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1. Presentation of accounts

The accounts are prepared in accordance with International
Financial Reporting Standards issued by the International
Accounting Standards Board (“IASB”) and interpretations
issued by the International Financial Reporting Interpretations
Committee of the IASB (together “IFRS”) as adopted by the
European Union (“EU”). The EU has not adopted the complete
text of I1AS 39 ‘Financial Instruments: Recognition and
Measurement’; it has relaxed some of the standard’s hedging
requirements. The Group has not taken advantage of this
relaxation and has adopted IAS 39 as issued by the IASB. The
date of transition to IFRS for the Group and the company (The
Royal Bank of Scotland Group plc) and the date of their
opening IFRS balance sheets was 1 January 2004.

The company is incorporated in the UK and registered in Scotland.
The accounts are prepared on the historical cost basis except that
the following assets and liabilities are stated at their fair value:
derivative financial instruments, held-for-trading financial assets
and financial liabilities, financial assets and financial liabilities that
are designated as at fair value through profit or loss, available-for-
sale financial assets and investment property. Recognised financial
assets and financial liabilities in fair value hedges are adjusted for
changes in fair value in respect of the risk that is hedged.

The company accounts are presented in accordance with the
Companies Act 1985.

Change of accounting policy

As permitted by IFRS 1, the Group and the company
implemented IAS 32 'Financial Instruments: Disclosure and
Presentation’, IAS 39 ‘Financial Instruments: Recognition and
Measurement’ and IFRS 4 ‘Insurance Contracts’ with effect
from 1 January 2005 without restating the income statement,
balance sheet and notes for 2004. The Group adopted the
second amendment to IAS 39 ‘The Fair Value Option’ issued by
the IASB in June 2005 also from 1 January 2005. The effect of
implementing IAS 32, IAS 39 and IFRS 4 on the Group and
company balance sheets and shareholders’ funds as at 1
January 2005 is set out in Note 46. In preparing the 2004
comparatives, UK GAAP principles then current have been
applied to financial instruments. The main differences between
UK GAAP and IFRS on financial instruments are summarised
in Note 46 on the accounts.

The IASB’s amendment to IAS 39, ‘Cash Flow Hedge
Accounting of Forecast Intragroup Transactions’, published in
April 2005, amended IAS 39 to permit the foreign currency risk
of a highly probable forecast intragroup transaction to qualify
as a hedged item in consolidated financial statements. The
amendment, effective for annual periods beginning on or after
1 January 2006, had no material effect on the financial
statements of the Group or the company.
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The IASB’s amendment to IAS 39, ‘Financial Guarantee
Contracts’, published in August 2005, amended IAS 39 and
IFRS 4. The amendment defines a financial guarantee contract
and requires such contracts to be recorded initially at fair value
and subsequently at higher of the provision determined in
accordance with IAS 37 ‘Provisions, Contingent Liabilities and
Contingent Assets’ and the amount initially recognised less
amortisation. The amendment, effective for annual periods
beginning on or after 1 January 2006, had no material effect
on the Group or the company.

In December 2005, the IASB issued an amendment to IAS 21
‘The Effects of Changes in Foreign Exchange Rates’ to clarify
that a monetary item can form part of the net investment in
overseas operations regardless of the currency in which it is
denominated and that the net investment in a foreign operation
can include a loan from a fellow subsidiary. The amendment,
adopted by the EU in May 2006, had no material effect on the
Group or the company.

2. Basis of consolidation

The consolidated financial statements incorporate the financial
statements of the company and entities (including certain
special purpose entities) controlled by the Group (its
subsidiaries). Control exists where the Group has the power
to govern the financial and operating policies of the entity;
generally conferred by holding a majority of voting rights.

On acquisition of a subsidiary, its identifiable assets, liabilities and
contingent liabilities are included in the consolidated accounts at
their fair value. Any excess of the cost (the fair value of assets
given, liabilities incurred or assumed and equity instruments
issued by the Group plus any directly attributable costs) of an
acquisition over the fair value of the net assets acquired is
recognised as goodwill. The interest of minority shareholders is
stated at their share of the fair value of the subsidiary’s net assets.

The results of subsidiaries acquired are included in the
consolidated income statement from the date control passes
to the Group. The results of subsidiaries sold are included up
until the Group ceases to control them.

All intra-group balances, transactions, income and expenses
are eliminated on consolidation. The consolidated accounts are
prepared using uniform accounting policies.

3. Revenue recognition

Interest income on financial assets that are classified as loans
and receivables, available-for-sale or held-to-maturity and
interest expense on financial liabilities other than those at fair
value through profit or loss are determined using the effective
interest method. The effective interest method is a method of
calculating the amortised cost of a financial asset or financial
liability (or group of financial assets or liabilities) and of
allocating the interest income or interest expense over the
expected life of the asset or liability. The effective interest rate
is the rate that exactly discounts estimated future cash flows to
the instrument’s initial carrying amount. Calculation of the
effective interest rate takes into account fees receivable, that
are an integral part of the instrument’s yield, premiums or
discounts on acquisition or issue, early redemption fees and
transaction costs. All contractual terms of a financial
instrument are considered when estimating future cash flows.



