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Presentation of Information

This document comprises the Annual Report and Accounts 2012 for HSBC Bank plc ( the bank ) and its subsidiaries
(together the group ) It contains the Report of the Directors and Financial Statements together with the Independent
Auditor s Report, as required by the UK Companies Act 2006 References to HSBC or the Group within this
document mean HSBC Holdings plc together with its subsidianies

In November 2012 the group sold HSBC Private Bankhing Holdings (Suisse) SA to HSBC Holdings plc with the
exception of HSBC Private Bank (UK) Limited which remains as part of the group The consolidated statement of
comprehensive income has been re-presented to show the discontinued operation separately from continuing operations

Cautionary Statement Regarding Forward-Looking Statements

This Annual Report contains certain forward-looking staternents with respect to the financial condition, results of
operations and business of the group

Statements that are not historscal facts including statements about the group s behefs and expectations are forward-
looking statements Words such as expects anticipates intends . plans  believes “seeks esumates potential
and reasonably possible vanations of these words and similar expressions are intended to dentify forward-looking
statements These statements are based on current plans estimates and projections and therefore undue rehiance should
not be placed on them Forward-looking statements speak only as of the date they are made HSBC Bank plc makes no
commitment to revise or update any forward-looking statements to reflect events or circumstances OCCUrTing or existing
after the date of any forward-looking statement

Forward-looking statements involve inherent risks and uncertainties Readers are cautioned that a number of factors

could cause actual results to differ 1n some tnstances materially from those anticipated or implied 1n any forward-loohing

statement
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Financial Highlhights of the group

For the year (£m)
Profit on ordwnary activittes befare tax'
Total operaiing income

Net operating income before loan impairment charges and oiher credut nsk provisions

Profit attnbutable to shareholders of the parent company

At year-end {£m}

Total equity atirbutable to sharehelders of the parent company
Risk wetghted assets

Loans and advances to customers (net of impairment allowances)
Customer accounts

Capital ratios? (%)
Core Tier 1 ratio
Tier 1 ratio

Total capital ratio

Performance ratios (%6)

Return on average mvesied capital {on underlyng basis)®

Return on average shareholders funds (equity} of the parent company”
Post-tax return on average 1otal assets

Pre-tax return on average risk-weighted assets

Credit coverage ratios (%6)
Loan impairment charges as a percentage of total operating income
Loan tmpawrment charges as a percentage of average gross customer advances

Efficiency and revenue mix ratios (%6)
Cost efficiency ratio®

As a percentage of total operating income
- net wnterest come

- net fee income

- net tradintg income

Financial ratios (26)
Ratio of customer advances to customer accounts
Average total shareholders equity to average total assets

1 Excludes gan on sale of £1 265 million of HSBC Private Banking Holdings (Suisse} 5A to HSBC Holdings ple
2

2012

1,004
15,407
12,488

2,384

31675
193,402
282,685
324,886

114
124
173

62
35
01
05

81
05

820
48

245
119

870
34

2011

31
16 205
14 023

2329

31090
227 679
288 014
346 129

91
100
14 4

47
74
02
15

75
04

66 2

446

241
95

832
33

2010

401t
18 099
15076
2959

31 825
201 720
285218
344123

1035
114
161

605

425
223
117

829
34

The group s capnal ratios have been impacted by the implementation of CRDIII requiremenis (commonly known as Basel 2 5) as of 31

December 2011

3 The return on average invested capial measures the return made m the business enabling management to benchmark the group agamnst
competitors This rano 1s defined as profit attributable to shareholders of the parent company divided by average invested capital Average

mvesied capual 15 measured as average total shareholders equity alter

« deducting the average balance of the group s revaluation surplus refating to property held for own use This reserve was generated wher
determining the deemed carrymng cost of such properties on transiion 10 IFRSs and will run down over time as the properties are sold
o deducting average preference shares and other equity instruments issued by HSBC Bank pic (as defined m Note 37 Called up share

capual and other equitty instruments } and

e deducting average reserves for unrealised gamns/ {losses) on effective cash flow hedges and available-for-sale securities

4 The return on average total sharefiolders equuty is defined as profit attributable (o shareholders of the parent company divided by the

average total shareholders equity

5 The cost efficiency ratio is defined as total operating expenses divided by net operating income before lpan impairment charges and other

credit risk provisions

The financial lughhights are influenced by changes in the group structure over the three years
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Products and Services
ey

Retail Banking and Wealth Management

The group’s Retall Banking and Wealth Management
business takes deposits and provides transactionat banking
services to enable customers to manage their day to day
finances and save for the future

The group selectively offers credst facilities to assist
customers 1n their short or longer-term borrowing
requirements, and provides financial advisory, broking,
insurance and mvestment services to help them manage
and protect their financial futures

The products are designed to meet the needs of
specific customer segments, which may include a range of
different services and delivery channels

Typically, products offered to cusiomers include

= Dabiity-driven services deposits and account
services,

»  asser-driven services credit and lending, both secured
and unsecured, and

s fee-driverr and other services financial advisory,
broking, Iife insurance manufacturing and asset
management

Commercial Banking

The group’s Commercial Banking business 1s segmented
mto Corporate, to serve both corporate and mid-market
comparues with more sophisucated financial needs and
Busmness Banking, to serve small and mediam-sized
enterprises ("SMEs') This allows the group to provide
continuous support to companies as they grow both
domestically and internationally and ensures a clear focus
on mternatonally aspirant customers

The group places particular emphasis on mnternational
connectivity to meet the needs of 1ts business customers
HSBC ammns to be recognised as the leading international
trade and business bank by focussing on faster-growing
markets, repositioning towards international business and
enhancing collaboration across the Group This wall be
underpinned by reducing complexity and operational nisk
and drniving efficiency gains through adopting a globat
operating model

+ HSBC Premier provides preferential banking services
and global recogmttor fo mass affluent customers and
their immedate families with a dedicated relabionship
manager specialist wealth adwice and tailored solutions
Customers can access emergency travel assisiance
priority telephone banking and an online ‘global view of
their Premier accounts around the world

s HSBC Advance provides a range of preferential
products and services to simphfy the banking needs of
customers and to help them manage and plan therr money
to achieve therr financial goals and ambibons

s Wealth solutions and financial planning a
financial planmng process designed around individual
customer needs to help clients to protect, grow and
manage thewr wealth through investment and wealth
msurance products manufactured by in-house partners
{Global Asset Management, Global Markets and HSBC
Insurance) and by selected thard party providers

s Payroll & Employee Packages provides various
products and services for customers who choose to pay
their salanes nto an HSBC account

+ Basic Banking the group increasingly provides
globally standardised but locally delivered reliable easy
to understand, good value bankmg product platforms and
globally set service standards

Customers can 1nteract with the bank through four prmcipal
channels branches self-service terminals (elephone service
centres and digital (internet and mobile)

* Credit and Lending the group offers a broad range of
domestic and cross-border financing including
averdrafts, corporate cards term loans and syndicated
leveraged acquistion and project finance Asset finance
15 also offered 1n selected countnes

+ International trade and receivables finance the
group provides the services and finance its clients need
throughout the trade cycle including letters of credit
collections guaraniees, recervables finance, supply cham
solubons commodity and structured finance and risk
distnbution HSBC 15 supporting the development of
renminbl { RMB ) as a trade currency, with RMB
capabilities 1n more than 50 markets

s Payments and cash management HSBC1sa
leading provider of domestsc and cross-border payments
collections Liquidity management and account services
offering local, regional and global solutions delivered via
e-enabled platforms designed to address the needs of the
group s chents current and future

s Insurance and Investments Commercial Banking
offers business and financial protection, trade insurance
employee benefits, corporate wealth management and a
variety of other commercial nsk insurance products in
selected countries

s Global Banking and Markets Commercial Banking
customers represent a key base for Global Bankng and
Markets products and services mncluding foreign
exchange and interest rate products together with captal
raising on debt and equuity markets and advisory services
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Products and Services (continued)
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Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and 1nstituironal
clients and private investors worldwide Managed as a
global business, Clobal Banking and Markets operates a
fong-term relationship management approach to build a
full understanding of clhients’ financial requirements
Sector-focused chent service teams compnsing
relatonship managers and product specialists develop
financial solutions to meet ndividual chient needs

Global Banking and Markets 1s managed as two
prinaipal business lines Global Markets and Global
Banking This structure allows the group to focus on
relationships and sectors that best fit HSBC's footprint and
facilitates seamless delivery of 1ts products and services to
clients

Global Private Banking

Global Private Banking provides mvestment management
and trustee solutions to lugh net worth tdividuals and
thear famihies Global Private Banking arms to meet the
needs of its chents by providing excellent customer
service, leveraging the HSBC's global footprint and
offering a comprehensive suite of solutions

Drawing on the strength of the HSBC Group and the
most sutable products from the marketplace Global
Private Banking works with 1ts chients to provide solutions
to grow, manage and preserve wealth for today and for the
future

Global Markets operattons consist of treasury and
capital markets services Products inciude foreign
exchange cumency, interest rate bond credit equity
and other derivatives, government and non-
government fixed mcome and money market
mstruments precious metals and exchange-traded
futures equuty services, distnbution of capital markets
mstruments, and securities services including custody
and clearing services and funds administration to both
domestic and cross-border investors

Global Banking offers fimancing advisory and
transaction services Products include

—  Caputal raising advisory services, bilateral and
syndicated lending, leveraged and acqmsition
finance, structured and product finance, lease
finance and non-retal deposit taking,

- International, regional and domestic payments
and cash management services, and trade
services for large corporate clients

Private Banking services comprise multicurrency
and fiduciary deposits account services, and credit
and specialist lending Global Private Banking also
leverages HSBC's universal banking capabilities to
offer products and services such as credit cards
mternet banking, and corporate and investment
banking solutions

Investment Management compnses advisory and
discretionary nvestment services, as well as
brokerage across asset classes This includes a
complete range of investment vehicles portfolio
management, security services and alternatives

Private Trust Solutions comprise trusts and estate
planning, designed to protect wealth and preserve it
for future generations through structures tailored to
meet the individual needs of each client
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Introduction

2012 was once again dominated by the ongoing impact of
the eurozone sovereign debt cnisis Thus together with a
weak UK economy and the return of the eurozone to
recession made for a challenging operating environment
in most European countries A resithent underlying
performance, across all business segments was more than
offset by the cost of UK customer redress provisions and
the adverse movements 1n the fair value of own debt
attnbutable to credit spreads

HSBC s financial strength, premum customer base
and ahhiy to leverage 1ts global network ensured that the
group remained strong and profitable

HSBC Bank plc mamtained 1ts well-funded balance
sheet and strong capital position

Results for 2012

The consolidated profit for the year attributable to the
shareholders of the bank was £2,384 mullion

Intenm drvidends of £200 million (in heu of a final
dividend in respect of the previous financial year), £375
miliion and £2 bilhon were paid on the ordinary share
capital duning the year

A third interim dividend 1n heu of a final dividend of
£1 400 milhion n respeci of 2012 was declared after 31
December 2012, payable on 6 March 2013

Further information about the results 1s given 1n the
consolidated mncome statement on page 95

Principal activities

HSBC's purpose 1s to offer a comprehensive range of
banking and related financial services The group divides
1ts acuvities into four business segments UK Retail
Banking, Continental Europe Retail Banking, Global
Banking and Markets, and Global Private Banking

As at 31 December 2012, the bank had 1,178
branches in the United Kingdom and 13 located m the
Isle of Man and the Channel Islands The bank had
further branches 1n Belgium the Czech Republic, France,
Greece, the Hong Kong Special Administrauve Reglon,
Ireland, Israel, Italy, Netherlands, South Africa, Spamn
and Switzerland

The bank’s subsidianies have banks, branches and
offices in Armenia the Channel Islands, France
Germany, Greece, Hong Kong Special Admimistrative
Region, Ireland Kazakhstan Luxembourg, Malta,
Poland, Russia, South Afnca, Swuzerland and Turkey

HSBC Values and Global Standards

In line with HSBC s ambition to be the world's leading
international bank HSBC aspires to lead the industry n
standards of conduct As internatienal markets become

more nterconnected and complex and as threats to the '
global financial system grow, the group 1s further

strengthening the policies and practices which govern

how and with whom 1t does business

The role of HSBC Values 15 fundamental to the
group's culture m the context of the financial services
sector and the wider economy This 1s particularly
important in the hight of developments and changes in
regulatory policy investor confidence and society s view
of the role of banks HSBC expects 1ts executives and
employees to act with courageous integnty by being

+ dependable and doing the nght thing,
s open to different 1deas and cultures, and

e connected with customers, communities, regulators
and each other

The Group continues 1o enhance 1ts values-led
culture by embedding HSBC Values 1nto how 1t conducts
its business and in the selection, assessment, recognition
and learmng provided to staff

Like any business, HSBC greatly values 1ts
reputation HSBC’s success over the years 1s due in no
small part to 1its reputation for trustworthiness and
integrty HSBC 1s commutted to adopting and enforcing
the h:ghest comphiance standards across the group Doing
this will help HSBC to achieve three key objectives

»  strengthen 1ts capabiliues to combat the ongoing '
threat of financial crime,

s make consistent — and therefore simphify — how high
standards are monitored and enforced, and

s  ensure that the group consistently apphes HSBC
Values so as to serve positively the customers and
societies who entrust their financial needs to HSBC

Under the supervision of a Global Standards Steenng
Commuttee, established by HSBC, the Group are
strengthemng policies 1n a number of important areas
described below

Financial crime filter In 2012 HSBC introduced a sixth
filter aganst which all exasting and prospecuve clients
and busiesses will be screened This filter wall analyse
all new and existing business to himit activity and chent
acquisitron n junsdicuons with a high nsk of financial
crnime It means the group may stop writing business
altogether 1n some junisdictions, and sigmficantly restrict
1ts activities 1n others

Tax transparency The Group is strengthening tts
policies and controls to ensure that HSBC's services are
not used by clients seeking to evade their tax obhgations

Sanctions The Group has expanded 1ts apphication of
financial sanctions to ensure that the most demanding
standards are enforced for all currencies and n all
Jurisdictions Through application of these standards,
HSBC screens chents and all cross-border payments to
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prevent the use of HSBC's banking services for the
benefit of blacklisted countries comparies and
individuals

Customer due dihigence The Group s applying a
globally consistent approach to the knowledge needed to
accept or retain a customer refationship When any
customer or potentual customer 1s considered an
unacceptable reputational nsk - or otherwise does not
meet HSBC's standards - that deterrination wli be
apphed globally

Affiliates’ due diligence HSBC 1s buitding a single
central repository holding all required due diligence
nformation on each of its affiliates in order to facihtate
seamlessly cross-border transactions on behalf of 1ts
clents

Bearer shares Shares not registered o any owner, but
beneficially owned by the person who has physical
possession of the share certificates, carry inherent nsks
relatng to money laundering and tax evasion HSBC has
set out mintmum, highly restrictive standards, applicable
mn all markets, for dealing with customers who utilise
bearer shares

Business segments

solutions to major government, corporate and 1nstitutional
clients and private investors worldwide The business s
managed as two principal business lines Global Banking
and Global Markets Ths structure allows the group to
focus on relationships and sectors that best fit the Group’s
footprint and facilitates seamless delivery of HSBC's
products and services to chents

Global Private Banking

Global Private Banking provides banking, investment and
planming services to lugh net worth chents and therr
families

Strategic direction

The group has four reportable business segments which
reflect the basis on which semor management review
operating activities, allocate capital, and assess
performance

The main business activities of the group’s business
segments are summarnsed below with further details
provided on page 2

UK Retail Banking

Within the UK, the retail banking segment comprises two
Global Businesses, Retail Banking and Wealth
Management and Commercial Banking Retail Banking
and Wealth Management provide a range of services to
UK personal customers through a vanety of distnibution
channels under various brands including HSBC, first
direct, M&S Bank and partnership card™ Commercial
Banking provides a wide range of products and services
to commercial organmsations, from sole proprietors to
quoted companies

Continental Europe Retail Banking

Conunental Europe Retail Banking compnises two Global
Bustnesses Retail Banking and Wealth Management and
Commercial Banking, providing a stmular range of
services as UK Retail Banking to local and expatate
individual customers and internationally minded
compantes The main Continental European Retail
Banking operations are in France, Germany, Turkey and
Malia

Global Banking and Markets

Globa! Banking and Markets provides tailored financial

HSBC's strategic direction 1s aligned to two long-term
trends

Financial flows - the world economy 15 becoming
ever more connected Growth mn world trade and cross-
border capital flows continues to outstrip growth 1n
average gross domestic product Financial flows between
countries and regtons are highly concentrated, and over
the next decade the Group expects 35 markets to generate
90 per cent of world trade growth with a sirmlar degree of
concentration 1n cross-border capital flows

Economic development - HSBC expects economes
currently deemed ‘emerging’ to have increased five-fold
n size by 2050, benefiting from demographics and
urbamsation, by which time they will be larger than the
developed world By then, 1t 1s expected 19 of the 30
largest economies will be markets that are currently
descnibed as emerging

HSBC 15 one of the few truly international banks
The Group's advantages he 1n the extent to which its
network corresponds with markets relevant to
mternational financial flows, 1ts access and exposure to
high growth markets and businesses, and 1ts strong
balance sheet, which helps to generate a resihent stream
of earnings

