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Ed Anderson

CHAIRMAN'S REPORT

ANOTHER LANDMARK YEAR

In my sixth annual review as Chairman of Yorkshire Building Society

| am pleased to report that the Society has achieved an excellent overall
performance, improving profits and increasing mortgage assets in very
difficult market conditions and strengthening our position as the UK'’s
second-largest independent mutual building society.

Demanding market conditions and regulatory change
presented the Society with significant challenges as

well as fresh opportunities over the course of the

year. In 2011 the resilience of the Yorkshire’s balance
sheet enabled us to pursue and successfully conclude
two major transactions: a merger with Norwich &
Peterborough Building Society (N&P) and the acquisition
of the mortgage and savings business of Egg Banking
plc, both of which serve to strengthen the Yorkshire’s
position. It is a pleasure to welcome all our new members
who have joined us either as a result of the merger with
N&P or by virtue of being customers of Egg. Regrettably,
after careful consideration we took the decision to
wind-down the Society’s offshore subsidiary Yorkshire
Guernsey Ltd after regulatory changes meant that it was
unable to serve its original role.

The Board's view of the external environment is that the
level of uncertainty in the economy has increased over
the past year with the stabilisation evident in some areas
earlier in 2011, such as the wholesale markets, reversing
by the end of the year. As a consequence we believe that
our prudent approach remains right for the Society and is
in the best interests of our current and future members.

The Board, particularly the non-executive directors, is
responsible for the corporate governance of the Society
and for ensuring that best practice is adopted in this
area. Our approach to corporate governance and details
of the formal committee structures in place to deliver it
are set out in detail in the Corporate Governance Report
on pages 43 to 51.

The Board’s focus

The Board maintained its focus on the following critical
areas in 2011 as well as addressing important discrete
issues such as the appointment of the Society’s next
Chief Executive:

¢ Core business performance
The Board continued to give close attention to
overseeing the Society’s delivery of a consistent level
of profitability, which is essential to maintaining its
capital strength and its ability to deliver benefits to
our members. In particular, new mortgage lending
continued to be undertaken in a controlled and
sustainable way. As a result of our focussed approach,
the lending undertaken in recent years is proving to be
of consistently high quality. A comprehensive review
of the Society’s performance is set out in the Chief
Executive’'s Report and in the Business Review on pages
6 to 31.

Merger, acquisition and integration

In addition to overseeing the successful completion of
the programme to integrate the operations of Chelsea
Building Society into the business, the Board supervised
the programmes responsible for the Yorkshire's merger
with N&P and the acquisition of Egg’s mortgage and
savings business. Planning for the full integration of
these two additions to the Society is well underway
and, as with the Chelsea, the Board will strive to
ensure that the expected benefits are obtained and
thereby additional value is generated for our members.

Corporate governance and regulation

As noted above we continue to ensure that the Board
adopts the highest standards of corporate governance
and that the Society operates in accordance with both
the spirit and letter of all relevant regulation.
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CHAIRMAN'S REPORT continued

Regulatory reform at both domestic and international
levels continues apace requiring every part of our
business to respond to the changes. One important
development is the Financial Services Authority

(FSA) restarting the funding review of the Financial
Services Compensation Scheme (FSCS). The review
originally started in 2009 but was put on hold due to
the development of EU directives and UK regulatory
reform. The review will look at a range of issues
including how the annual levy is calculated. We
continue to be actively engaged in lobbying to ensure
that as a result of their prudent, primarily retail-funded
business models, building societies, and in turn their
members, are protected from further inequitable
payments to the FSCS.

Looking ahead, our regulator the FSA will cease to exist
in its present form and will be replaced by two new
regulatory bodies. The Prudential Regulation Authority
(PRA) will be a subsidiary of the Bank of England
responsible for day-to-day supervision of financial
institutions, whilst the Financial Conduct Authority
(FCA) will regulate how financial services firms conduct
their business. The new regulators are expected to be
in place by the end of 2012 and the Board will ensure
that the Society continues to comply with the relevant
regulatory frameworks.

e Succession of Chief Executive
The non-executive directors exercised utmost diligence
in undertaking the process of finding and appointing a
suitable successor to lain Cornish following his decision
to step down. The process was overseen personally
by me and | am confident that Chris Pilling, who
succeeded lain on 31 December 2011, will continue to
drive the Yorkshire forward towards the achievement
of our vision, ‘to be the best organisation that our
customers do business with’. We seek to achieve this
by providing our members and other customers with
products and services that offer long-term value and
financial security, backed up by excellent service.

Board and General
Management changes

lain Cornish, who served as the Society’s Chief Executive
for the past eight years, stood down from his role at the
end of the year. As | explained in my report last year, this
was entirely a personal decision on lain’s part, as he felt
that the time was right to allow a new leader to take the
Society forward.
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Under lain’s outstanding leadership the Society has not
only survived the global financial crisis so far, but has
emerged stronger, having undergone transformational
development. | would especially like to thank lain for his
tremendous contribution to the Society’s success over his
long career with the Yorkshire and, on behalf of myself
and my colleagues, wish him well for the future.

lain is succeeded as Chief Executive by Chris Pilling
who brings with him a wealth of skills and experience
in delivering exceptional customer service in the retail
financial services sector, which will prove invaluable in
equipping him to lead the Society forward, building on
the strong position we have established. Teamwork is
central to our culture and Chris joins an extremely
strong leadership team which has done an impressive
job in leading the Society through an exceptionally
demanding period.

