and the effort they put in to make
sure Members get the best possible customer
experience. In fact, our net promoter score has
improved on last year increasing from 74.8% to
78.6% of Members saying they would
recommend us to their family or friends based
on their level of satisfaction with Principality.

Communities

As well as looking after the best interests of our
Members, Principality will continue to do the
right thing by the communities we serve. | am
immensely proud of the efforts we have made to
provide financial education to school children
across Wales, with more than 5,000 benefitting
from our Business in the Community (BITC)
Business Class Partnership, and our participation
in Let’s Talk Money Week, run by the Money
Advice Service. It is vital that we equip future
generations with the knowledge and confidence
to be able to make informed financial decisions.
Our work in this important area has been
recognised with an award by BITC for education.
We have ambitious plans to roll out a financial
education qualification across Wales. This is
currently being piloted with seven schools and
1,400 pupils in Carmarthenshire and will make a
real difference to young people’s lives.

This year marks the end of our three-year
partnership with our charities School of Hard
Knocks, Cancer Research Wales and
homelessness charity Llamau. Our work with
these magnificent charities encapsulates for me
what it means to be a mutual organisation,
supporting communities and helping Members
to prosper in all aspects of their lives. Colleagues
have done a wonderful job in helping to raise
£504,000 for the charities since 2016. We wish
all of our charity partners the best of luck and
hope their work helping people in our
communities goes from strength to strength.

I am looking forward to working with our new
charity partners Alzheimer’s Society Cymru and
Teenage Cancer Trust Cymru during the next
three years. Two poignant and worthwhile
causes | know our colleagues will get fully
behind.

Outlook

Looking ahead there will continue to be
significant political and economic uncertainty,
whilst we expect price competition in the
mortgage market to remain fierce and for our
margins to be squeezed further. Our profitability
will continue to be robust but will be
progressively lower in the next few years as we
reshape and invest in our business for the
long-term. We will continue our single minded
focus on transforming our core mortgage and
savings business. Our Society has resilience
through its strong capital and liquidity base to
deal with any headwinds that might emerge and
ensure we protect our Member’s interests. Our
performance in recent years in terms of growth
and profitability has built a solid foundation to
allow us to invest for the future. We will seek to
grow our business in a safe and sustainable way
for our Members and to make sure we are in a
strong position for future generations.

4Ol

Stephen Hughes
Chief Executive
5 February 2019

Building your future
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PERFORMANCE

AND STRATEGY

Strategic Report
for the year ended 31 December 2018

Our purpose and vision

158 years ago Principality Building Society was
founded in Church Street, Cardiff. Then known
as Principality Permanent Investment Building
Society, its aim was to encourage people to save
in order to achieve the safety and security of
owning their own home. That guiding principle is
as relevant today as it has always been.

Our purpose as an organisation is to help

our Members to prosper in their homes. Our
Members tell us that home is the heart of life,
where their plans, decisions and memories

are made, and it is where we will change our
Members lives for the better. Our purpose
underpins everything that we do but it is not just
about the products we offer — it is about the
value we add to people’s lives at every stage.
Our purpose also informs our strategic thinking
and has helped us to develop our vision to

deliver products and propositions that meet the
needs of current and future Members and to
allow Members to do business with us through
any channel they choose — seamlessly. Achieving
our vision will ensure we remain relevant,
successful and differentiated into the future.

12 Annual Report and Accounts 2018
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Our business model

As a mutual building society we are owned by
and run for the benefit of our 500,000 Members
— our savers and borrowers. Our business model
means that over 80% of our funds are raised
from Members’” savings and deposit accounts,
enabling us to provide loans secured against
residential and commercial properties. The
difference between the income earned on

these loans and the interest paid to savers

and wholesale funding providers generates net
interest income for the Society.

Net interest income is used for a number of
purposes including investing in our communities
through our branch and agency network,
community projects, enhancing our offering to
ensure we are helping Members to prosper in
their homes, covering operational expenses,

)
I

Viernbers

Savings from

Savers and
Investors Interest to
SaAvers

Whaolesale funding

reinvesting in the business to ensure we achieve
our vision and holding capital to safeguard the
Society for future generations.

Our model primarily operates across two lines of
business: retail financial services and commercial
lending, and our distribution channels allow us
to reach customers via branch, broker, phone
and web. Our secured personal lending business,
Nemo, stopped offering new customer loans in
2016 but continues to focus on delivering both
excellent customer service and a meaningful
contribution to the group results. Additional
contribution also comes from sales of protection
products, home insurance and funeral plans to
ensure our Members are protected in the
long-term.

Residential mortgages

Interest from Borrowers

borrowers

Commercial loans

Building your future
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Our strategy

Our strategy has been developed to help us achieve our vision. It clearly sets out our focus on our
core mortgage and savings business, with the aim of driving sustainable growth through customer
focussed propositions, differentiated service, development of internal expertise and efficient
processes and delivery. This focus will drive our key activities, and our progress towards achieving
our vision is continually measured through a clear set of Key Performance Indicators (KPIs) which are
aligned to our strategic pillars.

Strategic Pillars Key Activity Performance Indicators

“We’ll be a Purpose Led
Organisation helping
customers prosper in
their homes at every
stage in life”

>

“We’ll inspire Brilliant
People across the
Society with a customer
focussed culture”

“We’ll provide our
Members with a
Stand-Out Experience
focussed on customer
service and the safety
and security of their
Society”

WEe’ll transform our Savings and Mortgage
products to help people to prosper in their
homes.

We’ll be famous in Wales and beyond so we
can become a Challenger Building Society.

We’ll actively manage our costs to ensure
we provide maximum value to our Members
and create a robust, scalable Society.

We’'ll work with our communities to provide
support and create opportunities for them
to prosper.

We'll be an employer of choice, continuing
to attract and retain talented and
passionate people.

We’ll inspire a strong inclusive customer
focussed culture, investing in our colleagues
and building their capability as we transform
our Society.

We’ll empower our colleagues to live our
values, helping them to prosper at every
stage of their working life.

We’ll put customer experience at the heart
of what we do, using insight to drive the
right actions and decisions.

We'll invest in providing choice and personal
service to our customers, while creating a
digital channel that complements our
existing channels.

WEe’ll do the basics right, providing safety,
security and reliability to our Members in a
fast changing market.

Net Retail Mortgage
Growth

Brand Consideration

Cost Income Ratio

Employee Engagement
Score

Net Promoter Score

Underlying Profit Before
Tax

Profit Before Tax
Net Interest Margin

Common Equity Tier 1
Ratio

14 Annual Report and Accounts 2018
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Our progress

Over the last four years we have focussed on delivering our strategy and have invested in a number
of areas to improve the organisation. Below is a summary of our progress against our strategic aims:

Purpose Led Organisation

Investment in the transformation of our core
mortgage and savings products, including more
products to meet our Members needs and
developing a pipeline of savings propositions
designed around customer needs.

Commercial lending focus on supporting
communities to prosper through funding of
projects for development of both open market
and affordable housing, for example, the Mill at
Canton is helping deliver 800 homes on a former
brownfield site in Cardiff.

Continued growth of brand awareness through
leveraging the sponsorship of Principality
Stadium and the exposure generated by rugby
internationals and high profile concerts.

Ongoing focus on our charity partnerships across
three key pillars of financial education, getting
and staying in a home and health and wellbeing.

Awarded Wales Responsible Business Education
Award.

Stand-Out Experience

Improved efficiency of processes, including
programmes to review both our mortgage
and savings journeys and identify areas for
improvement.

Investment in technology such as Principality
Connected video conferencing and our online
journeys to improve access to our colleagues and
services.

Principality was awarded ISA provider of the year
at the Moneyfacts Consumer Awards.

Brilliant People

Continued investment in people and talent
development, with a clear focus on recruiting
colleagues who are a strong cultural fit with
values that align to our own.

Enhanced focus on equality and diversity
through initiatives such as the Chwarae Teg
Women’s Career Development Programme.

Investment in our working environment,
including redevelopment of Principality House
and refurbishment of the branch network.

Recognised as a Great Place to Work®.

Ongoing monitoring of customer feedback and
insight to inform decision making and improve the
customer experience.

Named Which? Best Mortgage Provider for
Customer Satisfaction.

Shortlisted for Commercial Lending funder for the
year.

Building your future
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Our transformation

The world we live in continues to change at a fast pace, with technology changing the way many
people conduct their financial business. We recognise that we need to adapt to continue to be
relevant and investment in technology is vital to ensuring our ongoing success. We began laying the
foundations for our transformation in 2017 and we have continued our journey throughout 2018.
Our transformation programme will take a number of years but Member experience will remain at
the heart of our decision-making. As we transform our digital experience we remain dedicated to
delivering the same stand-out experience that Members currently receive, ensuring our Members
have a consistent experience and feel that we are taking steps to improve their interactions with us
across all of our channels.

Key Performance Indicators

Our performance against our strategy is measured through the KPIs that are aligned to our strategic
pillars. This alignment provides us with clear sight of the progress we are making toward achieving our
vision and ensuring our Members prosper in their homes at every stage of life.

2018 2017

Purpose Led Organisation

Net Retail Mortgage Growth £718.7m £917.2m

Brand Consideration’ 21.7% 19.4%

Cost Income Ratio 66.4% 65.0%

Brilliant People --

Employee Engagement Score 76.0% 78.0%
S R N

Net Promoter Score? 78.6% 74.8%

Underlying Profit Before Tax? £43.8m £53.4m

Profit Before Tax £40.7m £57.6m

Net Interest Margin 1.26% 1.44%

Common Equity Tier 1 Ratio 27.06% 26.14%

1. The brand consideration metric is now provided by an alternative third-party. Comparative figures have been restated.
2. Source: Based on internal survey data for the 12 months ended 31 December 2018.
3. Reconciliation can be found on page 19.

The above key performance indicators, apart from Profit Before Tax, are alternative performance measures (APMs) which are
internally used to inform key management decisions. Further information on these APMs can be found below, or definitions
included within the glossary.
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Member experience

Our strong financial performance has enabled
us to invest in activity aligned to our purpose,
while ensuring that we maintain the high levels
of service our Members expect from us. We
pride ourselves on our service and we measure
how well we are doing in this area through our
Customer Service Net Promoter Score. The score
measures the likelihood of a Member to act as
a promoter of the Society, based on internally
designed instant feedback surveys. 2018 has
seen our score increase from 74.8% to 78.6%
and this rise is testament to our ongoing focus
and commitment to providing a stand-out
experience. Brand consideration, a measure of
how potential customers view Principality when
choosing a financial services provider, has also
increased in the year.

Managing and reducing

environmental impacts

As a responsible corporate citizen, we seek to
do the right things to limit the impact we have
on our environment. We are committed to
continuing to work on becoming more efficient
in heating and lighting our buildings, increasing
the effectiveness of recycling programmes

and improving employee awareness of
environmentally responsible behaviour such as
reducing paper use.

Through the course of 2018, we refurbished our
head office building, Principality House, which
provided an opportunity to make a number of
improvements to the working environment.
We were able to reduce our carbon footprint
by replacing our lights with more efficient
lighting technology and lighting controls and
by upgrading our heating, ventilation and air
conditioning systems with a more efficient set-
up which uses less energy.

Waste management

Managing waste effectively is an important area
of focus for the Society. Throughout our estate
we have a structured approach to waste disposal
with a key focus on effective management of
and driving efficiencies around recycling.

Technology

Our IT department regularly review our
technology and IT usage to identify where

we can improve. Desktop PC’s and laptops
have recently been replaced with more energy
efficient equipment. Old equipment is recycled
and where possible, is refurbished and donated
to local schools. Over the last year, video
conferencing solutions have been introduced
to all branches and a number of meeting rooms
in head office. These are being used for both
internal meetings and customer appointments,
reducing the need for colleague and

customer travel.

External support

We consult with a number of external companies
and schemes to identify cost-effective energy
saving measures. We've also engaged with
organisations such as the
www.carbontrust.com/client-services/wales/
and www.wrapcymru.org.uk/about-wrap-
cymru for advice and guidance on areas for
improvement. We have membership of
www.cynnalcymru.com and sponsor an initiative
called www.sizeofwales.org.uk that is helping
tackle climate change.

Environmental priorities

* In 2015, as a qualifying business, we were
proud to be one of the first organisations to
be certified in the mandatory ESOS (Energy
Saving Opportunity Scheme) and we plan to
take a similar approach to the second phase
which we will be working towards in 2019.

Within our residential mortgage activity we
are following the decarbonisation agenda
closely and looking at how our product range
might develop to complement this.

Our commercial team have for several years
had a focus on environmental efficiency —
seeking Energy Performance Certificates
through the origination process, for example
the development of Llewellyn House at
Harbourside Business Park, Port Talbot was
rated BREEAM excellent.

Building your future
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* We will be working hard to build colleague awareness through education of the measures that they
can take to support and contribute to our sustainability agenda.

Tracking our progress

We continue to track our performance to ensure that we are reducing our environmental impact year
on year. Notable areas include business miles travelled, printing reductions, levels of waste sent for
recycling and energy usage where, for example, we have reduced our electrical usage (kWh) by 33%
over the last four years within Principality House and 35% across our branch network.

