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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
DIRECTORS' REPORT

The diectors present therr report and the audited financial statements for the year ended
31 December 2007

BUSINESS REVIEW
PRINCIPAL ACTIVITY

The principal activity of BOS (Shared Appreciation Mortgages) NO 3 PLC (the "Company”) 1s to
finance mortgage lending In 1998 the Company issued £46 6m fixed rate notes (the "Notes")
The interest payable on the Notes I1s set at 4 50% per annum until February 2028 Thereafter, the
interest rate applicable to the Notes 1s set at 5 50% per annum until 2073 The Notes are secured
on the mortgage portfolio  The capital appreciation arising on the sale of a mortgage holder's
property 1s shared between the mortgage holder and the Company as set out in the onginal loan
agreement The Company pays Its entire share of the appreciation to the Note holders

The activities of the Company are conducted primarily by reference to a series of transaction
documents (the "Programme Documentation®)

Movements in the mortgage book are disclosed in the notes to the financial statements

BUSINESS STRUCTURE

On 17 September 2007 the HBOS Group Reorganisation Act 2006 took effect This brought
together four of HBOS plc's main UK banking businesses (Halifax, Governor and Company of the
Bank of Scotland, Capital Bank and HBOS Treasury Services) into a single legal entity, Bank of
Scotland plc ("BOS") On this date HBOS Treasury Services re-branded its business and now
operates externally as Bank of Scotland Treasury Internally it 1s known as "Treasury”

BOS (Shared Appreciation Mortgages) NO 3 PLC was a subsidiary undertaking of Uberior
Investments PLC, which i1s a wholly-owned subsidiary of BOS, until 31 July 2007 On this date the
entire ordinary share capttal of BOS (Shared Appreciation Mortgages) NO 3 PLC was transferred
from Uberior Investments PLC to BOS The Company Is now a directly held subsidiary of BOS

RISK MANAGEMENT

The majonity of the Company's assets and liabilities have been classified as financial instruments
in accordance with IAS 32 "Financial Instruments Presentation”

The Company's financial instruments are principally a mortgage portfolio, cash and liquid
resources, an embedded derivative, interest-bearing loans and borrowings and vanous other
payables that anse directly from its operations The principal purpose of these financial
instruments 1s to raise finance for the Company's operations It 1s, and has been throughout the
year under review, the Company's policy that no trading in financial instruments 1s undertaken

The principal nsks arising from the Company's financial instruments are credit risk and tnterest
rate nsk These and other risks which may affect the Company's performance are detalled below
Further analysis of the risks facing the Company on its financial instruments 1s provided in note
17

Credit Risk

Credit nsk anses on the individual loans within the mortgage loan portfolio which are in turn
secured on the underlying UK residential properties The performance of these loans 15 therefore
influenced by the economic background and the UK housing market The maximum loan-to-value
of the oniginal advances was 75% and the credit nsk 1s considered to be low




BOS (SHARED APPRECIATION MORTGAGES} NO 3PLC
DIRECTORS' REPORT (CONTINUED})

RISK MANAGEMENT (CONTINUED)
Credit Risk {continued)

The extent to which the Company can meet its obligations to pay mterest and ultimately repay the
Notes will be dependent upon the receipt of funds received from the mortgage portfolio and
monies deposited In the Reserve Account with an external provider (see "Liquidity Risk™) To the
extent that this income does not provide sufficient funds to cover the interest due on the Notes or
the repayment of the Notes the Company has no clam on the assets of BOS

The terms of the Mortgage Portfolio Agreement given by BOS in respect of the mortgages
requires BOS to repurchase any mortgage which i1s found to be in breach of warranty BOS will
repurchase any mortgages that are found or held not to be vald, binding and enforceable

Although In such an event the total value of the outstanding loan and any accrued Iinterest will be
covered by BOS, the Note holder will not receive the benefit of any future payments of
appreciation amounts or partial repayment of appreciation amounts in respect of the mortgages
repurchased

Shared appreciation 15 subject to the movement in the market value of the property which is
dependent upon house price inflation ("HPI") This may provide a return on the Notes below initia!
expectations Any expected increase in value ¢an not be guaranteed

Interest Rate Risk

Interest rate nsk exists where assets and liabilities have interest rates set under a different basis
or which reset at a different tme The Company mimimises 1fs exposure to interest rate rnsk by
ensuring that the interest rate characternistics of assets and labilies are similar Both the

mortgage portfolio and the Notes 1ssued by the Company are exposed to far value interest rate
risk as they carry fixed interest rates

Liquidity Risk
The Company holds a Reserve Account of £1,396,800 deposited with an external provider which,

should it be needed, can be used to withdraw money to meet its obligations under the Notes The
Company has not drawn on this facility since incephon

Operational Risk

In accordance with the Programme Documentation the Company I1s bound to make payments to
meet third party expenses

The Company's operations are subject to periodic review by the Internal Audit function of HBOS
plc

PERFORMANCE

The Company will continue to unwind over the hfe of the mortgages i1ssued as no further
advances will be made Cash s continuing to be collected




BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
DIRECTORS' REPORT (CONTINUED)

PERFORMANCE (CONTINUED)

The underlying profits are determined by a margin earned between the interest received on the
mortgages and the interest paid to the Note holders This 1s fixed by the Programme
Documentation Under International Financial Reporting Standards ("IFRSs") an effective yield
adjustment 1s made on interest receivable and interest payable and the net difference passed
through the income statement for the year ended 31 December 2007 was £7,404 loss
{31 December 2006 £7,401 loss)