Richard Davey, Non-executive Director, has announced
his intention to stand down at the forthcoming AGM
after six years on the Board and having served as our Vice
Chairman for the past five years. Richard has made an
excellent contribution to the Board and | am particularly
grateful for his commitment and support in the role of
Vice Chairman during the period of global economic
crisis. It is anticipated that his successor as Vice Chairman
will be announced at the AGM.

There were no other changes to the Board or General
Management team during 2011.

A complete list of the Board of Directors can be found
on page 51 and profiles of each of the Society’s directors
and General Managers can be found on pages 36 to 39.

Our people

[t has been impressive to see how the capability and
confidence of the Society’s people have developed over
the past two years as they have worked together to
successfully drive the business forward in challenging and
volatile times.

The strong year for the Society in 2011 in terms

of financial performance, as well as the successful
completion of two major mergers and acquisitions, is
testament to the hard work and commitment of our
staff. As a Board we believe the remuneration awarded
to our staff for 2011 is a fair and proportionate reward
for the results that have been delivered, reflecting

the Society’s all-round excellent performance as well
as individual contributions. Further details of our
remuneration policy can be found in the Directors’
Remuneration Report on pages 64 to 70.



2012 will see continued focus by the Board on our
people strategy, ensuring on-going support and
development for our staff.

| wish to thank everyone who works for the Society

for the way in which they have continued to focus on
providing excellent service to our members and other
customers across all of our brands, as well as taking the
organisation forward so successfully.

The future

We recognise that the outlook for the economy and the
impact of regulatory changes on our business is more
uncertain than at any time since the emergence of the
global financial crisis, hence we will continue to manage
the business in a prudent manner within our clearly
defined risk appetite.

We are mindful that the ongoing economic uncertainties
are likely to result in continued margin pressures. We also
intend to continue to invest materially in the business.
However, we look forward to the future with confidence.
We anticipate extending a wider range of products and
services to a growing membership as we take advantage
of the opportunities that our recent merger and
acquisition activities offer the Yorkshire.

As we pursue our vision, our strategy will continue to
be to strengthen the Society’s reputation by providing
excellent customer service, to deliver sound financial
results and to ensure the long-term resilience of the
business. Challenging though it may be, the Society’s
Board and people are committed to continue to deliver
these benefits for our current and future members.

Ed Anderson
Chairman
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Chris Pilling

CHIEF EXECUTIVE'S REPORT

GREAT LEGACY - BRIGHT FUTURE

| have inherited a fantastic legacy including an excellent performance
for 2011. | am very optimistic about the future for the Yorkshire, which
| am committed to ensuring will see us continue to pursue our vision —
‘to be the best organisation that our customers do business with'.

| am delighted to have joined Yorkshire Building Society
at such an exciting time. The Society has a long-held
reputation for delivering outstanding value and excellent
service to its members. It is clear to me that at a time
when ‘trust’ in banks is at an all-time low, the Yorkshire’s
success is based on its committed people, mutual status
and operating principles that are the foundations of its
financial strength.

| am pleased to report that the Yorkshire achieved an
excellent performance for 2011 with significant growth
in mortgage and savings balances, an increased level of
operating profit, stable net interest margin and robust
capital and liquidity positions.

Mortgage Finance Gazette Awards: WINNER

Best National Building Society
Best Overall Lender

Best Online Lender

Best Intermediary Lender (Accord)

Moneyfacts Awards: WINNER

Best Building Society Mortgage Provider
Best Short Term Fixed Rate Mortgage Provider
Best First Time Buyer Mortgage Provider

Moneywise Mortgage Awards: WINNER

Best Lender for Fixed Rate Mortgages
Best Lender for Current Account/Offset Mortgages

Vision and strategy

The Yorkshire is an independent mutual building society
and is committed to remaining one. It is a business
which has been built around its members for 147 years.
Our vision is simple; to be the best organisation that
our customers do business with" and the Yorkshire aims
to achieve this by providing its members and other
customers with a comprehensive range of mortgage,
savings, investment and insurance products that provide
them with financial security and long-term value, backed
up by excellent personal service.

During 2011 this approach to running the business resulted
in a significant amount of positive external recognition,
including over 2,800 ‘Best Buy’ mentions', averaging 54
per week, and a wide range of industry awards.