Financial review
Income statement overview:

Continuing Operations

Net interest income 133.8 1341 124.9 125.9 119.6
Other income 8.1 6.8 9.7 75 5.6
Fair value (losses)/gains (1.5) 0.9 1.6 4.3 (2.4)
Operating expenses (64.7) (83.7) (82.1) (89.6) (81.5)
Impairment provisions (charge)/release (13.5) (4.8) 27 10.0 (0.6)
Other provisions (87) (4.3) (6.5) (0.5) -

Profit before tax 53.5 49.0 50.3 57.6 40.7

Statutory pre-tax profit for the year was £40.7m (2017: £57.6m). This reduction was anticipated and
was driven by a lower level of net interest income, a significant release in impairment provisions in
2017 not being repeated in 2018, and a change in fair value movements from a £4.3m gain to a £2.4m
loss. These reductions to profit were in part offset by an £8.1m fall in operating expenses, which was
achieved despite an increase in transformation programme costs as we continue to invest in

the business.

Underlying pre-tax profit, which primarily excludes fair value movements and reflects the true trading
performance of the business was £43.8m (2017: £53.4m).

* Profit before tax in 2014 included a £10.1m gain in relation to the defined benefit pension scheme.
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The table below details the adjustments made to statutory profit to arrive at underlying profit:

2017
(restated) £m

Statutory profit before tax BYAS

Adjusted for:

Fair value losses/(gains) 2.4 (4.3)
FSCS levies - 0.1
Additional pension charge for GMP equalisation 0.7 -

Underlying profit 43.8 53.4

The purpose of the underlying profit measure is to reflect management’s view of the group’s
underlying performance, presented to aid comparability across reporting periods by adjusting for
items which affect statutory measures but are deemed to be either non-recurring or uncontrollable
in nature. This aligns to measures used by management to monitor the performance of the business
and inform decisions regarding variable remuneration. The calculation of underlying profit has been
reviewed to ensure it aligns to this purpose, resulting in certain changes from the analysis presented
in previous reporting periods, principally by excluding fair value movements on derivatives and hedge
accounting but including provisions for customer claims, in line with common industry practice. The
comparative period has been restated accordingly.

Return on assets, calculated as statutory profit after tax divided by average total assets has
decreased in line with expectations as we continue to redeploy capital from secured personal lending
to residential mortgage lending.
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0.8 - 0.72

2014* 2015 2016 2017 2018

* Return on assets in 2014 included the impact of a £10.1m gain in relation to the defined benefit pension scheme.
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Net Interest Margin

Our net interest margin for the year was 1.26% (2017: 1.44%). This reduction from previous years has

been impacted in part by a continued decrease in the secured personal lending portfolio. At the same
time, and together with other financial services organisations, we have experienced further pressures
on margin due to the ongoing competitiveness of the residential and commercial mortgage markets,

driving the replacement of older, higher margin loans with newer, lower margin lending.

Our lending continues to be primarily funded by Member’s retail savings, with 82.2% (2017: 83.5%) of
loans and advances to customers funded in this way. Interest rates paid on savings are impacted by
the level of interest earned on mortgages. Although we saw a reduction in interest received due to an
increasingly competitive mortgage market, we have sought to continue to offer better than average
savings rates to our Members, which together have resulted in a decrease in the net interest

margin earned.

In addition to the funding provided by retail savings, we aim to maintain a diverse range of funding
sources, which includes wholesale funding raised through the issuance of Residential Mortgage
Backed Securities (RMBS) and senior unsecured notes. These provide us with secure funding over a
longer-term, providing increased stability in uncertain market conditions; however they come at a
cost which has further impacted net interest margin.

1.87 1.81

2.0
1.57
1.5 4
1.0

0.5

0.0 -
2014 2015 2016 2017 2018

Other income
Other income at £5.6m (2017: £7.5m) has decreased from the prior year, driven primarily by lower
levels of profit share income in respect of the group’s general insurance partnerships.

Fair value movements

Fair value movements represent the change in value of certain assets and liabilities to reflect
underlying market rates. These movements are primarily timing differences, which in any given year
can be an overall loss or a gain; however, will reverse as the asset or liability approaches maturity
and therefore trend to zero over time. During the year we recognised a loss of £2.4m in the income
statement (2017: £4.3m gain) in relation to these movements in fair value.
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Operating expenses

We recognise that operating efficiently is a significant factor in achieving optimal Member value, and
as such operating expenses remain a key area of focus. Operating expenses decreased in the year

to £81.5m (2017: £89.6m), despite an increase in spending on the group’s strategic transformation
programme and an additional, one-off £0.7m defined benefit pension scheme charge for guaranteed
minimum pension (GMP) equalisation which has become a legal requirement following the recent
High Court ruling in respect of Lloyds Banking Group.

The overall reduction in operating expenses has been driven by a continued focus on managing the
core cost base of the business, including the lower costs of servicing the secured personal lending
portfolio as we took action in 2018 to combine the operations with those of the Society. Operating
expenses in 2017 also included an impairment charge of £5.8m against the Society’s head office
building, Principality House. No such impairment was identified in 2018.

The year on year operating expenses comparison is set out in the table below:

2018 2017
£m £m

Retail financial services 75.4 80.5
Commercial lending 37 3.6
Secured personal lending 2.4 5.5
Management expense ratio 0.86% 1.02%
Cost income ratio 66.4% 65.0%

The reduction in costs is reflected in the management expense ratio, which compares costs as a
proportion of the assets of the business. The cost income ratio has increased marginally over the
same period; however, this compares costs as a proportion of total income, and overall total income,
in particular net interest income, has reduced by a greater proportion than costs over the same
period, for the reasons set out above. These key cost ratios will remain an area of focus in 2019

and beyond.
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Operating expenses (continued)

1.2 - 113

2014* 2015 2016 2017 2018

65.0 66.4

2014* 2015 2016 2017 2018

* Ratios in 2014 included the impact of a £10.1m gain in relation to the defined benefit pension scheme.
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Impairment provisions for losses on loans and advances

2018 2017
£m £m

Retail mortgage lending 24 0.3
Commercial lending (0.5) (5.0)
Secured personal lending (1.3) (5.3)

0.6 (10.0)

Impairment charges totalled £0.6m in 2018 compared with a £10.0m release in 2017. These are not
directly comparable however as the group, in line with its peers, has had to apply the new accounting
standard for financial instruments, IFRS 9, from 1 January 2018. IFRS 9 changes the recognition of
impairment provisions from an incurred loss basis i.e. losses based on events that occurred prior to
the balance sheet date, to an expected loss basis, which takes into account losses that may result
from future events.

The impairment charge in 2018 comprises releases of provisions for closed loans of £6.5m, offset

by charges of £7.1m. Although the group continues to have a low overall level of arrears, reflecting
our prudent affordability, credit quality and underwriting standards, as at 31 December 2018 we
consider there to be a reasonable probability that the ongoing political and economic uncertainty
will negatively impact house price growth, levels of employment and ultimately arrears levels over
the next few years. These considerations have been taken into account in determining the level of
provisions to be held and mean that the business is well positioned to deal with the future economic
uncertainty that exists.

The impairment release in 2017 related to the commercial and secured personal lending portfolios.
Commercial lending impairment releases reflected improvements in both the commercial lending
market and the overall quality of the book, including the work undertaken in recent years to bring
resolution to the remaining legacy low credit quality or distressed loans. Provision releases in the
secured personal lending portfolio were largely a result of the continued reduction in the book and
releases have also been seen in 2018, albeit not to the levels previously experienced.

The total impairment provisions held on the statement of financial position were as follows:

2018 2017
£m £m

Retail mortgage lending 9.2 5.5
Commercial lending 124 15.0
Secured personal lending 8.9 9.8

30.5 30.3
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Provisions for other liabilities and charges

At 31 December 2018, the group held a provision
of £3.3m (2017: £3.8m) in relation to customer
redress, including Payment Protection Insurance
(“PPI7).

The provision considers sales of PPI via direct
channels as well as via brokers, some of whom
are no longer trading, as well as recent customer
behaviour and reopening previously closed
complaints. The provision will continue to be
monitored and customer trends and behaviour
analysed in order to ensure the provision
remains appropriate as circumstances

become clearer.

Further information on the level of provisions
and the uncertainties therein can be found in
notes 2, 19 and 30.

Statement of Financial Position
Total assets increased by £424.8m to £9,687.4m.

Taxation

The statutory rate of corporation tax was 19.0%
for 2018. The actual effective tax rate from
continuing operations for the group was 19.2%
(2017: 24.5%) compared with the statutory rate
of 19.0% (2017: 19.3%). The rate differential in
2018 is due to income statement expenditure
which is disallowable for corporation tax
purposes. In 2017, the rate differential was also
impacted by disallowable expenditure; however,
was mainly driven by the impact of the Bank
Corporation Tax surcharge which results in an
additional tax charge of 8.0% on Society profits
over £25.0m.

A reconciliation of the effective rate to the
statutory rate is provided in note 12.

Liquid assets 1,037.4 962.0 1,116.8 1,320.0 1,112.5
Loans and advances to customers 6,139.9 6,544.9 7,073.9 7,864.1 8,498.7
Other assets 877 71.5 90.5 78.5 76.2
7,265.0 7,584.4 8,281.2 9,262.6 9,687.4
Retail savings 5,613.0 5,621.8 6,165.2 6,563.8 6,989.8
Wholesale funding 1,001.7 1,287.5 1,468.8 2,035.9 2,019.4
Other liabilities 239.0 226.1 168.8 142.5 127.5
Total liabilities 6,853.7 7135.4 7,802.8 8,742.2 9,136.7
Reserves 4a1.3 449.0 478.4 520.4 550.7
7,265.0 7,584.4 8,281.2 9,262.6 9,687.4
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Loans and advances to customers

We have continued to focus on our core business of prime lending against residential and commercial

property. This has delivered an increase in loans and advances to customers of £634.6m (2017
£790.2m) to £8,498.7m (2017: £7,864.1m). We have achieved this profitably and in line with our risk
appetite. Net retail mortgage lending in the year was £718.7m (2017: £917.2m).

£10,000 —

£8,000 £6,544.9

£6,139.9
£6,000

£4,000

2014 2015

The retail mortgage portfolio has seen the
majority of the increase to loans and advances

to customers and remains the largest portfolio of

the business at £7,494.3m (2017: £6,775.5m). This

includes both lending to homeowners and a high

quality buy-to-let portfolio of £1,929.4m (2017:
£1,696.6m). The support for both residential
mortgages and buy-to-let mortgages helps
provide a broad range of products to both
current and any future Members.

Our retail mortgage and secured personal
lending portfolios reflect the prudent nature of
our lending policies, with 68% (2017: 71%) of
exposures having a loan to indexed valuation of
less than 70%, and 82% (2017: 85%) less

than 80%.

£7,073.9

£8,498.7
£7,864.1 8,498

2016 2017 2018

All buy-to-let lending is assessed against
stringent interest cover and loan-to-value
criteria.

We also hold a secured personal lending
portfolio of £236.2m (2017: £311.8m), secured
against residential property by a second
charge. This business is in run off with balances
reducing by £75.6m (2017: £92.3m reduction) in
the year.

I R-tail Mortgages £7,494.3
I Sccured Personal Lending £236.2
I Commercial £760.6

* Figures in the graph exclude fair value
adjustments.

The exposures are well spread by geographical
area within the UK, albeit with a larger share
of lending in Wales, which by value makes

up 30.7% of lending (2017: 29.8%) in the

retail mortgage and secured personal lending
portfolios.
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Loans and advances to customers (continued)

The strong credit quality of loans issued is reflected in the low value and volume of the arrears
against first and second charge residential lending. The percentage of retail mortgage lending cases
fully secured by a first charge currently with arrears of more than three months is 0.49% (2017
0.53%), which compares favourably with the industry average of 0.78%*. The number of properties
taken into possession during the year was 36 (2017: 53).

The percentage of secured personal loans currently in arrears of two months or more by number is
4.76% (2017: 4.63%), which by value is 5.67% (2017: 5.66%).

The commercial lending portfolio is made up of commercial property exposures representing 35.7%
(2017: 36.6%) of balances, and lending against residential property and to registered social landlords
of 64.3% (2017: 63.4%). The Society provides loans secured on commercial property across England
and Wales, with 47.1% (2017: 48.5%) of lending situated in Wales.

The commercial lending portfolio had two exposures greater than three months in arrears at the
year-end (2017: nil). Focus is maintained on all loans experiencing difficulty to ensure positions are
tightly managed and the potential for losses arising is realistically and conservatively assessed. Joint
action plans are implemented with borrowers wherever possible to minimise the likelihood and
extent of defaults. There are no arrears in respect of lending to registered social landlords.

* UK Finance arrears and possession data at 30 September 2018.

Defined benefit pension scheme

The Society operates a defined benefit pension scheme, which is closed to new entrants and to
further accrual. During the year, the pension scheme deficit (the difference between the scheme
assets and scheme liabilities) decreased to £3.9m (2017: £8.9m). The deficit includes an additional
£0.7m charge in respect of GMP equalisation as detailed above.

The defined benefit scheme was subject to a triennial valuation on 30 September 2016, which
was subsequently completed in December 2017. The scheme at the end of 2018 remains in deficit;
however, the deficit has reduced significantly from the prior year, due largely to contributions
made by the Society in the year of £4.6m (2017: £6.7m). The Society continues to work closely
with the Trustees of the scheme to ensure the investment plan for the scheme assets is effective
in both generating returns and mitigating risks, and thereby that the pension risk to the Society is
appropriately managed.