The principal asset in the Company 1s a mortgage portfollo which 1s subject to an annual
impairment review The mortgage portfolio 1s subject to the economic factors relating to the
housing market (see "Credit Risk” above) but no imparment was deemed necessary as at
31 December 2007 or 31 December 2006

The key performance indicators used by management in assessing the performance of the
Company i1s the monitoring of actual interest cash flows against planned cash flows on the Notes

The Company's performance i1s addressed in the quarterly management accounts provided to the
directors

OTHER INFORMATION

The Company has employed no staff during the year ended 31 December 2007 or the previous
year

RESULTS AND DIVIDEND

No new mortgages were acquired or generated by the Company in the year and no new Notes
were 1ssued

The profit after taxation for the year, prepared using IFRSs, amounted to £240,287 (2006
£245,951) A dividend of £145,000 was paid in the year (2006 £149,504)

FUTURE DEVELOPMENTS

No changes in the business of the Company are envisaged

SUPPLIER PAYMENT POLICY

It 1s the Company's policy that payments to suppliers are made in accordance with those terms
and conditions agreed between the Company and its suppliers

The Company owed no amounts to trade creditors at 31 December 2007

DIRECTORS
The directors who served durnng the year were as follows
| G Stewart

P A Curran (appomnted 1 March 2007)
N Stockton (resigned 1 March 2007)




BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
DIRECTORS' REPORT (CONTINUED)

GOING CONCERN

The directors are satisfied that the Company has adequate resources to continue in business for
the foreseeable future and consequently the going concern basis continues to be appropriate in
preparing the accounts

AUDIT INFORMATION

The directors who held office at the date of approval of this Directors’ Report confirm that, so far
as they each are aware, there i1s no relevant audit information of which the Company's auditors
are unaware, and each director has taken all the steps that he ought to have taken as a director
to make himself aware of any relevant audit information and to establish that the Company's
auditors are aware of that information

AUDITORS AND ANNUAL GENERAL MEETING

A resolution to re-appoint KPMG Audit Plc as auditors was proposed and approved by the
member at the Annual General Meeting held on 30 March 2007

By Order of the Board

) LG CK\,JQ(Q

A Lockwood
Secretary

Premier House
City Road
CHESTER
CHB88 3AN

28 March 2008




BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
STATEMENT OF DIRECTORS' RESPONSIBILITIES
IN RESPECT OF THE DIRECTORS' REPORT AND THE FINANCIAL STATEMENTS

The directors are responsible for preparing the Directors’ Report and the financial statements in
accordance with applicable law and regulations

Company law requires the directors to prepare Company financial statements for each financial
year Under that law the directors have elected to prepare the Company financial statements in
accordance with IFRSs as adopted by the EU

The Company financial statements are required by law and IFRSs as adopted by the EU to
present fairly the financial position of the Company and the performance for that perod, the
Companies Act 1985 provides In relation to such financial statements that references in the
relevant part of that Act to financial statements giving a true and fair view are references to therr
achieving a fair presentation

In preparing the Company financial statements, the directors are required to
» select suitable accounting policies and then apply them consistently,
* make judgements and estimates that are reasonable and prudent,

» state whether they have been prepared in accordance with IFRSs as adopted by the EU,
and

« prepare the financial statements on the going concern basis unless it 1s inappropriate to
presume that the Company will continue in business

The directors are responsible for keeping proper accounting records that disclose with reasonable
accuracy at any tme the financial position of the Company and enable them to ensure that its
financial statements comply with the Companies Act 1985 They have general responsibility for
taking such steps as are reasonably open to them to safeguard the assets of the Company and to
prevent and detect fraud and other irregularnties

Under applicable law and regulations, the directors are also responsible for preparing a Directors’
Report and a Business Review




INDEPENDENT AUDITORS' REPORT
TO THE MEMBER OF BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC

We have audited the financial statements of BOS (Shared Appreciation Mortgages) NO 3 PLC
for the year ended 31 December 2007 which comprise the Income Statement, the Balance Sheet,
the Cash Flow Statement and the related notes These financial statements have been prepared
under the accounting policies set aut therein

This report 1s made solely to the Company’s member, as a body, in accordance with section 235
of the Companies Act 1985 Our audit work has been undertaken so that we might state to the
Company’s member those matters we are required to state to them in an auditor's report and for
no other purpose To the fullest extent permitted by law, we do not accept or assume
responsibility to anyone other than the Company and the Company’s member as a body, for our
audit work, for this report, or for the opinions we have formed

Respective responsibilities of directors and auditors

The directors’ responsibiliies for preparing the financial statements in accordance with applicable
faw and International Financial Reporting Standards (IFRSs) as adopted by the EU, are set out in
the Statement of Directors’ Responsibilities on page 7

Our responsibility 1s to audit the financial statements in accordance with relevant legal and
regulatory requirements and International Standards on Auditing (UK and Ireland)

We report to you our opinion as to whether the financial statements give a true and fair view and
whether the financial statements have been properly prepared in accordance with the Companies
Act 1985 We also report to you whether in our opinion the information given in the Directors’
Report 1s consistent with the financial statements

In addition we report to you If, in our opinion, the Company has not kept proper accounting
records, If we have not received all the information and explanations we require for our audit, or if
information specified by law regarding directors’ remuneration and other transactions 1s not
disclosed

We read the Directors’ Report and consider the implications for our report If we become aware of
any apparent misstatements within it

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland)
issued by the Auditing Practices Board An audit includes examination, on a test basis, of
evidence relevant to the amounts and disclosures in the financial statements It also includes an
assessment of the significant estimates and judgements made by the directors in the preparation
of the financial statements, and of whether the accounting policies are appropriate to the
Company’s circumstances, consistently applied and adequately disclosed

