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Research Update:

Lloyds Banking Entities Upgraded On
Strengthened Bail-In Buffer And Improving
Profitability; Outlook Stable

Overview

* Ll oyds Banking G oup PLC (LlIoyds) has nmade rapid progress in recent
months in building its bail-in buffer, which serves to protect senior
creditors of its bank operating conpanies should Lloyds fail

* In addition, Lloyds continues to nake good progress in further building
its strong statutory profitability, inproving its conparability with
highly rated peers in the U K and the rest of Europe.

W are raising our long-termissuer credit ratings on Lloyds' bank
operating conpani es by one notch, to 'A+ for the ringfenced subsidiaries
and to "A for the nonringfenced subsidiaries.

e The stable outlook on our ratings on Lloyds and its bank operating
subsidiaries reflects our view that the group is likely to be resilient,
increasingly profitable, and that its bail-in buffers will continue to
ri se through end-2019.

Rating Action

On May 8, 2018, S&P d obal Ratings raised its long-termissuer credit ratings
on Ll oyds Banking Group PLC s (Lloyds') ringfenced bank operating subsidiaries
Ll oyds Bank PLC and Bank of Scotland PLC to 'A+ from'A . W affirned the
"A-1' short-termissuer credit ratings.

At the sane time, we raised to "A/A-1" from'A- /A2 our long- and short-term
i ssuer credit ratings on Lloyds Bank Corporate Markets PLC and Ll oyds Bank

I nternational Ltd.

We affirned our 'BBB+ long-termand 'A-2' short-termissuer credit ratings on
Ll oyds.

The outl ook on all these entities is stable.

Rationale

Qur upgrades reflect Lloyds' progress in building up its bail-in buffer to
better protect the senior creditors of its bank operating conpanies should
Ll oyds fail and undergo a bail-in-led resolution process. The upgrades al so
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reflect our view that LlIoyds now conpares well to highly rated European peers.
It already had a solid bal ance sheet and an extensive client franchise, but
its inproving statutory profitability now exceeds that of many |arge European
banks. W have affirnmed our ratings on Lloyds and the banking group's hybrid

i nstruments because these ratings depend on our view of Lloyds' intrinsic
creditworthiness, reflected in the unchanged 'a-' unsupported group credit
profile (GCP).

Since 2015, we have regarded the prospect of extraordi nary governnent support
for U K banks as uncertain. This is in view of the authorities' clear intent
to avoid taxpayer bailouts of failing banks, and what we view as a

wel | -advanced and effective resolution franework. As a result, our ratings on
systemcally inportant U K banks are not eligible for any uplift for possible
future U K governnment support, but our ratings on their operating conpanies
can benefit fromuplift where we see a substantial buffer of additiona

| oss-absorbi ng capacity (ALAC).

At end-2016, Lloyds' ALAC ratio was 5.4% neriting one notch of uplift.
Significant issuance of bail-in instrunents, mainly holding conpany seni or
unsecured debt, had taken this ratio to 7.2% by end-2017. Lloyds has conti nued
to i ssue apace in 2018, and on a pro forma basis had an ALAC rati o of about
8.5% at end-April. W expect this ratio to nove higher still through end-2019
as Lloyds anticipates building its regulatory bail-in buffer--mnimm

requi renment for eligible liabilities--froma reported 27.4% at March 2018
toward a ratio of closer to 30%in the com ng years. As such, the LI oyds
(supported) GCP now nerits a second notch of ALAC support.

We consider that Lloyds' earnings through 2017 and the first quarter of 2018
are evidence of its solid and strengthening underlying profitability. The
group reported a first-quarter underlying profit before tax of £2.0 billion

up 6% on the sane period in 2017. This equated to a 15.4% underlying return on
tangi ble equity (ROTE), just over managenent's 14.0% 15.0% target range from
2019. The inmprovenent was nore evident in the statutory (that is, unadjusted)
figures: the £1.6 billion profit before tax was up 23% and the 12. 3% ROTE was
much cl oser to nanagenent's target range than previously. The cost-to-incone
ratio was a reported 47.8% conpared with a future target ratio in the | ow 40s
exiting 2020 (both figures include renmedi ation costs).