Liquidity

We hold liquid assets to ensure we have sufficient access to funds to meet our financial obligations
in both normal and stressed scenarios. We continue to maintain a robust liquidity position, with
liquid assets at the year end of 12.4% (2017: 15.4%) as a proportion of shares, deposits and loans
(SDL). Liquidity levels at the end of 2017 were increased by a £300m senior unsecured debt issuance.
There were no such issuances in 2018 as we focussed on balancing the need for liquidity against the
associated costs and margin impact.
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157 15.4
13.9 14.6

2014 2015 2016 2017 2018
Our liquidity is made up of cash and balances Liquidity Coverage Ratio, a measure of our ability
with the Bank of England and loans and to withstand a short-term liquidity stress, was
advances to credit institutions. 155.8% at the year end (2017: 203.0%), well
above the regulatory requirement. The NSFR
The Liquid Asset Buffer as defined by the is a longer-term stable funding metric, which
Prudential Regulatory Authority (PRA) includes measures the sustainability of the group’s long-
highly liquid assets, typically central bank term funding. Based on current interpretations
and sovereign exposures. At the year end, the of the regulation, our NSFR is in excess of 100%,
proportion of the group’s available liquidity and we have sufficient stable funding to meet
which was buffer eligible was 86.3% (2017 the new requirement. pe]
85.8%). Of the total liquid assets, none (2017 g
1.2%) were less than A rated under Fitch credit We are a participant in the Bank of England’s 2
ratings. Term Funding Scheme, and also have access %
to contingent liquidity through the Bank of =
The PRA monitors liquidity using the Liquidity England’s Sterling Monetary Framework. S
Coverage Ratio (LCR) and the Net Stable Funding é
Ratio (NSFR), measures introduced as part of g
Q

the CRD IV regulatory changes. The group’s

Liquid assets are set out in the table below:

2018 2017
£m £m

Cash and balances with the Bank of England 931.8 1,026.3

Securities issued by the UK Government and Multilateral Development Banks - 85.9
e N T

Loans and advances to credit institutions and other debt securities 180.7 207.8

1,112-5 1’320-0
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Funding

Members’ savings are, and will remain, the most important part of the Society’s funding base.
However, given the highly competitive nature of the mortgage market and the lower relative cost of
wholesale funding sources, it is important that we maintain an appropriate balance between retail

and wholesale funding.

Funds are raised from a variety of sources in order to meet the strategic objective of maintaining a
diversified funding mix. The largest component is retail savings, which at £6,989.8m (2017: £6,563.8m)
represent 82.2% (2017: 83.5%) of all mortgage and loan balances. Retail savings balances have
increased by £426.0m in the year (2017: £398.6m), reflecting the continued focus on offering attractive

products to Members.

In 2017, we completed a fourth RMBS issuance, raising £475m of funding, together with an issuance of
senior unsecured notes, raising £300m of funding. These issuances supported our strategic objective
of maintaining a diverse and balanced funding base. No such issuances have been required in 2018;
however, we continue to keep our funding requirements under close review. The total value of RMBS
notes outstanding at the end of the year was £713.2m (2017: £932.1m).

During the year we have maintained our credit ratings on our long-term and short-term debt with
both Moody’s and Fitch. The group’s current credit ratings are set out in the table below:

 —— e L

Moody’s

Fitch F2

Baa2 Stable

BBB+ Stable

Asset encumbrance

We use our assets as collateral to support the
raising of secured funding, primarily as part of
the RMBS issuances or pledged under the terms
of Bank of England funding schemes. At the end
of the year, 22.9% (2017: 20.3%) of the group’s
assets were encumbered, representing £2,072.1m
(2017: £1,719.2m) of residential mortgage assets
and £145.0m (2017: £158.0m) of other assets.

Capital

We hold capital to protect Members’ deposits
by providing a buffer against unexpected losses.
The amount of capital required is assessed in
relation to our overall risk appetite, the material
risks to which the business is exposed and the
management strategies employed to manage
those risks. Capital comprises the group’s general
reserve and subscribed capital (Permanent
Interest-Bearing Shares, or PIBS), adjusted in line
with regulatory rules. Capital is held in both of
the regulatory tiers. The group’s general reserve
qualifies as Common Equity Tier 1 capital, the
very highest quality of capital. Under Basel Ill
transitional rules, the PIBS qualify as Additional

Tier 1 capital, but amortise on a straight line
basis over eight years from 2014. The amortised
portion of the balance is classified as Tier 2
capital.

Our primary measure in assessing capital
adequacy is the Common Equity Tier 1 (CET1)
ratio, which expresses the highest quality
capital as a proportion of the sum of the risk
weighted assets of the group. The risk weighting
for each asset is calculated either through the
use of internal models or through standardised
calculations dependent on regulatory
permissions for each portfolio of assets.

Our CET1 ratio has increased to 27.06% (2017
26.14%) due to the impact of the increased
capital generated by the profitability in the
year, combined with a decrease in total risk
weighted assets associated with the de-risking
of the commercial portfolio and the run-off
of the Nemo portfolio. This means that we

are generating sufficient capital through our
financial performance to facilitate the increase
in lending to households and businesses.
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Our Solvency ratio, the ratio of total capital to risk weighted assets, has increased to 29.54%
(2017: 29.21%).

35 —
30
25
20
15
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29.21 29.54

2014 2015 2016 2017 2018

A further measure of capital strength is the Leverage ratio, a measure of Tier 1 capital held against
total (non-risk-weighted) assets, including certain off-balance sheet commitments. At the end of the
year our Leverage ratio was 5.60% (2017: 5.63%).
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Anti-Corruption and Anti-Bribery matters
Anti-Corruption and Anti-Bribery matters are the subject of a separate report within the Directors
Report on page 90.

Member, colleague and community
Member, Colleague and Community are the subject of a separate report on pages 30 to 34, which
includes further detail in respect of the Employee Engagement score on page 34.

Principal risks and uncertainties
The principal risks and uncertainties faced by the group, together with the approach to managing
these risks, are set out in the separate Risk Management Report on pages 52 to 70.

NN

Tom Denman
Chief Financial Officer
5 February 2019
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PERFORMANCE

AND STRATEGY

Member, colleague and community
for the year ended 31 December 2018

Community work

As a Society we pride ourselves on the great Our colleagues have raised money for the

work of our colleagues in the communities Society’s three charity partners. These are

we serve. The focus of our community activity Llamau, a leading homelessness charity in Wales;
remains on the three key pillars of financial Cancer Research Wales, supporting research into
education, helping people get and stay in a prevention and early diagnosis of cancer; and
home for longer and health and wellbeing. This School of Hard Knocks, which uses sport to help
activity also reflects our values, particularly disadvantaged communities.

‘doing the right’ thing and ‘delivering with

passion’.
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Our three-year partnership

with these brilliant charities ’ @

ended at the close of 2018, , Llamgy,
with £504,000 raised, which G @
includes match-funding by the s°”'< 1

Society, split evenly between
each charity.
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Support for Llamau:

* 690 people supported through Learning for Life centres
Llamau across Wales since 2016.

¢ 1,300 qualifications achieved since 2016.

The £168,000 we have raised for Cancer
Research Wales contributed almost 10%

CGCeRESEARCHAL co @ towards major research grants for fighting
cancer including:

* Bangor University: Helping to better understand the
symptoms of prostate cancer and ensure effective diagnosis
amongst men.

e Cardiff University: Investigating a novel therapeutic approach
to prevent tumour plasticity in breast cancer, helping to stop
cancer stem cells spreading.

Support for the School of Hard Knocks
(SOHK):

SQHK

SCHOOL or HARD KNOCKS

* SOHK established their Welsh presence by forming a
bigger team.

¢ 300 risk of referral pupils have stayed in school since 2016.

* 120 unemployed adults supported.

Other community donation highlights include:

* 89 Community projects supported in 2018, investing £76,000.
e Over 1,700 hours volunteered.
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Financial education

Since 2017, we have invested over £62,000 in sponsoring students from ten schools across Wales to
complete financial education qualifications with the London Institute of Banking & Finance (LIBF).

In addition, we have partnered with Business in the Community Cymru through their Business Class
programme. Business Class is run by Business in the Community and Careers Wales on behalf of the
Welsh Government, and brings together secondary schools and businesses across Wales. Highlights

include:

10,000

students helped
through Business
Class since 2016.

Sponsorship

More than

1,700

were helped as

part of Talk Money

Week 2018; with
Principality staff

taking part in literacy

and numeracy
workshops.

More than

250

pupils gained a

GCSE equivalent in

money skills in 2018
with a further 1,200

studying towards
LIBF qualifications.

Bro Myrddin in
Carmarthen has
become the first

Young Money Centre
of Excellence

in Wales,
representing an
entire school
approach to financial
education.

Principality’s wider sponsorships continued to add value to the health and wellbeing within our

communities.

Highlights include:

A
I;r;r:ciplaivlihéy

STADI UM

Our partnership with
the Welsh Rugby
Union remains strong,
with the Society’s
sponsorship of the
Stadium benefitting
Members through

its Member Rewards
scheme.

200

Only Boys Aloud help
over 200 boys each
year with community
choirs across Wales.

39

Principality National
Youth Leagues helping
to raise profile of the
game within local
communities.

25

39 consecutive years
of sponsorship of
the Eisteddfod event
which celebrates
Welsh culture.

More than 25 years
sponsoring the Royal
Welsh Show.

Sponsorship

of Principality
Premiership for a 14th
consecutive season
helping to grow
grassroots rugby in
Wales.
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Members

We pride ourselves on listening to our Members
so colleagues can understand how to meet their
needs and expectations. Members tell us that
they value the friendliness and helpfulness of
our colleagues.

We engage with Members in a number of ways:

* Principality’s senior leadership team holds
regular Talkback events all over Wales and
the Borders.

e At the Annual General Meeting, Members have
the opportunity to vote and put questions to
the Board.

e Through a Customer Research Panel which
consists of Members and customers.

We also have a Member Forum, made up of
volunteer Members who act as a collective
voice for all Principality Members. The Forum
meets on a quarterly basis to share their views
and to tell us what they think of our products
and initiatives, and to help us make the right
decisions for all our Members. The Forum has
had significant and valuable input into the
continuing strategy of the Society, and any
interested Member may apply to join.

Our people strategy: helping our colleagues to
prosper at every stage of their working life

The aim of our people strategy is to deliver
ongoing improvements in colleague engagement
and satisfaction. It is based on the following
three elements:

* We will be an employer of choice, continuing
to attract and retain talented and passionate
people.

* We will inspire a strong customer focussed
and inclusive culture, investing in our
colleagues and building their capability as we
transform our Society.

* We will empower our colleagues to live our
values, helping them to prosper at every stage
of their working life.

We are incredibly proud of our colleagues and
the service they provide to our Members and we
believe that if we are able to help our colleagues
prosper, we will see them increasingly strive to
support our Members and our business in the
same positive way.

Recognised as a ‘Great Place to Work® in

the large companies category 2017, we are
committed to building on what our colleagues
tell us they enjoy about working in our
organisation and addressing their feedback
around what we can improve.

We take pride in creating the right culture

At Principality, we seek to promote a high
performing organisational culture through our
colleagues living and demonstrating our values.
The five values that underpin our culture are:

* Being courageous

* Doing the right thing

* Making it straightforward
* Delivering with passion

* Taking ownership

We are committed to providing an environment
in which our values are recognised and
celebrated, where colleagues take pride in

how they interact with each other and our
Members and where everyone, regardless of
background or experience, feels they belong and
can contribute. In order to continue to build a
successful Society, we encourage our colleagues
to value and respect each other and our values
are a simple mechanism to drive the right culture
for our organisation. Colleagues are encouraged
to recognise each other ‘in the moment’ and
value cards are available at all of our working
locations for colleagues to gift to each other
when they see demonstration of our values.
Forming the basis for our individual business
objectives, our values are prominent throughout
the Society and are also recognised through
quarterly and annual recognition celebrations.

We respect our colleagues as individuals:

our diversity and inclusion approach

As a business, we are clear that having a diverse
workforce that is representative of and reflects
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the communities we serve is crucial to our
ongoing success. Seeing diversity represented
throughout our business remains a priority and
we have been encouraged by positive take-

up amongst our colleagues for a number of
diversity-focussed initiatives, including a female
leadership development programme delivered
by Chwarae Teg and our LGBT+ and Friends
network. From Board level down, we are clear
that diversity helps to improve the quality of
decision making throughout our organisation
and we are committed to increasing our diversity
spread to further support our ambitions. We
continue to be a signatory to HM Treasury’s
Women in Finance Charter and have set

targets for our gender balance in our senior
management and Board populations. Further
details are available at www.principality.co.uk/
gender-pay-gap-and-women-in-finance.

We encourage expertise: investing in our talent
realise potential

As our business transforms, our people focus
remains a constant. We are passionate about
developing our colleagues and we have a
strong learning culture with a clear focus on
helping our colleagues to prosper at every stage
of their working life. Our Leadership Pipeline
provides a clear pathway for colleague learning
and development throughout the organisation
and initiatives such as our ‘Learning at Work’
week and networking group, ‘Cuppa Club’
which has attracted guest speakers including
BBC newsreader, Lucy Owen, provide even
more opportunities for informal learning

and development. We recognise that no two
colleagues will approach their development in
the same way so in addition to our specialist
talent management programmes, we also have
a range of secondments and graduate schemes
designed to support colleagues whatever their
career aspirations.

Making it easier to do a great job: listening to
our colleagues

At Principality, we work hard to listen and
respond to our colleagues and we are proud
to have a highly engaged workforce. Colleague
surveys are an important enabler to hearing
our colleague voice and we have introduced a

number of initiatives to respond to feedback
gathered, including the implementation of

PBS Manager training, the creation of a skills
exchange and the establishment of a mentoring
scheme. More recently we've reinvigorated our
colleague forum, ensuring we have a direct voice
from our colleagues into our Board. The forum is
a great vehicle to ensure our colleague voice is
heard in all key matters within the Society.