We planned and performed our audit so as to obtan all the information and explanations which
we considered necessary in order to provide us with sufficient evidence to give reasonable
assurance that the financial statements are free from material misstatement, whether caused by
fraud or other irregularity or error  In forming our opinion we also evaluated the overall adequacy
of the presentation of information In the financial statements




INDEPENDENT AUDITORS' REPORT
TO THE MEMBER OF BOS (SHARED APPRECIATION MORTGAGES) NO 3 PLC
{(CONTINUED)

Opinion

In our opinion

« the financial statements give a true and farr view, in accordance with IFRSs as adopted
by the EU, of the state of the Company's affarrs as at 31 December 2007 and of its profit

for the year then ended, and

» the financial statements have been properly prepared in accordance with the Companies

Act 1985, and

+ the information given in the Directors' Report 1s consistent with the financial statements

o e

KPMG Audit Plc
Chartered Accountants
Registered Auditor

1 The Embankment
Neville Street
LEEDS

LSt 4DW

28 March 2008




BOS (SHARED APPRECIATION MORTGAGES) NO. 3PLC
INCOME STATEMENT
FOR THE YEAR ENDED 31 DECEMBER 2007

2007 2006
Notes £ £
Interest recevable and similar iIncome 2 1,718,100 1,786,547
Interest payable and similar charges 3 (1,335,800} (1,392,511)
Net interest Income 382,300 394,036
Net fair value gains and losses on derivatives 4 - -
Other operating income 5 3,675 6,367
Operating expenses 6 (47,9486) (49,044)
Profit before tax for the year 338,029 351,359
Income tax expense 7 (97,742) {105,408)
Profit after tax for the year 240,287 245,951
Profit attributable to equity holders 240,287 245,951

The profit shown above I1s denived from continuing operations The Company operates In a single
business segment and alt of the Company's activities are in the UK

The statement of recognised income and expense has been omitted from the financial statements
for the year ended 31 December 2007 as there was no income or expense recognsed directly in
equity in the current or preceding year

The notes on pages 13 to 28 form part of these financial statements

10




BOS (SHARED APPRECIATION MORTGAGES) NO. 3PLC
BALANCE SHEET AS AT 31 DECEMBER 2007

Assets
Mortgage portfolio
Shared appreciation nghts receivable

Total non-current assets

Qther recervables
Cash and cash equivalents

Total current assets

Total assets

Equity

Called up share capital

Retained earnings

Total equity

Liabilities

Interest-bearing loans and borrowings

Shared appreciation rnights payable
Deferred tax fiability

Total non-current habilities

Interest-bearing loans and borrowings
Other payables

Bank overdraft

Current tax liability

Total current habilities

Total habilities

Total equity and Labilities

These financial statements were approved by the Board of Directors on 28 March 2008

and were signed on its behalf by

The notes on pages 13 to 28 form part of these financial statements

Notes

8
g

10
11

12

13
14
15

13
16
11

Gordon Stewart

2007 2006
£ £
18,081,415 18,461,646
36,860,110 32,015,524
54,941,525 50,477,170
1,130 1,130
2,572,646 2,515,013
2,573,776 2,516,143
57,515,301 52,993,313
50,001 50,001
2,434,207 2,338,920
2,484,208 2,388,921
17,730,307 18,070,055
36,860,110 32,015,524
51,330 61,871
54641747 50,147,450
21,945 25,270
253,687 314,895
5,431 4,495
108,283 112,282
389,346 456,942
55,031,003 50,604,392
57,515,301 52,993,313

Director

11




BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
CASH FLOW STATEMENT FOR THE YEAR ENDED 31 DECEMBER 2007

Indirect Method 2007 2006
Notes £ £

Cash flows from operating activities

Profit before tax for the year 338,029 351,359

Adjustments for

Interest ncome 2 (1,718,100) {1,786,547)
Interest expense 3 1,283,463 1,340,174
Amortisation of Issue coslts 3 52,337 52,337
Shared appreciation income 5 (1,121,158) (2,003,724)
Shared appreciation expense 5 1,121,158 2,003,724
Operating loss before changes in working capital

and provisions (44,271) (42,677)
{Decrease) / increase in other payables (184,346) 123,617
Cash generated from operations (228,617) 80,940
Income taxes paid - {107,540)
Net cash from operating activities {228,617) (26,600)
Cash flows from investing activities

Mortgage interest received 1,174,121 1,243,281

Bank interest received 164,227 163,516

Repayment of morigages 8 759,983 1,630,092

Shared appreciation recerved 1,121,158 2,003,724

Net cash from investing activities 3,219,489 5,040,613
Cash flows from financing activities

Interest paid on borrowings (899,632) {960,253)
Repayment of borrowings (779,241) {1,895,404)
Dividends paid 12 (145,000) (149,504)
Shared appreciation paid (1,110,302) {2,349,999)
Net cash flows from financing activities (2,934,175) {5,355,160)
Net increase / (decrease) in cash and cash equivalents 56,697 (341,147)
Cash and cash equivalents at 1 January 2,510,518 2,851,665

Cash and cash equivalents at 31 December 11 2,567,215 2,510,518

As explained in the accounting policies In note 1, cash 1s distributed in accordance with the
Programme Documentation

The notes on pages 13 to 28 form part of these financial statements

12




BOS (SHARED APPRECIATION MORTGAGES) NO 3PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007

1 SIGNIFICANT ACCOUNTING POLICIES
BOS (Shared Appreciation Mortgages) NO 3 PLC i1s a company domiciled in the United Kingdom
(a} Statement of compliance