Financial assets and financial liabilities held-for-trading or
designated as at fair value through profit or loss are recorded
at fair value. Changes in fair value are recognised in profit or loss
together with dividends and interest receivable and payable.

Commitment and utilisation fees are determined as a percentage
of the outstanding facility. If it is unlikely that a specific lending
arrangement will be entered into, such fees are taken to profit
or loss over the life of the facility otherwise they are deferred
and included in the effective interest rate on the advance.

Fees in respect of services are recognised as the right to
consideration accrues through the provision of the service to the
customer. The arrangements are generally contractual and the
cost of providing the service is incurred as the service is
rendered. The price is usually fixed and always determinable. The
application of this policy to significant fee types is outlined below.

Payment services: this comprises income received for payment
services including cheques cashed, direct debits, Clearing
House Automated Payments (the UK electronic settlement
system) and BACS payments (the automated clearing house
that processes direct debits and direct credits). These are
generally charged on a per transaction basis. The income is
earned when the payment or transaction occurs. Charges for
payment services are usually debited to the customer’s
account, monthly or quarterly in arrears. Accruals are raised
for services provided but not charged at period end.

Card related services: fees from credit card business include:

Commission received from retailers for processing credit
and debit card transactions: income is accrued to the
income statement as the service is performed.

Interchange received: as issuer, the Group receives a fee
(interchange) each time a cardholder purchases goods and
services. The Group also receives interchange fees from
other card issuers for providing cash advances through its
branch and Automated Teller Machine networks. These fees
are accrued once the transaction has taken place.

An annual fee payable by a credit card holder is deferred
and taken to profit or loss over the period of the service i.e.
12 months.

Insurance brokerage: this is made up of fees and commissions
received from the agency sale of insurance. Commission on the
sale of an insurance contract is earned at the inception of the
policy as the insurance has been arranged and placed. However,
provision is made where commission is refundable in the event of
policy cancellation in line with estimated cancellations.

Investment management fees: fees charged for managing
investments are recognised as revenue as the services are
provided. Incremental costs that are directly attributable to
securing an investment management contract are deferred and
charged as expense as the related revenue is recognised.

Insurance premiums — see accounting policy 10 below.
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4. Pensions and other post-retirement benefits
The Group provides post-retirement benefits in the form of
pensions and healthcare plans to eligible employees.

For defined benefit schemes, scheme liabilities are measured on
an actuarial basis using the projected unit credit method and
discounted at a rate that reflects the current rate of return on a
high quality corporate bond of equivalent term and currency to
the scheme liabilities. Scheme assets are measured at their fair
value. Any surplus or deficit of scheme assets over liabilities is
recognised in the balance sheet as an asset (surplus) or liability
(deficit). The current service cost and any past service costs
together with the expected return on scheme assets less the
unwinding of the discount on the scheme liabilities is charged to
operating expenses. Actuarial gains and losses are recognised
in full in the period in which they occur outside profit or loss and
presented in the statement of recognised income and expense.

Contributions to defined contribution pension schemes are
recognised in the income statement when payable.

5. Intangible assets and goodwill

Intangible assets that are acquired by the Group are stated at
cost less accumulated amortisation and impairment losses.
Amortisation is charged to profit or loss using methods that
best reflect the economic benefits over their estimated useful
economic lives and is included in depreciation and amortisation.
The estimated useful economic lives are as follows:

Core deposit intangibles 6 to 10 years
Other acquired intangibles 5 to 10 years
Computer software 3 to 5 years

Expenditure on internally generated goodwill and brands is
written-off as incurred. Direct costs relating to the development
of internal-use computer software are capitalised once
technical feasibility and economic viability have been
established. These costs include payroll, the costs of materials
and services, and directly attributable overhead. Capitalisation
of costs ceases when the software is capable of operating as
intended. During and after development, accumulated costs
are reviewed for impairment against the projected benefits that
the software is expected to generate. Costs incurred prior to
the establishment of technical feasibility and economic viability
are expensed as incurred as are all training costs and general
overhead. The costs of licences to use computer software that
are expected to generate economic benefits beyond one year
are also capitalised.

Acquired goodwill being the excess of the cost of an
acquisition over the Group’s interest in the net fair value of the
identifiable assets, liabilities and contingent liabilities of the
subsidiary, associate or joint venture acquired is initially
recognised at cost and subsequently at cost less any
accumulated impairment losses. Goodwill arising on the
acquisition of subsidiaries and joint ventures is included in the
balance sheet caption ‘Intangible fixed assets’ and that on
associates within their carrying amounts. The gain or loss on
the disposal of a subsidiary, associate or joint venture includes
the carrying value of any related goodwill.
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