In October 2018, 90% of our colleagues took
part in our latest Great Place to Work® survey to
share their views on working life at the Society.
The survey is run by an independent third-party
and the responses gathered are used to define
scores in key outcomes including Engagement,
Trust and Wellbeing. The 2018 survey showed
that engagement remains strong at 76% (2017:
78%). The results of the survey are reviewed in
detail and actions developed in response and
delivered both at a team and Society-wide
level. Colleagues are encouraged to share their
views and feedback year-round and there are

a number of open and anonymous feedback
routes available.

Wellbeing

We have a long-established wellbeing approach
that aims to promote both mental and physical
health amongst our colleagues. With a wide
ranging wellbeing-focussed offering, including
interventions from free flu immunisations to
investment in our mental health advocates and
a full Employee Assistance offering, we work
hard to support our colleagues through their
best times and their more challenging times.

Rewarding our colleagues fairly

Our people approach means that we treat
reward in a fair and consistent manner for all.
We are committed to paying the Living Wage
and all colleagues are able to participate in our
variable pay award scheme which is linked to a
combination of the Societies’ success, meeting
individual business objectives and our customer
experience metrics. We recognise that delivering
as a business takes a strong team and our
variable pay award scheme has been developed
to recognise our combined contribution.
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Board of Directors

Laurence Philip Adams MA (age 62)
Chairman, Non-Executive Director

| was appointed a Non-Executive Director of
the Society in August 2013 and was elected
Chairman in April 2014. | am also a member of
the Remuneration committee and Chairman of
the Governance and Nominations Committee.

| have more than 25 years’ experience in the
banking industry. Previously, | have been
involved as a Non-Executive Director helping to
rescue the troubled Northern Rock PLC in 2007
where | headed the Risk Committee.

I am a qualified solicitor and previously served
as Managing Director and Global Head of Legal
and Compliance for the investment banking
wholesale division of ABN Amro Bank and had a
similar role for Citibank. | am a Non-Executive
Director of Exane Limited and London Clearing
House Limited, part of the London Stock
Exchange.

Nigel Charles Annett CBE, MSC, MA [Hons], DSC
Econ (age 60)
Non-Executive Director

| joined the Board of Principality as a Non-
Executive Director in October 2013. | now serve
as Chairman of the Board’s Customer, Conduct
and Transformation Committee. In addition,

| also serve as a member of the Board Risk,
Governance and Nominations and Remuneration
Committees.

| used to work in investment banking, but after
10 years joined the Board of Welsh Water,
initially as Planning Director. | was one of the
founding Directors of Glas Cymru, the not-for-
profit company that took over the ownership
of Welsh Water in 2001, and | was Managing
Director of Welsh Water until 2014.

In addition to serving on the Board of
Principality, | am also a Board member of the
Canal and River Trust and a Trustee of the
Community Foundation in Wales.
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Claire Hafner ACA, MA (age 59)
Non-Executive Director

| was appointed to the Society’s Board as a
Non-Executive Director in April 2018 and | serve
as a member of the Audit, Governance and
Nominations and Remuneration Committees.

I am a qualified accountant (ACA) and | have
an MA in Languages and Economics. | trained
and qualified at Ernst and Young in the audit
department of the Financial Services department
followed by a further three years in corporate
tax. During my career, | have performed a broad
range of roles across multiple sectors (including
financial services and payments, professional
services, multimedia and telecoms). | have
previously served a term of six years as a
Non-Executive Director of the West Bromwich
Building Society.

Derek Anthony Howell BSc [Hons], FCA (age 64)
Senior Independent Director, Non-Executive
Director

| was appointed a Director of the Society in April
2014 and have subsequently been appointed to
the role of Senior Independent Director. | also
serve as Chair of the Audit Committee and as a
member of the Board Risk and Governance and
Nominations Committees. In addition, | also
serve as the Board appointed Whistleblowing
Champion.
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I hold a degree in Mathematics and qualified as
a Chartered Accountant with Price Waterhouse
— subsequently Pricewaterhouse Coopers
(PwC). During my time with that firm | worked
originally in the audit team and eventually
specialised in corporate recovery and insolvency
work, becoming a partner in 1988. | retired from
the PwC partnership in April 2013 and have
been engaged on a part-time basis since as a
consultant, working on the Lehman insolvency.

I am also Treasurer of St John Cymru Wales and
a Trustee of both the National Botanic Garden
of Wales and Artes Mundi.
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Sally Jones-Evans FCIB, MSC, MBA (age 52)
Non-Executive Director

| was appointed to the Society’s Board in
February 2015. Since joining the Board, | have
become Chair of the Remuneration Committee. |
also serve as a member of the Audit, Governance
and Nominations and Customer, Conduct and
Transformation Committees.

| spent 30 years in retail banking and general
insurance.

I also sit on the Board of the Tearfund Charity
and Hafryn Dyfrydwy Limited (a subsidiary of
Severn Trent PLC) together with the Board of the
Department for International Development.

David James Rigney ACMA, MBA, MA (age 55)
Non-Executive Director

| was appointed to the Society’s Board in March
2015. Along with my Board responsibilities, |
serve as Chair of the Board Risk Committee

and as a member of the Audit, Governance

and Nominations and Customer, Conduct and
Transformation Committees.

GOVERNANCE

| 'am a Chartered Management Accountant and
during my career | have performed a broad range
of roles across multiple sectors including a Board
Director at Nationwide Building Society.

| am also a member of the LINK Board,
Non-Executive Director and Senior Independent
Director of Elexon Limited.
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Tom Denman BSc (Econ) [Hons], ACA (age 44)
Chief Financial Officer (CFO)

| was appointed CFO on 1June 2017 and joined
the Board in August 2017. | have worked for the
Society for nine years after joining in February
2009. Initially | held a senior finance role in

the subsidiary businesses and later for the
Society covering business partnering, planning
and strategy. | was appointed Deputy Finance
Director in March 2016. | chair the Society’s
Finance and Model Governance Committees and
I am a member of the Executive Committee and
the Executive Risk Committee.

I am a qualified Chartered Accountant and bring
over 20 years’ experience in finance to my role.
Prior to joining the Society, | held a number

of finance roles across a range of industries
including commercial property, infrastructure
and the legal profession along with 5 years with
PwC in Cardiff and Sydney.

Robert Michael Jones BA [Hons] MBA, ACIB
(age 60)
Chief Risk Officer (CRO)
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| joined the Society’s Board in February 2013.
Having worked for the Society since 1997, |

was appointed Head of Group Risk in 2005

and promoted to the role of Director of Group
Risk (now CRQO) in 2009. | have attended full
Board meetings since September 2009 and
attend all meetings of the Audit and Board Risk
Committees. | am a member of the Executive
Committee and chair the Executive Risk
Committee. | also attend meetings of the Model
Governance Committee.

I have spent almost 40 years working in financial
services, starting my career at Midland Bank and
subsequently at HSBC, undertaking a number of
managerial roles in both the retail and corporate
banking divisions. | hold a degree in Economics,
an MBA from Henley Management College, and

I am an Associate Member of the Chartered
Institute of Bankers.
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Julie-Ann Haines MSC, BA [Hons] (age 45)
Chief Customer Officer (CCO)

| was appointed to the Board in May 2016 and
was appointed as Society’s Customer Director
in 2012 (now Chief Customer Officer). | attend
all meetings of the Customer, Conduct and

Transformation Committee and the Board Risk
Committee and am a member of the Executive
Committee and Executive Risk Committee.

Prior to Principality, | held a number of senior
roles in sales, marketing and technology, working
in leading customer-centric businesses including
Sainsbury’s, Reckitt Benckiser and HBOS.

| 'am the current Chair of UK Finance Cymru
Mortgage Committee which represents mortgage
lenders and promotes sustainable housing
finance in Wales. | also sit on the End Youth
Homelessness Steering group.

Stephen Hughes ACMA (age 46)
Chief Executive Officer (CEO)

| ' was appointed CEO in March 2017. | joined

the Society as Group Deputy Finance Director

in December 2011 and was appointed to the
Society’s Board in March 2013 as Group Finance
Director with responsibility for Finance, IT

and Business Change. | chair the Executive
Committee and | am a member of the Executive
Risk Committee. | also attend all meetings of the
Audit, Customer, Conduct and Transformation,
Remuneration and Board Risk Committees.

I am a qualified Management Accountant and
bring over 25 years’ experience in finance from
a range of industries including manufacturing,
retail and insurance. Prior to joining the Society,
| performed the role of Finance Director of

the Lloyds Banking Group General Insurance
business.

|'am the Chairman of the Wales Advisory Board
for Business in the Community (BITC) and the
Deputy Chair of the Mortgages Product and
Service Board of UK Finance.
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Corporate governance report
for the year ended 31 December 2018

The governance arrangements operated by the Society are based on the principles and provisions
contained in the UK Corporate Governance Code (the Code), in so far as the Code can be applied to
the Society. The Code was published by the Financial Reporting Council (FRC) in April 2016. A new
Corporate Governance Code was published by the FRC in July this year and takes effect for reporting
periods commencing 1 January 2019. The Society will report on adherence to the new Code in next
year’s annual report.

The Board is responsible for promoting the long-
term success of the Society, which means it has a
responsibility to act in the best interests of both
current and future Members, and is committed
to ensuring good standards of governance are

in place within the Society. The Chairman is
responsible for ensuring that the Board operates
effectively within a sound governance framework
and that there is appropriate oversight of
governance arrangements at Board level.

In the past year the Board has devoted a
considerable amount of time to monitoring

the progress of the Society’s ongoing
transformation programme and work connected
with establishing a more modern working
environment. These topics will continue to be
areas of particular focus for the Board in 2019
and beyond. The Board is responsible for:

* Formulating the Society’s strategy.
 Ensuring that there is an appropriate culture

in place across the Society which aligns with
its purpose, values and strategy. The Chief

Executive Officer and the Executive team are
responsible for embedding the agreed culture
and the Board takes regular steps to assess
and ascertain that the Society’s culture is fit
for purpose.

The proper conduct of all aspects of the
Society’s affairs.

Fostering transparency and honesty and
ensuring that good standards of behaviour
permeate throughout all levels of the Society.

Ensuring the sustainability of the Society’s
business model.

Maintaining a sound system of control

and setting the Society’s appetite for risk.
The Board delegates the responsibility for
monitoring performance against risk appetite
to the Board Risk Committee. The Board
delegates responsibility for reviewing the
adequacy and effectiveness of the Society’s
internal controls to the Audit Committee.

Building your future
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GOVERNANCE

Corporate Governance Framework

The Board recognises that ensuring effective corporate governance is integral to the successful
delivery of the Society’s goals. The work of the Board is supplemented by the work performed by a
number of Board committees. Reports on the work of those committees can be found on

pages 71 to 87.

Chairman: Laurence Adams
Responsible for setting the Board’s agenda, leading the Board and ensuring the Board’s
effectiveness

Board: 10 Directors

Responsible for the overall conduct of the Society’s businesses and setting strategy.

Governance Board Risk Audit Customer, Remuneration Chief
and Committee Committee Conduct and Committee Executive
Nominations Chair: Chair: Transformation Chair: Officer:
Committee Committee
Chair: Chair:

Laurence Adams David Rigney Derek Howell Nigel Annett Sally Jones- Stephen
Evans Hughes

Nemo . . .
Executive Risk Executive

Committee Committee

Personal
Finance

How the Board operates
At 31 December 2018, the Board comprised six Non-Executive Directors and four Executive Directors.
The offices of Chairman and Chief Executive Officer are separate and held by different individuals.

The Chairman is responsible for:

e the leadership, operation and governance of * developing the Board Succession Plan;
the Board;
e ensuring that a comprehensive induction
e ensuring the effectiveness of the Board; programme for new Non-Executive Directors
joining the Board is maintained and that
* setting the agenda, style and tone of Board existing Non-Executive Directors receive
discussions; the necessary ongoing training to be able to

contribute fully to the Board; and
e ensuring that Directors receive accurate,
timely and clear information; e ensuring that the performance of
Non-Executive Directors is subject to
annual appraisal.
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The Chairman is not involved in the day-to-day
management of the Society. The Chairman’s
role profile is subject to review and approval
by the Board. The Senior Independent Director
(Derek Howell) is responsible for acting as

a sounding board for the Chairman, serving

as an intermediary for other Directors, and
being available to Members if they have
concerns which they have not been able

to resolve through the normal channels of

the Chairman, Chief Executive Officer or

other Executive Directors, or for which such
contact is inappropriate. The Chief Executive
Officer’s responsibilities are set out in a role
profile, which is approved by the Board. He

is responsible for managing the day-to-day
operation of the Society, implementing the
Board approved strategy and policies, and
chairing the Executive Committee. The Chairman
and Chief Executive Officer maintain a close
working relationship.

In order to ensure that adequate time is devoted
to Board business, the Board operates through

a number of Board committees. The Board
delegates a number of oversight activities to

five committees — Audit, Risk, Remuneration,
Governance and Nominations and Customer,
Conduct and Transformation. In addition, the
Board has a formal schedule of matters reserved
for it’s decision which is reviewed annually.

Each Board committee has written terms of
reference which are reviewed annually by the
Board. The terms of reference for all Board
committees can be found on the Society’s
website: www.principality.co.uk

The Board focuses its work on setting the
longer-term strategic direction of the

Society, challenging the performance of the
senior management team in the day-to-day
management and control of the business, setting
risk appetite limits, monitoring adherence to risk
appetite limits and ensuring that effective risk
management systems are in place. The Board
maintains oversight of the effectiveness of the
internal system of control through:

* Receiving regular reports on the matters being
considered by the Chairs of Board
committees.

Monitoring a range of key performance
indicators (KPIs) and key risk indicators (KRIs).

Receiving regular reports from the Chief
Executive Officer, Chief Financial Officer,
Chief Customer Officer, Chief Operations
Officer and Chief Risk Officer on performance
and risk matters.