The financial statements for the year ended 31 December 2007 have been prepared Iin
accordance with International Financial Reporting Standards (IFRSs} and its interpretations as
endarsed by the EU and effective at 31 December 2007

The accounting policies set out below have been applied in respect of the financial year ended 31
December 2007 IFRS 7 "Financial instruments Disclosures” became effective for all accounting
periods ending on or after 1 January 2007 The principles In this standard complement the
principles for recognising, measuring and presenting financial assets and liabities in IAS 32
"Financial Instruments Presentation” and IAS 39 "“Financial Instruments Recognition and
Measurement”

Adoption of the Caprtal disclosure amendment to IAS 1 "Presentation of financial statements”
became mandatory for all accounting periods ending on or after 1 January 2007 The adoption of
this amendment has had no quantitative impact on the financial data presented n either the
current or the comparative year Additional disclosure is presented in the total equity note

The accounts also comply with the relevant provisions of Part VIl of the Companies Act 1985, as
amended by the Companies Act 1985 (International Accounting Standards and Other Accounting
Amendments) Regulations 2004

(b) Basis of preparation

The financial statements are presented in sterling and have been prepared on the historical cost
basis (except that derivative financial instruments are stated at therr far value), and on a going
concern basis

The preparation of the financial statements necessarily requires the exercise of judgement both in
the application of accounting policies which are set out In the sections below and in the selection
of assumptions used n the calculaton of estmates These estimates and judgements are
reviewed on an ongoing basis and are continually evaluated based on historical experience and
other factors However, actual results may differ from these estimates The most significantly
affected components of the financial statements and associated critical judgements are as
follows

For the purpose of the effective yield calculation on the Notes, an average expected life has been
calculated based on prepayment expectations for the mortgages This 1s revised on a regular
basis i hight of actual redemption experience

The value of the embedded derivative has been calculated by discounting future cash flows at an
appropriate market rate The wvaluation method I1s consistent with commonly used market
techniques All inputs into the valuation models are obtaned from observable market data No
assumption for future HPI has been included as this I1s not considered to be practical

(c) Financial instruments
The Company’s financial instruments comprise are principally a mortgage portfolio, cash and

liquid resources, an embedded denvative, interest-bearing borrowings and various other payables
that anise directly from 1ts operations

13




BOS (SHARED APPRECIATION MORTGAGES) NO 3PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED}

1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
{c) Financial instruments (continued)

The main purpose of these financial instruments 1s to raise finance for the Company’s operations
These financial struments are classified in accordance with the principles of IAS 39 as
described below

{c)(i) Mortgage portfolio

The Company's mortgage portfolio comprises mortgage loans with no fixed matunty date The
individual mortgage loans terminate on the earlier of the date of sale of the property or the death
of the mortgage account holder

Under 1AS 39, the mortgage portfolio 15 classified within "loans and receivables” The nital
measurement s at far value (excluding amounts for the shared appreciation referred to in (c)(iv)
below) Subsequent measurement is at amortised cost with revenue being recognised using the
effective interest method The discount arising on inihal recognition 1s being amortised over the
expected life of the mortgages

At each reporting period end, the Company assesses whether there 1s any objective evidence that
mortgage loans within the portfolio are impaired The directors do not consider that a prowision for
impaired assets 1s currently required

(c)(ii) Cash and cash equivalents

The Company holds bank accounts with both BOS and an external provider These accounts are
held in the Company's name and meet the definition of cash and cash equivalents The use of
certain accounts 1s restricted by a detaled prionty of payments set out in the Programme
Documentation The cash can only be used to meet certain specific labiities and 1s not available
to be used with discretion

These bank accounts are classified within "loans and receivables” in accordance with IAS 39 The
initial measurement I1s at far value Subsequent measurement 1s at amortised cost with revenue
being recognised using the effective interest method

The Cash Flow Statement has been presented using the indirect method of preparation

{c){ni}) Interest-bearing borrowings

The Company's Interest-bearing borrowings comprise mortgage-backed fixed rate Notes that
have been issued In the capital market

Interest-bearnng borrowings are recognised initially at fair value less attributable transaction costs
Subsequent to Initial recognition, interest-beanng borrowings are stated at amortised cost with
any difference between cost and redemption value being recognised in the income statement
over the period of the borrowings on an effective interest basis

14




BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

1 SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
(c) Financial instruments {continued)
(cHiv) Embedded derivatives

Certain derivatives are embedded within other non-derivative host financial instruments to create
a hybrid instrument Where the economic charactenstics and nisks of the embedded derivatives
are not closely related to the economic characteristics and risks of the host instrument, and where
the hybrid instrument 1s not measured at farr value, the embedded derivative 1s separated from
the host instrument with changes in far value of the embedded derivative recognised in the
income statement Depending on the classification of the host instrument, the host i1s then
measured in accordance with 1AS 39

The capital appreciation arising on the sale of a mortgage holder's property 1s shared between the
mortgage holder and the Company as set out in the original loan agreement The Company pays
its entire share of the appreciation to the Note holders

The economic charactenistics and rnisks of the shared appreciation nghts receivable and payable
are not viewed as being closely related to those arising on the mortgages and Notes, respectively
The shared appreciation nghts receivable and payable have therefore been valued separately
from the mortgages and Notes using discounted cash flow techniques and taking account of
current HPl There I1s uncertainty regarding the timing of any future shared appreciation receipts
and the directors do not consider that it 1s practical to include an estimate of future HPI in these
valuations The resulting fair value movements of these embedded denvatives are recorded in net
fair value gains and losses on derwatives in the income statement and the embedded derivatives
are shown separately on the face of the balance sheet The host instruments are vaiued at
amortised cost, as noted above in (c){(1) and (c){m)