Based on these long-term trends and 1ts competitive
posiuon the Group strategy has two parts

Network of busmnesses connecting the world - HSBC
1s well positioned to capture the growing international
financial flows The Group's global reach and range of
services puts HSBC in a strong position to serve
corporate clients as they grow from small enterpnses into
large and 1nternational corporates Access io local retail
funding and the Group's suite of international products
allows HSBC to offer distinciive solutions to these
clients

Wealth management and retad with local scale -
social mobility and wealth creation 1n the faster-growing
markets 1n which HSBC 1s positioned will generate
demand for financial services which wili be met through
the Wealth Management and Clobal Private Banking
businesses The Group will enly mvest m retail
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businesses in markets where 1t can achieve critical mass

In Europe the group’s strategy 1s to be the leading
internauonal bank connectung Europe with the rest of the
world and capturing the region’s wealth opportunity The
group will develop a strategy for each of the four Global
Businesses while focusing on increasing capital and cost
efficiency

The primary focus of the group’s capital deployment
will be the UK, one of HSBC's two home markets, and
the prionty growth markets of Germany, France and
Turkey

In addition, the group wall continue to address the
fragmentation of the business by rationalising 1ts portfolio
and exiting underperforming businesses using the six
filters to guide strategic actions In 2012, a sixth filter was
added to the existing five strategic evaluation cntena
used to assess HSBC’s business (international
connectivity, economic development, profitability, cost
efficiency and hquidity)

The results of thuis continuous review determine
whether the group invests 1n, turns around, continues with
or exats businesses The group 1s also focusing on
improving cost efficiency through implementation of
consistent business models, re-engineenng of operational
processes and streamlining IT These sustainable cost
savings are 1ntended to facihtate self-funded growth in
key markets and 1nvestment 1n new products, processes
and technology and provide a buffer against regulatory
and inflationary headwinds

Retail Banking and Wealth Management will focus
on selected markets where the group has scale and growth
opportunities Investment will be focused on the UK,
France, Turkey and Malta, growmng the group’s wealth
management franchise and targeung the mass affluent
market

Commercial Banking will be to drive international
and intra-Group connectivity leveraging the group’s
strong European footprint investment will be focused on
wncreasing the group’s share, both regional and global, of
foreign direct investment and trade-flows The
conunuing investreent in product platforms within the
Payments and Cash Management and Group Trade and
Recervables Finance businesses will further enhance the
group’s international product offenngs and capabilities

Global Banking and Markets will build on 1ts core
strengths, develop new capabilities and leverage
connectivity Through the selective build out from the
hubs 1n London and Pans the group will opumise its
market coverage Selective mnvestments 1n systems, such
as Payments and Cash Management, which wll provide
seamless global liqundity solutrons across Europe and
internationally

Global Private Banking will look to optimise market
coverage, nvest n the core domestic businesses, and

Report of the Directors. Business Review (conunued)

create synergies across Europe for clients 1n developed
and faster growing markets

UK Retail Banking

The UK Retail Banking and Wealth Management
business continues to build its position as a leading
provader of financial services to mass affluent customers
1n the UK through the Premuer and Advance branded
propositions This will be achieved through

+  the delivery of supertor service and 1nvesting 1n
digital capabilities, facilitating investment from
sustainable cost savings,

« continued focus on gh value customer acquusition
and quality mortgage ornigmaton,

s leveraging the Group's global scale and internauonal
capabihities, and

» the further development of wealth management and
mnsurance capabilities, innovating new product
propositions and mcreasing customer penetration

The UK Commercial Banking strategy 15 to be the
leading international trade and business bank, using the
Group's geographical network together with product
expertise i payments, trade recervables finance and
foreign exchange to actively support customers who are
trading and investing across borders Delivery of this
strategy will be achieved through

» focusing on faster-growing markets while connecting
revenue and investment flows with developed
markets,

enhanced collaboration with Global Banking and
Markets providing capital market access and a wider
range of sophisticated nsk management and hgudity
products to the growing md-market Corporates,

e capturing growth n intematonal small and medium-
stzed enterpnses, and

» dnving efficiency gains through adopting a global
operating model that delivers efficiencies by shanng
systems and best practice, including customer
expenence, traiming and product offerings, and
selectively applying a direct banking model

Continental Europe Retail Banking

In Continental Europe 1nvestment 1s being redirected
towards markets with strong group connectivity The key
objective 15 to provide relationship-driven services to
selected 1nternationally minded and emerging market
clients

The Continental Europe Retail Banking and Wealth
Management strategy builds on uts strength i mass
affluent markets by providing relevant efficient and
sustamnable proposttions to Premier and Advance
customers n selected markets across the regron
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In Commercial Banking the strategy 1s to strengthen
HSEBC s position as the leading international trade and
business bank underpinned by focusing on driving
returns across the region, collaborating with Global
Banking and Markets to capture market opportunities and
by driving efficiency gans

Global Banking and Markets

Global Banking and Markets continues to pursue 1ts
well established ‘emerging markets-led and financing-
focused’ strategy, with the objective of being a leading
wholesale bank Thas strategy has evolved 10 include a
greater emphasis on connectivity, leveraging the Group's
extenstve chstnbution network The business focuses on
four strategic imperatives

» remnforce client coverage and client-led solutions for
major government, corporate and institutional
clients,

* continue to nvest selectively i the business to
suppert the delivery of an integrated suite of
products and services,

e enhance collaboration with other global businesses,
particularly Commercial Banking, to approprately
service the needs of the international chent base, and

« focus on business re-engineening to optimise
operational efficiency and reduce costs

Global Private Banking

Clobal Private Banking works with high net worth clients
to manage and preserve their wealth while connecting
them to global opporturties through

+ afocused business model that serves client needs
with an enhanced system platform and 1mproved nisk
and compliance standards,

* close collaboranon with other Global Businesses,
particularly to access Commercial Banking s wealth
creating entrepreneur chent base, and

o focused investment on the most developed and
faster-growing wealth markets where the business
can leverage the Group’s client franchise and 1ts
strong local and international products and services

Key Performance Indicators

The Board of Directors momtors the group's progress
against 1ts strategic objectives on a regular basis Progress
15 assessed by companson with the group strategy,
operating plan targets and histonical performance

Management remains focused on 1mproving the
group’s capital deployment to support the achievement of
its return targets, guided by 1ts six filter analysis Since
2011 the group has announced a number of closures and
disposals as a result of using this analysis and will
continue to evaluate businesses dunng 2013 using this
methodelogy

From time to ime the group reviews 1ts key
performance indicators ("KPIs’} in hght of 1ts strategic
objectives and may adopt new or refined measures to
better align the KPIs to HSBC's strategic objectives

Employee engagement has, i the past been
monitored through annual Globat People Surveys In
2012, quarterty Pulse Surveys were introduced, and the
Global People Surveys scheduled mannually The next
Global People Survey will be in 2013 As the Pulse
Surveys were not designed to report employee
engagement information comparable with that demanded
from the Global People Surveys, this KPI has not been
disclosed 1n 2012

Finanaal KPlIs

2012 2011 2010
% % %
Risk adjusted revenrue growth {(93) (59 76
Cost efficiency 820 662 60 5

Pre-tax return on average nsk-
weighted assets 05 15 20
Core tier 1 capital 114 a1 105

Advances 1o core funding ratio 042 912 957

Risk-adjusted revenue growth 1s measured as the
percentage change 1 reported net operating income after
loan impairment and other credit nsk charges since ast
year The group seeks to dehiver consistent growth 1n risk-
adjusted revenues

Outcome Reported nisk-adjusted revenue decreased
primarily due to the adverse fair value movement on own
debt attnbutable to credit spreads

Cost efficiency 1s measured as total operating expenses
divided by net operating ncome before loan impaiurment
and other credit nsk provisions

Outcome The cost efficiency ratio was outside the
target range principally due to lugher costs, most notably
from customer redress programmes and lower income
from the adverse fair value movements on own debt
attributable to credit spreads

Return on risk-weighted assets 1s measured as pre-tax
profit divided by average risk-weighted assets The group
targets a return 1n the medium term of between 1 8 and

2 0 per cent

Qutcome The return on average risk-weighted assets
was below the target range

Core tier 1 capatal comprises shareholders equity and
related non-controlling 1nterests less regulatory
deductions and adjustments The group seeks to maintain
a strong capital base to support the development of 1ts
business and meet regulatery capital requirements at all
times

Cutcome The increase 1n core tier 1 capital to 11 4
per cent primartly reflected the impact of the disposal of
HSBC Privaie Banking Holdings (Suisse) SA on reducing
both capital deductions and risk-weighted assets
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Advances to core fundimg ratio comprises loans and
advances to customers as a percentage of the total core
customer deposits and term funding with a remaimng
term to maturity in excess of one year The lower the
percentage, the stronger the funding position

Outcome The advances to core funding ratio
remained within approved limits

Brand perception
HSBC momtors the strength of 1ts brand through an index
of brand measures (Brand Health Index), derived through
market research from independent agencies, benchmarked
against competitors

The HSBC brand retained the number one ranking in
the UK and France In Turkey, progress has been made
although the brand heaith index 1s stll below target 1n this
key market

Customer recommendation

In Retail Banking and Wealth Management, customer
satisfaction 1s measured through a third party metnc, the
Customer Recommendation Index ('CRI')

The CRI rematns strong 1n the UK and France

Commercial Banking uses a third party ‘Chent
Engagement’ survey, which was notably ahead of
competition for Corporates in the UK and Germany, in
lhine in France and marginally below in Turkey For
Busimness Banking clients, the CRI was ahead of
competitors 1 the UK and France

Awards
HSBC was recogrused 1n several industry awards
throughout 2012 A small selection of those follows

e ‘Most Innovative Investment Bank of the Year” -
“The Banker” Investment Banking Awards 2012

‘Best Global Emerging Markets Bank™ and ‘Best
Global Emerging Markets Debt House™ -
Euromoney Awards for Excellence 2012

»  ‘Best Overall Trade Finance Bank EMEA’ and Best
Export Finance Arranger EMEA’- Trade Finance
Magazine Awards for Excellence 2012

= 'Best Risk Advisor in Western Europe’ -
Euromoney Awards for Excellence 2012

»  ‘Best Debt House in Turkey' — Euromoney Awards
for Excellence 2012
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e ‘Best Bank Mortgage Provider” - Moneyfacts
Awards 2012

s  Most Trusted Mortgage Provider” - (first direct)
Moneywise Customer Service Awards 2012

» ‘Best Service from a Business Bank™ - Bustness
Moneyfacts Awards 2012

s 'Best Bank for FX for Corporates’ - FX Week
. Bank of the Year' - Financial Times The Banker

(HSBC Malta)

Economy

The UK economy remained weak 1n 2012, with hitile
growth 1n underlying activity Prelimnary data showed
that the level of real Gross Domestic Product contracted
by 0 3 per cent 1n the fourth quarter, as econormc activity
fell back after a boost related to the Olympic Games
Despite the lacklustre economy, the labour market
rematned fairly resilient, with the unemployment rate
the three months to November falling to 7 8 per cent from
8 4 per cent 1n the same period in 2011 In response to the
stagnating econory, the Bank of England ('BoE")
increased the size of its Asset Purchase Facihty to £375bn
and launched a new scheme, called Funding for Lending,
aimed at increasing the supply of credit Although the
Consumer Prices Index inflation fell dunng the first half
of the year it remained above the BoE's 2 per cent target
In the fourth quarter, 1t returned to 2 7 per cent, partly due
to an increase 1 urversity tuition fees

The eurozone returned to recession in 2012 The
imtal resihience in France and Germany was more than
offset by deepening contractions 1n the peniphery, where
domestic demand was dragged down by austenty and
private sector deleveraging Inflation slowed from 2 7 per
cent at the end of 2011 to 2 2 per cent 1n 2012 The
European Central Bank (‘"ECB’} cut the refi rate by 0 25
per cent to 0 75 per cent 1n July The sovereign crisis
heightened in the first half of 2012 but the beginmngs of
a roadmap for future integration of the economic and
monetary umon, additional support for Greece and, most
importantly, the ECB’s commitment to saving the euro
through 1ts Outnght Monetary Transactions bond-buying
programme succeeded 1n lowenng penpheral govermnment
bond spreads to their lowest level since March 2012
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Financial summary

Summary consohdated income statement

Net interest income

Net fee mcome

Trading ncome

Net income from financial instruments destgnated at faur value
Gains less losses from financial investments

Net earned surance premiums

Other operating ncome

Total operating income

Net 1nsurance claims incurred and movement in liabilines to policyholders
Net operating income before impawments and provisions
Loan wmpairment charges and other credit rsk provisions

Net operating wcome
Total operating expenses’'

Operating profit
Share of profit i associates and joint ventures

Profit before tax

Tax credit/(expense)

Profit for the year before discontinued operations
Gain on sale of discontinued operations’

Profit for the year

Profit agtnbutable to shareholders of the parent company
Profit attribuiable io non-controlling tnterests

2012 2011 2010

£m Im fm
6,904 7223 7 694
3,781 3900 4040
1,834 1536 2117
118 433 276
336 292 537
2,286 2 580 2635
148 241 300
15,407 16 205 18 099
(2,919) (2 182) (3023
12,488 14 023 15076
(1,245) (1623) {1951)
11,243 12 400 13125
(10,236) (9 288) 9 119)
1,007 3112 4 006
(3} 1) 5
1,004 3111 4011
156 {734) {996)
1,160 2377 3015
1,265 - -
2,425 2377 3,015
2,384 2329 2959
41 48 56

1 Total operating expenses wnclude £1 379 muthon of provisions relating to customer redress programmes m 2012 compared to £507 million w1 2011 other
provisions mcluding £84 nullion lor vacant space and unpairment on associated assets operational losses of £65 nulhion resulung from closed account
balances of dissoived compames restructuriag cests of £193 million 1 2012 compared te £237 million 11 2611 and an accounting garn i the UK of £360
mitlion resulting from legislative change i the mflation measure vsed to caleuiate the indexanon of certan pension frabiies i May 2011

2 On the sale of HSBC Private Banking Holdings {Swisse} SA the associated foreign exchange 1evaluaton reserve of £1 258 million was recycled through the

wicome statement (ogéther with a gam on disposal of £7 million

Review of business performance

2012 compared with 2011

HSBC Bank plc and 1ts subsidiary undertakings reported
profit before tax of £1,004 mullion, 68 per cent lower than
2011 This was primanly due to adverse fair value
movements on own debt attributable to credit spreads of
£1,055 mulhon, compared with favourable movements of
£832 mullion in 2011 and provisions for UK customer
redress programmes of £1,379 million, which compared
with £507 mllionn 2011 This was partly offset by
favourable Global Banking and Markets revenues,
notably 1n the Rates and Credit businesses as spreads on
eurozone bonds tightened and mvestor sentiment
mproved Impairment charges also fell due to lower
credit nisk provisions in Glebal Banking and Markets
notably 1n the legacy credit portfoho, and smproved
delinquency rates in UK Retail due to the continued
mmprovement 1n the quality of these portfolios with a
mgher proportton of secured lending

Excluding the fair value movement on own debt and
customer redress provisions profit before tax was 23 per
cent lngher than 1n 2011

Duning the year, the group continued to make
progress in reshaping the business 1n Europe The

disposal of non-core businesses has simplified the
European portfolio, allowing the group to concentrate
resources on businesses where sustainable profits and
growth can be delivered and risks managed effectively
During 2012, business exits from Hungary, Georgia,
Slovakia, Retail Banking and Wealth Management n
Russia and Poland, and the disposals of Property Vision
m the UK, insurance and reinsurance businesses m
Ireland, and the retail equities brokerage 1n Greece were
completed

In November 2012, m Iine with HSBC's strategy,
which includes simphfying the management of the
Group, the legal ownershup of HSBC Private Banking
Holdings (Swisse) SA, the principal holding company for
the Group’s Global Private Banking entities, was
transferred to HSBC Holdings plc The ownership of
HSBC Private Bank (UK) Limited and a hmited number
of other private banking businesses remam with HSBC
Bank plc

Progress continues to be made 1n aligning the
businesses in country to thesr respective global business
operating models This 1s planned to reduce complexity
and lower costs 1n a sustamnable way Total restructunng
costs of £193 mullion were incurred as a result of
orgamsauonal effectiveness and other imuatives which
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delivered sustainable cost savings of approximately £451
milhion

Retail Banking and Wealih Management continued
to make progress in delivering agamst strategy In the
UK, there was growth 1n mortgage balances resulung
from the success of compeutive offers and marketing
campaigns Changes were made to the structure of the
UK wealth management business and 1ts products were
enhanced to meet new regulatory requirements The
expanston of the business coniinued in Turkey, notably in
personal lending and cards, while in France there was
strong growth 1n both mertgage and deposit balances

Commereial Banking continued to mvest 1 the UK,
increasing the number of International Relationship
Managers and launching an International Small and
Medum Enterprise ('SME’) Fund to support UK
busmnesses that trade or aspire to trade, 1nternationally
Dedicated ‘China Desks’, which aim to provide local
support to Chinese compames as they lock to expand
therr international businesses, were established in the UK,
France and Germany Growth in Payments and Cash
Management revenues reflected higher transaction
volumes from new mandates and investments in new
products In hine with the strategy, the Business Banking
segment continued 1ts focus of attracting and servicing
international SMEs In the UK sales of 1nterest rate
protection products to customers 1n the Business Banking
segment were withdrawn