Receiving reports on the progress of the
Internal Audit team and Conduct Monitoring
team from the Chairs of the Audit
Committee and the Customer, Conduct and
Transformation Committee respectively.

The Board also receives regular updates on
specific areas of strategy, allowing the Board

to keep up to date with developments and
challenge progress. It receives regular updates
from Non-Executive Directors on Member and
colleague engagement activities and from the
Chief People Officer on progress with work being
undertaken to put in place a more modern
working environment and to embed a more
diverse and inclusive culture.
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The following table provides a sample of some of the matters the Board has considered during the
year:

The Board is responsible for assessing the basis on which the
Society generates and preserves value over the long-term.
The Board remains committed to broadening the range of
retail savings and mortgage products available to Members.

Strategy and Performance

The Board believes a diverse and inclusive culture is integral
People, Culture and Remuneration to the Society’s core values, fostering an environment where
everyone is able to perform well and fulfil their potential.

The Board has continued to receive regular reports from Non-
Members and Customers Executive Directors on attendance at Member Talkback and
Member Forum meetings.

The Board has continued to oversee the setting of the
Society’s appetite for risk and the ongoing implementation of
an Enterprise Wide Risk Management framework. In addition,
the Board has approved the Society’s ICAAP, ILAAP and RRP.

Risk Management

The Board has monitored carefully the level of liquid assets in
Finance light of the higher than usual levels of swap volatility which
have been a feature of the financial markets in 2018.

GOVERNANCE

The Board has continued to monitor closely the progress of
work being taken forward to modernise the business. In
addition to the five-year investment programme which will

Technology and Change allow the Society to introduce a wider suite of retail savings
and mortgage products, good progress has been made with
work to modernise the working environment and working
practices in 2018.

The Board annually reviews its own terms of reference and the
terms of reference for Board committees to ensure that they
evolve in line with the regulatory and operating environments

Governance in which the Society operates. The Board continues to monitor
adherence and compliance with the FRC’s Corporate
Governance Code and continues to monitor and authorise
directors’ outside interests.

To enable the Board to use its time effectively, a forward looking programme of meetings and a
rolling Board agenda is maintained. There is sufficient flexibility in the Board’s programme to ensure
that the Board can address emerging matters in a timely manner. A framework of delegated authority
is in place, which extends to the Society’s officers, management and management committees.

During the year the Board received regular presentations from members of the Society’s senior
leadership team as part of a wider programme to enable Non-Executive Directors to meet and
interact directly with members of that team.
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Board composition

The Board consists of ten Directors including
the Chairman, five independent Non-Executive
Directors (including Derek Howell — Senior
Independent Director and Board appointed
Whistleblowing Champion) and four Executive
Directors. This composition is designed to be
able to meet the needs of the business and
allow for efficient operation of the Board’s
committees. The Non-Executive Directors

are expected to have a broad range of
business knowledge and experience and to
exercise independent judgement on strategy,
performance, risk management and corporate
governance. In addition, their role is to:

constructively challenge strategy proposals
presented by the Chief Executive Officer and
Executive Directors;

scrutinise and challenge operational
performance;

assess the integrity of the financial information
and controls;

assess the adequacy of the Society’s risk
management framework;

assess whether current and future resources
are commensurate with future plans;

determine the broad policy for executive
remuneration; and

* be satisfied that an appropriate culture is in
place.

During the year Natalie Elphicke retired from the
Board having completed six years on the Board.

During her tenure she served as a member of the
Audit Committee, Governance and Nominations
Committee and as both a member then Chair of
the Board Risk Committee.

Claire Hafner joined the Board as a new Non-
Executive Director in April 2018. She now
serves as a member of the Audit Committee,
Remuneration Committee and Governance and
Nominations Committee. David Rigney was
appointed Chair of the Board Risk Committee
with effect from August 2018.

Candidates to fill Non-Executive Director
vacancies on the Board are sought in various
ways, including through press advertisements
and with the assistance of external search
consultants. Candidates must meet the tests of
fitness and propriety as prescribed by the FCA
and must receive approval from the PRA and FCA
before taking up their role. The Society’s Rules
require that all new Directors must stand for
election at the Annual General Meeting (AGM)
in the year following their appointment to the
Board. Members of the Society have the right to
nominate candidates for election to the Board,
subject to the Society’s Rules and compliance
with PRA and FCA requirements. No such
nominations were received prior to the Society’s
2018 AGM.

Membership of Board committees is reserved

to Non-Executive Directors. The Chairman is
responsible for regularly reviewing and refreshing
the membership of Board committees in order
to broaden the experience of Non-Executive
Directors. This is also an important aspect of the
Board succession planning process.

Tenure of Non-Executive Directors

The UK Corporate Governance Code recognises
that length of tenure is an important factor
which should be considered when determining
the independence of Non-Executive Directors.
The table below shows the tenure and
independence of each Non-Executive Director.

Considered to
be
independent
by the Board

Date first

joined the
Board

Nigel Annett October 2013 Yes
Derek Howell ~ April 2014 Yes
Sally Jones- February

Evans 2015 ves
David Rigney March 2015 Yes
Claire Hafner April 2018 Yes
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GOVERNANCE

Directors’ fitness and propriety

The Society has a framework in place to
ensure that individuals appointed to relevant
senior manager positions have the appropriate
fitness and propriety to properly discharge
their responsibilities, both at the time of their
appointment and during the tenure of their
appointment.

The Chairman is responsible for assessing
annually the fitness and propriety of the
Society’s independent Non-Executive Directors
and the Chief Executive Officer. Fit and proper
assessments were carried out in respect of each
independent Non-Executive Director and the

Chief Executive Officer during the course of 2018.

The Senior Independent Director is responsible
for evaluating the Chairman’s performance
and for conducting his annual fit and proper
assessment.

The Chief Executive Officer is responsible for
carrying out the annual performance appraisal
and fit and proper assessment for each of the
Executive Directors.

The Board continues to receive regular assurance
on adherence to the Senior Managers and
Certification Regime from the Chief Risk Officer
and his team.

Conflicts of interest

The Board has established procedures leading
to the disclosure of outside interests and the
identification of potential conflicts of interest.
The procedure is as follows:

» Changes to the commitments of all Directors
are reported to the Board.

* Directors are responsible for notifying the
Society’s Secretary if they become aware of
any actual or potential conflict situations.

* Actual or potential conflicts of interest are
noted in the minutes of Board meetings as
appropriate.

e The Society’s Secretary maintains a register of
potential conflicts of interest which is
reviewed periodically.

No conflicts of interest were reported to the
Board during the year.

At the time of his appointment as Chairman, the
Board was satisfied that Laurence Adams met
the independent criteria. The Chairman’s role
requires him to commit a substantial proportion
of his time to the affairs of the Society.
Consequently, the Chairman is not expected to
remain independent following appointment.

All of the Society’s Non-Executive Directors are
considered by the Board to be independent in
judgement and free of any relationships likely to
affect his or her judgement.
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Board and Committee membership and attendance

Remuneration

Board Audit Customer, Governance
Conduct and i and
Transformation Nominations

Laurence Adams 1/1 - - 3/3 5/5
Natalie Elphicke? 5/6 - - 1/2 2/2 -
Nigel Annett 10/1 - 5/5 5/5 3/3 5/5
Derek Howell /1 6/6 - 5/5 3/3 -
Sally Jones-Evans 1/1 5/6 5/5 - 3/3 5/5
David Rigney 11/1 6/6 5/5 55 3/3 =
Claire Hafner 9/9 4/4 - 2/2 2/2
Stephen Hughes 1/1 - - - -
Mike Jones /1 - - - -
Julie-Ann Haines 1/1 - - -

Tom Denman /1 - - - -

1 Claire Hafner joined the Board 1 April 2018

2 Natalie Elphicke stepped down from the Board 20 July 2018
Culture

As in previous years, Non-Executive Directors
have devoted a significant amount of time to
meeting Members and colleagues from across
the business as a means of experiencing the
culture in the business at first hand. By visiting
branch offices and attending meetings of the
Member Forum and Member Talkback meetings,
Non-Executive Directors are able to hear from
Members and a broad range of colleagues at
all levels of the business to better understand
matters which are of direct interest to them.

The Board also gains insight into the culture
within the business through reviewing the
outcome of colleague surveys and information
presented from a wide range of sources including
the HR, Compliance and Conduct and Internal
Audit teams.

Diversity

During the year the Board Composition

Policy was reviewed and the Board remains
satisfied that this policy appropriately reflects
the importance attached by it, to building a
culture in which the whole organisation works

together and in which diversity is valued. More
information on this topic is provided within the
Governance and Nominations Committee report
on pages 50 to 51.

Board information

The Board has full and timely access to all
relevant information to enable it to discharge its
duties effectively. The Chairman is responsible
for ensuring that all Directors are properly
briefed on issues arising at Board meetings. The
content of management information presented
to the Board is reviewed regularly to ensure
that it remains relevant to the Society business
model and operating environment, and to
ensure it is sufficient to enable the independent
Non-Executive Directors to assess and monitor
the Society’s progress.

All Directors have access to the advice and
services of the Society’s Secretary. Members of
the Board may take independent professional
advice at the Society’s expense in the
furtherance of their duties. The Society’s
Secretary is responsible for ensuring that Board
procedures are followed.

Building your future

Annual Report and Accounts 2018 47

[
o
<
m
)
z
>
z
@)
m




GOVERNANCE

Board induction and ongoing training
programme

The Chairman is responsible for ensuring that
each new Non-Executive Director receives
induction training on joining the Board and
ensuring that the subsequent ongoing training
he or she needs is tailored to their own specific
requirements.

All new Non-Executive Directors undertake a
tailored and extensive induction programme

on joining the Board. The programme covers

all aspects of the Society’s operations and the
regulatory environment in which the Society
operates. This enables new members of the
Board to function effectively as a Board member
as quickly as possible. The induction programme
is reviewed annually by the Governance and
Nominations Committee to ensure that it
remains appropriate and includes a series

of meetings with both Executive and Non-
Executive Directors and the Society’s Secretary.
As well as briefings from members of senior
management, new Non-Executive Directors also
have the opportunity to attend key management
meetings and to visit all key areas of the
business. A copy of the letter of appointment for
a Non-Executive Director can be obtained on
request from the Society’s Secretary.

Keeping up to date with key business
developments is essential in order to ensure that
Directors properly discharge their responsibilities.
This is achieved through:

e presentations made to the Board from
industry specialists, executives and senior
managers drawn from within the business on
key developments and significant matters;

e providing the Board with updated financial
plans, budgets and forecasts which are
regularly reviewed and discussed;

e providing Board members with access to
external training sources; and

e providing the Board with regular updates on
the economic and regulatory environments
within which the Society operates and
providing Non-Executive Directors with
briefings and meetings with senior executives
and managers.

The Society’s Secretary maintains an ongoing
Board training and development programme
and during 2018 the following areas were
addressed:

e cyber risks;

e legal and regulatory developments;

e corporate governance developments;
* economic environment;

e marketplace developments; and

 operational resilience.

As Chairman | continue to be satisfied that
each Non-Executive Director has the requisite
knowledge and skills to be able to discharge
their responsibilities effectively.

Performance evaluation

The effectiveness of the Board is subject to an
external evaluation every three years. The 2018
Board Effectiveness Evaluation was undertaken
in the final quarter of 2018 and was performed
by Praesta Partners (a firm of specialist corporate
advisors) who have no other relationship with
the Society. The principal findings contained in
the report include (but are not limited to):

e the Board fulfils its governance role strongly;

e there is a healthy culture of openness
and transparency across the Board and its
committees; and

* Board members possess a diverse range of
individual styles that bring different
perspectives to bear on the work of the Board.

The report contains a number of suggestions
about ways in which the work of the Board
could evolve going forward. These suggestions
were considered by the Board at its last meeting
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of 2018 and work to develop an implementation
plan is underway at the time of writing this
report.

During 2018, good progress was made with

work to address the areas for improvement
which were identified as requiring attention as

a consequence of conducting the 2017 Board
Effectiveness Review which was facilitated by the
Society’s Secretary.

Communication with Members and the Annual
General Meeting (AGM)

As a mutually owned organisation the Board is
answerable and accountable to the Society’s
Members. The Board is committed to and proud
of the Society’s mutual status and proactively
works to balance Member interests with those
of other stakeholder groups, such as the
communities served by the Society, colleagues
employed within the business, its suppliers and
the regulatory authorities.

The Society is committed to fostering and
maintaining good communications with
Members. During the year four meetings were
held by the Members’ Forum as well as two
Member Talkback sessions with groups of
Members. These meetings were attended by a
number of the Society’s Executive and Non-
Executive Directors. These meetings provide
valuable means for Members’ opinions about
the Society to be canvassed directly by members
of the Board.

All Directors who stood for election or re-
election in 2018 were duly elected or re-elected.
All Directors will again stand for election or
re-election at the 2019 AGM. The Society seeks
to encourage all eligible Members to participate
in the AGM, either by attending in person or by
voting by proxy. The AGM provides Members
with the opportunity to hold the Board to
account through raising questions and voting
either for or against Directors standing for
election, or through voting for or against the
other resolutions on the agenda at that meeting.
A resolution on the Report on Directors’
Remuneration is included on the agenda.

Voting is encouraged through a donation to
charity for each vote cast (up to 20,000 votes).
The voting process is overseen by independent
scrutineers, who also attend the Meeting

in person to count votes cast by Members.
The results of the vote are published on the
Society’s website. In accordance with the
Society’s rules, all eligible Members are sent
the Notice of the AGM at least 21 days prior to
the meeting. All Directors attend the meeting
unless their absence cannot be avoided.