{d) Fees and commissions
Fees and commissions receivable for the continuing service of loans and advances are
recognised on the basis of work done Other fees are recogrused when receivable

{e} Income tax

Income tax on the profit or loss for the year compnses current and deferred tax Income tax I1s
recognised In the Income statement except to the extent that it relates to items recognised directly
in equity, in which case it 1s recognised in equity

Deferred tax 1s provided using the balance sheet lability method, providing for temporary
differences between the carrying amounts of assets and habilities for financial reporting purposes
and the amounts used for taxation purposes Temporary differences ansing from the mnitial
recognition of assets and habilities that affects neither accounting nor taxable profit are not
provided for The amount of deferred tax provided I1s based on the expected manner of realisation
or settlement of the carrying amount of assets and liabilities, using tax rates at the balance sheet
date

{f) VAT
Value Added Tax 1s not recoverable by the Company and is included with its related costs

(g) Dividends

Dividends on the equity shares of the Company are recognised as a ltability in the period in which
they are pad

15




BOS (SHARED APPRECIATION MORTGAGES) NO 3PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

1 SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

{h) Related parties

In accordance with the provisions of IAS 24 "Related Party Disclosures”, the Company has
disclosed details of transactions with its related parties, including those with fellow HBOS plc
Group companies

{1) Other payables

Other payables are stated at cost or at amortised cost if deemed to be a financial liability

() IFRSs not yet applied

The following standards and interpretations have been adopted by the European Umion but are

not effective for the year ended 31 December 2007 and have not been applied in preparing the
financial statements

IFRS 8 'Operating Segments' which 1s applicable for periods commencing on or after 1 January
2009 The application of this standard in 2007 would not have had any financial impact as it 1s
only concerned with disclosure

The following standards and interpretations have not yet been adopted by the European Union,
are not effective for the year ended 31 December 2007 and have not been applied in preparing
the financial statements

IAS 1 "Presentation of Financial Statements™ which 1s effective for periods commencing on or

after 1 January 2009 The application of this revised standard in 2007 would not have had a
material impact on the financial statements

2, INTEREST RECEIVABLE AND SIMILAR INCOME

2007 2006

£ £

Morigage interest from customers 1,653,873 1,623,031
Bank interest from BOS 35,899 25,392
Bank interest 128,328 138,124

1,718,100 1,786,547

Interest receivable and similar income 1s calculated using the effective interest method

As the mortgage portfolio 1s not regarded as imparred the interest received on impaired assets 1s
£ il (2006 £n1l)

3. INTEREST PAYABLE AND SIMILAR CHARGES

2007 2006

£ £

Interest payable on Notes 1,283,463 1,340,174
Amortisation of 1ssue costs 52,337 52,337

1,335,800 1,392,511

Interest payable s calculated using the effective interest method

16




BOS (SHARED APPRECIATION MORTGAGES) NO.3PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 {CONTINUED)

4 NET FAIR VALUE GAINS AND LOSSES ON DERIVATIVES

2007 2006
£ £
Fair value movement on shared appreciation rights receivable 4,844,586 882,850
Fair value movement on shared appreciation nights payable (4,844,586) (882,850)

5. OTHER OPERATING INCOME
2007 2006
£ £
Fees and commissions receivable 3,590 6,335
Shared appreciation recelvable 1,121,158 2,003,724
Shared appreciation payable (1,121,158) (2,003,724)
Other income 85 32
3,675 6,367

6. OPERATING EXPENSES

2007 2006
£ £
Bank administration fees 35,122 36,919
Trustees fee 4,203 4,511
Legal fees 2,350 2,350
Audit fees 5,011 4,113
Other fees 1,260 1,151
47,946 49,044

In the year ended 31 December 2007 and the comparative period the Company had no
employees and none of the directors receive any emoluments from the Company

Audit fees relate to the statutory audit Included within the current year audit charge 1s an under-
accrual of £229 relating to the prior year Fees payable to the auditor and its associates for
services other than the statutory audit are not disclosed since the consolidated accounts of HBOS
plc, the ultimate controling party, are required to disclose non-audit fees on a consolidated basis

17




BOS (SHARED APPRECIATION MORTGAGES) NO. 3PLC

NOTES TO THE FINANCIAL STATEMENTS

FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

7. INCOME TAX EXPENSE

Current Tax

Corporation tax charge for the year at a rate of 30% (2006 30%)

Deferred Tax
Deferred tax credit for the year at a rate of 30% (2006 30%)

Deferred tax change in tax rate

Reconcihation of effective tax rate

The tax for the year 1s lower than the standard rate of corporation tax in the
UK of 30% (2006 30%)

Profit before tax

Profit before tax multiplied by the standard rate of corporaticn tax in the UK
Effects of

Items not taxable under secuntisation tax rules

Change n current tax rate
Deferred tax provided

2007 2006

£ £
108,283 112,282
108,283 112,282
(6,874)  (6,874)
(3,667) -
97,742 105,408
2007 2006

£ £
338,029 351,359
101,409 105,408
6,874 6,874
(3.667) -
(6,874)  (6,874)
97,742 105,408

The current tax liabiity of £108,283 (2006 £112,282 hiability) represents the amount of income tax

payable in respect of the current year
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

8 MORTGAGE PORTFOLIO

2007 2006

£ £

At 1 January 18,461,646 19,711,988
Mortgage redemptions in the year {759,983) (1,630,092)
Amortisation of discount 379,752 379,750
At 31 December 18,081,415 18,461,646