Global Banking and Markets continued to develop
cross-product capabihities 1n the growng renminb:
market In the first half of 2012, the group 1ssued the first
international renmminbi bond outside of Mainland China
and Hong Kong Since then a number of significant
transactions supported by collaboration with other
regronal teams has reinforced HSBC's position as the
leading house for mnternational renminbi 1ssuance In the
Foreign Exchange business, the focus remained on
enhancing product offenngs n e-FX platforms to a
broader chient base In Payments and Cash Management,
the business won a number of mandates and rmplemented
the Global Liqurdity Solutions proposition to provide
advanced Liquidity management functionality for chents
Global Banking and Markets centinues to actively
manage down the legacy credit exposures using a clear
economc framework for making disposal decisions

In 2012 Global Private Banking repositioned 1ts
business model and target chent base to focus on selected
priority markets Building on existing product sirengths
and leveraging Group capabiliies the business will focus
on meeting the needs of hgher net worth international
and domesnc customers This will provide chents with
globally consistent products and services while improving
co-ordinauon of marketing and servicing activity

The following 1tems are significant tn a comparison
0f 2012°s resulis 10 2011

e provisions of £1,379 mulhon m 2012 and £507
million 1n 2011 1In 2012, this included £938 milhion
estimated redress for the possible mus-selling of PPI
polices and £375 milhion m relation to the possible
mus-selling of interest rate protection products of
which £168 million relates to the esumated redress
payable to customers,

+ other provisions including £84 million for vacant
space and impairment on associated assets,

s operational losses of £65 mllion resulting from
closed account balances of dissolved companes,

e operaung expenses of £193 muliion in 2012 1n
relaton to restructuring, compared to £237 milhion m
2011, and

= anaccountung gan of £360 milhion resulung from
legslatve change in the inflation measure used to
calculate the defined benefit obhgation 1n the UK for
deferred pensions recogmsed 1n 2011

Ner interest mncome decreased by £319 mthon or 4
per cent Balance Sheet Management revenues dechined
as yteld curves continued to flatten and 1nterest rates
remained low The redeployment of Liguidity from
disposals of available-for-sale debt securines 1o refatively
lower yielding central bank placements also contributed
to the decline

In UK Retail nel mterest income was hgher
pnmanly due to the strong growth 1n average residennial
mortgage balances and improved margins This was
partally offset by ongoing deposit spread compression
reflecting the low interest rate environment and strong
competitton

Net interest mcome declined 1n France due to lower
deposit spreads This was partly offset by an increase in
Turkey due 1o growth in average personal lending and
credut card balances due to business expansion and
improved lending margins in Commercial Banking

Net interest income decreased 1in Global Private
Banking reflectng the impact of the incluston of only 10
months n 2012, following the transfer of the majority of
the segment to HSBC Holdings plc, compared to a full
year in 2011 The redeployment of hiquidity from higher
yielding debt secunities which had matured 1o relatvely
lower yielding securities also contnbuted to the decline,
as the business selectively managed exposures to
eurozone sovereign debt

Net fee income declined by £119 mulhon or 3 per
cent matnly due 1o a fall in brokerage fees in Global
Private Banking following the wransfer of the majonty of
the business segment to HSBC Holdings plc at the
beginning of November 2012 In UK Retail, new
mandates earmned in Payments and Cash Management and
higher transaction volumes tn Global Trade and
Receivables Finance resulted i ngher levels of net fee
mcome Higher net fees income n Continental Europe
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Retail reflected lower levels of insurance fees payable
and increased levels of cards fees income in Turkey The
growth 1n Global Banking & Markets fees reflected
increased chrent demand for debt capital financing

Trading income increased by £298 million or 19 per
cent primanly due to sigmficantly hugher Rates and
Credit revenues as spreads tightened and 1nvestor
senument improved following stimuli by central banks
This was despite significant adverse fair value
movements 1n Rates, including a charge from own credit
spreads on structured hiabilities as spreads tightened
which compared with a gain reported 1n 2011 1In
addition, there was a net charge of £196 mullion as the
result of a change in estimation methodology 1n respect of
credit valuation adjustments on denvative assets and
debit valuation adjustments on denvative habiliues
Foreign Exchange income was also stronger as a result of
robust client flows

Foreign exchange losses were reported on trading
assets held as economic hedges of foreign currency debt
designated at fair value, which are offset \n ‘Net income
from financial instruments designated at fair value

Net wincome from financial instruments designated at
fair vaiue decreased by £315 mulhon or 73 per cent in
2012 Excluding the adverse fair value movements due to
the change 1n credit spreads on own debt held at fair
value, net income from financial instruments designated
at fair value was £ 1,173 malhon 1n 2012 compared with a
net expense of £399 rmilion 1n 2011 Ths reflected
favourable foreign exchange movements on foreign
currency debt designated at fair value 1ssued as part of the
bank s overall funding strategy, with an offset reported in

Trading income’ In addition, net investment gains were
recogmised on the fair value of assets held to meet
hiabihties under insurance and 1nvestment contracis as
market conditions improved, compared with net
mvestment losses i 2011 The corresponding movement
n habthnes to customers 15 recorded under Vet
msurance claims meurred and movement in lrabilities to
policyholders " to the extent that these investment gains or
losses were attributed to pohcyhelders holding umt-
lLinked insurance policies and insurance or mvestment
contracts with Discretionary Parucipation Features
('DFF’)

Garns less losses from financial investments were
£44 million or 15 per cent hagher than in 2011 mainly
from ligher gains on the disposal of available-for-sale
debt secunities as part of portfolio management activities
This was partly offset by losses on the disposal of legacy
assets in Global Banking and Markets in the UK

Net earned insurance premiums decreased by £294
mulhion or 11 per cent mainly due to lower life insurance
sales 1n Retall Banking and Wealth Management in
France as a result of the adverse economic envirenment
and ncreased compettion from other banking products

n
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The disposal of the insurance and reinsurance businesses
in Ireland 1n 2012 also contnbuted to the dechine

Orther operating mcome decieased by £93 milhon or
39 per cent This tncluded losses on the sale of certan
syndicated loans in Global Banking and Markets 1n the
UK

Net insurance claims incurred and movement 1n
habilities to policyholders \increased by £737 million
driven by gains on the fair value of assets held to support
policyholder contracts, with a corresponding 1ncrease 1n

Net income from financial assets designated at fair
value This was partly offset by lower reserves
established for new business reflecting the decline in
premiums i France, together with the run down and
subsequent disposal of the insurance and reinsurance
businesses in Ireland 1n 2012

Loan impairment charges and other credit risk
provisions decreased by £378 million or 23 per cent
Global Banking and Markets reported lower credit nsk
provisions on available-for-sale asse(-backed secunties
driven by an improvement in underlying asset prices, as
well as lower charges on Greek sovereign debt In
addstion, there was a reduction in loan impairment
charges in UK Retail Banking as the business continued
to 1dennfy and momtor customers facing financial
hardship and focused personal lending growth on higher
quality assets This reduction was partly offset by a
number of specific impairments in Commercial Banking
The increase 1n Continental Europe Retail impairment
charges was dniven by growth i the card and personal
lending portfohos in Turkey and mgher impairment
charges agamst the commercial banking portfoltos 1n
Creece, Spain and Turkey The lower impairment charge
in Group Private Banking reflected the non-recurrence of
provisions against Greek debt secunities 1in 2011

Total operating expenses mcreased by £948 milhion
or 10 per cent This included additional provisions of
£1 379 mullion 1 2012 1n respeci of customer redress
provistons primartly in the UK compared with a charge
of £507 mullion in 2011 These provisions included £938
milion for the possible mus-selling of Payment Protection
Insurance ('PPI'} policies and £375 milhion 1n relation to
the possible mis-selling of interest rate products 1n
previous years, of which  £168 mlhion relates to the
estimated redress to be paid to customers

Costs also rose due to the non-recurrence of a credt
of £360 million following a change 1n the inflation
measure used to calculate the defined benefit obligation
in the UK for deferred pensions Restructunng costs of
£193 mathon were £44 million lower than in 2011, as the
review imuated in 2011 1o 1mprove cost efficiency
conunued to be implemented and the group completed
disposals and exits across Europe

Excluding these wtems, costs fell during 2012 Strict
cost control and the conunued delivery of organisational
effectiveness programmes resulted 1n sustamable cost
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savings of approximately £451 milhon The number of
employees (expressed mn FTEs) at the end of the 2012
was 7 per cent lower than at the end of 2011 This
reflected the planned net reduction of staff numbers
across the group from orgamsational effect:veness
imbanves and business disposals

The savings obtained through the orgamisational
effectiveness programmes and business disposals enabled
the group to invest 1n strategic imuatives including
certain business expansion projects and enhance
processes and technology capabilities

Given the UK statutory tax rate of 24 5 per cent, the
effective tax rate ( ETR’) for HSBC Bank plc would be
expected to be at or around this level In 2012 the ETR
would have been approximately 23 3 per cent except for
the impact of specific non-recurring items Adjustments
1n respect to prior years and non-taxable income on the
sale of HSBC Private Banking Holdings (Suisse) SA
reduced the 2012 ETR by 16 1 per cent and 14 1 per cent
respectively The adjustment 1n respect of prior years
ncludes items on which HSBC Holdings plc has agreed
to assume the bank's habihity as part of a settlement with
the UK tax authorities and a tax recovery 1n respect of
European dividends following a recent favourable ruling
by the European Court of Justice The amount of foreagn
exchange revaluation reserve recycled through the
Income Statement, following the sale of HSBC Private
Banking Holdings (Swisse} SA, of £1,258 milion which
15 not taxable also reduced ETR As a result of these one-
off items the ETR for the year was a credit of 6 9 per
cent

2011 compared with 2010

Net interest mcome decreased by £471 mullion or 6
per cent reflecung the decline 1n Balance Sheet
Management revenues as higher yielding positions
matured and opportumues for remnvestment were hmited
by the prevailing low interest rate environment This was
n addition to a fall in Credit and Lending revenues as a
result of lower lending balances Revenues from the
group’s legacy credit portfoho also declined due to a
reduction 1n effective yields and lower holdings The
above factors were partly offset by increased spreads on
term lending and personal lending 1n the UK, along with
a growth in term balances across the region and
mortgages in the UK

Net fee mcome decreased by £140 mullion or 3 per
cent as income from management services generated
from investment conduits was lower, together with higher
intercompany fees payable on intra-group referrals This
was partly offset by higher levels of client activity and
growth 1n assets under management in Group Private
Banking

Tradmg income decreased by £581 million or 27 per
cent primanly due to sigmficantly lower secondary
trading revenues in Rates and Credit as turmail in
eurpzone sovereign debt markets escalated particularly in
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the second half of 2011, resulting 1n trading losses as
wncreased nsk aversion and hmited client activity let to a
sigmficant widemng of credut spreads on certain
sovereign and corporate bonds In addition, a sharp
reduction 1n revenues from the group’s legacy credt
portfolio reflected the non-recurrence of the prior year
price appreciahion and lower asset holdings

Lower favourable foreign exchange movemenis were
reported on trading assets held as economic hedges of
foreign currency debt designated at fair value These
offset lower adverse movements on foreign currency debt
which 15 reported in * Net expense from financial
wstruments designated at fair value

Trading income from structured liabihities included
favourable fair value movements 1n 2011 as credut
spreads widened compared with adverse fair value
movements i 2010 In the Equities business, revenues
rose as investment 1n platforms improved the group's
competitive positioning and helped capture increased
chent flows This was coupled with lower losses on
portfolio hedges 1n Global Banking compared with the
prior year

Net income from financial instruments designated at
fair value increased by £157 million 1n 2011, as the
change in own credit spread on long term debt resulted 1n
gans of £832 mullron 1n 2011 compared with losses of
£122 mullion 1n 2010 In addition, there were favourable
foreign exchange movements on fereign currency debt
designated at fair value 1ssued as part of the overall
funding strategy with an offset reported in * Trading
wicome

These gains were partly offset by losses on the fair
value of assets held to meet hiabilities under insurance
and investment contracts as equity markets fell, notably
n the second half of 2011, compared with gains reported
1 2010 To the extent that these losses accrued to
pohicyhalders holding unx-hnked 1nsurance policies and
Imsurance or investment contracts with Discretionary
Participation Features ('DPF’) there was a corresponding
decrease in Net insurance claims incurred and movement
i habilities to policyholders’

Garns less losses from financial investments were
£292 million compared to £537 mithion in 2010, as a
deterioration 1n market confidence resulted 1n fewer
disposal opportumties and lower gains from the disposal
of pnivate equity investments Thus was partly offset by
gains on certain secuntised debt portfohos in 2011

Net earned insurance premiums decreased by £55
mullion or 2 per cent driven by the non-renewal and
transfer 1o third parties of certain contracts n the group s
Irish reinsurance business, and the run-off and sale of the
legacy motor business in the UK This was partly
countered by increased revenues from targeted sales
campaigns 1n Retall Banking and Wealth Management,
notably for investment contracts with Discrenonary
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Parucipation Features ( DPF ) in France and unit-hnked
products m the UK

Other operating income decreased by £559 million
marnly due to the disposal of Rail Finance busimess and
the £125 mllion gain on the sale and leaseback of the
group's Paris headquarters both in 2010 A net decrease
1n the present value of in-force { PVIF') long-term
msurance business reflected the impact from expenence
and assumption updates This was partially offset by a
one-off gain recogmsed upon the refinement of the
calculation of the PVIF asset and strong sales of
insurance products notably in France

Net insurance claims mcurred and movement in
lhatnhties to policyholders decreased by £841 mullien in
2011 Investment losses, which contrasted with
wvestment gains n 2010, led to a lower increase 1n
the movement 1n habihties to policyholders Further the
non-renewal and transfer to third parties of certan
contracts 1n the Inish remnsurance business and the sale of
the legacy motor book in the UK also resulted in a
decrease 1n net insurance claims incurred and movement
1n liabiities to policyholders Partly offseiting this were
reserves established for new business wntten, consistent
with the increase in net earned mnsurance premiums

Loan unpairment cha: ges and other credit risk
provisions decreased by £328 milhion or 17 per cent
Loan umpairment charges 1n UK Retail were sigmificantty
lower than in 2010 driven by improved delinquencies
across both the secured and unsecured lending portfohios
due to improved collections and the low interest
environment In Continental Europe Retail rmpairments
ncreased slightly, with a provision on the mnsurance
assets portfoho due to the depressed financial markets
and higher provisions on a small number of Commercial
Banlung exposures in Greece Global Banking and
Markets recorded a charge of £90 million on available-
for-sale Greek sovereign debt now judged to be impaired,
however this was partly offset by lower charges on asset-
backed securities as the 1mpact of losses in the underlyng
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collateral pools generated lower charges on asset-backed
securiies In addwion, impairments of £55 milhion were
included i Global Private Banking in relation to specific
charges in the UK and Channel Islands, as well as a
provision on Greek available-for-sale debt securities

Total operating expenses increased by £169 milhon
or 2 per cent This included provisions of £507 milion
relaung to UK customer redress programmes, including a
charge 1n respect of the possible mis-selhng of Payment
Protection Insurance (PPI) in previous years, and
restructuning provisions across the region of £237
mulion This was partly offset by a credut of £360 milhon
resulting from a legislative change 1n the inflation
measure used to calculate the defined benefit obhigation
n the UK for deferred pensions 2010 included one-off
payroll and bonus taxes of £218 milhion in the UK and
France Operating expenses also rose due to investment 1n
strategrc imtiatives including the development of Prime
Services and equity market capabilities and the expansion
of the Rales and Foreign Exchange e-commerce
platforms In addition, the strengthemng of the Swiss
franc, which accounts for a sigmficant proportion of the
Group Private Banking cost base also led to a nse in
expenses Global Banking and Markets continued to
mvest 1 strategic imtiatives ncleding the development of
Prime Services and equity market capabilities and the
expansion of the Rates and Foreign Exchange e-
commerce platforms Performance-related awards,
however, were substantially tower than in the pnor year,
reflecting the decline 1n net operaung mcome although
thus was mostly offset by higher amortisation charges for
previous years' performance shares and accelerated
expense recogmticn for current year deferred bonus
awards

The effective tax rate was 23 6 per cent (2010 24 8
per cent) This 1s lower than the UK statutery tax rate of
26 5 per cent (2010 28 per cent) The main driver of the
lower effective tax rate 15 the effect of non-taxable
ncome
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Review of business position

Summary consohdated balance sheet'