C 1? o

Laurence Philip Adams
Chairman
5 February 2019
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Report of the Governance and Nominations
Committee
for the year ended 31 December 2018

The Governance and Nominations Committee is responsible for oversight of the Board and Executive

Management Succession Plan and making recommendations for new appointments to the Board.

ALl Non-Executive Directors serve as members
of the Committee. In addition, meetings of the
Committee are also usually attended by the
Chief Executive Officer, Chief People Officer and
the Society’s Secretary. The Committee met on
three occasions in 2018.

The Society’s Board strongly supports the
principle of boardroom diversity and is
committed to making appointments on merit,
against objective criteria. The Committee
monitors the structure, size and composition

of the Board to ensure due regard is given to
diversity. It is responsible for determining the
skills and experience required to ensure that the
Board is well placed to address the future needs
of the business and for maintaining the Board
and Executive Management Succession Plan.

The appointment process is designed to
ensure that the Board collectively possesses
the right range and combination of skills and
expertise to oversee the full range of business
activities undertaken by the Society and brings
appropriate objectivity and independent
judgement. The recruitment process is rigorous
and involves the use of independent search
consultants (the Board usually endeavours

to use only the services of those search firms
who have signed up to the voluntary code

of conduct on gender diversity and best

practice). Due regard is given to the benefits of
diversity, including gender, ethnicity and other
characteristics protected by the provisions of
the Equality Act 2010. All Board vacancies are
advertised in the national press. Candidates for
appointment as Non-Executive Directors will be
drawn from diverse sources and ‘long lists” will
always include female and minority candidates.
All appointments are subject to extensive
external checks and regulatory approval. All
new Non-Executive Directors undergo a tailored
and comprehensive induction programme on
appointment.

During the year the Committee appointed

the Miles Partnership to lead the recruitment
process which resulted in the appointment

of Claire Hafner to the Board. The Miles
Partnership led the initial assessment process
and also carried out for assurance purposes an
external calibration assessment.

These assessments were followed by a number
of interviews with the Chairman, certain
Non-Executive Directors (Sally Jones-Evans,
Nigel Annett and David Rigney) and Executive
Directors. The Committee was satisfied with the
selection process and endorsed the proposed
appointment at its February 2018 meeting.
Following Claire’s appointment to the Board

a tailored induction programme was arranged
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for her. The Committee also agreed the appointment of Rhian Langham to the role of Chief People
Officer following the completion of an externally facilitated recruitment process which was led by the
Free Partnership.

During 2018 the Committee:

e Continued to monitor whether the existing complement of Non-Executive Directors is sufficient.
* Conducted a review of the Board Succession Plan.

e Conducted a review of the approach used to assess the skill sets across the Non-Executive Director
team and agreed that a revised approach should be introduced.

» Continued to ensure that overall the Board continues to have the right combination of skills,
diversity and independence to enable it to operate effectively.

* Conducted a review of the induction programme for new members joining the Non-Executive
Director team.

* Received a number of reports on the impact of changes to the Corporate Governance Code taking
effect for reporting periods commencing on 1January 2019. In light of those changes a full review
of the Board Succession Plan has been initiated. The Society continues to adhere to the Code to
the extent that it can be reasonably applied to a mutual building society.

Below Board level there is a structured approach to succession planning, designed to ensure a
pipeline of talented and capable people who could ultimately progress to Executive Committee and
Board positions. The Executive Succession Plan encompasses potential succession to all senior roles
including that of Chief Executive Officer and is regularly reviewed by the Executive Management
Committee. As part of this work, the Committee reviews the health of the leadership talent pipeline
and the investment being made in developing the most senior people within the Society.

The Committee is responsible for monitoring progress with work to meet the gender diversity targets
set out in the Board Diversity Policy and the wider target for gender diversity put in place by the
Board on agreeing to support the Women in Financial Services Charter. In September 2016, the Board
agreed to establish a five-year diversity target of 33% sitting a alongside a minimum floor threshold
at 25%. At 31 December 2018, 30% of Board members were female. The Society continues to make
good progress with wider work to address equality, diversity and inclusivity particularly in relation to
raising awareness of these issues and through providing appropriate training for colleagues. The table
below shows the ratio of women to men in senior management positions within the Society over the
period 1January 2018 to 31 December 2018:

Diversity Target Ratio Ratio as at 1 January 2018 Ratio as at 31 December 2018
(September 2021)

33% 23% 28%

N A
( | ."h'-:ﬁmm

Laurence Philip Adams
Chair of the Governance and Nominations Committee
5 February 2019
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Risk management report
for the year ended 31 December 2018

Risk overview

The Society is exposed to a diverse range of
risks in the execution of its strategy and in
undertaking its day-to-day business. The
Society actively manages the principal risks
that arise from its activities and its culture and
risk management philosophy reflects a strong
awareness of the current and emerging risks
which could affect delivery of the Society’s
strategy. The Society addresses these risks by:

* operating a single integrated business model
underpinned by strong risk governance;

adopting a risk management framework which
covers all risks and is supported by a clearly
defined ‘three lines of defence’ model;

managing risks within risk appetite as set by
the Board; and

operating a business model where the
Society’s capital and liquidity would enable
it to survive severe but plausible market and
institution specific stresses.

The three lines of defence

The Society operates a ‘three lines of defence’
model ensuring clear independence of
responsibilities for risk control, oversight and
governance. This is summarised below:

First line of defence

Day-to-day risk management

Every employee is responsible for managing
the risks which fall within their day-to-day
activities. The first line of defence ensures all
key risks within their operations are
identified, monitored and mitigated by
appropriate controls within an overall control
environment.

Second line of defence

Risk oversight and compliance

Dedicated teams within the Society’s Risk and
Compliance functions are responsible for
providing independent oversight and
challenge of activities conducted in the first
line.

Third line of defence

Audit

The Society’s Internal Audit function provides
independent assurance of the activities in
both the first and second lines of defence.
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Risk Management and Governance

There is a formal structure for managing risks
across the Society which is documented in
detailed risk management policies. These
policies, and associated limits, are owned and
reviewed at least annually by functional risk
committees, which report to the Board Risk
Committee and the Board.

Risk governance is provided by a structure
consisting of seven key risk management
committees. Each committee includes
appropriate representation drawn from the
Executive (ExCo), divisional management and
risk specialists:

* Board Risk Committee (BRC) is chaired
by a Non-Executive Director, and has
responsibility for ensuring a Society-wide co-
ordinated approach towards the oversight and
management of principal risks.

Executive Risk Committee (ERC) is chaired

by the Chief Risk Officer and is responsible for
oversight and monitoring of all prudential and
conduct risks across the Society and reviewing
risk exposures.

Model Governance Committee (MGC)

is chaired by the Chief Financial Officer and
is responsible for the approval and oversight
of models used by the Society to assess and
quantify exposure to credit risk and to
determine the level of impairment provisions
required under IFRS 9.

* Credit Risk Committee (CRC) is chaired by
the Head of Credit Risk and is responsible for
monitoring and reviewing exposure to credit
risks in the Society’s retail and commercial
loan portfolios.

Operational Risk Committee (ORC) is chaired
by the Head of Financial and Operational Risk
and is responsible for monitoring and reviewing
exposure to operational risks arising from the
Society’s day-to-day activities.

Compliance, Conduct and Financial Crime
Committee (CCFC) is chaired by the Chief
Compliance and Conduct Officer and is
responsible for monitoring and reviewing
exposure to conduct and financial crime risks
arising from the Society’s day-to-day
activities.

Finance Committee (FC) is chaired by the
Chief Financial Officer and, in addition to
its financial management responsibilities,
has responsibility for the assessment and
management of financial risks and relevant
risk appetites.

Building your future
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In addition, the Customer, Conduct and Transformation Committee (CCTC), a separate Board
committee, is responsible for providing oversight of the Society’s conduct framework and strategy.
Key conduct risks are reviewed by the Committee and reported to the Board Risk Committee.

Board Risk Committee

Model Governance
Committee

Customer, Conduct and
Transformation Committee

Executive Risk
Committee

Compliance, Conduct
and Financial Crime
Committee

Operational Risk
Committee

Risk Management and Governance

Primary responsibility for the identification,
control and mitigation of risk rests with

each strategic business unit. Oversight and
governance are provided through specialist
support functions including Risk, Finance and
Compliance and Conduct. The role of these
functional specialists is to maintain and review
policies, establish quantitative limits and
qualitative standards which are consistent with
the Society’s risk appetite, monitor and report
on compliance with those limits and standards
and generally to provide an oversight role to
the management of risk.

The Society’s Internal Audit function provides
independent assurance regarding the activities
of the strategic business units and the
specialist functions across the Society and
reports on the effectiveness of the control
environment to the Audit Committee on

a quarterly basis. The BRC monitors the
arrangements for assessing risk inherent in

Credit Risk Finance
Committee Committee

the Society’s business activities on behalf of

the Board. The Board receives risk reports at
each of its meetings and regularly considers the
impact of major strategic risks, taking account of
changes in the macro-economic environment,
changes in regulation, competitor strategy,
customer preferences and emerging technology.

Enterprise Risk Management Framework

The Society operates an Enterprise Risk
Management Framework (ERMF), which sets
out the Board’s approach to managing risk
and the provision of oversight by defining

and documenting the Society’s purpose and
objectives; risk appetite and risk tolerance and
governance and control systems, linked to the
principles upon which the framework is based.

Risk appetite
The Board sets a risk appetite to enable the
Society to:
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* identify and define the types and levels of
risks it is willing to accept both qualitatively
and quantitatively in pursuit of it’s strategic
goals; and

e establish a framework for business decision
making.

The Board risk appetite statements are linked

to the Society’s strategy and are supported

by a broad suite of Board level risk metrics,
appetites and tolerances, designed to monitor
the Society’s exposure to key prudential and
conduct related risks. These are set in a hierarchy
that links the Board’s tolerance for risk to

its strategic goals, medium-term plans and
‘business as usual’ activities.

Risk culture

The Society operates a simple business model
and senior management places significant
emphasis on ensuring a high level of
engagement is maintained between individual
business functions and colleagues at all levels
with regard to the awareness and effective
management of risk. The ‘three lines of defence’
model is key in ensuring that risk management
is embedded across the Society, encouraging
staff to take ownership for the identification
and management of risk falling within their
respective areas of operation. A key element of
the Society’s risk culture is a genuine emphasis
on putting Members’ interests and needs first
and this is reflected for instance in the absence
of sales-related incentives for any colleagues.

Stress testing and planning

The Society engages in thorough stress testing,
scenario analysis and contingency planning
programmes, allowing it to understand the
impact of remote but potentially severe risks
and to ensure that it remains financially and
operationally resilient. This includes a range of
multi-risk category stress tests, reverse stress
tests and operational risk scenario analyses.
Stress testing is an integral part of the annual
planning process, the adequacy assessment
processes for liquidity and capital, and the
annual review of the Society’s risk appetite.

Outputs from stress testing are used to inform
capital and liquidity appetite and planning,
articulate potential management actions within
contingency plans, and further improve the
management of the Society’s risk profile.

Annual internal assessments are undertaken
of the adequacy of the Society’s capital

and liquidity. The Internal Capital Adequacy
Assessment Process (ICAAP) assesses the
Society’s capital position and requirements
under the Capital Requirements Regulation
and Capital Requirements Directive (CRD 1V)
framework. The ICAAP provides details of

the current approaches used to manage risk
within the Society. As part of that process, the
ICAAP assesses current capital requirements
and potential requirements in a severe but
plausible stress. Other, more severe, stresses
are considered in support of the overall capital
assessment.

The Internal Liquidity Adequacy Assessment
Process (ILAAP) is undertaken annually to assess
the Society’s liquidity position and requirements,
taking into account regulatory requirements and
the firm’s risk tolerance. An integral component
of the approach to liquidity risk management

is stress testing, some of which is prescriptive,
using very detailed rules and guidance issued

by the Prudential Regulation Authority (PRA).

In addition, the Society undertakes its own
stress tests and sets limits on these that
typically extend beyond minimum regulatory
requirements.

Reverse stress testing is a key component of
the Society’s existing stress testing framework
and considers extreme events that could

result in failure of the Society. As such, it
complements the existing ICAAP and ILAAP
processes, helping to improve risk identification
and risk management more generally. A
qualitative approach is used to explore potential
scenarios, which, if crystallised, could result

in failure of the Society. This is supplemented
with a quantitative assessment of the risks
that explores the level of capital or liquidity
utilised in these scenarios. A key outcome from
the process is to consider whether any of the
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scenarios considered are sufficiently plausible to
necessitate a change to the Society’s strategy,
require mitigating actions to be taken, or require
supplementary management information to

a ‘menu of options’ for the Society to deal
with firm-specific or market-wide stresses and
which can be incorporated into a credible and
executable plan.

monitor the likelihood of crystallisation.

Significant and emerging risks

The Society’s exposure to current and emerging
risks is closely tracked through the formal risk
governance structure. The Society continues to
keep these risks under close observation through
risk reporting and measuring performance
against key risk indicators. The Society conducts
regular horizon scanning activity to identify

any new or emerging risks that could impact
delivery of the Board’s strategy, or threaten

the long-term viability of the business. The
most significant risks to the Society’s strategy
are detailed in the table below, together with
actions being taken to mitigate those risks:

Recovery and resolution plans

The UK and European regulatory authorities
require all banks and building societies to
formulate plans to minimise both the risk of
failure and the impact of failure on the wider
economy. The recovery plan outlines the steps
the Society can take to prevent failure whilst
the resolution plan includes the data required
by the Bank of England to establish an orderly
resolution of the Society’s affairs, in the event
that recovery cannot be achieved. The process of
preparation for such extreme events enables the
Board to plan actions it would take to recover
from adverse conditions which would otherwise
lead to failure. The recovery plan represents

Macroeconomic
and geopolitical
environment

The nature of business undertaken by
the Society means that it is inherently
exposed to changes in the
macroeconomic environment. An
economic downturn, for example, has
the potential to impact levels of
unemployment and consequently the
ability of mortgage borrowers to meet
their obligations. This, combined with
a fall in property values, could result
in increased credit losses.