Moneynet Awards: WINNER
Best Overall Mortgage Provider

Credit Today Awards: WINNER
Best Mortgage Lender of the Year

Moneywise

Children’s Savings Awards: WINNER

Best Youth Account
Best Children’s Savings Account

ifsProShare Annual Awards:

Share Plan Administrator to the winners of
45% of the awards, including:

Best Employee Share Plan Following a
Major Corporate Change

T Source: PressWatch Financial from Kantar Media.
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The Society made significant progress during 2011
against the strategic priorities set out by lain Cornish in
his Chief Executive’s report for 2010:

¢ Delivering an exceptional customer experience
e Once again our members confirmed that the

Yorkshire delivered a great customer experience;
9 out of 10 respondents to our regular customer
surveys said that they would recommend the
Yorkshire to their family or friends. Another key
indicator of how effectively the Group is delivering an
exceptional customer experience is the net promoter
score, which in 2011 continued to rank the Yorkshire
well above the average for the financial services
industry. Our net promoter score refers to the net
percentage of customers who, when responding
to the question “how likely is it that you would
recommend us to a friend or colleague?” would
either recommend or detract from the organisation.

e During 2011 the Society piloted a branch
revitalisation programme which focussed on
enhancing the position of branches at the heart of
the communities in which they operate. Following
the success of the pilot a number of initiatives are
being rolled out across our branch network, with
further pilots taking place across all of our brands in
2012. In addition to investing in existing branches,
we will continue to look for opportunities to open
additional branches and agencies in new locations.
We currently intend to open twelve new branches
over the next two years.

e A number of new products were launched in 2011
including the Yorkshire's ‘Triple Access Saver” account.
This product was designed using feedback from the
Society’s Member Panel and provides savers with the
flexibility to access their money three times a year
whilst earning an attractive rate of interest. It has
successfully attracted over 8,000 new customers and
has been a best-selling account in the year.

e The Yorkshire strives to ensure that customers are
treated fairly; this ethos is illustrated by the fact
that the Financial Ombudsman Service overturned
only 1in 9 complaint decisions in favour of the
customer which compares very favourably with the
average for the financial services sector, in which the
Ombudsman overturned nearly 1 in every 2 cases’.

¢ Maintaining a high level of financial strength

and stability

The Group achieved a very strong financial
performance in 2011 in very challenging economic
and market conditions. Some of the highlights of the
Group’s performance, which include the merger and
acquisition activity undertaken during the year, include:

¢ Increased profit; statutory profit before tax
increased to £130m (2010: £115m) and core
operating profit of £163m (2010: £128m),
representing a continuation of the trend reported at
31 December 2010. Core operating profit is defined
in the Business Review on pages 20 and 21.

¢ Maintained capital strength; core tier 1 capital
ratio of 12.6% (31 December 2010: 12.4%).

e Higher total assets; 9% increase to £32.6bn (31
December 2010: £30.1bn).

e Increased members’ savings balances; 21%
increase to £26.0bn (31 December 2010: £21.4bn).

¢ Increased mortgage balances; 14% increase to
£26.7bn (31 December 2010: £23.3bn).

¢ Lending volumes increased; gross mortgage
lending of £4.1bn (2010: £2.8bn).

The Group’s business performance and position are
explained in detail in the Business Review on pages
12 to 31.

Ensuring our people are well trained,

rewarded fairly and committed to delivering

for our members

The results of regular feedback surveys support the
belief that our people are committed to and engaged
in delivering the Society’s strategy. The results of the
last survey in May 2011 showed that the Yorkshire’s
performance on more than 9 out of 10 key indicators
was better than, or in line with, comparable UK
financial services organisations; in some instances it
was better by more than 20 percentage points'. The
General Management team are not complacent about
these results. As noted in the Chairman’s Report, 2012
will see continued focus by the Board on our people
strategy which will ensure that our people continue to
work in a friendly and inclusive culture, are equipped
to deliver a customer experience that differentiates us
from others and are rewarded fairly for doing so.

“Source: Financial Ombudsman Service, latest published complaints data for the first six months of 2011.

Source: ORC International Benchmark Report 2011.

Yorkshire Building Society | Report and Accounts 2011 7



CHIEF EXECUTIVE'S REPORT continued

e Continually improving our administrative
processes and systems
During 2011 the Group completed the successful
integration of Chelsea Building Society into the
Yorkshire following our merger in 2010, which
included transferring many of the Chelsea systems
onto a common Society-wide platform. A new
paperless online mortgage application process was
rolled out to Chelsea customers during the year,
enhancing the service provided to them. This is just
one example of our approach to invest continually in
all of the Group’s brands.

The Yorkshire continued to invest in its arrears
management processes. This is critical in times

of challenging economic conditions when some
borrowers will face difficulties. The Group has
developed a range of measures, commonly known

as ‘forbearance’, which can be used to help manage
these circumstances. At all times the Society aims to
try to help the borrower through short-term difficulties
and avoid creating future problems for them, whilst
also protecting the interests of our members.

Significant investment in many of our systems and
processes is planned for 2012 and beyond, including
improving the efficiency and effectiveness of the

core business systems. This will enable our people to
continue to provide the best possible levels of customer
service across each brand and distribution channel.

¢ Looking ahead and seizing opportunities
The year presented the Yorkshire with two important
opportunities in the shape of a merger and an
acquisition. Last year my predecessor said that in the
right circumstances we would take the opportunity to
grow by merging with smaller societies. The merger
with Norwich & Peterborough Building Society (N&P)
was one such opportunity. The merger completed
on 1 November 2011 and work on integrating the
business is well underway. The Society also completed
the acquisition of the mortgage and savings business
of Egg Banking plc on 31 October 2011. The Yorkshire
has already announced that it intends to take the
opportunity to develop new products and services as
a result of these transactions. More information on
these developments is set out below under ‘Corporate
development’.