2012 2011 2010
fm £m m
Total assets 815,481 827970 798 494
Cash and balanices at central banks 51,613 56,460 24 495
Trading assets 161,516 126,598 159 552
Financial assets designated at fair value 15,387 15332 15 467
Derivauve assets 177,808 176 993 129 158
Loans and advances to banks 32,286 44 603 57 027
Loans and advances to cuslomers 282,685 288014 285,218
Financial investments 71,265 93112 102 086
QOther 22,921 26 858 25491
Total habilsties 783,281 796 366 766 137
Deposits by banks 39,571 41032 48 287
Customer accounts 324,886 346 129 344123
Trading habihties 122,896 119211 132 360
Financial habihities designated at fair value 32,918 31992 27935
Denvative hiamhues 181,095 178,121 129 204
Debt secunties 1n 1ssue 40,358 42688 48119
Liabilines under msurance contracts 1ssued 17,913 16 347 17116
Qiher 231,644 20,846 18 993
Total equity 32,200 31,604 32 357
Total shareholders equuy 31,675 31090 31825
Non-conirolling wnterests 525 514 532
Summary of key balances on a continung operations basis’
2012 2011 2010
im fm im
Total assets 815,481 780 598 752 863
Of which
Cash and balances at central banks 51,613 50023 24071
Loans and advances to customers 282,685 273271 271532
Financial investments 71,265 75421 77 374
Total habilities 783,281 756 081 727,871
Of which
Customer accountls [ 324,886 |[ 296900 [ 296,759 |
! Reported balances as at 31 December
2 Excludes the HSBC Private Banking Holdings (Suisse] SA key balances from the 2011 and 2010 comparatives
Movements in 2012 Assets
Total reported assets were £815 billion, 2 per cent lower Cash and balances at central banks rose by 3 per cent
than at 31 December 2011 as a greater portion of the surplus hquidity was placed with

central banks reflecung both the group s conservauve nsk

Excluding the effect of the transfer of HSBC profile and growth 1n customer deposits

Private Banking Holdings (Suisse) SA to HSBC
Holdings ple total assets increased by 4 per cent Trading assets ncreased by 28 per cent At the end of
2011, as eurozone debt concerns domnated the global

economy, the group reduced 1ts heldings of debt and equity
securies and did not replace matunuies i the reverse repo
book In 2012 client activazy increased from these subdued

The following commentanes are after adjusting for
the impact of the transfer of HSBC Private Banking
Holdings (Swisse} SA

The group maintaned a strong and hquwd balance levels and resulted 1n a nise 1n reverse repo and securities
sheet with the ratio of customer advances to customer borrowing balances, together with bagher holdings of
accounus at 87 0 per cent (2011 83 2 per cent) equity secunuies

The group's reported core tier 1 ratio stood at 11 4 Fancial assets designaied at fair value were in hne
per cent (2011 9 1 per cent) with 2011
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Denivative assets were broadly in hine with
December 2011 levels The downward movements in
yield curves of major currencies led to a nse in the fair
value of interest rate contracts This was offset by a
decline 1n the fair value of credit denvative contracts as
spreads ughtened, and reduced fair values of foreign
exchange denvatives

Loans and advances to banks declined by 21 per
cent dnven by a reduction 1n reverse repo balances in
Europe

Loans and advances to customers increased by 3
per cent Residennal mortgage balances continued to
grow strongly, reflecting the success of marketing
campatgns and competitive pricing in the UK In
addition, an increase in lending to corporate customers,
the result of demand for credit from SMEs 1n the UK
and higher levels of corporate overdraft balances which
did not meet netting critena aiso contnbuted to the in
the UK Lending to Global Banking and Markets
customers declined as a result of the disposal of
selected positions as exposure to certain sectors was
reduced, together with a small number of large
repayments Reverse repos balances also declined

Fmancial investments declined by 6 per cent as
part of the group’s redeployment of hquidity ansing
following the strategic disposal of government debt
securies

Liabilities

Deposits by banks declined by 135 per cent due to
lower placements by and repo activity with, other
financial mstitutions

Customer accounts rose by 9 per cent  Thys was
driven by higher Payments and Cash Management
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balances and a nise 1n deposits n the UK reflecting the
success of deposit gathening campaigns The 1ncrease n
current accounts, 1n the UK, was also attributable to the nise
n overdrafts which did not meet netung cntena, with a
corresponding nse reported in loans and advances Lo
customers

Trading liabilities grew by 3 per cent, largely due to a
decrease 1n the number of repos that were eligible for
netung

Derivative habilities increased by 2 per cent The
dertvative businesses are managed within market risk limits
and as a consequence, the increase in the value of
*Derwvative iabifities broadly matched that of ‘Derrvanve
assets

Debt securrtres in 1ssue fell by 12 per cent as maturing
bonds and certificates of deposit were not replaced This
was compounded by paydowns of commercial paper dunng
the penod

Liabiliies under wnsurance contracts ncreased by 10
per cent The increase was driven mainly by reserves
established for new business premums wrntten 1n France,
together with an increase in equity markets, which resulted
1 an wncrease 10 the fair value of assets held to support
unit-linked and investment and insurance contracts with
DPF

Equuty

Total shareholders’ equity rose by 2 per cent, maimnly
due to the favourable movement on the available-for-sale
reserve from a negative balance of £2 020 nullion at 31
December 2011 to a negative balance of £266 milhon at 31
December 2012 reflecting an improvement 1n the fasr
value of these assets
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Performance and Business Review

Profit on ordinary activities before tax

UK Retail Banking

Conunental Europe Retail Banking
Global Banking and Markels
Pnvaie Banking
Other/Inersegment'

HSBC Bank plc and 1its subsidiary undenakings reported
a profit before tax of £1,004 mullhien, £2,107 million or 68
per cent lower than 2011

Global Banking and Markets reported a £736 mullion
increase n profit before tax compared to 2011, along with
higher profit in Continental Europe Retail Banking UK
Retail Banking and Global Private Banking both recorded
lower levels of profit than 2011

The econorme environment 1n the UK and across the
eurozone continued to be challenging during the year,
however the group continued to support s personal and
commerctal customers manage their financial challenges
and plan for the future

UK Retail Banking

2012 2011 2010
£m im im
Net mterest income 3.7138 3602 3536
Net fee tncome 1,789 1776 1 866
Trading income 87 54 10
Other income 100 194 255
Net operating income before
impairments and
provisions 5,714 5626 5667
Loan impairment charges
and other credit nsk
ProvisIons (651) (796) (1221)
Net operating mcome 5,063 4830 4 446
Total operating expenses (42600 {(3282) (3128)
Operating profit 803 1548 1318
Share of profit 1n associates
and jomnt ventures 3 (1) 3
Profit before tax 806 1 547 1321

2012 compared with 2011

UK Retail Banking reported a profit before tax of £806
mullion 48 per cent lower than 2011 This was primanly
due to an increase in provisions recognised 1n respect of
customer remedhation programmes partially offset by
lower loan impairment charges and growth i net interest
income

For UK Retail Banking, the following nems are
sigruficant in a comparison of 2012°s results against
2011

6

2012 2011 2010
£m fm im :
Reported Reported Reported }
806 1547 1321 |
376 314 374 \
642 (94) 1816 1
480 528 616
{1,300) 816 (116}
1,004 3111 4011

e provisions of £1,144 milhon m 2012 and £507
mllion i 2011 In 2012 this included £938 million
estimated redress for the possible rmis-selling of PPI !
pahcies and £168 milhion n relauon to the possible '
nus-selling of mnterest rate protection products of
which £74 million relates to the estumated redress
payable to customers,

»  operational losses of £65 milhon resulting from
closed account balances of disselved companies

» restructuring costs of £51 million in 2012 and £43
muthon n 2011 resulting from business
transformation imtiatives, and

e anaccountng gam of £292 mullion resulting from
legisiauve change in the inflanon measure used to
calculate the defined benefit obhgation in the UK for
deferred pensions recogmsed 1n 2011

Excluding the items above, UK Retail Banking profit
before tax was £2,066 nuilion, 14 per cent hugher than
2011

|

In Retall Banking and Wealth Management, progress ;
continued on delivering the strategy of building long-term ‘
sustainable relationships with target customers with 1
particular focus on mortgage lending and wealth ‘
management The share of new UK mortgage lending in
2012 was 12 per cent which was higher than the 10 per
cent share of new lending in the pnior year, while
maintaining a loan-to-value ratio of 52 per cent New
mortgage lending of £19 3 bilhon was approved during
2012, compared to the group’s ongnal lending
commtment of £15 billion, with £5 billion approved for
first ime buyers

During the year, the group’s Wealth Management
products and services were re-designed tn accordance
with the changes i regulanion ansing from the Financial
Services Authonty’s Retail Distibution Review which
were intiroduced on 1 January 2013 The business
conuinues (o offer a competitive fee-based financial
advice service te Premier customers

Commercial Banking continued to implement the
strategy to become the leading internauional rade and
business bank [n 2012 the business launched an
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International Small and Medium Enterpnse ( SME )
Fund to support UK businesses that trade, or aspire to
trade nternationally By the end of 2012, the lending
through the fund totalled £5 1 billion, exceeding the
original target of £4 billion Total gross new lending to
SMEs 1n the UK rose by 3 per cent to £12 3 bilhon, and
over 80 per cent of small business lending apphcations
received during the year were approved Revenue from
international customers increased and the focus on this
client base, together with targeted growth imifiatives such
as deposit acquisition and regional pricing strategies, led
te a nse i Payments and Cash Management and Global
Trade and Receivable Finance mcome

Financial performance

Net nterest income increased by £136 mithon or 4
per cent primarily due to strong growth 1n average
residential mortgage balances and improved margins in
Retail Banking and Wealth Management, along with
growth 1 average customer account and average lending
balances m Commercial Banking This was partially
offset by ongoing deposit spread compression reflecting
both the low wnterest rate environment and strong
competition for deposits

Net fee income was broadly 1n ine with 2011

Tradmng income increased by £33 million, as a result
of bringing the provision of travel money services 1n-
house during 2011

Other mcome decreased by £34 mullion or 48 per
cent pnmartly within Wealth Management due to the
impact of the one-off gain ansing from the change 1n
methodology used 1n the recognition of insurance
revenues i 2011 and the 1mpact of lower levels of wealth
mnsurance products sold in 2012 Wealth revenues were
tmpacted by structural changes made to the business in
anttcipation of the changes 1n regulation ansing from the
Retail Distnbution Review

Loan impairment charges and other credit risk
provisions decreased by £145 million or 18 per cent In
Retail Banking and Wealth Management loan
impairment charges decreased by £184 million or 54 per
cent due to lower levels of dehnquency across both the
secured and unsecured portfolios resulting from the
continued focus on improving collections and the high
quality of new business booked over the last four years
In Commercial Banking, loan impairment charges
increased by £39 milhion due to customer specific
imparments spread across a number of industry sectors
Given the weakened financial state of some commercial
and personal customers, a continuation 1n the positive
wnpairment trend remains sensttive to general economic
activity

Total operaning expenses increased by £378 million
or 30 per cent Excluding the customer redress provisions
of £1,144 mithon 1n 2012 compared with £507 million m
2011, operational losses of £65 mullion resulting from
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closed account balances of dissolved compamnes,
restructuring costs and the £292 milhon accounting gaim
ansing from changes m indexation of certatn pension
lLialnhities recogmsed n 2011, operating expenses were
£24 million or 1 per cent lower than the pnor year Cost
reductions were delivered through sustammable cost
savings and the re-engineenng of business processes that
commenced mn 2011

2011 compared with 2010
Overview

The challenging economic envaronment continued to
umpact the UK and eurozone economies The
diversification of the group enabled 1t to contimue to
support 1ts personal and commercial customers, resulting
it a resilient financial performance

UK Retail Banking reported a profit before tax of
£1,547 mullion compared with £1,321 rmlhion 1n 2010, an
increase of 17 per cent This was pnmartly due to
sigmficantly lower loan impairment charges i both the
personal and commercial sectors resulting from continued
focus on collections activity, together with the ongoing
change 1n mix of new busmess towards secured lending
The continuing low mterest rate environment in the UK
has also allowed many customers to continue to reduce
their debt levels

For UK Retail Banking, the following items are
sigmificant in making a comparison of 2011°s results
agamnst 2010

» provisions of £507 milhion m 2011, for customer
redress programmes, mcluding the estimated redress
1n respect of the possible mis-selling of PPI polictes,
and

» anaccounting gamn of £292 million resulting from
legislauve change in the inflation measure used to
calculate the defined benefit obhgation 1n the UK for
deferred pensions

In Retail Banking and Wealth Management, further
progress was made towards the strategy of building long-
term sustainable relationships with Premeer customers
and growing the value of new investment busimness The
Wealth Management business continued 1o develop, with
HSBC World Selection assets under management
mncreasing by 21 per cent 1 the penod to total £2 5
brllion, and £1 2 llion of assets invested via the
Pertfolio Investment Management Service since 1ts
launch in late 2010 The Global Investment Centre
service was successfully launched in November 2011,
enabling mvestors to held and trade 2 wide range of funds
on-line

The group’s share of new UK residential mortgage
lending m 2011 was 10 per cent, above the group’s total
market share of 6 per cent and 1ts 9 per cent share of new
lending achieved i1 2010 The average loan to value ratio
of this new lending was 53 per cent The group continued
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1o support the UK housing market during 2011, helping
over 160,000 customers arrange mortgage finances,
including 29,000 first ttme buyers

Commercial Banking made further progress in
building out 1ts strategy of becomuing the leading
international trade and bustness bank, launching a full
service renminbi proposition to help customers dotng
business 1n China along with developing a “Key Partner
Countries” strategy with eight countries to improve
customer expertence and increase cross border mcome
and activity The number of international customers grew
19 per cent 1n 2011, with related international product
income up 14 per cent Trade business revenues increased
18 per cent as the value of import and export transactions
grew by 19 per cent and 33 per cent respectively over the
prior year

Commercial Banking also continued to support UK
businesses through the economuc recovery, with a
particular emphasis on those with international
aspirations Commercial Banking grew 1ts deposit base by
10 per cent, and total net lending to UK businesses grew
by 6 per cent despite market contraction New lending to
SMEs 1n the UK grew by 15 per cent, and the bank
exceeded 1ts 2011 lending 1ntentions under the Project
Merlin agreement with the UK Government 1n respect of
both total and SME facilities

Commercial Banking continued to strengthen 1ts
partnership with Global Banking and Markets, growing
is international customer base Foreign exchange and
denvative income particularly deliver strong growth
compared with 2010

Fmanaial performance

Net interest icome increased by £66 mullion or 2 per
cent, driven by the growth in mortgage balances,
commercial lending and wider asset margins Despite the
conunued low base rate environment and strong
competiion for customer deposits, the group built on its
strong deposit base, resulting in income growth compared
to 2010

Net fee income decreased by £90 mullion or 5 per
cent Of the decrease, £40 million relates to fees
previously recerved from another Group company in
respect of the provision of travel money services In
2011, this business was brought in-house and the revenue
was recogmsed as trading income Income from Retail
Banlung and Wealth Management overdraft fees declined
due to reduced customer appetite for debt This was
parually offset by a streng Commercaial Banking
performance following growth in Trade Receivables
Finance and Global Markets business

Trading income increased by £44mlhion

Other mcome decreased by £61 rmllion or 24 per
cent due to the impact of winding down of the Insurance
Brokers business
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Loan impairment charges and other credit risk
provisions decreased by £425 milhion or 35 per cent In
Retail Banking and Wealth Management, loan
impawrment charges decreased by £366 nlhion due to
lower levels of delinquencies across both the secured and
unsecured portfolios as a result of continued focus on
improving collections performance and the quality of new
business booked In Commercial Banking loan
1mparrment charges were 12 per cent lower with
improvements noted across the majonty of industry
sectors

CGiven the weakened state of some commercial and
consumer customers continuing positive 1mpairment
trends remain sensitive to g(-meral eConomic actvity
potentiat impact from the eurozone criss, interest rates
and employment levels and changes 1n house prices

Total operating expensesincreased by £154 milhon
or 3 per cent Excluding the accounting gain arising from
the change 1n indexation of certain pension liabilities of
£292 mlhon, the provisions for PPI and other customer
redress programmes of £507 milhon, restructuring costs
of £43 mulhon, operating expenses were £104 million
lower than the prior year Cost savings were achieved by
delivering sustainable long-term reductions 1n the cost
base by re-engineering business processes, funded
strategic tnvestment 1n people and infrastructure to
support customers

Continental Europe Retail Banking
2012 2011 2010

£m im im

Net mterest income 1,693 1775 1726
Net fee income 790 766 684
Trading income (29) 2) 21
Other income {83} (90) 14
Net operating mcome before

impairments and

provisions 2,371 2 449 2 445
Loan rmpairment charges and

other credut nsk provisions {296} (212) (195)
Net operating mcome 2,075 2,237 2 250
Total operating expenses (1,698) (1923) (1 876)
Operating profit 377 314 374
Share of profit 1n associates

and yont veniures {1) - -
Profit before tax 376 314 374
2012 compared with 2011

Conunental Europe Retal Banking reported a profit of
£376 mllion, 20 per cent higher than 2011

Retail Banking and Wealth Management benefited
from the non-recurrence of the restructunng costs 1n
France mn 2011 and the previously announced closures of
businesses in Poland, Russia, Georgia, Slovakia and
Hungary This was partially offset by the cost of business
expansion 1n Turkey and the impact from the disposal of
the insurance and reinsurance businesses i Ireland The
focus continues to be on simphfying the existing business
and continued development in Wealth Management
targeting the mass affluent market
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In Commercial Banking, a number of process and
system improvements were rolled out, including the
nternatonal account opening process, in order to provide
a superior cross-border customer service Commerctal
Banking continued 1o focus on 1ts business portfolios in
core markets and segments, with controlled esxats from
certain portfolios, along with the exit of Georgia,
Slovakia and Hungary Payments and Cash Management
continued to build a consistent product offering across
Europe and has won mandates from both new and
existng clients