The Society prepares medium-term
financial plans on an annual basis
which incorporate scenarios which
reflect the impact of changes in the
economic environment.

GOVERNANCE

Key economic early warning
indicators are closely monitored,
the purpose of which is to alert
management to signs of increasing
risk in the economy.

In addition, the Society has
modelled different financial plans
centred on the potential outcome
of the UK’s exit from the EU. This
includes, but is not limited to, the
stress test scenarios published by
the Bank of England.

Current uncertainty in the
macroeconomic environment is being
driven by a number of factors, the
most significant of which is the
ongoing negotiations in respect of the
UK’s withdrawal from the EU.

In addition, there remains significant
international geopolitical tensions
which have the potential to cause
further disruption to the domestic
economy.

Continuing review, at Board level,
of key political and macroeconomic
developments.
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Competitive
environment

Cyber security

Operational
resilience

The nature of, and demand for,
financial services has altered
significantly over recent years. In
particular, this has been
characterised by the development
of innovative digital products
offered by new entrants, as well as
more established institutions.
These changes are likely to result in
an intensification of competition in
the Society’s core markets, although
represent the provision of increased
choice for consumers in general.

Competitive pressures are expected
to increase into the future,
particularly as new propositions are
developed utilising Open Banking
technology.

The threat represented by cyber-
attacks is expected to remain at an
elevated level, taking into account
the frequency and severity of
reported attacks instigated against
other financial services providers
both within the UK and wider
markets.

These attacks represent a material
risk to the provision of services to
Members as well as to member
data.

The nature and pace of
technological change, represents a
risk to the continued resilience of
the financial services sector.

The Society’s ability to maintain
and further develop operational
resilience and operational risk
management capabilities is vital to
ensure it can continue to provide
Members with a secure and stable
service.

The Society’s transformation
programme is primarily intended to
ensure that its core offering remains
appropriate and relevant to its
target market. The successful
delivery of these investment plans
will help mitigate the risks arising
as a consequence of increased
competition.

The markets in which the Society
operates are constantly monitored,
to ensure the business can respond
to changes in customer
requirements.

The Society continues to develop
its cyber risk management
capability alongside the investment
in its core product offering.

The Society continues to regularly
review the availability of
preventative and detective controls.

The Society’s transformation
programme incorporates
appropriate levels of investment in
systems capability and underlying
resilience.

The Board maintains regular
oversight of programme delivery
and in ensuring the ongoing
effectiveness of business level
operational risk management
capability and associated controls.
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Principal risks
The key risks to which the Society is exposed are consistent with the prior year and outlined below:

Risk category Brief defintion

Credit risk The risk that borrowers or counterparties do not meet their financial
obligations as they fall due.

Market risk The risk that the value of income derived from the Society’s assets and
liabilities is adversely impacted as a result of changes in interest rates.

Liquidity and funding risk Liquidity risk is the risk that the Society has insufficient funds to meet
its obligations as and when they fall due. Funding risk is the risk that
the Society is unable to access funding markets or to do so only at
excessive cost.

Conduct risk The risk that the Society does not treat its customers fairly resulting in
inappropriate or unfair outcomes.

Operational risk The risk of loss arising from inadequate or failed internal processes,
systems, human error or from external events.

Business risk The risk arising from changes to the business model and also the risk of
the business model or strategy proving inappropriate due to
macroeconomic, geographical, regulatory or other factors.

Solvency risk The risk that the Society does not maintain sufficient capital resources
in excess of minimum regulatory requirements.

Legal and regulatory risk The risk that the Society does not comply with legislation and
regulation.

In addition to the principal risks, the Society is also exposed to model risk which is defined as the
risk that an adverse outcome (incorrect or unintended decision or financial loss) occurs as a result
of weaknesses or failures in the design or use of a model. Given that internal models are frequently
used by the Society this risk could potentially arise in assessing and managing exposure to a number
of the principal risks outlined above. The Society uses a variety of techniques to mitigate model risk,
including sensitivity analysis to key assumptions, independent model validation and applying shock
stresses.
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Credit risk

Credit risk is the potential risk that a customer or counterparty will fail to meet its financial
obligations to the Society as they become due. Credit risk arises primarily from loans to retail and
commercial customers and from the investments held by the Society’s Treasury function for liquidity
requirements and for general business purposes.

Market background and uncertainties

The global and economic outlook remains uncertain with downside risks rising over the past six
months. Ongoing political uncertainty triggered by protracted Brexit negotiations continue to cause a
drag on business investment and consumer sentiment which challenges steady economic growth. This
has manifested itself in declining retail sales figures and falling levels of growth in the property sector.
Nevertheless Consumer Price Inflation (CPI) has fallen to a 23-month low point in December 2018
providing some relief in real incomes and therefore debt affordability.

The current economic climate poses a threat to the longer-term prosperity of the UK and, therefore,
to the financial performance of the Society. As a result, the Society’s plans, forecasts and stress
testing continue to take into account scenarios which model stresses on the ability of members and
counterparties to meet their financial obligations, particularly in light of potential Brexit outcomes.
The impact of short and longer term deteriorations in the macroeconomic environment are assessed,
including the impact on the Society of changes in the path of interest rates, increases in inflation,
decreases in property prices, reduction in the ability to re-finance at maturity and the impact of rising
unemployment rates.

Risk mitigation

The controlled management of credit risk is critical to the success of the Society’s lending strategy.
The quality of individual lending decisions and subsequent management and control, together with
the application of a credit policy that reflects the risk appetite of the Society, have a direct impact
on the achievement of the Society’s strategy. Each of the business areas, residential first and second
charge lending, commercial lending and treasury, has its own individual Credit Risk Policy Statement
setting out the Board’s risk appetite including policy scope, structures and responsibilities, definitions
of risk and risk measurement and approach to monitoring.

Day-to-day management of credit risk is undertaken by specialist teams using credit risk
management techniques adopted as part of the Society’s overall approach to measure, mitigate and
manage credit risk in @ manner consistent with the risk appetite approved by the Board. Credit risk
portfolios are subject to regular stress testing to simulate outcomes and assess the potential impact
on capital requirements.

First and second charge retail credit risk

The Society continues to focus on the underlying quality of new lending in the first charge

retail market ensuring that the mix of overall portfolio exposures is within the prudent limits

and risk appetite set by the Board. Applicant quality is monitored closely, defined in terms of
creditworthiness, loan to value (LTV) and loan to income (LTI) ratios, and affordability profile. The
Society is no longer originating new lending in the second charge retail market. The CRC receives
regular reports on the performance of retail credit risk portfolios with further oversight provided
by the BRC. The Society assesses affordability using a stressed, higher interest rate to protect the
borrower from entering into a mortgage commitment which could prove unsustainable in a higher
interest rate environment.
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Lending is secured against properties in the UK. This concentration in the UK market could be
exacerbated by overexposure to one geographical location or reliance on particular product types
within the portfolio. The Society manages this risk by monitoring the geographical distribution of
lending, the distribution of gross lending by channel of acquisition and by setting new lending risk
limits in specific segments of the mortgage market.

Regular stress testing seeks to establish the extent to which losses may emerge under a range of
macroeconomic and specific stress scenarios and to ensure that the Society continues to remain
within its retail credit risk appetite. These stress tests primarily consider the impact of economic
events on the probability of default and on house price movements.

The Society’s collections and recoveries functions aim to provide a responsive and effective operation
for the arrears management process. Early two-way communication with borrowers is encouraged
with the aim of seeking their commitment to maintain payment obligations, typically through
repayment plans and forbearance measures. Experience in these areas informs the underwriting
process. Customers in financial difficulties need support at what may be a difficult time so careful
consideration is given to the most appropriate strategy likely to result in the best outcome for the
customer and the Society. Repossession of a property is only sought where all reasonable efforts to
regularise matters have failed or the mortgage is considered unsustainable in the longer term.

Regular reviews of the Society’s arrears management function and processes are independently
undertaken to ensure that borrowers are being treated fairly, appropriately, sympathetically and in
line with established policies, procedures and regulatory guidance.

Commercial credit risk

Commercial risk appetite is regularly reviewed in the light of changing economic and market
conditions and is also subject to a formal annual review. The Society remains cautious with regard
to commercial lending which is undertaken on a prudent basis and management continues to
adopt a strategy of maintaining long-term relationships whilst reducing larger, single counterparty
loans. Commercial lending continues to operate within a framework of conservative credit criteria,
principally focusing on the underlying income stream and debt servicing cover as well as property
value.

Concentration risk within the commercial portfolio is controlled and monitored via a series of credit
exposure limits which are aimed at producing a diverse portfolio. Commercial lending relationships
are subject to regular reviews to ensure that facilities are fully performing in accordance with the
terms of original sanction. Watch-list procedures are in place which grade borrowers in line with
the perceived severity of the risk and are designed to identify cases of potential cause for concern
to facilitate early risk mitigation or forbearance activity where appropriate. When accounts are

in default, careful consideration is given to the most appropriate exit strategy where the Society
will engage in a detailed review of the options. In particular the commercial lending division will
engage in extensive dialogue with customers and advisors but enlist external professional support
where required to ensure that the optimal approach is chosen taking account of the needs of all
stakeholders.

Responsibility for the overall quality of the lending book and the adequacy of credit procedures and
controls rests with the commercial lending division with oversight provided by the Society’s Credit
Risk function, CRC and BRC.
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Treasury credit risk

Treasury credit risk arises from the investments held by the Society’s Treasury function in order to
meet liquidity requirements and for general business purposes. The Treasury function is responsible
for managing this aspect of credit risk within operational limits as set out in the Society’s Treasury
Policy Statement.

Treasury counterparty lines of credit are reviewed on a weekly basis by the Finance Committee. This
entails an analysis of the counterparties’ financial performance, their ratings status and recent market
intelligence to ensure that limits remain consistent with the Society’s risk appetite. Changes to lines
and limits are approved by BRC within a framework prescribed by the Board.

Liquidity and funding risk
Liquidity risk is the risk that the Society is not able to meet its financial obligations as they fall due,
or can do so only at excessive cost. Funding risk is the inability to access sources of funding or to do
so only at excessive cost.

Determining the appropriate mix and amount of liquidity to hold is a key decision for the Board,
which recognises the Society must remain a safe and attractive home for Members’ retail deposits.
However, the more assets that are held in liquid form, the less is available for the Society to lend

to borrowing Members. The more liquidity that is held, the lower the potential profitability of the
Society and the less capital it may generate. If capital is reduced, then the capacity for new mortgage
lending is restricted. Therefore, it is in the best interests of the Society as a whole for it to hold
sufficient but not excessive levels of liquid assets to cover cash flow imbalances and fluctuations in
funding.

Market background and uncertainties

The Society has demonstrated a strong track record of being able to attract and retain retail funding.
The external credit ratings held by the Society continue to support access to wholesale funding
markets.

In August 2016 the Bank of England launched the Term Funding Scheme (TFS). This was designed

to help facilitate the transmission of Bank Rate cuts to interest costs actually faced by borrowing
households and businesses by providing medium term funding to banks and building societies at
rates close to Bank Rate. The TFS provide participants with a cost effective source of funding in the
form of central bank reserves to support additional lending to the real economy. The Society became
a participant in the TFS in October 2016 and has drawn down a total of £675m from the Scheme. The
TFS closed in February 2018.

Risk mitigation

The day-to-day management of liquidity is the responsibility of the Society’s Treasury function,
which oversees the Society’s portfolio of liquid assets and wholesale funding facilities. The Finance
Committee exercise control over the Society’s liquidity through the operation of strict liquidity
policies and close monitoring, receiving weekly reports on current and projected liquidity positions.

The Board determines the level of liquid resources required to support the Society’s strategy through
undertaking an annual ILAAP as part of the development of the Society’s Corporate Plan. Stress tests
consider a range of severe but plausible scenarios and their impact on the Society, particularly with
respect to retail saving outflows. The Board approved the most recent ILAAP in June 2018.
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As at 31 December 2018, the Society held a Liquidity Coverage Ratio (LCR) ratio well in excess of
100%. Based on current interpretations of the Net Stable Funding Ratio (NSFR) regulatory guidance,
the Society held an NSFR ratio well in excess of the full 100% ratio requirement.

Market risk

Market risk is the risk that the value of, or income arising from, the Society’s assets and liabilities
changes as a result of changes in market prices, the principal element being interest rate risk,
including the use of derivatives.

The Treasury function is responsible for managing the Society’s exposure to all aspects of market risk
within the operational limits set out in the Treasury Policy Statement. Oversight is provided by the
Financial Risk function, ERC and BRC which approves the interest rate risk policy and receives regular
reports on all aspects of market risk. Reporting lines and terms of reference are set out by the Board
which also receives monthly reports from the Chief Financial Officer covering the most material issues
considered by the Finance Committee.

The Society’s defined benefit pension scheme is also subject to market risk, which is managed by the
Scheme’s Trustees.

Interest rate risk
Interest rate risk is the risk of loss resulting from adverse movements in market interest rates.