In 2011 the Group made a cautious re-entry into the
buy-to-let market and we intend to develop a presence
in this growing area of the mortgage market over the
course of this year.
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Our strategic priorities are the areas in which the Group
is investing significant resources in order to deliver our
strategy and vision. The focus of our strategic priorities
is reviewed regularly by the Board to ensure they remain
targeted at the areas that will ultimately deliver the
greatest benefits to members.

Community role

The Society’s branch and agency network operates

at the heart of communities across the UK. At a time
when many institutions have been closing their high
street branches in order to cut costs, the Yorkshire has
continued to invest and has increased the size and reach
of its network, providing more members with face-to-
face access to products and services, which they have
told us they value. At the end of the year our growing
network of branches and agencies was the 9th largest of
all banks and building societies in the UK and comprised:

¢ 135 Yorkshire branches.
e 46 N&P branches.

¢ 35 Chelsea branches.

e 8 Barnsley branches.

¢ 94 Yorkshire agencies.

As at 31 December 2011 the Society operated 224
branches and 94 agencies, demonstrating the huge
investment that has been made over the past five years
(2006: 131 branches and 71 agencies).

The Society recognises that branches play an important
role in their local communities and for this reason the
branch revitalisation programme is working to enhance
the already differentiated customer experience that they
offer, as well as embedding further the position of each
branch in its local community.



Irrespective of the challenging economic conditions, the
Society remains committed to providing support to good
causes and charities through its corporate responsibility
programme ‘Societies Together’. Some of the highlights
in 2011 include:

e Charity of the Year - staff raised over £85,000 and,
with a donation from the Yorkshire Building Society
Charitable Foundation, the Alzheimer’s Society received
£175,000.

e Yorkshire Building Society Charitable Foundation
donated over £462,000 to more than 2,000 charities,
of which 90% were member nominated.

e Make a Difference Week received over 1,600
nominations for donations to local causes that are
important to our members.

e Successful launch of Small Change, Big Difference™
scheme to members who joined the Group as a result
of our merger with Chelsea - 11% of these members
have already signed up.

e Over 177,000 accounts joined Small Change, Big
Difference™ scheme in 2011; resulting in just under
800,000 members now participating in the scheme.

e QOver 3,500 volunteer hours were completed by
staff working on around 60 projects in our local
communities.

Details of the Group’s Societies Together programme are
set out in the Corporate Responsibility Report on pages
32 to 35.

Corporate development

The core strength and stability of the Society has
enabled it to undergo a transformational level of
corporate development over recent years, in particular
completing two large mergers and a material business
acquisition, all of which serve to grow the business
and strengthen its long-term position. The Group’s
development over the past two years has seen our
membership grow by over 57% (2011: 3.3m, 2009:
2.1m). It is at this point appropriate to review the key
aspects of those recent developments and to comment
on the position looking ahead:

e Chelsea

Integration of the Chelsea, including migration of core
systems, is now complete. The integration programme
was successfully delivered by internal teams in line
with our plans, achieving annualised synergies of
£33.5m as at 31 December 2011; these are expected
to exceed £36m per annum by the end of 2012.

The experience of merging with and subsequently
integrating a large building society has strengthened
the skills and confidence of many of our people and
this experience proved invaluable when undertaking
further transactions in 2011.

N&P

The Yorkshire completed the merger with N&P on

1 November 2011 and work on integrating the
business is well underway. N&P's members voted
overwhelmingly in favour of the merger and | welcome
them to the Society. The merger brought together two
organisations sharing similar values, including a strong
commitment to mutuality. The Group has gained the
opportunity to consider developing our own products
in areas where N&P has complementary capabilities
and expertise, such as the current account market.

Egg

The Yorkshire acquired the mortgage and savings
business of Egg Banking plc on 31 October 2011.
The acquisition brought savings balances of £2.1bn
and a £0.4bn mortgage book to the Society. The
additional retail funds acquired are supporting our
appetite to increase mortgage lending in 2012. |
would like to welcome Egg savers and borrowers
who became members of the Society on completion
of the transaction. The Group will seek to extend the
functionality of Egg Money Manager across all of its
brands; Money Manager enables customers to view
all of their online accounts together in one place
irrespective of which institution they are held with.
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CHIEF EXECUTIVE'S REPORT continued

10

e Our position on merger activity and integration
‘Looking ahead and seizing opportunities’ is one of the
Yorkshire's strategic priorities. To date the focus of this
priority has been on undertaking strategic mergers and
acquisition activities. Our focus for 2012 will shift from
further potential mergers to ensuring that we take full
advantage of the opportunities that a larger business
presents us with, which includes effectively integrating
N&P and the business acquired from Egg Banking plc,
delivering planned synergies and leveraging newly
acquired knowledge and skills to improve the range of
products and services offered to members.