The mortgage loans advanced by the Company have no fixed maturity date but would terminate
on the earlier of, the date of sale of the property, or the death of the mortgage account holder

9. SHARED APPRECIATION RIGHTS RECEIVABLE

The nght for the Company to receive a share of the capital appreciation ansing on the individual
mortgages, as set out in the onginal loan agreements, 1s classified as an embedded dernivative, In
accordance with the principles of IAS 39 The embedded dervative has been valued separately
from the host contract using discounted cash flow techniques No estimate has been made of the
effect of future HP| as the directors consider that this 1s impractical

The Company 15 contractually obliged to pay to the Note holders any amounts recewved from

mortgage customers for the shared appreciation A corresponding embedded derivative liabiity
has therefore been recognised in the balance sheet (note 14)

10. OTHER RECEIVABLES

2007 2006

£ £

Other debtors 1,130 1,130
11. CASH AND CASH EQUIVALENTS

2007 2006

£ £

Bank balances 2,572,646 2,515,013

Bank overdraft (5,431) {4,495)

Cash and cash equivalents in the cash flow statement 2,567,215 2,510,518

The Company holds bank accounts with both an external provider and BOS, its parent
undertaking These accounts are held in the Company's name and meet the definition of cash and
cash equivalents but ther use s restricted by a detalled priority of payments set out in the
Programme Documentation The cash can only be used to meet certain specific habilities and 1s
not available to be used with discretion
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

12. TOTAL EQUITY

Reconciliation of movement in capital and reserves

Balance at 1 January 2007
Total recognised income and expense
Dividends to shareholders

Balance at 31 December 2007

Balance at 1 January 2006
Total recognised income and expense
Dividends to shareholders

Balance at 31 December 2006

Share capital

Authorised
50,000 ordinary shares of £1 each

1 deferred share of £1
Allotted, called up and fully paid

50,000 ordinary shares of £1 each

1 deferred share of £1

Share Retained Total
Capital Earnings Equity
£ £ £
50,001 2,338,920 2,388,921
- 240,287 240,287
- {145,000} {145,000)
50,001 2,434,207 2,484,208
Share Retained Total
Capital Earnings Equity
£ £ £
50,001 2,242,473 2292474
- 245,951 245,951
- (149,504) {149,504)
50,001 2,338,920 2,388,921
2007 2006
£ £
50,000 50,000
1 1
50,000 50,000
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

12. TOTAL EQUITY (CONTINUED)

The entire ordinary share capital of the Company was transferred from Uberior Investments PLC
to BOS on 31 July 2007 The Company 1s now a directly held subsidiary of BOS The £1
deferred share continues to be held by Bankers Trustee Company Limited

The holders of ordinary shares are entitled to recewve dividends as declared from time to time

The deferred share carries no entitlement to any dividend or to any share in any surplus assets of
the Company on a winding-up, other than the nght to be repaid the amount of any paid up share
capital thereon The right to be repaid any paid-up share capital in the deferred share shall be
deferred untl after all pad-up share capital has been first repaid on all other classes of issued
share capital in the Company

The deferred share carries the right to receive notice of all general meetings of the Company but
does not carry the night to attend, speak or vote at a general meeting unless a resolution s to be
proposed abrogating, varying or modifying any of the rights or privileges of the holder of the
deferred share, or for the winding up or administration of the Company under the Insolvency Act
1986, or for the entry by the Company with any other party into a merger, reconstruction, scheme
of arrangement or amalgamation of or affecting the Company, in any of which cases such holder
shall have the night to attend such general meeting and shall be entitled to speak and vote
Whenever the holder of the deferred share 1s entitled to vote at a general meeting, such holder
shall have one vote and on a poll such number of votes as i1s equal to 34% of the number of votes
attached to all other 1ssued shares of the Company

Capital disclosures

The Company Is not subject to externally imposed capital requirements in either the current year
or the prior year other than the mimimum share capital required by the Companies Act with which
it complies The Company manages Its ordinary share capital in order that there I1s sufficient
capital, n the opinion of the directors, to support the transactions and level of business
undertaken by the Company

13. INTEREST-BEARING LOANS AND BORROWINGS

This note provides information about the contractual terms of the Company's interest-bearing
loans and borrowings For more information about the Company's exposure to interest rate risk
and the fair value of its financial instruments, see note 17

2007 2006
£ £
Non-current habilities
Notes 17,887,318 18,279,403
Deferred issue costs {157,011) (209,348)

17,730,307 18,070,055

Current liabilities

Accrued interest payable to Note holders 74,282 77,607
Deferred 1ssue costs (652,337) (52,337)
21,945 25,270
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

13 INTEREST-BEARING LOANS AND BORROWINGS (CONTINUED)

The mortgage-backed fixed rate Notes are due in 2073 The interest rate applicable on the Notes
up to and including the period ending 28 February 2028 1s 4 50% per annum  Thereafter, the
interest rate applicable to the Notes will be 5 50% per annum until 2073 when the Notes become
due

The Notes carry, In addition to interest, rights to receive certain amounts calculated by reference
to the value of shared appreciation proceeds received from redeemed mortgages The Notes are
subject to mandatory part redemption from tme to tme based on the level of redeemed
mortgages and can be redeemed in full, n certain circumstances, at the option of the Company
The Notes are secured on the mortgage portfolio and certain other assets of the Company

14 SHARED APPRECIATION RIGHTS PAYABLE
The Company I1s contractually obliged to pay to the Note holders any amounts received from
mortgage customers for the shared appreciation ansing on the sale of the property An embedded

denvative liability has therefore been recognised in the balance sheet for the same value as the
embedded denvative asset (note 9}