Fol | owi ng LI oyds' nanagenment's third G oup Strategic Review, it is seeking
primarily to further enhance profitability in 2018-2020 rather than to grow
t he bank. Wiile the group has the resources to fund substantial asset grow h,
particularly to help growits commercial banking franchise (where it renmins
slightly underwei ght versus peer Royal Bank of Scotland), we anticipate that
Ll oyds will remain disciplined froma risk-appetite perspective. Indeed, amd
current |ackluster demand for credit in the UK , we anticipate npdest asset
growmh in the comng years. Goup profitability will therefore depend on
initiatives to grow non-interest incone and investnent in digital
transformation that will further inprove the group's already nmarket-|eadi ng
ef ficiency.
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Looki ng ahead, we consider that Lloyds' increased resilience, and that of the
broader U. K banking sector, has strengthened its ability to deal with the
uncertain--and potentially turbulent--run-up to the U K 's March 2019 exit
fromthe EU (Brexit). Key elenents of our 2018-2020 projection for Lloyds

i ncl ude:

Weak organic revenue growth of barely 2% per year, constrained by nobdest
net interest margin (NIM pressure after 2018 and conti nued weak activity
| evel s that hold back growth in noninterest incong;

An inproving cost-to-incone ratio throughout the period;

An i npairment charge of about 30 basis points (bps) of average custoner
| oans in 2018 and about 35 bps in 2019/2020. This is consistent with the
slightly rising trend that we anticipate for U K asset classes generally;

Furt her paynent protection insurance and/or other custoner redress, fair
val ue unwi nd, and other "below the line" charges of £1.2 billion on
average in each of the three years;

Statutory net inconme of about £13 billion across the three-year period;
S&P d obal Ratings risk-weighted assets growth of barely 1% per year; and

A dividend rate of at least 50% wth the possibility of buybacks or
ot her exceptional distributions if the group generates substantial excess
capital (on a regul atory basis).

These factors are consistent with trends reported by Lloyds for the first
quarter but also reflect:

Qur degree of extra caution on the outlook for NIMand asset quality in
Iight of possibly sustained wi der whol esal e fundi ng spreads and a
sl ower -t han- previ ously antici pated econom ¢ backdrop; and

Some caution about the scope for further material "below the line" itens,
even if the pattern of a substantial reduction seens well-set.

Ll oyds is the ultinate and nonoperating hol di ng conpany (NOHC) of the group
that it heads. It operates through two principal ringfenced banking
subsi diaries: Lloyds Bank PLC and its subsidiary Bank of Scotland PLC, which

it

hol ds via HBOS PLC, an internediate NOHC. Follow ng the expected transfer

of assets in |late May 2018, Lloyds will also operate through two nonringfenced
banki ng subsi di ari es--LI oyds Bank Corporate Markets PLC and Ll oyds Bank
International Ltd. We expect that if the group failed due to insolvency, the
Bank of England would bail-in junior liabilities and, if necessary, Lloyds
senior liabilities, to ensure the continued servicing of the senior
liabilities of all these operating subsidiaries. By contrast, we do not

i ncl ude notches for ALAC support in the ratings on Lloyds (nor on other U K
NOHCs) because we do not believe that their senior obligations would continue
to receive full and tinely paynent in a resolution scenario.

On April 19, 2018, we published new criteria for assigning resolution
counterparty ratings (RCRs) to certain financial institutions. W consider
that there is an effective resolution regine in the U K, and that an RCR may
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be relevant to sonme rated Ll oyds entities under these criteria. In comng
weeks, we will conplete our analysis of the U K resolution regine, the
associated liability categories that are protected fromdefault risk by
structural or operational features of a given resolution framework, and the
rated banking group entities to which we nmay assign RCRs under our new
criteria.