Further consolidation is anticipated in the building
society sector and the Yorkshire remains of the view
that mergers between building societies are preferable
to combinations with institutions from outside the
sector. We will consider further mergers provided we
are satisfied that they are clearly in the interests of
current and future members and that the resources
demanded by the subsequent integration work
remain inside the Society’s operational capacity and
risk appetite.
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Our people

As explained above, our people are a key focus of our
strategic priorities and the General Management team
know that it is the attitude, skills and commitment of
these individuals above all else that makes the business
successful. The Yorkshire benefits from people who are
genuinely committed to providing excellent service to
customers. On a daily basis my colleagues bring the
vision and values to life across all of the Society’s brands
and locations.

The Society’s growth has resulted in many new
colleagues joining the business. This is illustrated by the
growth in employee numbers over the last five years;

the average total number of people employed at the

end of the year was 3,266 (2006: 2,337). During this
period of merger-led growth, the Society’s values of fun,
fairness, passion and people working together have been
preserved and our people strategy will, in 2012, set the
future direction for all our people in our larger and more
complex business.

| welcome the colleagues who joined the Society during
the year following the merger with N&P and thank
them for their resilience during what has been a period
of inevitable uncertainty for them. | know they share
our commitment to providing our members and other
customers with the highest possible standards of service
and have no doubt that they will play an important

role in extending the Society’s customer experience to a
growing membership.



Looking ahead

| have inherited a great legacy and am excited about working
with my colleagues to address the challenges that will take the
Yorkshire forward. We will continue to develop and invest in the
attributes of the business that differentiate us from competitors,
as well as making changes where needed to enable our people
to deliver the strategy and achieve our vision ‘to be the best
organisation that our customers do business with'.

The Yorkshire has a tremendous opportunity to build on its
position and | am very much looking forward to being a part of
that. | am committed to maintaining the Group’s status as an
independent mutual building society, focussed on the interests
of current and future members and providing a real and trusted
alternative to the banks.

Chris Pilling
Chief Executive
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BUSINESS REVIEW

FINANCIAL SECURITY
AND LONG-TERM VALUE

The following section provides a detailed review of the Group’s
performance in 2011, including both income statement and balance sheet
analyses and looks at some of the key performance indicators (‘KPIs’) that
the Board and management use to monitor and direct the Group.

Vision and strategy

The Group’s vision remains ‘To be the best organisation
that our customers do business with’. We aim to achieve
this by:

e Providing members with financial security and long-
term value.

e Delivering a strong customer service through engaged
and motivated staff.

Fundamental to achieving our vision, and hence at the
core of our strategy, is our commitment to remaining

a mutual organisation, and specifically a leading
independent building society providing competitive
products and excellent service across multiple products,
brands and distribution channels. This is not an end in
itself but we believe it is the best way to meet the needs
of our members and other customers.

Our financial strategy is driven by our mutual ethos and
looks to achieve a balance between delivering value

for members whilst maintaining acceptable levels of
profitability, growth and financial strength. Within this is
our target to optimise rather than maximise profits. This
means that we look to price our products so that they
deliver value to our members and, by being attractive to
them, achieve growth for the Group whilst at the same
time generating sufficient profits to maintain a strong
capital position (since retained profits are our main source
of capital), and so provide financial security for our
members. This is not always an easy balance to achieve,
especially in a market that is, as now, subject to stressed
conditions brought on by economic conditions in the UK
and abroad.

This means that we look, as far as is prudent in a
competitive marketplace, to provide savings and mortgage
products that give long-term value to our members.
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At the same time we look to minimise our costs without
impairing the service we provide to our members.

For example, we could reduce costs materially by
reducing the size of our branch network but believe

that maintaining a broad network is at the heart of

the service we provide to our members. Indeed we
remain committed to expanding our branch and agency
network. Within the context of minimising costs over
the long term we have recognised that we must incur
additional costs in order to deliver strategic deliverables
(such as mergers and acquisitions and systems renewals),
which will ultimately improve our cost efficiency over
the long term. This approach means that our costs are
currently higher than we would normally accept but we
remain of the view that this short-term expenditure is the
right approach for the long-term delivery of value.

The Risk Management Report, on pages 55 to 63, sets
out the main risks that the Group faces and how we look
to manage them. Strategically, we continue to operate in
an economy and core markets characterised by a range
of short and long-term uncertainties. For example:

e The economy remains vulnerable, with a risk of falling
back into recession. This would have a further impact
on unemployment, and therefore on arrears and loan
losses. As a mortgage lender this is clearly a material
area of risk for the Yorkshire. As would be expected,
managing it whilst doing all that we sensibly can
(bearing in mind our responsibilities to the wider, as
well as individual, membership) for borrowers who find
themselves in arrears is an area of focus for us.

The wholesale markets continue to be extremely
volatile, not least because of the continued
uncertainties over the future of the eurozone and
individual countries. This gives us uncertainty over
both the market value of some assets and the ability to
access wholesale funding going forwards.



e The outlook for interest rates (which directly impact
both our mortgage and savings customers) remains
unclear although a prolonged period of low rates,
resulting in pressure on our saving members, does
seem increasingly likely. We continue to try and protect
our savers, as far as is commercially sustainable, from
the worst impacts of this.

e As highlighted last year, the economic conditions, and
general socio-economic trends, continue to promote
an increasing level of financial crime that the whole
industry is experiencing, meaning there is a need for
constant vigilance and evolution to keep pace with the
perpetrators.

e Current trends in housing and mortgage volumes
remain subdued, and these combine with the wider
economic conditions to create a possibility of material
future falls in house prices. Opinions seem to vary
between expecting broadly flat house prices and
moderate falls over the next few years.

e The issues within the wholesale funding markets
continue to put pressure on the retail savings market.
In the face of this pressure we are seeing some of
our competitors continuing to pay what we believe
are unsustainable rates (i.e. the price paid for savings
cannot be fully recouped from mortgage loans).