For Continental Europe Retail Banlung, the
following 1tem 1s sigmficant 1n making 2 companson of
2012's results agamst 2011

s restructuring costs of £18 mullion in 2012 and £120
nulhion in 2011 resulting from business
transformation 1nitiatives

Financial Performance

Net interest income was £82 mulhon or 5 per cent
lower than 2011 pnimarily due to lower deposit spreads 1n
France reflecting the adverse market conditions, partly
offset by higher personal lending and morigage balances
in Turkey Retail Banking and Wealth Management due to
business expansion, along with 1mproved lending margins
in Commercial Banking

Net fee income was £24 milhion or 3 per cent higher
compared with 2011 Fee income in Retail Banking and
Wealth Management was 6 per cent ligher as a result of
lower levels of commussions paid following the winding
down and disposal of the 1nsurance and reinsurance
businesses in Ireland, along with the growth of card
volumes 1n Turkey This was partly offset by lower fees
from assets under management 1n France due to a fall in
average client assets from net money outflows

Other Income wcreased by £7 million reflecung
higher 1nsurance manufactunng revenues in France This
was partly offset by the winding down and the disposal of
the insurance and reinsurance businesses in Ireland

Loan impairment charges and other credit risk
provisions were £84 million or 40 per cent higher in
2012 Thus was pnimarily driven by balance sheet growth
due to the business expansion in Retail Banking and
Wealih Management in Turkey, along with higher
provisions 1n Commercial Banking 1n Greece, Span and
Turkey due to adverse market condinons

Total operating expenses fell by £225 million or 12
per cent primarily due to lower restructuring costs in
2012 £18 milhion compared to £120 milhion incurred n
2011, the completion of business exits and disposals,
primanly in Retall Banking and Wealth Management
during the penod and continued cost saving imbatives

2011 compared with 2010
Overview

Continental Evrope Retail Banking reported a profit of
£314 milhion 16 per cent lower than 2010, as a strong
performance 1n Commercial Banking was offset by the
mmpact of restructuring costs as the group began to
reshape 1ts business portfolio Based on the Group's
strategic approach there were announced closures of retail
banking businesses in Poland and Russia and the exit of
operations from Georgla

Following the restructuning of 2 number of the
group's retall banking businesses in 2011, focus has
mcreasingly centred on wealth management with strong
emphasts on deepering customer relatronships at the core
of the group's strategy for the region  In Commercial
Banking, progress continued to be made in expanding
relationships and aspinng to become the leading
international trade and business bank Enhanced product
offerings resulted 1n an increase i gross revenues from
Trade and Receivables Finance and Payments and Cash
Management The number of international customers
ncreased by 19 per cent, while the value of export
transactions financed 1n 2011 increased by 33 per cent

Commercial Banking also launched a renmunbi
proposition in a number of European countnes to support
customers doing business with China HSBC Group
completed a number of landmark transactions in 8
markets Successful referrals made to other parts of the
Group increased by 46 per cent the majonty of those to
fasier growing markets underlinmg the increased
connectivity of the Global Commercral Banking business
in Continental Europe

Financial Performance

Net mnterest income for Retall Banking and Wealth
Management was £30 million or 3 per cent lower than
2010 Asset margins were negatively impacted by
additional regulatory caps and restncuons on business
growth 1n Turkey while liability margins improved across
the region

In Commercial Banking, net interest income
increased by £79 million or 11 per cent compared o
2010, driven by migher asset and deposit volumes
Corporate lending 1ncreased in a number of markets
including France Turkey and Germany Growth in Trade
and Receivables Finance advances was four times mgher
than the overall growth in the lending book Volume
growih was partially offset by a reduction in loan margins
as banks defended their market share by reducing rates
and customers utihsed excess liquichty instead of funding
through borrowings

Net fee income ncreased by £82 million or 12 per
cent compared with 2010 Fee income in Retail Banking
and Wealth Management was 16 per ceat higher mainly
due 10 growth in Asset Management in Switzerland, and
lower levels of commussions paid following the winding
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down of the reinsurance business in Iretand In
Commercial Banking growth was driven by Trade and
Receivables Finance and Payments and Cash
Management

Other Income decreased by £104 milhon following
the winding down of the remnsurance business n Ireland

Loan impairment charges and other cred:t risk
provisions mcreased by £17 miilion or 9 per cent in 2011
In Retail Banking and Wealth Management, tmpairments
were 1n line with 2010 despite a £16 million impairment
on Greek available for sale sovereign debt in the
msurance assets portfolio

In Commercial Banking, loan impairment charges
increased by £15 mulhon drrven by higher provisions i
Greece, Turkey, Kazakhstan and Spain

Total operating expenses increased by £47 mithon or
3 per cent and include restructuring costs of £120 mullion
These costs arose as the group began to reshape 1ts
husiness portfolto and exited operations 1n Georgia,
announced the closure of retail businesses in Poland and
Russia, and refocused the business in France, Malta,
Turkey and Greece Adjusting for these restructuring
costs total operating expenses decreased by 4 per cent,
driven 1n part by the winding down of the reinsurance
business n Ireland

Global Banking and Markets

2012 2011 2010
fm £m £m
Net wnterest mcome” 876 1323 1913
Net fee income 616 598 820
Trading ncome’ 1,554 1083 1711
Other income 973 267 908
Net operating income before
impatrments and
Provisions 4,019 3271 5353
Loan impairment charges and
other credit nsk provisions (280} (543) (518)
Net operating mcome 3,739 2728 4835
Total operating expenses (3,093) {(2.822) (39021)
Operating profit 646 (94) 1,814
Share of profit in associates
and joant ventures {4 - 2
Profit before tax 642 {94) 1816

| The bank s Balance Sheet Management busiess reported within Global
Banking and Markers provides funding to the trading businesses To
report Global Banking and Markets Trading income on a fully funded
basis Net interest income and Trading income are grossed up to reflect
sternal funding transachions prior to their elimenation 1 the Inter Segment
column frefer io Note 13)

2012 compared with 2011
Overview

Global Banking and Markets reported a profit before tax
of £642 million 1n the period compared with a loss before
tax of £94 million in 2011

Overall revenues rose by 23 per cent primanly due
to hugher trading revenues i Rates and Credit as spreads
tightened and investor sentiment improved following
stimulus by central banks Foreign Exchange

20

of the Directors: Business Review (continued)

performance was stronger as a result of robust client
flows, 1n pan due to enhanced collaboration with
Commercial Banking These movements were partly
offset by lower revenues 1n Financing and Equuty Capatal
Markets within Global Banking and Balance Sheet
Management

For Global Banking and Markets, the following
items are significant 1n making 2 comparnison of 2012's
results agamnst 2011

» aprovision of £207 mullion 1n 2012, n respect of the
possible mis-selling of interest rate protection
products of which £94 milhon relates to the
estimated redress to be paid to customers,

+ restructuring costs of £36 million 1n 2012 and £60
mullion 1n 2011 resulting from business
transformation initiatives and

e anaccountng gain of £68 milhon resuiting from
legsslative change 1n the inflation measure used to
calculate the defined benefit obligation 1n the UK for
deferred penstons recognised i 2011

Fmancaial performance

Net interest income decreased by £447 mithon or 34
per cent compared o 2011, maly due to the decline in
Balance Sheet Management revenues as yield curves
continued to flatten and interest rates remamed low,
together with a reduction in the available-for-sale debt
security portfolio as a result of disposals Revenues were
also lower in Credit and Lending, reported 101 Global
Banking, as clrents sought long-term funding from debt
capital markets In the legacy credut portfolio, reported n
Global Markets, a reduction i portfolio size resulted
lower effective yields This was partly offset by higher
Payments and Cash Management revenues which
ncreased due to growth in average hability balances and
transaction volumes This reflected new mandates and an
mncreased focus on cross-selling payments and cash
management solutions to intemational customers

Net fee income increased by £18 million or 3 per cent
compared with 2011 Revenues from primary market
1ssuance mamly withun Credit increased as the business
enhanced regional coverage and actively captured growth
n client demand for debt capital financing This was
partly offset by lower revenues in Financing and Equity
Caputal Markets 1n Global Banking, as advisory and
underwriting fees declined reflecung the challenging
€ConomiIC environment

Trading income was £471 milion or 43 per cent
higher than 2011 Rates trading revenues increased,
despite sigmificant adverse fair value movements from
own credit spreads on structured habiliies as spreads
tightened compared with a gain reported 1n 2011
together with a charge of £387 nithon reported in the
fourth quarter as a result of a change 1n esumation
methodology m respect of credit valuation adjustments on
derivative assets to reflect evolving market practices
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Excluding legacy credit, Credut trading revenues
increased as credit spreads tightened resulung in gains on
corporate bonds Foreign Exchange performance
increased from robust client flows wn part due to enhanced
collaboration with Commercial Banking, along wath
increased volumes as the business improved 1ts electromc
pnang and distribution capabilities This was partly
offset however, by lower revenues from less volatile
markets 1n 2012

Foreign exchange losses were reported on trading
assets held as economic hedges of foreign currency debt
designated at fair value, with the offset reported in Other
mcome  In addition, trading income benefited by £191
mulhon from the change in estimation methodology for
debit valuation adjustments on denivative hiabihnes

Other mcome grew by £706 mlhion mainly due to
foreign exchange gains on debt designated at fair value,
with the offset reported 1n ‘Trading income’, as noted
above Balance Sheet Management reported lugher gains
on the disposal of available-for-sale debt securities as part
of portfolio management activities This was partly offset
by losses on the disposal of legacy assets in Global
Banking and Markets in the UK

Loan impairment charges and other credit risk
provisions declined by £263 milhon or 48 per cent,
primarily due to lower impairments on available-for-sale
asset-backed securities driven by an improvement n
underlying asset prices, along with lower charges on
Greek sovereign debt

Total operating expenses imcreased by £271 mlhion
or 10 per cent This included a customer redress provision
of £207 mllion relatung to interest rate protection
products, of which £94 million relates to the estimated
redress to be pard to customers In addition, restructuring
costs of £36 milhon were incurred 1n 2012 compared with
£60 mithon 1n 2011, and an accounting gain of £68
milhion resultng from a change 1n the inflation measure
used to calculate the defined benefit obligation for
deferred pensions 1n the UK was recogmsed n 2011
Excluding these, expenses increased by £20 mllion or 1
per cent predominantly driven by hugher performance
costs which increased refative to revenue growth

2011 compared with 2010
Overview

Global Banking and Markets reported a loss before tax of
£94 mullron in the penod compared with a profit of
£1,816 muthion in 2010, as eurozone uncertainty
continued to dominate European market sentiment

Revenues were markedly lower 1n 2011 due to
sigmficantly lower trading revenues in Credit and Rates
as turmoil in eurozone sovereign debt markets escalated,
particularly in the second half of 2011 Revenues in
Balance Sheet Management and from the legacy credut
portfolio alse dechined Notwithstanding the dafficult
trading conditions there were strong performances in
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other lines of business ncluding Global Banking and
Equines

Duning the year, there was continued focus on cross-
border 1nttiaiives to positton Global Banking and Markets
to leverage trade flows Inaddwmon, Payments and Cash
Management enhanced network capatihities which
together with innovatve hquidity, channel and payables
solutions allowed the bank to win substantial business
across its Corporate and Finanaial Insututions business
segmients

Financial performance

Net interest income decreased by £590 mullion or 31
per cent reflecting a decline 1n Balance Sheet
Management revenues driven by the matunty of higher
yielding posihons, imuted opportumties for reinvestment
1n the prevailing low interest rate environment, and
flattening yield curves Credit and Lending revenues
decreased as a result of lower lending balances, while a
fall n revenues from the legacy credit portfolio reflected
a reduction 1n effective yields and lower holdings

Net fee income dechned by £222 miilion or 27 per
cent as mcome for management services generated from
the securities investment conduits was lower, together
with higher intercompany fees payable on intra-group
referrals

Trading income was £628 mlhon or 37 per cent
lower than 2010 primanly due to sigmificantly lower
secondary trading revenues i the Rates and Credat
businesses as turmoil i eurozone sovereign debt markets
resulted m trading losses as increased risk aversion and
limited chent activity led to a sigmficant widening of
credit spreads on certain eurozene sovereign and
corporate bonds In addition, a sharp reduction in
revenues from the group’s legacy credit portfolio was
driven by the non-recurrence of the prior year price
appreciation duning the year and lower asset holdings

Trading income from structured liabilities included a
favourable fair value movement of £244 mllion as credit
spreads widened compared with a reported loss of £19
mullion in 2010 Revenues in the Equities business rose as
investment in platforms improved competitive
posittoning and helped capture increased chient flows
This was coupled with lower losses on portfolio hedges in
Global Banking compared with prior year

Other income decreased by £642 mllion or 71 per
cent, pnmarily due to lower gains as deterioration
market confidence resulted 1n fewer disposal
opportumnies and lower gains from the disposal of pavate
equity investments

Loan impairment charges and other credit risk
provisions increased by £25 mllion or 5 per cent
reflecting a charge of £90 milhon 10 respect of available-
for-sale Greek sovereign debt now judged to be impaired
This was partly offset by lower charges on asset-backed
secunties of £255 million compared to £283 mullion in
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2010 as the impact of losses ansing in the underlying
collateral pools generated lower charges on asset-backed
securities

Total operating expenses decreased by £199 milhon
or 7 per cent compared to 2010 Excluding the £208
millien charge 11 2010 for the one-off UK and French
bonus and payroll tax and a £68 milhion pension
indexation credit 1n 2011 ansing from legislative change,
operating expenses were 3 per cent higher The nse in
costs reflected targeted investment and restructunng
costs

The business conunued to invest 1n strategic
muatrves including the development of equity market
capabihities together wath the expansion of e commerce
platforms n Foreign Exchange and Rates

Performance-related awards were substantially lower
than in 2010 reflecting the decline 1n net operating
income, although this was mostly offset by higher
amorusation for previous years' performance shares and
accelerated expense recogmtion of current year deferred
bonus awards

Global Private Banking
2012 2011 2010
£m £m £m
Net interest mncome 597 750 724
Net fee income 583 700 650
Frading income 254 250 253
Other income 8 22 22
Net operatng mcome befare
impawrments and
provisions 1,442 1722 1649
Loan impairment charges and
other credit nsk provisions (18) (72) {17)
Net operating income 1.424 1650 1632
Total operating expenses (943) {1 122) (1 016)
Operating profit 481 528 616
Share of profit in associates
and joint ventures {1) - -
Profit before tax 480 528 616

I The results for 2012 include only 10 months of HSBC Private Banking
Hoidings (Sutsse} SA prior to its sale

2012 compared with 2011
Overview

Global Private Banking reported profit before tax of £480
mullion 1n 2012 compared with £528 mlhon in 2011, a
decrease of 9 per cent The significant item 1n making a
companson of 2012's results agaimst 2011 1s the sale of
HSBC Private Banking Holdings (Suisse) SA to HSBC
Holdings plc in November 2012

The results exclude the November and December
2012 results for HSBC Private Banking Holdings (Suisse)
SA

Financial performance

Ner interest income decreased by £153 million or 20
per cent agamst 2011, reflecting the sale of the majority
of the business segment Excluding this impact, net
nterest imcome was 10 per cent lower as higher yielding

positions matured, opporturihes for reinvestment were
himited by lower prevailing yields and the business
managed selectively the exposures to eurozone sovereign
debt This was partly offset by a corresponding increase
mn net trading ncome through arbitrage opportumtes on
funding swaps

Net fee income was lower by £117 milhon or 17 per
cent The fall reflected the inclusion of fee income for
only 10 months Net fee income was also impacted by a
decline n fees from assets under management and
account services due to a reducuon 1n average chent
assets, and 1n chient numbers following a programme to
refocus the target client base

Net trading mcome increased by £4 million, or 2 per
cent The impact of the sale of HSBC Private Banking
Holdings {Suisse} SA was offset by higher volumes of
funding swap positions

Other income decreased by £14 million pnmanly
due to the loss on the sale of Property Vision 1n 2012 and
the non-recurrence of gamns realised on HSBC vested
shares in 2011

Loan imparrment charges and other credit risk
provisions declined by £54 mithon mainly due to the non-
recurrence of the impairment charge 1n 2011 recorded
against Greek available-for-sale debt securities

Total operating expenses decreased by £179 million
or 16 per cent compared to 2011 Excluding the sale,
operating expenses were broadly flat, as the reduction
resulting from organisational effecuveness iniiatives was
partially offset by customer redress provisions of £28
mullion and restructuring costs of £31 rmlhon n 2012

2011 compared with 2010
Overview

Global Private Banking reported profit before tax of £528
million 1n 2011 compared with £616 mlhonn 2010, a
decrease of 14 per cent Revenue growth driven by net
new money 1nflows and cltent acuvity, despite the
uncertain economic envtronment, was more than offset by
higher operating expenses and increased impairment
charges