Outlook

Lloyds Banking Group PLC

The stable outl ook on our ratings on Lloyds reflects our viewthat Lloyds is
relatively resilient to the uncertainties and potential turbul ence arising
fromBrexit negotiations in the period to March 2019. W expect that LI oyds'
statutory profitability will further inprove through end-2019, that it wll
mai ntain an S&P G obal Ratings RAC ratio of 7.8%8.3% (it was 8.0% at
end-2017), and that total credit growth will be lower than the U K industry
with no significant step-up in risk appetite. W also expect that Lloyds will
continue to build its ALAC buffer through end-2019, further inmproving the
group's resolvability, to the likely benefit of senior operating conpany
creditors.

Downside scenario

We woul d nmost likely lower the ratings on Lloyds and its banking subsidiaries
if we consider that LlIoyds' risk appetite has substantially increased, or if
its performance appears likely to significantly undershoot our current
expectations, for exanple due to a significant weakeni ng of asset quality.
This would |ikely be consistent with a severe adverse econonic scenario in the
U K., possibly linked to a disorderly outcome to the U K 's EU exit, which
would in tine significantly raise insolvency and unenpl oynment rates, and so
retail and corporate defaults.

Upside scenario

We consider a positive rating action to be unlikely in the conming 12-24
nonths. This partly reflects residual uncertainties related to Brexit,
reflected in our still-negative outl ook on our 'AA |ong-term sovereign rating
on the U K Furthernmore, with no further ratings uplift possible under our
ALAC criteria, and it being highly unlikely that we would inprove our group
status assessnment for the group's nonringfenced banki ng subsidiaries, any
upgrade would rely on the group's intrinsic creditworthiness (the unsupported
group credit profile [UGCP]) strengthening. Aside from LI oyds maintaining

bal ance sheet strength and a disciplined risk appetite, this would likely only
foll ow a sustained, predictable, above-market performance across retail and
conmmer ci al banki ng and i nsurance--and not only in the com ng 24 nonths. This
could follow, not only from Ll oyds naking exceptional progress in growing its
conmer ci al banki ng franchise and i nproving synergies with its insurance

busi ness, but al so successfully navigating the era of digital transfornmation
and associ ated changed conpetitive dynami cs.
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Lloyds Bank PLC, Bank of Scotland PLC, Lloyds Bank Corporate Markets PLC, and Lloyds Bank
International Ltd.

The stable outl ook on Lloyds' bank operating conpanies reflects that on

Ll oyds. It also assunes that our view of their group status, as per our group
rati ng nethodol ogy, does not change.

An upgrade of the bank operating conmpanies is less likely than for Ll oyds
itself because even if we raised the UGCP to '"a', we would then have to renpve
one notch of ALAC uplift fromthe 'a+ GCP, leading to a neutral outcome for

t he operating conpany issuer credit ratings.

Ratings Score Snapshot

| ssuer Credit Rating (opco*) A+/ St abl e/ A-1
| ssuer Credit Rating (holdco) BBB+/ St abl e/ A- 2

Unsupported GCP a-
Anchor bbb+
Busi ness Position Strong (+1)
Capital and Earnings Adequat e (0)
Ri sk Position Adequat e (0)
Fundi ng and Aver age
Liquidity Adequat e (0)
Support (+2)
ALAC Suppor t (+2)
GRE Support (0)
Group Support (0)
Sover ei gn Support (0)
Addi ti onal Factors (0)

*Refl ects the issuer credit ratings for core operating conpanies LlIoyds Bank
PLC and Bank of Scotland PLC.