¢ The fast pace of regulatory change continues, with
a raft of new regulation which came into effect in
2011 and even more to follow, along with further
regulatory reviews to be completed that will deliver
even more change. A fundamental change in UK
regulatory structures is also imminent. There is also a
review by the authorities of how the Financial Services
Compensation Scheme (FSCS) liabilities are funded.
Under the current FSCS terms the Group continues
to pay a material contribution to the FSCS following
the failure of institutions such as Bradford & Bingley
and the Icelandic banks. This levy, unfairly, places
greater financial onus on those institutions with
proportionately higher retail funds, thereby punishing
the structurally safer organisations.

These uncertainties form the most prominent part of

the backdrop against which our strategic and tactical
decisions are currently made. The Group’s focus is on
steering a course through these uncertainties to ensure
that it remains a strong and independent building society
capable of providing value and service to its members.

It is in this context that the Board assesses the Group's
2011 performance.

Impact of mergers and acquisitions on ratios

A number of our KPIs (such as net interest margin and
management expenses) are calculated as a percentage
of mean assets to provide a ready measure of how
effective we are in managing our business. During
2010 and 2011 these ratios have been distorted by our
merger and acquisition activity, due to the point in the
year at which the assets involved were brought into
the business.

For example, in 2010 the completion of the Chelsea
merger, in April, resulted in nine months of income and
expenditure being included in the ratio, but the use of
mean assets effectively resulted in the inclusion of six
months worth of corresponding assets. The calculation
is therefore distorted by the assumption of too low an
asset figure, and results in a higher simple ratio than
one calculated by taking an average based on, for
example, the asset figure at each month end.

Conversely, as the N&P and Egg transactions
completed towards the end of 2011, the mean asset
figure is overstated against the associated income
and expenditure figures, and the resulting ratio is
understated.

Despite this, it is important to monitor and report the
figures based on the simple average asset figure as
this provides comparability against other institutions.
We are, however, keen that readers of this report
understand the impact of this anomaly, and hence
the underlying trends. Therefore, in this report we
have used the simple average figures unless stated
otherwise, and explicitly refer to the Adjusted ratio
(based on monthly mean assets) where this provides a
different perspective on our actual performance.
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BUSINESS REVIEW continued

Income statement overview

This section looks at our profit before tax on both a
statutory and a core operating basis, with commentary
that explores the underlying drivers of the Group’s
performance. Both measures indicate a strong financial
performance in 2011, building on 2010’s performance.

Key Performance Indicator explanation:

The Board monitors the Group’s performance on

both a statutory and a core operating basis because

it believes that both add value to its oversight of

the Group. Statutory profit before tax is the most
commonly used comparative definition of profit and is
a key component of our capital. However, it includes a
number of items that the Board believes do not reflect
the longer-term, sustainable business performance
either because they are pure accounting measures
(e.g. negative goodwill), are one-off in nature (e.g.
integration costs) or are timing differences that
reverse over time (e.g. some fair value adjustments).
The Board therefore uses core operating profit,

which excludes these items, to look through to the
underlying Group performance. Core operating profit
is considered further on page 20.

STATUTORY PROFIT BEFORE TAX

2007 2008 2009 2010 2011
fm fm fm fm £m

Net interest income 188 165 148 273 329

Fair value movements (43) (29) (10) (10)  (10)

Profit from sale (2) (1) 11 15 3
of assets
Other income 41 31 31 43 a7

184 166 180 321 369

Negative goodwill - 3 - 17 6

184 169 180 338 375

Management expenses ~ (120) (122) (131) (173) (209)

64 47 49 165 166

Provisions (9  (39) (61) (50) (36)

Profit before tax 55 8 (12) 115 130

Yorkshire Building Society | Report and Accounts 2011

STATUTORY PROFIT BEFORE TAX
AS % OF MEAN ASSETS

0.5% 0.44%
0.4%

0.41%

0.3% 0.29%
3%

0.2%

0.1% 0.04%
0.0% -

||
0.1% (0.05%)
2007 2008 2009 2010 2011

2011 has seen the Group broadly sustain 2010’s return to
more normal levels of profit.

In 2011, statutory profit before tax increased by 12% to
£130m. On a simple mean assets ratio it has decreased
from 0.44% to 0.41% but has improved from 0.40% to
0.42% on an Adjusted ratio basis.

The fall in the simple ratio is mainly driven by non-core
items as follows:

e £12m decrease in profits from asset sales, i.e. higher
profits made in 2010 than in 2011.

e £7m increase in merger and other exceptional costs
relating to integrating the Chelsea and successfully
completing the N&P and Egg deals.

e £11m lower negative goodwill from the N&P merger
than arose on Chelsea.