15 DEFERRED TAX LIABILITY

2007 2006
£ £
At 1 January 61,871 68,745
Credit for year {6,874) (6,874)
Change in Tax Rate - Income {3,667) -
At 31 December 51,330 61,871
16. OTHER PAYABLES
2007 2006
£ £
Shared appreciation payable 53,375 42,520
Note redemptions payable - 90,500
Accruals and deferred iIncome 88,030 181,875
Amounts owed to BOS 112,282 -

253,687 314,895
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

17. FINANCIAL INSTRUMENTS

The majonty of the Company’s assets and liabiities have been classified as financial instruments
in accordance with |IAS 32 "Financial Instruments Presentation”

The Company's financial instruments are principally a mortgage portfolio, cash and liquid
resources, an embedded derwative, interest-beanng borrowings and various other payables that
arise directly from its operations

The principal risks arising from the Company's financial instruments are credit nsk and interest
rate risk Further detalled analysis of the nisks facing the Company in relation to its financial
instruments 1s provided below

The Company's exposure to rnisk on its financial instruments and the management of such risk is
largely determined at the inception of the transaction The Company's activities and the role of

each party to the transaction 1s clearly defined and documented
17(a) Credit risk

Credit nisk 1s the nisk of financial loss ansing from a customer's failure to settle financial obligations
as they fall due

Credit nsk arises on the individual loans within the mortgage portfolio which are in turn secured on
the underlying UK residential properties The performance of these loans 1s therefore influenced
by the economic background and the UK housing market Mortgage loans are no longer offered
by the Company but the maximum loan-to-value of the original advances was 75% and the credit
risk 1s considered to be low

The extent to which the Company can meet its obligations to pay interest and ultimately repay the
Notes will be dependent upon the receipt of funds received on the mortgage portfolio and monies
deposited in the Reserve Account with an external provider (see "Liquidity Risk”) To the extent
that this income does not provide sufficient funds to cover the interest due on the Notes or the
repayment of the Notes the Company has no claim on the assets of BOS

The terms of the Mortgage Portfolio Agreement given by BOS in respect of the mortgages
requires BOS, to repurchase any mortgage which 1s found to be in breach of warranty BOS will
repurchase any mortgages that are found or held not to be valid, binding and enforceable

Although in such an event the total value of the ocutstanding loan and any accrued interest will be
covered by BOS the Note holder will not receive the benefit of any future payments of
appreciation amounts or partial repayment of appreciation amounts in respect of the mortgages
repurchased

In terms of the shared appreciation, in accordance with the Programme Documentation, amounts
received by the Company from the borrower are required to be paid over to the Note holders

In terms of arrears management, the Company has engaged BOS as servicer of the loans in the
portfolio to help reduce the nsk of loss The servicer Is required to monitor repayments on the
mortgage loans in accordance with its usual credit policies

The mortgage balances are monitored as part of the HBOS plc Group impairment process At
each reporting period end, the Company assesses whether there 1s any objective evidence that
mortgage loans within the portfolio are imparred Ali loans in the mortgage portfolio pay a fixed
rate of interest of ether 5 75% or 5 95% The total value of interest arrears at 31 December 2007
was £162,872 (2006 £125,351)
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BOS (SHARED APPRECIATION MORTGAGES) NO 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

17. FINANCIAL INSTRUMENTS (CONTINUED)
17(a) Credit nsk (continued)
All accounts In the mortgage portfolio had a maximum onginal a loan-to-value ratio of 75% and

those accounts In interest arrears have a current loan-to-value ratio of less than 25% Credit risk
is considered to be low There are no properties in possession or bad debts within the Company

No impairment provision was deemed necessary at 31 December 2007 or the prior year

The maximum exposure to credit nsk arising on the Company's financial assets at the reporting
date i1s disclosed In the table below

Note Carrying Maximum Carrying Maximum
amount exposure amount exposure
2007 2007 2006 2006
£ £ £ £
Assets held at amortised
cost’
Mertgage portfolio 8 18,081,415 18,081,415 18,461,646 18,461,646
Cash and cash equivalents 11 2,572,646 2,572,646 2,515,013 2,515,013
Assets held at fair value:
Shared appreciation nghts
receivable 9 36,860,110 36,860,110 32,015,524 32,015,524
Total Assets 57,514,171 57,514,171 52,992,183 52,992,183

17{b) Market risk

Market nsk 1s defined as the potential loss In value or earnings of an organisation ansing from
changes in external market factors

The Company is exposed to market risk which comprises interest rate nisk and 1s explained in
more detail below

Interest rate risk exists where assets and liabilities have interest rates set under a different basis
or which reset at a different tme The Company minimises its exposure to interest rate risk by
ensuring that the interest rate charactenstics of assets and habiibes are similar Both the
mortgage portfolio and the Notes i1ssued by the Company are exposed to farr value interest rate
risk as they carry fixed interest rates

At 31 December 2007, If interest rates had been 25 basis points ligher or lower with all other
variables held constant, the net effect on the Company's income statement would be insignificant
All tems remain unaffected by interest rate changes except for interest earned on bank accounts
but a 25 basis points change would not give rise to a material impact on bank interest
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BOS (SHARED APPRECIATION MORTGAGES) NC. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

17. FINANCIAL INSTRUMENTS (CONTINUED)

17(c) Liquidity risk

Liquidity risk 1s the nsk that the Company 1s not able to meet its financial obligations as they fall
due or can do so only at an unacceptably high cost