Financial performance

Net mnterest income wcreased by £26 milhon or 4 per
cent aganst 2010 as a result of higher average lending
balances and wider spreads following re-pricing activaty

Net fee income mereased by £50 million or 8 per cent
as a resuit of higher transaction volumes related to higher
market volatihty and net new money 1nflows, in part
dniven by the recrintment of additronal front line staff,
particularly 1n faster growing markets

Loan impairment charges and other credut risk
provisions inereased by £55 mullion due to specific
impairment charges against a small number of individual




HSBC BANK PLC

Report of the Directors: Business Review (continued)
AT BTy

customers and impawrment charges recorded against
Greek available-for-sale debt securities

Total operating expenses increased by £106 million
or 10 per cent compared to 2010, pnmanly driven by the
strengthenng of the Swass Franc, in which a significant
portion of the costs are incurred, relative to Sterling The
recruitment of additienal front office staff, together with
restructuning costs of £14 million, also contnbuted to the
Increase

Other

2012 2011 2010
fm £m im
Net interest tncome (43) {93} {100)
Net fee income 3 60 20
Trading income 9 )] {8)

Change wn credt spread on
long-term debt {1,055) 832 (122)
Other tncome 119 232 195

Net operating income before

impairments and

provisions (985} 1024 {15)
Loan impawrment charges and

other credit nsk provisions - -

Net operating (expense)/ {15)

mcome (985) 1024
Total operating expenses {315) {208) {101)
Operating (loss)/ profit {1,300) 816 (116)

Share of profit in associates
and jount ventures

{Loss)/ profit before tax (1,300) 816 {116)
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2012 compared with 2011

The reported loss before tax in Other was £1,300 millon
compared to a profit before tax of £816 m:llion 1n 2011

Other includes

the change 1n own credit spread on long-term debt
which resulted n a loss of £1 055 million 1n 2012
compared with gans of £832 million n 2011

other provisions including £84 million for vacant
space and 1mpairment on associated assets, and

restructuring costs of £57 million 1n 2012 and £14
milion mn 2011

2011 compared with 2010

The reported pre-tax profit in Other was £816 millon,
compared to a pre-tax loss of £116 million in 2010

Other includes

the change 1n own credit spread on long-term debt
whuch resulted mn a gains of £832 millon 1n 2011
compared with losses of £122 million 1n 2010,

the gain of £125 mullion on the sale and leaseback of
the Paris headquarters building in February 2010,
and |

other operating income and operating expenses
increased as a result of mgher intra-group recharges
i Line with the increase i costs from centrahsed
operational and mugrated activities




HSBC BANK PLC

Report of the Directors: Business Review (continued)

o 1 ooy oo

Other information
(Unaudited)

Average balance sheet and net interest income

Average balances are based on daily averages of the assets from which interest income 1s reported within the
group's banking activities with monthly or less frequent ‘Net interest mcome ' Iine of the mcome statement Interest
averages used elsewhere Net interest margin numbers are mncome and interest expense ansmg from trading assets
calculated by dividing net interest income as reported in and habilities and the funding thereof 1s included within
the income statement by the average wnierest-earning Net trading income 1n the income statement
Assets
(Unaudnted}
2012 2011 2010
Average Interest Average Interest Average  Interest
balance income  Yreld balance  ncome Yield balance ncome  Yield
fm fm % £m im % £m fm %
Short-term funds and foans and
advances (o banks 107,080 876 o082 86 330 1102 128 76 665 1111 145
Loans and advances to cusiomers 273,522 8237 301 272379 §262 303 244 544 7881 323
Financial investments 84,421 1,557 184 100 543 1979 197 97 264 2 101 216
Other mterest-earmng assets 571 4§ 070 578 § 138 642 7 109
Total interest earning assets 465,594 10,674 229 459 830 11351 247 419115 11110 265
Trading assets 125,212 2,313 185 154775 3026 196 138 639 2492 180
Financial assets designated at fair
value 9,629 150 156 9084 238 262 7558 253 335
Impairment provisions (3.488) - - (3 402) - - (4 134) - -
Non-interest-eaming assets 341,851 - - 341,685 - - 313 626 - -
Total assets and nterest income 938,798 13,137 140 961,972 14615 152 874 804 13 855 158

Total equity and habilities

(Unaudited)
2012 2011 2010
Average  Interest Average Interest Average  I[nterest
balance  expense Cost balance expense Cost batance expense Cost
im £m % £m Im % im £m %
Deposits by banks 59,534 492 083 57 544 729 127 62 060 553 089
Financial liabulines designated at
fair value own debt 1ssued 22017 425 193 20999 396 189 14 431 247 171
Customer accounts 285 476 2,175 076 289398 2280 079 268034 1834 068
Debt secunties wn 1s5ue 49,967 638 128 48 943 672 137 54 427 725 133
Other interest-bearing iabihities 1,226 40 326 1 287 51 396 423 57 401
Total interest-beanng Liabiliies 418,280 3.770 090 418176 4128 099 400 375 3416 085
Trading lamhties 94,356 1,371 145 106 364 2081 196 12 690 1 585 218
Financial habihibes designated at
fair value {excluding own debt
1ssuexd) 11,207 141 126 10 847 187 172 10 580 18t 171
Nor-nterest bearing current
accounts 40,045 - - 39402 - - 36 831 - -
Total equity and other non-
interest-bearmg habilities 374,910 - - 387 183 - - 354 328 - -
Total equity and liabilines 938,798 5,282 0356 961 972 G 396 066 874 804 5182 059
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Net interest margin

(Unaudited)
2012 2011 2010
% % %
Net interest margin 148 157 184

Analysis of changes in net interest income
{Unaudited)

The followng table allocates changes in net interest income between volume and rate for 2012 compared to 2011, and for
2011 compared to 2010

Increase/(decrease) Increase/(decrease)
n 2012 compared mn 2011 compared
with 2011 with 2010
2012 Volume Rate 2011 Volume Rate 2010
£m fm £m £m £m £m im
Interest income
Short-term funds and leans and advances to banks 876 286 (512) 1102 140 (149) 1111
Loans and advances to customers 8,237 35 (60} 8262 899 (528) 7.891
Financial investments 1,557 (318) {104) 1979 71 (193) 2101
Interest expense
Deposits by banks 492 137 (374) 729 (40) 216 553
Customer accounts 2,175 (31) (74) 2280 146 300 1834
Fmancial lhabilities designated at fair value — own
debt 13sued 425 20 9 396 112 37 247
Debt securiies n 1ssue 638 (85) 51 672 {73} 20 725
Deposits
(Unaudited)
The following table summanses the average amount of balance sheet) together with the average interest rates pad
bank deposits customer deposits and certificates of thereon for each of the past three years The Other
deposit ('CDs } and other money market instruments category includes securibies sold under agreements to
{(which are included within Debr securitres i 1ssuen the repurchase
2012 2011 2010
Average Average Average  Average Average Average
batance rate balance rate balance rate
im % Im % fm %
Deposits by banks 64,896 66,759 80 944
Demand and other - non-nterest beanng 4.427 - 4,791 - 4 360 -
Demand — interest bearing 5,637 04 10 336 07 8913 06
Time 15,381 i5 12 542 22 18 310 09
Other 39,451 11 39030 13 49 361 07
Customer accounts 330,182 334471 296 930
Demand and other - non-1nterest beaning 45,641 - 49497 - 43419 -
Demand - interesi beanng 160,147 04 146 641 04 140 666 04
Savings 38,807 18 35784 17 33514 18
Time 44,376 13 52 069 13 49017 11
Other 41,211 10 50,480 08 30314 06
CDs and other money market
mstruments 20,972 05 29633 06 37 006 04
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Certificates of deposit and other time deposits
(Unaudited)

At 31 December 2012 the matunty analysis of CDs and other wholesale time deposits, by remaining maturity, was as

follows

After 3 After 6
months but months but
3 months within 6 within 12
or less months months
£m im fm
Certificates of deposit 8,789 2,901 538

Time deposits
- banks 24,059 1,199 313
- customers 31,429 5,486 3.398

Contractual obligations
(Unaudited)

After 12
months
fm

5,655
1,995

Total
£m

12,228

31.226
42,808

The table below provides details of selected known contractual obhgations of the group as at 31 December 2012

Payments due by period

More than 5

Total Less than 1 year 1-5 years years

fm fm £m im

Long-term debt obhgations 70,628 23,145 27,7178 17,705

Term deposits and certificates of deposit 86,262 78,612 7,182 168

Capital {finance) lease obligations 151 7 39 105

Operauing lease obligations 1,622 158 537 927

Purchase obligations 3 3 - -
Short positions 1n debt secunities and equuty

shares 25,162 16,388 3,685 4,589

Current tax hahility 122 122 - -

Pension/healthcare obiigation 4440 179 1841 2420

188,390 121,114 41,062 26,214
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Challenges and Uncertainties

{Unaudited)
Macro-economic and geopolitical

Eurozone - risk of sovereign and counterparty
defaults

There 15 stilt some nisk of one or more couniries leaving
the euro, although the situation improved in 2012 Even if
the eurozone does not split, the currency will remain very
vuinerable to market perception Banks 1n some countnes
rematn fragile and the rest of the European banking
industry could be affected through exposure to the
weakest countries Banks are therefore expected to
continue to deleverage In the current context of low
growth due to austerity measures, this could further
aggravate the economic cnsis and could push European
countnes 1mto a vicious arcle of economic cnsis and
sovereign difficulues Although the group s exposure to
the penipheral eurozone countries 15 relatively hinited, the
group 15 exposed to counterparties 1n the core European
countries which could be affected by any sovereign or
currency crisis The group’s eurozone exposures are
described in more detail on pages 34 to 38

Potential 1mpacts on the group include

¢ The group could mcur significant losses stemming
from the exat of one or more countnes from the
eurozone and the redenonunation of their currencies

»  The exposures to European banks may come under
stress, heightening the potential for credit and market
risk losses, if the sovereign debt and banking system
crisis in the region mcreases the need to recapitalise
parts of the sector

s Inthe evert of contagion from stress in the
peripheral eurozone sovereign and financial sectors,
the group's ability to borrow from other financial
nstitutons or to engage n funding transactions may
be adversely affected by market dislocahion and
tightening hquidity

» A sovereign default without the co-ordinated
intervention to protect the rest of the eurozone This
could tngger banking defaults 1n companies with
which the group does business and have a knock-on
effect on the global banking system The group
actively managed the risk of sovereign defaults
during 2012 by reducing exposures and other
measures

+ Inseeking to manage and mingate this nsk the
group has prepared and tested detailed operational
contingency plans to deal with such a scenano

Increased geopolitical risk i certain regions

The group 15 subject to geopohtical nisks in the countries
i which 1t operates

The group's resulis are subject to the nsk of loss
from unfavourable political developments, currency
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fluctuations, social instability and changes 1in government
policies on matters such as expropriation, authorisattons,
international ownership, interest-rate caps, foreign
exchange transferability and tax in the junsdictions in
which 1t operates

In mitigation, the group has increased its monitoring
of the geopohtical and macro-economic outlook, 1n
parucular in countries where there are material exposures
The: internal cred:t rsk rating of sovereign counterparties
takes these factors into account and dnves the appetite for
conducting business in those countries Where necessary,
country limits and exposures are adjusted to reflect this
appetite and rmtigate these nsks as appropriate

Macro-prudential and regulatory risks

Financial service providers face mcreasingly stringent
and costly regulatory and supervisory requirements,
particularly 1n the areas of capital and hquidity
management, conduct of business operational structures
and the integrity of financial services delivery Increased
government intervention and control over financial
nstitutions, together with measures to reduce systemic
risk, may significantly alter the competitive landscape
These measures may be introduced as formal
requirements 1n a super-equivalent manner and to
differing timetables across regulatory regimes

Regulatory developments affecting the business model
and group profitability

Several regulatory changes are likely to affect the group s
activities These changes include (1) the implementation
of the 'Basel 11’ measures through national regulauions
and, n the EU, through CRD IV and the designation of
the Group by the Financial Stabihty Board as a global
systemucally important bank, () proposed legislation 1n
the UK to give effect to the recommendations of the
Independent Commussien on Banking ((ICB') in relation
to ring-fencing’ of the UK retall banking from wholesale
banking activities, and in France and, in the EU,
considerations following the Lukanen Group
recommendanions, (1) changes m the capual regime for
the operation of capital markets with increasing
standardisation, central cleanng, reporting and margin
requirements, {1v) requirements flowing from
arrangemenits for the recovery and resolution of the bank
and 1ts main operating entities, and {v) changing
standards for the conduct of business There 15 also
continted nisk of further changes to regulation relating to
remuneration and other taxes

Potential 1mpacts on the group include

s  Proposed changes relating to capital and hiquidity
requirements, remuneration and/or taxes could
mncrease the group's cost of doing business reducing
future profitabilnty

s  Proposed changes in regulations for derivatives and
central counterparties, the UK ICB ring-fencing
proposals, recovery and resolution plans and the
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Foreign Account Tax Compliance Act { FATCA')
may affect the manner in which the group conducts
activities and structures itself Thas has the potenual
both to 1ncrease the costs of doing business and
curtai} the types of business the group can carry out,
with the risk of decreased profitability as a result
Due to the fact that the development and
implementation of many of these vanous regulations
are 1n their early stages, 1t is not possible to eshmate
the effect, 1f any on the group’s operations

»  The group 15 closely engaged with the governments
and regulators 1n the countries in which the group
operates to help ensure that the new requirements are
properly constdered and can be implemented 1n an
effective manner The group 1s also ensuring that the
capital and hquidity plans take into account the
potential effects of the changes Caputal allocation
and hquidity management cisciphines have been
expanded to incorporate future increased capital and
Liqudity requirements and drive approprate nsk
management and mitigating actions

Regulatory mvestigations

Financial service providers are at sk of regulatory
sanctions or fines related to conduct of business and
financial crime The incidence of regulatory proceedings
and other adversarial proceedings against financial
service firms 1s increasing

In December 2012, HSBC, the bank's parent
company, entered into agreements to achieve a resolution
with US and UK government agencies that have
investigated HSBC's conduct related to inadequate
comphance with anti-money laundenng ('AML ), US
Bank Secrecy Act { BSA ) and sancuons laws  This was
as a result of investiganons by the US Department of
Justice { DoJ’), the Federal Reserve, the Office of the
Comptroller of the Currency and the US Department of
Treasury’s Financial Crimes Enforcement Network n
connection with AML/BSA comphance 1n vanous parts
of the HSBC Group As part of the resolution, HSBC and
HSBC Bank USA N A entered mto a deferred
prosecution agreement (the *DPA’) with the Do], the
Umited States Atiorney s Office for the Eastern District of
New York, and the United States Attorney’s Office for
the Northern District of West Virginia, and a DPA with
the New York County Disinct Attorney. and consented to
a cease and desist order with the Federal Reserve

HSBC also entered into an undertaking with the FSA
to comply with certain forward-looking obligations with
respect to anti-money laundenng and sanctions
requirernents over a five-year term Under these
agreements, HSBC will continue to cooperate fully with
US and UK regulatory and law enforcement authories
and take further action to strengthen its complance
pohcies and procedures Over the five-year term of the
agreements with the DoJ and FSA, a skilled person’
under section 166 of the Financial Services and Markets
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Act (FSMA) (also known as an independent monitor )
will evaluate HSBC's progress m fully rmplementing
these and other measures 1t recommends and will
produce regular assessments of the effectiveness of
HSBC's compliance function If HSBC fulfils all of the
requirements imposed by the DPA and other agreements,
the DOJ’s charges against 1t will be dismissed at the end
of the five-year penod

The above agreements cover the acttvities of all the
entities 1n the HSBC Group 1ncluding the bank and 1ts
subsidianes

The FSA requested the bark as the FSA authonsed
and approved enuity in the UK to apply for a vanation of
1ts banking permission to ensure that HSBC comphes
with these undertakings 1f HSBC fails to comply with
the terms of the DPA, the FSA could take action against
the bank ncluding, but not limited to, revocation of the
bank's license

In relation to the DPA, the Group has commutted to
take or continue to adhere to a number of remedial
measures Breach of the DPA at any tme during 1ts term
may allow the Do] or the New York County District
Attorney's Office to prosecute HSBC 1n relation to the
matters which are subject to the DPA

Steps to address many of the requirements of the
DPA have erther already been taken or are under way
These include stmplifying the Group’s control structure
strengthening the governance structure with new
leadershup appointments revising key policies and
establishing bodies to implement single global standards
shaped by the highest or most effective anti-money
laundening standards available in any lecation where the
Group operates, as well as substantiatly increasing
spending and staffing in the ant-money laundenng and
regulatory compliance areas over the past few years

Additionally, the Group continues to be subject to a
number of other regulatory proceedings including
wnvestrgations and reviews by various regulators and
competition and enforcement authorities around the world
inctuding n the UK the US, Canada, the EU,
Switzerland and Asia, who are conducting invesugations
and reviews related to certain past subimssions made by
panel banks and the process for making submissions in
connection with the settng of London interbank offered
rates ('Libor’), European interbank offered rates
{‘Eunibor’) and other benchmark 1nterest and foreign
exchange rates As certain HSBC entities are members of
such panels, HSBC and/or 1ts subsidianes have been the
subject of regulatory demands for information and are
cooperating with those mvesngations and reviews