Against this, core operating items that improved in
absolute terms were:

e A full year's trading of the Chelsea (against nine
months in 2010).

¢ The achievement of cost synergies associated with the
Chelsea merger.

e A further reduction in mortgage loss provisions.



Net interest income

Key Performance Indicator explanation: The Board
monitors the Group’s net interest margin, a measure
that calculates net interest income as a percentage

of mean assets. This measure tracks how effective

an institution is in earning income on its assets,

and in managing the interest paid for its funding.

The cheaper they can raise funding, and the more
effectively they invest assets, the higher this ratio will
be. Because the majority of our assets and liabilities
are in the form of mortgage loans to, or savings
deposited by, our members, our policy is to optimise
rather than maximise this ratio since the product rates
that underlie this ratio are our key mechanism for
delivering value to our members. As such we have a
lower margin than many of our non-mutual peers.
The challenge is to achieve the appropriate balance,
within a competitive marketplace, between providing
value to members, achieving adequate levels of asset
growth, taking only sensible levels of risk and making
sufficient profits to maintain a strong capital position.

NET INTEREST MARGIN BEING NET
INTEREST INCOME AS % OF MEAN ASSETS

1.2%
0.99% 1.03% 1.05%

1.0%
0.76%
0.8%
° 0.65%
0.6%
0.4%
02%
0.0%

2007 2008 2009 2010 2011

2011 saw the continuation of more normal net interest
margins following the dip in 2008 and 2009.

The Group’s net interest margin rose to 1.05% in 2011,
up from 1.03% in 2010. On an Adjusted ratio basis the
increase was more marked from 0.94% to 1.07%.

This improvement is driven by a wide range of interacting
factors that are discussed below.

The focus on further enhancing our funding and liquidity
management has continued throughout 2011, with
resulting margin benefits:

e Despite the issues in wholesale markets, we have
developed a securitisation capability which enabled
us to enhance and diversify our wholesale funding
through an issue to a different pool of investors and at
a better interest rate than we could achieve on retail
funding. This reflects our desire to raise a sensible
proportion of our funding from wholesale sources
which provide cost-efficient funding.

e \We do not, however, wish to be over-reliant on this
type of funding as many institutions were before the
credit crunch. Overall, 2011 saw us further reduce the
proportion of funding from wholesale sources i.e. a shift
further towards retail funding.

e During the year we also reduced the average cost of
wholesale funding we have in place, repaying relatively
expensive funding early in the year and replacing it
with less expensive wholesale funding.

e Furthermore, whilst the covered bond which matured
in November was comparatively cheap funding we
effectively replaced it with retail balances, acquired
with N&P and Egg, with an average rate substantially
lower than the current marginal cost of either retail
or wholesale funds; this should help to protect our
future margins.

The focus within retail funding has been to continue

to offer fair rates to our members and to avoid some

of the more unsustainable pricing seen, from time-to-
time, in the market. For example, we continued, as in
2010, to manage down the more unsustainable fixed-
rate retail balances acquired with the Chelsea. Overall,
the competition for retail funding during 2011 and our
commitment to continually deliver value to our savings
members has meant that the margin on our retail books
(excluding N&P and Egg) has remained broadly the same
asin 2010.

Liquidity management has continued to focus on the

balance between the need to maintain a prudent level of
high-quality assets and the desire to optimise our interest
margin given that the assets in which we can now (under
the current regulatory regime) invest our liquidity provide
only minimal levels of return. Members should be assured

Yorkshire Building Society | Report and Accounts 2011 15



BUSINESS REVIEW continued

16

that if a conflict ever arose between these two aims

we would always err towards the former i.e. towards
maintaining the financial robustness of our balance
sheet against seeking to increase profits at the risk of
that robustness. Early in 2011 we continued to manage
down these low-interest-earning assets whilst always
maintaining well in excess of our regulatory requirement.
Compared to 2010 this meant a much lower cost of
carrying excess liquidity (i.e. amounts over and above
what we and our regulator, the FSA, consider sensible).
During the early autumn it was necessary to maintain

a higher level of surplus liquidity to carry us safely
through the N&P and Egg transactions and a number of
material wholesale maturities. Following the successful
completion of these transactions we have restored more
efficient levels of liquidity which will protect margins
going forward.

Non-organic growth (i.e. the N&P and Egg transactions)
means that we have not had to ‘chase’ mortgage lending
at unsustainable rates. With this in mind we initially
projected a modest decrease in our mortgage book
during 2011 (excluding these two deals). In reality, we
have grown the book by £0.7bn over and above these
strategic acquisitions and our total loan assets now stand
at around £27bn. This, better than expected, net lending
performance was also achieved at better margins than
anticipated.

Finally, 2011 has seen the continuation of a larger than
usual standard variable rate position which developed in
our mortgage books last year i.e. whilst we have seen
more borrowers moving away from standard variable
rate mortgages the overall proportion on these products
is still higher than was usual before the financial crisis
commenced. We remain of the view that this is a
temporary situation that will unwind when the economy
and markets recover. It has nevertheless continued to
provide us with a net interest benefit.
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Fair value movements

Key Performance Indicator explanation: The Board
monitors the Group’s fair value movements in absolute
terms. These movements represent adjustments to the
value of a number of assets and liabilities to reflect
their current market value. Since the Group generally
retains these assets and liabilities to their normal
maturity dates (when the full face value is generally
expected to be realised) these mark to market
adjustments are in effect timing differences, which will
in time usually reverse out.