The extent to which the Company can meet its obligations to pay interest and ultimately repay the
Notes will be dependent upon the receipt of funds earned on the mortgage portfolio and the
monies deposited in the Reserve Account with an external provider £1,396,800 has been placed
on deposit to assist the Company should it not be able to meet its obligations under the Notes
The reliance on this facility 1s therefore dependent upon the creditworthiness of an external
provider To the extent that this reserve does not provide sufficient funds to cover the interest due
on the Notes or the repayment of the Notes the Company has no claim on the assets of BOS The
Company has not drawn on this facility since inception

The liquidity tables reflect the undiscounted cash payments which will fall due if the structure
continues until the earliest contractual matunty date as set out in the Programme Documentation
The Note repayment profile mirrors the repayment of the mortgages, and based on current
modelling assumptions, it 1s not anticipated that any mortgages will still be outstanding beyond the
step-up date of February 2028

Carrying Contractual Not later Later than Later than Later than Later
Value repayment than one one month  three months one year than
value month not later but not and not five years
than three later than one later than
months year five years
£ £ £ £ £ £ £
Principal
Notes 17,887,318 19,435,914 19,435,914
Shared appreciation payable 36,860,110 36,744,007 36,744,007
Other payables 253,687 253,687 84,7186 56,689 112,282
Interest payable
Interest payable to Note holders 74,282 17,633,699 220,451 654,185 3,498,465 13,260,618
55,075,397 74,067,307 84,716 277,140 766,447 3,498,465 69,440,539
2006 Carrying Contractual Not later Later than Later than Later than Later
Value repaymaent than one one month  three months one year than
value month not later but not and not five years
than three  later than one later than
months year five years
£ £ £ £ £
Principal
Notes 18,279,403 20,215,155 20,215,155
Shared appreciation payable 32,015,524 32,092,499 32,092,495
Other payables 314,895 314,895 178,164 136,731
Interest payable
Interest payable to Note holders 77,607 19,250,366 229,290 680,392 3,638,728 14,701,956
50,687,429 71,872,915 178,164 366,021 680,392 3,638,728 67,009,610
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BOS (SHARED APPRECIATION MORTGAGES) NO. 3 PLC
NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 (CONTINUED)

17 FINANCIAL INSTRUMENTS (CONTINUED)

17(d) Fair Values

The farr values of the Company's financial instruments, together with the carrying amounts shown

in the balance sheet are as follows

Loans and receivables at
amortised cost

Mortgage portfolio

Cash and cash equivalents

Financial assets held at fair value
Shared appreciation rights receivable

Financial habilities at amortised
cost

Interest-bearing loans and borrowings
Bank overdraft

Other Payables

Financial habihties held at fair

value
Shared appreciation nghts payable

Unrecognised gain
Unrecognised loss

Estimation of fair values

Note

S

9

13
11
16

14

Fair Carrying Fair Carrying
Value Amount Value Amount
2007 2007 2006 2006
£ £ £ £
19,717,775 18,081,415 20,284,820 18,461,646
2,572,646 2,572,646 2,515,013 2,515,013
36,860,110 36,860,110 32,015,524 32,015,524
(18,854,697) (17,752,252) (19,809,654) (18,095,325)
(5,431) (5.431) (4,495) (4,495)
(253,687) {253,687) (314,895) (314,895)
(36,860,110) (36,860,110) (32,015,524) (32,015,524)
3,176,606 2,642,691 2,670,789 2,561,944
1,636,360 1,823,174
1,102,445 1,714,329
533,915 108,845

The following comments summarnse the main methods and assumptions used in estimating the
fair value of financial instruments that are reflected in the table above

The far value of the mortgage portfolio, shared appreciation rnights receivable, shared
appreciation rights payable and interest-bearing loans and borrowings have been calculated by
discounting future cash flows at an appropriate market rate The valuation method 1s consistent
with commonly used market techniques All inputs into the valuation models are obtained from

observable market data

These calculations do not necessanly represent the far value that could be obtained for the

instruments If they were to be sold
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2007 {CONTINUED)

17 FINANCIAL INSTRUMENTS (CONTINUED)

17{d) Fair Values {continued)
Estimation of fair values (continued)

Cash and cash equivalents, other payables and the bank overdrafts are recogmsed on an
amortised cost basis that 1s considered to be a close approximation to far value

The sensitivily to a 1% change n farr value of the Company's financial assets and liabiities
amounts to £31,766 (2006 £26,708)

18. RELATED PARTIES

The Company 1s a subsidiary undertaking of BOS and HBOS plc The Company recewves bank
interest from BOS, its immediate parent undertaking BOS administers the mortgage portfolio on
behalf of the Company, for which quarterly service fees are paid In 2007, a final dividend was
paid to BOS The Company's transacttons with related parties are summarised below

HBOS plc HBOS plc

and and
subsidiaries subsidiaries
income Statement 2007 2006
£ £
Interest receivable and similar income 35,899 25,392
Operating expenses (35,122) (36,919)
Balance Sheet
Equity
Dvidends pad 145,000 149,504
Assets
Cash and cash equivalents 904,864 680,814
Liabilities
Other payables 115,221 3,061
Bank overdraft 5,431 4,495
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19. PARENT UNDERTAKINGS

HBOS plc i1s the ultimate parent undertaking of BOS (Shared Appreciation Mortgages) NO 3 PLC
and heads the largest group into which the accounts of the Company are consolidated The
consolidated accounts of HBOS plc may be obtained from its head office at The Mound,
Edinburgh, EH1 1Y2

Bank of Scotland plc heads the smallest group into which the accounts of the Company are

consolidated The accounts of Bank of Scotland plc may be obtained from its head office at The
Mound, Edinburgh, EH1 1YZ
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