Implementation nsks of regulatory change

The extensive programme of regulatory change cames
sigmficant implementation nisks for authoriues and
industry participants altke
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«  Disparities in tmplementation Many official
measures are proposals 1n development and
negonation, and have not yet been enacted into
regional and national legislation Linked to this,
some regulators are adopting or considering changes
1n applying existing rules relating io capital
requirements These processes could result in
differing, fragmented and overlapping
implementation around the world, leading to nisks of
regulatory arbitrage, a far from level compeutive
playing-field and increased compliance costs

o  Timectable and market expectations While the Basel
Commuttee has announced the tmetable for 1ts core
proposals in Basel I1I, 1t remains uncertain how these
and other measures will play out 1n practice
Meanwhile market expectations will exert pressure
on 1nstitutions to assess and effect compliance well
n advance of official timetables

e Wider economuc inpact and unforeseen
conseguences While the conclusions of official and
industry studies have diverged, the measures
proposed will clearly impact on financial and
economic activity 1n ways that cannot yet be clearly
foreseen For example, higher capital requirements
may seriously restrict the availability of funds for
lending to support economic recovery

Business operations, governance and control

Challenges to achieving the group’s strategy in a
downturn

The external environment remains challenging and the
structural changes which the financial sector 15 going
through are creating obstacles to the achievement of
strategic objectives This, combined with the prolonged
global macroeconomic slowdown, could affect the
achievement of the strategic targets for the group as a
whole and 1ts global businesses

Potential impacts on the group mclude

e  The downturn may pw pressure on the group s
ability to earn returns on its wnvested capital in
excess of 1ts cost of equity while operating within the
overall parameters of 1ts nsk appetite

s  Through key strategic imtiatives which have
heightened the focus on capital allocation and cost
efficiency, the group 1s actively secking to manage
and mitigate this nsk

Remediation

There continues to be a heightened focus on the activities
of banks, with particular attention on the posstble ms-
selling of Payment Protection Insurance ('PPI'} policies
and interest raie products sold to small businesses, most
notably in the UK Thus has led to sigmificant financial
costs as well as reputational loss across the banking
sector The group has established customer redress
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programmes and has recognised substanual provisiens for
the cost of reimbursing customers

To mitigate the nsks of similar finaneial and
reputatignal losses 1n the future the group has
implemented additional controls and traimng, and has
reviewed 1ts product offening  Furthermore the group 1s
continuing to work closely with regulators and other
stakeholders to implement consistent standards 1n the
group’s dealings with tts customers

Internet crime and fraud

With the ever-growing acceptance and demand by
consumers to use internet and mobile services, the group
1s naturally exposed to fraudulent and cniminal activities
via these channels Internet cnme could result 1n financial
loss, and/or the compromise of customer data and
sensitive information  Along with imernet fraud the
overall threat of external fraud may increase dunng
adverse economic conditions, particularly in retail and
commercial banking

The group alse faces breakdowns in processes or
procedures and systems fatlure or unavarlability and 1s
subject to the nsk of disruption te group’s business
ansing from events that are wholly or partially beyond
group’s control, such as internei cnime and acts of
terronsm

Potential impacts on the group include

+ Internet crime and fraud may give nse to losses in
service to customers and/or economic loss to the
group The same threats equally apply when the
group relies on external suppliers or vendors to
provide services to the group and its customers

¢ The group has increased the defences through
enhanced momtoring and has implemented
additional controls, such as two-factor
authentication, to rmtigate the possibihity of losses
from fraud nisks The group continually assesses
these threats as they evolve and adapts controls to
mitigate them

Social media risk

Social media networks {'SMN's) have expanded rap:dly
in terms of customer demographic and geographical reach
and their scale and profile now represents a sigmficant
potential repuiational nisk to the group’s organisaticn,
given that these networks can be used as powerful
broadcasting tools which can reach large numbers of
people 1n a very shert ume frame

Potential impacts on the group include

»  SMNs can be used to exacerbate the effect of
customer complaints and service farlures and
provide a means for employees to publicise
confidential information SMNs present sigmficant
risks to the group’s reputation and brand
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s Toreduce exposure to these risks, a group presence
has been created m several of the larger SMNs 1n
order to provide an official pomnt of contact for
custemers and stakeholders Momitoring has also
been implemented to protect the brand and to
understand general sentiiment towards the group and,
In some cases, specific products and nibatives

Level of change creating operational complexity and
heightened operational nsk

There are many drivers of change across the group and
the banking mdustry mcluding new banking regulations,
the increased globahsation of the economy and business
activities, new products and dehvery channels, and
organisational change

Operauonal complexity has the potential to heighten
all types of operational nisk across the group’s activities
These risks include process errors systems failures and
fraud Complexity can also increase operational costs

The implementation of the group s strategy to
simphfy the business involves the withdrawal from
certain markets, which presents disposal nsks which must
be carefully managed Implementing orgamsational
changes (o support the group's strategy also requires
close management oversight

Potential impacts on the group are as follows

e  The implementation of HSBC's strategy has
tnvolved the re-organisation and clanfication of
management accountabihiues There s consequently
a nisk that 1ssues are missed dunng the transition
Thus change activity 15 being momtored through a
comprehensive review programme and robust
governance arrangements

s  Crucal systems farlure and a prolonged loss of
service availability could cause serious damage to
the ability to serve chents breach regulations under
which the group operates and cause long-term
damage to the business, reputation and brand
Systems and controls could be degraded as a result
of orgamsational effectiveness initiatives unless
there 15 strong governance and an oversight
framework to memior the nsk and control
environment The group seeks to ensure that the
cnitical systems infrastructure, mcluding IT services
essential burldings, offshore processes and key
vendors, 15 constantly monitored and properly
resourced to mingate aganst systems failures

e  The group pro-acuively reviews relevant external
events and the impact such events may have en 1ts
systems Following the systems cutage at a major
UK bank 1n 2012, the group assessed 1ts own
exposure to simular risks and implemented
appropnate steps in miigation The group has a
strong focus on 1ndustry best practices The group
includes rigorous tesung and review of all planned
updates to the systems environment All changes are
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nisk-assessed. and appropriate mit:gating controts
are required for any planned changes classified as
high nsk Dunng penods of heightened nsk.
comprehensive change embargoes are imposed to
minimise the nsk of cusiomers being affected The
group also assesses the systems scheduling tools
There are controls in place to manage nter-
dependencies, report excepuions and alert to file data
corruption  These additional controls assure that the
effect of any similar product farlure would be
lirmuted In addition a continuity test of a similar
problem within the major datacentres in the UK was
conducted 1n the second hatf of 2012

¢ The potential effects of disposal nsks include
regulatory breaches, industrial action loss of key
personnel and interruption to systems and processes
during business transformation, and they can have
both financial and reputational implications Steps
taken to manage these nisks proactively include a
close dialogue with regulators and customers and the
mvolvement of HR, legal, compliance and other
functional experts

Information secunty risk

The secunity of the group’s information and technology
infrastructure 15 crucial for maintaining the banking
apphcations and processes while protecting customers
and the HSBC brand

Potential impacts on the group are as follows

+  Finanaal loss and reputanonal damage which could
adversely affect customer and mnvestor confidence
Loss of customer data would also result in regulatory
breaches which would result in fines and penalties
being incurred

¢  The group has mvested sigmficanily n addressing
this risk through increased staff training to raise
awareness of requirements and enhanced mulu-
layered controls protecting information and techmcal
infrastructure

Model risk

More stnngent regulatory requirements goverming the
development parameters applied to and controls around
models used for measuning risk can give nse to changes, !
including increases in capital requirements Furthermore

the changing external economic and legislative

environment and changes in customer behaviour can lead

to the assumptions the group has made n models

becoming nvalid

These model nsks can result 1n a potentially
increased and volaule capital requiremeni The group
continues to address these rsks through enhanced model
development, independent review and model oversight to
ensure the models remain fit for purpose
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Regulation and Supervision

(Unaudited}

The regulation and supervasion of financial mstitutions
continues to undergo sigmificant change n response to the
global financial cnsis

Basel 111

In December 2010 the Basel Commuttee 1ssued two
documents ‘A global regulatory framework for more
resihent banks and banking systems’ and ‘Intematonal
framework for hquidity risk measurement, standards and
monitering’, which together are commonly referred to as
‘Basel [II' In June 2011, the Basel Commuttee 1ssued a
revision to the former document setting out the finalised
capital treatment for counterparty credit nisk n bilateral
trades

The Basel III rules set out the minimum common
equity trer 1 (‘CET1") ratio requurement of 4 5 per cent
and an additional capital conservation buffer requirement
of 2 5 per cent, to be phased 1n sequentially from 1
January 2013, becoming fully effective on 1 January
2019 Any additional countercyclical capital buffer
requirements will also be phased 1n, starting 1 2016 to a
proposed maximum level of 2 5 per cent effective on 1
January 2019, although individual jurnisdictions may
choose to implement larger countercyclical capital
buffers The leverage ratio 1s subject to a supervisory
monitonng pertod which cemmenced on 1 January 2011,
and a parallel nun period which wall last from 1 January
2013 until 1 January 2017 Further calibration of the
leverage ratio will be carrted out 1n the first half of 2017
with a view to migrating to a Pallar 1 requirement from 1
January 2018

In addition to the critenna detailed 1n the Based IH
proposals, the Basel Commuttee 1ssued further rmmimum
requirements 1n January 2011 to ensure that all classes of
capital instruments fully absorb losses at the point of non-
viability before taxpayers are exposed to loss Instruments
1ssued on or after 1 January 2013 may only be included 1n
regulatory capital 1if the new requirements are sausfied
The capttal treatment of secunties 1ssued prior to this date
will be phased out over a 10-year period commencing on
1 January 2013

CRD 1V

In July 2011, the European Commission published
proposals for a new Regulation and Directive, known
collectively as CRD 1V, 1o give effect to the Basel 1il
framework in the EU

The CRD 1V rule changes introduce a revised
defimtion of regulatory capital, primantly focused on
common equity tier 1{ CET1") capual as the predominant
form of going concern capital, with a greater quantum to
be held by banks There are increased capital deductions
and new regulatory adjustments affecting ttus tugher ter
of capital The new rules also introduce creased RWA

requirements, mamnly for Counterparty Credit Risk
{('CCR")

The most stgmficant tmpact on CET1 capital is the
proposed deduciion of equity holdings in banks financial
nstitutions and 1nsurance entities resulung from a
reallocation of current deductions to this lugher tier of
capital and new rules for calculating the amounts to be
deducted

The regulatory treatment applied 10 1mmatenal
unconsolidated mvestments 1n banks, financial
nstitutions and 1nsurance entities does not recognise
netting of long and short positiens where the short
posttion 15 less than one year residual matunty that are
nevertheless hedged from a market nsk perspective

The rules are currently 1n draft and subject to
ongoing negotation If finalised n thewr current form, the
holdings of such positions would generate a
disproportionate capital cost However, a range of acuons
from adjusiments to hedging curtmlment and/or closure
of the relevant equities business could be appled to
mifigate the capital deduction

The most sigmficant impact on RWAs 1s a new
capital charge to cover nsk of mark to market losses on
expected counterparty risk referred to as a regulatory
CVA nsk capital charge, calculated on a full range of
OTC (1 e non-exchange traded) dersvative counterparties
Other changes will impose increases in the asset value
correlation multiplier for financial counterparhes
additional requirements for collateralised counterparties
margin pertod of nsk and new requirements for exposures
to central clearing counterparties resulting 1n a higher
CCR charge

CRD IV 15 not yet in law and 1ts provisions are
subject to ongoing negotiaton and amendment In
addition, formal Implementation Technical Standards
{'ITSs’) due for 1ssue by the European Banking Authonity
{'EBA’) are sull to be drafted and finahsed, leaving the
CRD IV rules subject to sigmficant interpretation

During 2012 the EBA 1ssued a number of
consultations on the draft [TSs nclucing

e In August 2012 the EBA published revised reporting
requirements to harmomse prudential regulatory and
financial reporting (commonly known as COREP
and FINREP) The EBA will dehiver final COREP
and FINREP reporting requirements when the final
text of the CRD IV 1s adopted by European
legislators

»  On 13 November 2012 the EBA 1ssued a draft
regulatory techmeal siandard on prudent valuation
The regulatory basis of prudent value differs from
the accounting basis for calculating fair values of
financial instruments under JAS 39 It 1s proposed
that when the accounting value 1s greater than the
regulatory value the difference, referred to as an
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additional valuauon adjustment { AVA '} should be
deducted from CET!

Further consultative documents are expected during
2013

The CRD IV legislation 1s 1n draft and remains
subject to agreement by the European Parliament,
Council and Commussion As such, the finalised CRD IV
rules could result in matenially different impacts on CET1
and RWAs

UK regulatory reform

The UK financial services regulatory structure 1s
currently 1n the process of substantial reform Legislation
has been passed to abolish the FSA and estabhsh three
new regulatory bodies from 1 Apnl 2013

These three bodies will comprise the Financial
Policy Commuttee (‘FPC’} of the Bank of England the
Prudential Regulation Authority ('PRA’) and the
Fiancial Conduct Authonty (FCA’) The FPC will not
directly supervise firms, being responsible for macro-
prudential regulatton and considening systermic nisk
affecting economic and financial stability The PRA and
the FCA will inhent the majonty of the FSA’s existing
functions as the micro-prudenual supervisors The bank
will be a *dual-regulated’ firm, subject to prudential
regulation by the PRA and t0 conduct regulation by the
FCA These reforms wiil endow the new regulatory
bodies with additional powers

In the case of the FPC, 1ts January 2013 Draft Policy
Statement, ‘The Financial Policy Commttee’s power to
supplement capital requirements’ states that it will have
two mayn objectives the first 15 to make
recommendations, and the second 15 a power to direct the
FCA and the PRA to adjust specific macroprudential
tools, namely the countercyclical capital buffer ({CCB’)
and sectoral capital requirements ('SCRs’) The UK
Government 15 proposing to make the FPC responsible
for setting the CCB, a Basel III global requirement
applied to certain financial nstitutions 1n the UK The
CCB 1s a macroprudential tool at the disposal of natienal
authonties that can be deployed to protect the banking
sector from future potential losses when the FPC judges
that threats to financial stabihty have arisen n the UK
which increase system-wide risk Should a CCB be
required, 1t 1s expected to be set 1n the range of 0-2 5 per
cent

It 1s also planned to give the FPC direction power’
over SCRs The SCR tool 1s more targeted and would
allow the FPC to change capital requirements above
minimum regulatory standards on exposures to three
broad sectors judged to pose a nsk to the system as a
whole (residential property. including mortgages,
commercial property, and other parts of the financial
sector), as well as more granular sub-sectors {for
example, 1o morigages with hugh loan to value or loan to
income ratios at ongination) This will include both

banking book and trading book exposures and be
wrespective of the dormicile of the ulttmate borrower

The CCB and SCR tools are stated as broad tools
designed to reduce the hikelihood and seventy of financral
crises, the primary purpose heing to tackle cychcal risks
Both tools provide the FPC w:th means to increase the
amount of capital that banks must have when threats to
financial stability are judged to be emerging The amount
of capital add-ons for SCR has not yet been quantified

Other regulatory proposals

In 2013 the FSA will aintroduce new industry-wide capital
measures such as a requirement to floor all sovereign loss
given defaults ( LGD’s) at 45 per cent and the impositicn
of a stringent supervisory slotting approach for the
group’s UK commercial real estate portfolio
Furthermore, the FSA has informed the group of a
framework which will be used when assessing wholesale
portfohios with a low number of defaults This framework
will impose LGD and exposure at default ('EAD’) floors
based on the foundation approach for portfolies with less
than 20 events of default (per country)

Potential effect of regulatory proposals on the group’s
capital requirements

The group’s approach to managing its capital position has
been to ensure the group exceeds current regulatory
requirements and 1s well placed to meet expected
regulatory requirements anising from the future
implementation of CRD IV

Structural banking reform

In September 2011, the Independent Commission an
Banking ('ICB’} recommended measures on capital
requirements for UK banking groups In June 2012, the
UK Government published 1ts consultation, *Banking
reform delivering stability and supporting a sustamnable
economy’, which set out 1ts detailed proposals for
1mplementing the recommendations such as ning fencing
and bail-in debt, of the ICB In October 2012 the UK
Government published draft pnmary legislation which
was presented to the UK’s Parhamentary Commussion on
Banking Standards for pre-legislative scrutiny The UK
Government 1s now considering whether the onginal
proposal should be adjusted 1n ight of the findings The
Government mtends to enact the legislation by the end of
this Parhament m 2015 and to have reforms 1n place by
2019

In October 2012, the Luikanen Report delivered s
recommendauons to the EC to reform the structure of the
European banking sector Ths also recommends ring-
fencing focused on 1solating trading activities (as opposed
to depesits 1n the ICB) and, in pninciple, additional bail-in
debt

The group continues to momtor these developments
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QOutlook
{Unaudited)

The bank expects global growth to stay around 2 0 per
cent in 2013, 1n line with the modest growth seen in 2012
Developed countries will continue to face weak growth
on the back of structural constraints such as debt
deleveraging and weak labour markets but emerging
market growth 1s expected to accelerate over the course
of the year