In 2011, £4m (2010: £6m) of the adverse movements
relate to hedge accounting and these continue to be
viewed as a timing difference which will reverse in time.
Because of this, the Group’s aim is to minimise their year-
on-year impact on our results. The 2011 movement is
considered to be within acceptable tolerances.

The remaining £6m movement (2010: £5m) relates
to our historic and inactive portfolio of structured
asset investments. The total current value of all such
investments is £57m, compared to £71m in 2010.
The remainder of the fall in value is due to scheduled
maturities, all of which were received in full.

As described in the Risk Management Report on page
61, these positions are monitored constantly for any
evidence that these losses may not reverse as the
underlying instruments approach maturity (i.e. that

the underlying investments are losing money). In such
circumstances the adjustments would be re-classified as
impairments, through the Income Statement.

The current market uncertainty, particularly around
developments in the eurozone, means that there is a

risk that (irrespective of the performance of individual
assets) some fair value movements may not reverse and
consequently represent a potential future loss. At present
there is no evidence that this risk has crystallised and
permanently impaired the value of any of the investments.



Profit from sale of assets

We are required to continually prove the liquidity of

our liquid assets by maintaining a constant level of
transactions in the market (i.e. to prove that we can sell
them and realise their cash value if needed). This means
that the decisions to sell such assets are not decided
with a view to realising a profit but only to prove their
liquidity. The prevailing market conditions delivered a
profit of £3min 2011, compared to a profit of £15m

in 2010. This income is highly variable, as it is driven
primarily by the requirement to demonstrate liquidity
and the unpredictable timing of when actual sales are
completed, rather than a desire to deliver a predictable
income stream and so be more selective about the timing
of sales.

Other income

Key Performance Indicator explanation: The Board
monitors the Group’s other income in absolute terms.
This figure principally represents the income we earn
from selling non-mortgage and savings products (such
as home and contents insurance, investment products
and other insurances), combined with that we earned
from a number of smaller business divisions (being
our YBS Share Plans and Yorkshire Key Services
operations). This measure indicates how successful we
have been in:
e Providing appropriate and competitively-priced
products to our members through our partnerships
with other financial institutions.

e Running our smaller business divisions.

In 2011, our non-interest income (net of charges)
increased from £43m to £47m, a 9% increase year-on-
year. Measured as a simple mean assets ratio it decreased
from 0.16% to 0.15%, but on an Adjusted ratio basis it
remained steady at 0.15%.

Overall, given the economic conditions, we are
comfortable that this steady rise in the absolute level of
our net other income reflects our ability to provide our
members and other customers with the insurance and
investment products they need. Nevertheless, we feel that
our performance in this area can improve, particularly
around income generation on the migrated Chelsea
business (and on the N&P business once migrated).

One positive contribution in this area was the reduction in
fees paid in respect of the Government’s Special Liquidity
Scheme due to our early withdrawal from the scheme in
early summer; a reflection on our financial strength and
the success of our asset and liquidity management.

Negative goodwill

This item arose from the merger with the N&P; the

2010 equivalent related to the merger with the Chelsea.
Goodwill reflects the difference between the deemed
purchase price for the merged entity and the net value of
its assets after fair value adjustments.

Although there is no purchase consideration in the case
of a merger, accounting rules require one to be attributed
to the business, based on a theoretical net present value
calculation. A negative goodwill amount reflects the fact
that the deemed purchase price was lower (i.e. cheaper)
than the value of the assets acquired and implies that
less was paid for the business than it is worth. However,
given that the deemed purchase price is based on a
theoretical net present value calculation rather than an
actual purchase price we believe that the figure has no
bearing on actual underlying performance. The figure
also does not affect reserves or capital since an initial
reduction in reserves is immediately reversed through the
Income Statement.

The Board does not consider that this figure reflects any
aspect of the real performance of the business or the real
value of the mergers to the Group.
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BUSINESS REVIEW continued

Management expenses

The Group continues to focus on its efficiency and
effectiveness in how it delivers services to members —
a key measure of this is its management expenses ratio.

Key Performance Indicator explanation:
The Board monitors the Group’s cost efficiency using
two measures:

e Management expenses ratio — (management
expenses as a percentage of mean assets) looks
at how much it costs us to manage every £100 of
assets. This provides a broad measurement of how
well the Group manages its costs to remain efficient
whilst still delivering effective service, and how
growth, inflation and efficiency are being balanced.
Put simply, the lower the ratio the more efficiently
an organisation is being managed.

e Cost:Income ratio — (management expenses as a
percentage of total income) looks at the relationship
between our income generation and our costs.

In some cases an institution may well have higher
costs than its peers, but if these costs are generating
additional income and hence profits then such a
structure makes sense. The lower the ratio the

less an institution is spending to generate every

£1 of income.

Looking at the first of these, the simple mean asset ratio
increased, from 0.66% to 0.67%, despite the realisation
of savings from the Chelsea merger amounting to £33m
per annum and the 