Related Criteria

e Criteria - Financial Institutions - General: Methodol ogy For Assigning
Fi nancial Institution Resolution Counterparty Ratings, April 19, 2018

e Criteria - Financial Institutions - General: Risk-Adjusted Capital
Framewor k Met hodol ogy, July 20, 2017

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017
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e General Criteria: Guarantee Criteria, Cct. 21, 2016

e Criteria - Financial Institutions - Banks: Bank Rating Methodol ogy And
Assunptions: Additional Loss-Absorbing Capacity, April 27, 2015

e Criteria - Financial Institutions - Banks: Bank Hybrid Capital And
Nondef errabl e Subordi nat ed Debt Methodol ogy And Assunptions, Jan. 29,
2015

e CGeneral Criteria: Principles For Rating Debt |ssues Based On | nputed
Prom ses, Dec. 19, 2014

e General Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e Criteria - Financial Institutions - Banks: Quantitative Metrics For
Rati ng Banks d obal ly: Methodol ogy And Assunptions, July 17, 2013

e Criteria - Financial Institutions - Banks: Banking Industry Country Ri sk
Assessnent Met hodol ogy And Assunptions, Nov. 9, 2011

e Criteria - Financial Institutions - Banks: Banks: Rating Methodol ogy And
Assunptions, Nov. 9, 2011

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e Criteria - Financial Institutions - Banks: Comercial Paper |: Banks,
March 23, 2004

Related Research

» The Resolution Story For Europe's Banks: The C ock Is Ticking, April 25,
2018

e Ll oyds Bank Corporate Markets PLC And Ll oyds Bank International Ltd.
Assigned 'A-/A-2' Ratings; Qutlook Positive, April 24, 2018

e Largest U. K Banking Groups Boast Hi gher Statutory Pre-Tax Profits But
Ret urns Di sappoi nt, March 8, 2018

* Cheap Central Bank Funding Has Stinmul ated, Not Hooked, U.K Banks, March
1, 2018

« U K. Banks: What's On The Cards For 2018, Jan. 9, 2018

e Everyone Passed: Stress Test Results Reflect Strengthening U K Bank
Bal ance Sheets, Nov. 29, 2017

e Qutl ooks On Lloyds Banking Group Entities Revised On Reduci ng Econonic
Ri sks And Inproving Bail-In Buffer, Nov. 15, 2017

Ratings List
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Ll oyds Bank Corporate Markets PLC
Ll oyds Bank International
Counterparty Credit

Ll oyds Bank PLC

Bank of Scotland PLC
Counterparty Credit

Certificate O Deposit
Local Currency

Seni or Unsecured

Ll oyds Bank PLC
Seni or Unsecur ed

Seni or Unsecur ed

Ratings Affirmed

HBCS PLC

Ll oyds Banki ng Group PLC
Counterparty Credit

Ll oyds Bank PLC

Subor di nat ed

Juni or Subordi nat ed
Juni or Subor di nat ed
Commer ci al Paper

Bank of Scotland Capital
Preferred Stock

Bank of Scotland PLC

Subor di nat ed

Juni or Subor di nat ed
Juni or Subordi nat ed

HBOS Capi t al

HBOS Capi t al

HBOS PLC
Subor di nat ed

Juni or Subor di nat ed

Hal i fax Goup Sterling Finance (Jersey)
Preferred Stock

LBG Capital No. 1 PLC

Subor di nat ed
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Funding L. P.

Fundi ng L. P.
Preferred Stock

Funding No. 1 L.P.
Pref erence Stock

A Stabl el A-1

A+/ St abl e/ A- 1
A+
A+

A+
A+p

BBB+/ St abl e/ A- 2

BBB
BB+
BBB-
A1

BB+

BBB
BB+
BBB-

BB

BB

BBB-
BB+

BB

BBB-

Outlook Stable

A-/ Positivel A-2

A Positivel A-1

A
A
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Juni or Subor di nat ed BB+

LBG Capital No. 2 PLC
Subor di nat ed BBB

Ll oyds Bank Capital 2 L.P.
Preferred Stock BB+

Ll oyds Banki ng Group PLC

Seni or Unsecur ed BBB+
Subor di nat ed BBB-
Juni or Subor di nat ed BB+
Juni or Subordi nat ed BB-
Preference Stock BB

Additional Contact:
Financial Institutions Ratings Europe; FIG_Europe@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the followi ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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