The Society is exposed to interest rate risk, principally arising from the provision of fixed rate lending
and savings products. The various interest rate features and maturity profiles for these products, and
the use of wholesale funds to support their delivery, create interest rate risk exposures due to the
imperfect matching of interest rates between different financial instruments.

Another significant form of interest rate risk arises from the imperfect correlation between re-pricing
of interest rates on different assets and liabilities. This is referred to as basis risk. The basis risk on the
Society’s statement of financial position arises from administered rate liabilities, the pricing of which
is influenced by competition for retail savings which are used to fund mortgages, and other assets
priced relative to the Bank of England Base Rate, or LIBOR, albeit for relatively short durations.

The Society continues to ensure that it maintains a significant proportion of discretionary variable
rate savings and mortgages on its balance sheet, which provides flexibility to manage a prolonged
low interest rate environment, or the possible impacts from a change in Bank of England Base Rate.

The Society has a series of Board approved limits that ensure the impact of a change in base or
market interest rates has limited effects on both the net interest income generated and the present
value (PV) of its statement of financial position.

Market background and uncertainties

The Bank of England’s stated expectation is that interest rates will remain relatively low and
slowly rise in the medium-term. However, any resulting increase in the Consumer Price Index (CPI)
materially above the Bank of England’s own target may necessitate a rate rise sooner in order to
restore CPI to an acceptable level.
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Customer demand for fixed rate mortgages remains strong. Interest earned on fixed rate mortgages
will not increase; however, it is possible that interest payable on variable savings could increase and
the Society’s plans take account of the need to mitigate this potential risk to margin.

The Board believes that it has the necessary tools to manage a protracted low rate environment and
the Society’s risk management activities take into account the possibility of such a scenario.

Risk mitigation

Interest rate risk is subject to continual review and management, within the risk appetite set by the
Board. Risks relating to specific products are mitigated through appropriate related product terms
and conditions, offer procedures, and close analysis of the mortgage pipeline and early redemption
behaviour. Derivative instruments are used to manage various aspects of interest rate risk including
the net basis positions where appropriate.

On a monthly basis, the Finance Committee considers the impact of a number of interest rate risk
and basis risk stress tests on the Society’s statement of financial position considering both earnings
and value measures. In addition, ERC and BRC review the Society’s options and strategies available
to manage the impact of any potential future increases in interest rates. The Society’s forecasts and
plans take account of the risk of interest rate changes and are stressed accordingly.

The Society uses derivatives in accordance with the terms of the Building Societies Act 1986. This
means that such instruments are not used in trading activity or for speculative purposes and,
accordingly, they are used exclusively to reduce the risk of loss arising from changes in interest rates,
foreign exchange rates or other factors specified in the legislation.

Currency risk

Currency risk is the risk of a loss resulting from movements in foreign exchange rates or changes in
foreign currency interest rates, particularly on the Society’s non-sterling funding. Currency risk is not
currently considered to be material as almost all transactions are conducted in Sterling.
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Conduct risk
Conduct risk is the risk of the Society treating its customers unfairly resulting in the delivery of
inappropriate outcomes.

Market background and uncertainties

The sustainability of the Society’s business model and achievement of its longer-term strategy are
dependent upon the consistent and fair treatment of Members and customers. The Society has
always been committed to ensuring that Members and customers are treated fairly. Furthermore, the
current regulatory regime has resulted in increased scrutiny around the conduct of firms and their
focus on delivering fair customer outcomes, with significant consequences for those firms that do not
manage conduct risk effectively.
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Risk mitigation
The Society’s framework for managing risk is outlined in the following diagram:
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The Society’s Conduct Strategy was last updated and approved by the Board in December 2016. At
this time, it was agreed that it would be considered and approved on a triennial basis going forward,
unless warranted by material changes in the external environment or in the Society’s strategy. The
conduct strategy sets out the Society’s approach to managing conduct risk and also articulates the
Board’s risk appetite in relation to conduct risk.

The Society’s Compliance and Conduct function advises on the management of conduct risks and
oversees the effectiveness of controls in place to manage the risk of unfair customer outcomes.

The Customer, Conduct and Transformation Committee is a Board committee and forms part of the
overall governance and control framework. Chaired by a Non-Executive Director, and supported

by the Customer Operational Committee, an operational committee which meets monthly, the
Customer, Conduct and Transformation Committee is responsible for overseeing the execution of the
conduct strategy and all aspects of conduct risk management.

The Compliance and Conduct Policy sets out the Society’s high level expectations in relation to
the management of conduct risks and this is supported by a suite of eleven customer treatment
standards which cover specific areas of conduct such as the treatment of vulnerable customers,
handling of complaints, servicing and the provision of help to customers in financial difficulty.
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Key conduct metrics, which align to the Society’s conduct risk appetite and the four pillars outlined
above are reported on a monthly basis to key committees and the Board. In addition, outcome
testing enables an assessment of the extent to which the Society is achieving its aim of consistently
delivering fair outcomes for Members and customers. Regular feedback from Members and customers
is also obtained.

Operational risk
Operational risk is the risk of a loss arising from inadequate or failed internal processes or systems,
human error or external events.

The Society assesses its exposure to and management of operational risks by reference to eight
categories:

Risk category Brief defintion

The risk of non-delivery of strategic change programme objectives or
Change management disruption to business as usual activity resulting from the
implementation of change.

The risk of loss to the business arising from activities which circumvent

Financial crime . . ) -
controls, the unauthorised use of assets or services or illegal activities.

The risk of losses or reputational damage arising from weak financial
Financial management management or inadequate management information to support
decision-making.

[
o
<
m
)
z
>
z
@)
m

The risk of losses or reputational damage arising from the

Data management . h
mismanagement of personal data or poor quality data.

The risk of loss arising from an inability to service customers and key
Infrastructure and stakeholders due to a cyber-attack or failure of operational IT
resilience infrastructure including the protection of information from unauthorised
access, use, disclosure, modification or destruction.

The risk of failure to maintain and develop the appropriate level of
skilled resource, maintain employee relations, provide a safe

People . . . L . .
environment in line with legislative requirements and comply with
ethical, diversity and discrimination laws.

Physical assets, safety and The risk of loss arising from the ownership, management and security of

security and threats to, the property and facilities used by the Society.

The risk of loss arising from the failure of a key supplier or outsourcing
arrangements or in the failure of third party service providers to meet

Supplier and procurement agreed target levels of service.
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Market background and uncertainties

The external environment continues to evolve with challenges arising from technological innovation,
increased customer expectations and emerging regulatory standards. The sector as a whole has
become exposed to increased levels of operational risk, with greater reliance placed upon the
resilience and security of technology platforms and staff capability. Growing levels of financial and
cyber-crime require the adoption of increasingly sophisticated anti-fraud controls. The Society
recognises that the cyber threat remains a key industry concern and will continue to adopt additional
controls in line with industry best practice. Notwithstanding recent and substantial investments by
financial institutions in technological solutions aimed at combating the more sophisticated financial
crime and cyber threats, there is a continuing trend of financial deception targeting consumers
directly. The Society continues to strengthen its control environment to protect those who are most
vulnerable to financial abuse, and works collaboratively with industry partners to further improve
controls and enhance both staff and customer education.

The Society recognises that failure to keep pace with developments in technology could introduce
risk to the stability, security and resilience of technology systems. As a result, the Society continues
to invest in upgrading its IT estate. Undertaking any change programme carries risk, as new systems
and processes are introduced and integrated with existing ones. The Society has a strong focus on
change governance and programme management to minimise these risks.

Risk mitigation

The role of the Society’s Enterprise Risk Management function is to ensure appropriate strategies are
in place to manage and mitigate the risks that could impact the ability of the Society to achieve its
strategy whilst protecting its reputation and the interests of its Members. The Society manages its
exposure to operational risk by assessing the nature of external incidents, information sharing with
peer organisations and by the review of internal risk events analysed by reference to the operational
risk categories described on page 65. In addition to any direct loss attributable to risks in these
categories, the reputational impact of such an event may damage the Society leading to secondary
impacts.

The Society’s operational risk management framework sets out the strategy to identify, assess and
manage operational risk, with senior management having responsibility for understanding the nature
and extent of the impact on each business area and for embedding appropriate controls to mitigate
those risks. The framework is updated periodically to take account of changes in business profile, new
product development, the external operating environment and best practice guidance.

Oversight is provided by the ORC, and the assessment of the Society’s exposure to operational risks
is based on both quantitative and qualitative considerations.

The crystallisation of operational risks is captured through the recording of risk events including
those which result in financial losses or near misses. The analysis of events is used to identify any
potential systemic weaknesses in operational processes. The ICAAP includes a series of hypothetical
scenarios designed to assess the ability of the Society to mitigate or withstand the impact of a range
of operational failures. The scope of this analysis is reviewed at least annually by the ORC, to ensure
it continues to reflect emerging potential operational weaknesses or threats.
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Business risk

Business risk is the risk arising from changes to the business model and also the risk of the business
model or strategy proving inappropriate due to macroeconomic, geopolitical, regulatory or other
factors. The Society considers strategic risk, the risk to the delivery of the Society’s Corporate Plan, to
be the principal business risk. Whilst all business areas are responsible for managing their own risks,
management of strategic risk is primarily the responsibility of the Board and the BRC whose remit
encompasses all risk categories on a Society wide basis.

The management of strategic risk is intrinsically linked to the corporate planning and stress testing
processes. In addition, a risk to reputation is inherent in all risk categories where actions and
incidents can affect the extent to which people trust, and wish to do business with the Society.
Reputational risk is assessed via incident reporting, media monitoring, business performance,
complaints monitoring and both internal and external benchmarking.

All principal risks have the potential to affect more than one specific risk category and could have

a significant impact on the business model if these were to crystallise concurrently. In particular,
increased regulatory demands could significantly change capital or liquidity requirements which may,
in extreme circumstances, threaten the viability of the Society’s business model.

Market background and uncertainties

In the short term, the Society recognises the increasing competition in its core savings and lending
markets from ‘Challenger’ and mainstream UK banks as they focus on service delivery and non-
investment banking activities. Whilst the Society will continue to focus on efficiency and cost control
through its Continuous Improvement Programme, cost pressures within the business will continue to
arise from the pace and complexity of regulatory change, required levels of investment in technology
and organic growth.

In the longer term, the Society acknowledges that in order to meet the needs of a more
technologically demanding customer demographic, it must continue to invest in new technology to
support the delivery of new products and services.

Risk mitigation

The Board maintains a robust strategic planning process which is subject to oversight by the risk
function and capital and liquidity stress testing. Consolidated business performance and risk reporting
is provided to Board and senior risk committees whose remit encompasses the oversight of all risk
categories.

The Board considers that whilst there are strategic risks that impact the Society, it is well placed

to manage in a prolonged low interest rate environment, it has options to respond effectively to
competition and changes in regulation, and continue to fulfil its strategic purpose whilst generating
sufficient capital to remain safe and secure.

In recent years, there have been a number of material risk events impacting the reputation of the
financial services industry. The mutual sector has not been immune to these. Although the Society
has been less impacted than many organisations, it will continue to manage its reputational risk
carefully and invest significant resources in enhancing the robustness of its systems, controls and
governance.
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Legal and regulatory risk
Legal and regulatory risk is the risk that the Society does not deliver and maintain legislative and
regulatory compliance in all material aspects.

Market background and uncertainties

Several key pieces of regulation came into force in 2018, including the General Data Protection
Regulation (GDPR), the Payment Services Directive Il (PSD Il), Competition and Markets Authority
(CMA) remedies and the Basel Committee on Banking Supervision (BCBS) Standard 239 on principles
for effective risk data aggregation and risk reporting. Implementation of each of these is complex and
has resulted in significant industry-wide challenges to enable firms to demonstrate and maintain
compliance. The Society’s business model and strong Member focus ensures it is well placed to meet
current and emerging requirements.

The following matters pose potential risks to the achievement of the Society’s strategy:

e Unknown legacy conduct issues may emerge. Regulation relating to the fair treatment of Members
and customers continues to be a focus for the financial services industry and the interpretation of
fair treatment evolves over time and is influenced by developing case law.

* The regulatory landscape continues to evolve and may lead to as yet unidentified risks. As a
Member and customer focussed business operating in highly regulated markets, the Society is
subject to complaints in the ordinary course of business. In addition, at a sector level, the incidence
of regulatory reviews, challenges and investigations is increasing. Regulatory expectations in respect
of conduct standards increase the risk of future sanctions, fines or customer redress.

Risk mitigation

The Society has developed processes to monitor and record legal and regulatory pronouncements
and notifications. These are assessed by the relevant subject-matter experts in the Society, and
where appropriate, action plans are developed to ensure compliance by the required deadline. The
register of pronouncements and notifications is reviewed by the ERC on a regular basis to ensure that
a coordinated approach is adopted to ensure compliance.

The Society manages implementation of regulatory changes through dedicated prioritised
programmes that are closely monitored by the Board to ensure appropriate compliance.

Solvency risk and capital management

Capital is held to protect depositors, by ensuring that there will be sufficient assets to repay liabilities
even in the event of unexpected losses. When assessing the adequacy of available capital, the Board
considers the material inherent risks to which the Society is exposed and the need for capital to

be available to support the growth of the business. Post CRD IV, the regulatory capital framework
comprises:

* A risk weighted capital requirement.

A Pillar 2 capital requirement; an internal assessment and stress testing process designed to assess
current risk exposure and additional capital required to provide resilience against future
adverse scenarios.

e A counter-cyclical capital buffer designed to further enhance the resilience of the banking sector
by requiring firms to build in additional capital buffers during the peak of economic cycles to
be released during financial downturns.

* A leverage ratio set in proportion to exposures regardless of their relative risk.

* A minimum requirement for eligibl