The Eurozone growth outlook remains very weak
There are some positive signs structural reforms mean
labour markets are becoming less ngid and more
competiive while the stabilisation n financial markets
since the ECB's commitment to do “whatever it takes™ to
preserve the euro has fed through into an rmprovement 1n
monetary conditions and business confidence, but
sigmficant headwinds remain Deleveraging, austerity
and nsing unemployment are set to continue, so growth
will depend on externat demand particularly 1n the
periphery An upturn 1n the world trade cycle should
provide some relief 1n 2013, parucularly in Germany
where we expect real GDP to recover gradually from the
sharp contraction 1 the final quarter of 2012 and to grow
by 0 6 per cent 1n 2013 Despute this, the Eurozone 15
expected to contract by a further 0 2 per cent 1n 2013 after
the 05 per cent drop in GDP 1 2012 For most of the
Eurozone low growth or engoing recession, combined
with the low inflation that arises from the need to regain
competitiveness, 1mplies government debt projections in
the periphery 1n particular will continue to be revised up

The bank expects UK GDP to nse by 1 1 per cent
2013 a pick up in growth from a flat economy in 2012
Inflation 15 likely to continue to outpace wage growth,
squeezing real terms 1ncomes and hmiting the ability of
consumers to drive strong growth Domestic demand will
also be restrained by the ongoing fiscal consolidation
while weakness in the Eurozone, the UK's main trading
partner means export growth 1s unlikely to provide major
support to growth

Managing Risk
(Unaudited)

All the group's acuvities involve, to varymg degrees, the
analysis, evaluation, accepiance and management of risks
or combinations of nsks

An established risk governance framework and
ownership structure ensures oversight of and
accountablity for, the effective management of risk The
group's nsk management framework fosters the
continuous momionng of the nsk environment and an
integrated evalvation of nsks and their mnteractions
Integral to the group’s nisk management framework are
nisk appetite, stress testing and the rdenufication of
emerging risks

33

The group’s nsk management framework 1s designed
to provide appropnale nsk momntoring and assessment
The bank's Risk Commuttee focuses on nisk governance
and provides a strong forward-looking view of nsks and
their miugation

The Risk Commuttee 1s a sub-commattee of the Board
and has responsibility for oversight and advice o the
Board on 1nter alia. the Bank's risk appeuite, tolerance
and strategy systems of nsk management, internal
control and complance Additionally, the Risk
Commuttee focus on the alignment of the reward
structures and the maintenance and development of a
supportive culture, i refation to the management of risk
appropriately embedded through procedures, training and
leadership actions

In carrying out 1ts respensibihties, the Risk
Commuttee 1s closely supported by the Chief Risk
Officer, the Chief Financial Officer, the Head of Internal
Audit and the Head of Compliance, together with other
business functions on nisks within their respective areas w
of responsibility

Risk culture

All staff are required to 1dentify, assess and manage nisk
within the scope of their assigned responsibiliies Global
standards set the tone from the top and are central to the
group’s approach to balancing nsk and reward Personal
accountatnlity 15 remforced by HSBC Values, with staff
expected to act with courageous integnty 1n conducting
their duties

Staff are supported by a disclosure hine which
enables them to ra1se concerns n a confidential manner
The group alse have in place a suite of mandatory
traimng to ensure a clear and consistent attitude 15
commumicated to staff, mandatory traming not only
focuses on the techmcal aspects of nsk but also on the
group’s attitude towards nsk and the behaviours expected
by 1ts pelicies

The nsk culture 1s reinfarced by the group’s
approach to remuneration, individual awards are based on
the achievement of both financial and non-financial
(relating to HSBC values) ohjectives which are aligned to
the global strategy

Rusk profile

Risks are assumed by the global businesses in accordance
with their nsk appetite and managed at global business
and regional levels All risks are identified through the
group’s risk map process which sets out the group s risk
profile in relaton to key nsk categones 1n the regional
and global businesses Risks are regularly assessed
through the group’s nisk appetite framework, stress
testing process and in terms of emerging risks

Credit, market and operational nsk are measured
using the Basel 11 Pillar 1 framework for regulatory
capital through the allocation of nsk-weighted assets
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Gther risks are also measured through the group’s
economuc capital model under Pillar 2

Risk appetite

The Group's nisk appetite 1s set out in the Group's Risk
Appeute Statement, which describes the types and levels
of risk that the group 1s prepared to accept in executing its
strategy This 1s approved by the HSBC Board on the
advice of the Risk Commuttee, and 15 a key component of
the nsk management framework It 1s central to the
annual planning process, in which global businesses,
geographtcal regions and functions are required o
articulate their nsk appetite statements These are ahgned
with Group strategy, and provide a nsk profile of each
global business, regton or function 1n the context of the
individual risk categonies discussed

Stress testing

The group’s stress testing and scenarno analysis
programme 1s central to the momtoning of top and
emerging risks A range of Group stress-testing scenarios
mncluding, but not limited to, severe global economic
downturn, country, sector and counterparty failures and a
vanety of projected major operahonal risk events are
conducted The cutcomes of the stress testing are used to
assess the potential demand for regulatory capital under
the vanous scenaros

In the course of 2012, we examined several scenarios
reflecting potential developments 1n the eurozone and
more widely The group explored the potenual first and
second order 1mpact from a range of eurozone scenarios
These scenar1os increase 1n seventy from an orderly
Creek exit, to a scenano comprising default of several
penpheral eurozone countnes with potential nisk of
further detenoration The results of these two scenarios
demenstrated that the group would remain satisfactonly
capitahsed under both scenartos after taking account of
assumed management actions

Areas of special interest

The group determines areas of special interest based on
events which have taken place 1n the current or recent
reporting periods and warrant particular attention

Exposure to countries in the eurozone
(Unaudited)

For the purpose of this disclosure eurozone countries are
members of the EU and part of the euro single currency
bloc The penipheral eurozane countries are those that
exhibied levels of market volatihity that exceeded other
eurozone countries, demonstrating fiscal or polihcal
uncertainty which may persist through the first half of
2013 The eurozone countries considered as peripheral for
these disclosures are Greece, Ireland, Italy. Portugal and
Sparn

In 2012 1n spite of improvements through austenty
and structural reforms, the peripheral eurozone countries
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continued to exhbit a mgh ratio of sovereign debt to GDP
or short to medim-term maturity concentration of their
liabilities

At 31 December 2012, the group’s net exposure to
the peripheral eurozone countries was £16 0 billion
including a net exposure to sovereign, agencies and banks
of £6 1 bilion During the year the group continued to
reduce 1ts overall net exposure to sovereigns, agencies
and banks of peripheral eurozone countnes In addition, it
continued to actively reduce exposures to counterparties
domiciled n other eurozone countnes that had exposures
to sovereigns and/or banks 1n peripheral eurozone
countries of sufficient size to threaten their on-going
viability m the event of an unfavourable conclusion to the
current cnsis

The group's businesses in peripheral eurozone
countries are funded from a mux of local deposuis, local
wholesale funding and intra-group loans extended from
HSBC operations with surplus funds Intra-group funding
carnies the risk that a member country mught exit the
eurozone and redenominate its natronal currency, which
could result 1n a ssgmficant currency devaluation A
descripuon of nisks relating to currency redenommation
1n the event of the exit of a eurozone member 15 provided
on page 37

Risk management and contingency plannng
(Unaudited)

The group has an established framework for dealing with
counterparty and systemic cnsis situations which 1s
complimented by regular specific stress testing and
scenario planmng The framework functions both at pre-
and 1n-crisis situations and ensures that the group has
detailed operational plans in case an adverse scenano
materialises The framework was deployed n 2011 and
has continued to operate throughout 2012 to ensure that
pre-crisis preparation rematns apposite and robust

Whle the mam focus of preparation continues to be
Greece and Spain, as the eurozone situation developed in
2012 the group has also considered additonal scenarios
including contagton risk to non-eurozone countries or the
exit of a lngher impact eurozone member Management
action includes the operation of a Eurozone Major
Inadent Group which meets regularly, complemented by
a regional eurozone contingency plan covening all
businesses and funcuons The plan has been tested and
considers payments, legal, chent account, internal and
external commumication and regulatory and compliance
1ssues associated with eurozone breakup

The tables 1n thus section summanse the group's
exposure Lo selected eurozone countries, including

» governments and central banks along with quasi-
govemment agencies,

s  banks, and

+ other financial insututrons and corporaies
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Exposures to banks, other financial mstitutions and
corporates are based upon the counterparty s country of
domcile

Credit default swaps and off-balance sheet items
(Unaudited)

Credit default swaps ('CDSs’) were transacted with
banks with investment grade credit ratings, and would
pay out n the event of the default of the referenced
security and certamn other credit events CDS contracts
disclosed 1n the tables below were principally entered into
for customer facihitation with banks and financial
nstitutrons where their terms are typically drawn up 1n
accordance with the guidance set out in the 2003 1ISDA
Credit Dervatives Defimtions and the July 2009
Supplement The credit events that trigger the payout of
CDSs may differ as they are based on the terms of each

Exposure to peripheral eurozone countries

On- and off-balance sheet exposure

agreement between the counterparhies Such credst events
normally include bankruptcy, payment default on a
reference asset or assets, restructuring and repuchation or
moratoria

Off-balance sheet exposures mainly relate io the
group’s commutments to lend and the amounts shown in
the tables represent the amounts that could be drawn
down by the counterparties In some nstances limitations
are imposed on a counterparty’s ability to draw down on
a facahty These hmutations are governed by the legal
documentation which differs from counterparty to
counterparty In the majonty of cases the group 1s bound
to fulfil commitments made to third parties

The group has no sigmficant net open pesitions 1n the
credit default swap contracts of any of the peripheral
eurozone countries

{Audited)
At 31 December 2012
Greece Ireland [taly Portugal Span Total
fbn £hn fbn £bn £bn £bn
On balance sheet exposure
Total
Held for trading 04 i4 12 01 14 45
Not held for trading 22 30 23 04 36 115
26 44 35 G5 50 16 0
Sovereigns & agencies
Held for trading - 01 08 01 03 13
Not held for trading 01 - 08 01 02 12
01 01 16 02 035 25
Banks
Held for trading 04 09 04 - 11 28
Not held for trading - - 03 02 0 08
04 09 07 02 14 36
Other financial institutions & corporates
Held for trading - 04 - - - 04
Not held for trading 21 30 12 01 31 95
21 34 12 01 31 99
Off-balance sheet exposure
Other financial inststutions & corporates
Commtments 01 05 10 a1 14 31
Other 03 - 035 - 03 11
04 05 15 01 17 42
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At 31 December 2011

Greece Ireland ltaly Portugal Spain Total

£bn fbn fbn £bn £bn £bn

On balance sheet exposure

Total

Held for trading 05 08 14 04 15 46

Not held for trading 28 23 28 04 50 133
33 31 42 08 65 17 9

Sovereigns & agencies

Held for trading 02 01 09 03 01 16

Not held for trading 01 01 06 - 07 15
03 02 15 03 08 31

Banks

Held for irading 03 05 04 01 13 26

Not held for trading o2 05 07 03 06 23
05 10 11 04 19 49

Other financial institutions & corporates

Held for trading - 02 01 - 01 04

Not held for trading 25 17 15 01 37 93
25 19 16 01 38 99

OfF-balance sheet exposure

Other financial insututions & corporates

Commitments 04 01 01 - 02 08

Other 05 - 05 - - i0
09 01 06 - 02 18

At 31 December 2012, the group’s total on-balance
sheet exposure to Greece was £2 6 bilhon, £0 7 billion
lower than at the end of 2011 A major part of the current
exposure relates to Greek shipping compames The group
beheves this industry 15 less sensitive to the Greek
economy as 1t 1s mainly dependent on international trade

At 31 December 2012, the group's total on-balance
sheet exposure to [refand was £4 4 billion, £1 3 illion
higher than at the end of 2011 This increase was n
respect of exposures to other financial insututions and
carporates A significant portion of group’s exposure
related to foreign owned entihes incorporated n Irefand

At 31 December 2012, the group’s total on-balance
sheet exposure to ltafy was £3 5 illion £0 7 billion lower
than at the end of 2011 The exposure to Italian other
financial insbitutions and corporates mawnly comprised
large mulunational compames and other financial
institutions with sigmficant operations outside lialy,
which mibgated the nsk

At 31 December 2012, the group’s total on-balance
sheet exposure to Portugal was £0 5 billion, £0 3 bilhon
lower than at the end of 2011 The reduction relates
mainly to group's exposure to sovereigns and agencies

At 31 December 2012, the group’s total on-balance
sheet exposure to Sparn was £5 0 bithon, £1 5 billion
lower than at the end of 2011 The exposure to Spamsh
other financial institutions and corporates maly
comprised large mulunational companies and other
financial institutions wath sigmificant operations outside
Spain. which mingated the nisk Exposure to the
commercial real estale sector in Spain remained
msignificant
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The group’s sovereign exposures to Ireland, lialy,
Portugal and Spain are not considered to be impaired at
31 December 2012 as, despute financial difficultes 1n
these countnes, the situation 1s not severe enough to
conclude that loss events have occurred which will have
an impact on the fulure cash ftows of these countnes’
sovereign securities

Management continues to closely monitor and
manage eurozone bank exposures in the penipheral
eurozone countres, and 15 cautious 1n lending to this
sector The group regularly updates its assessment of
ligher-nisk eurozone banks and adjusts 1ts risk appetite
accordingly Where possible, the group also seeks to play
a posittve role in maintaining credut and hquidity supply

As at 31 December 2012 the group’s exposure to the
banks 1n Greece, Ireland, ltaly Portugal and Spain was
£3 6 billion £1 3 bilhion lower than at the end of 2011

The group recogmsed no impaicment in respect of its
eurozone bank exposures

Summary exposure to selected other eurozone
countries
(Unaudited)

At 31 December 2012, the group’s exposure to the
sovereign and agency debt and banks of Germany France
and Netherlands were £37 4 billion and £26 2 billion
respectively The exposure 1n the Netherlands
predominantly compnses cash placements with the Dutch
central bank whichn turn are placed with the ECB The
group’s exposure in Germany and France s reflective of
the strength of these econormues as evidenced by the
strong rating and the size of the group’s operations
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On- and off-balance sheet exposiire
(Unaudited)

Total
On balance sheet exposure
Off-balance sheet exposure

Sovereigns & agencies
On-balance sheet exposure
Off-balance sheet exposure

Banks
On-balance sheet exposure
Off-balance sheet exposure

Other financial mstitutions & corporates
On-balance sheet exposure
Off-balance sheet exposure

Redenomination nisk
(Unaudited)

As the peripheral eurozone countries contiaue to exhibit
distress, there 15 a continuing possibility of an exit of a
member state from the eurozone There remains no
estabhshed legal framework within the European treaties
to facihitate such an event Consequently, 1t 1s not possible
to predict accurately the course of events and legal
consequences that would ensue

HSBC’s current view 1s that there 1s a greater risk of
HSBC being affected by an exit from the euro of Greece,
[taly or Spain than from Ireland or Portugal

Key nisks associated wath an exit by a eurozone
member include

s Foreign exchange losses Exit by a eurozone
country from the euro would probably be
accompaned by the passing of new laws establishing
a new local currency and providing for a
redenominanon of euro-denominated assets inito that
new local currency
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At 31 December 2012

Germany France Netherlands
£bn £bn ibn
283 373 142
68 171 20
351 744 16 2
138 172 62

- 0z -
138 17 4 62
59 164 19
02 16 02
61 180 21
86 237 61
66 153 18
152 390 79

» Devaluation of assets The exit of a weaker
eurczone country would result in an immediate
devaluation of those assets and liabilittes where the
value of retranslated currency 1s less than their
ongmnal euro carrying amount

It 15 not possible to predict what the total
consequential loss mught be as 1t 1s uncertain which assets
and lrabilities would be legally re-denomunated or by how
much they would be devalued Inorder to provide an
indication of potenuial exposure based on balances as at
31 December 2012, the table below 1dentifies assets and
liabilities booked 1n the group’s banking operations in
Greece, ltaly and Span (described as “in-country’} These
assets and liabilies are predomunantly comprised of
foans and deposits ansing from the group’s commercial
banking operatons 1n these counines The net assets
represent the group's net funding exposure to those
countries which the group considers most likely to be
affected by a redenom:natton event
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In-country funding exposure as at 31 December 2012
{Unaudited)

Greece
In-country assets
[n-country liabilities

Net in-country funding
Off balance sheet exposure/hedging

Ttaly
In-country assets
In-country Liabihitses'

Net 1n country funding
Off balance sheet exposure

Spain
In-country assets
In-country habilities

Net m-country funding

Off balance sheet exposure

Denominated 1n

Other

Euros US Dollars Currenctes Total
£bn £bn £bn £bn
13 01 - 14
(10 05) 01 (1 6)
03 {04) {01 02
02) 01 02 01
06 - - 06
{12) - - (12)
(0 6) - - (0 6)
05 - - 05
15 05 - 20
10, (01 - {12}
4 04 - 08
04 01 - 05

1 In country hatilities 1 ftaly include habiities 1ssved under local law but booked outside the country

The table also 1denufies m-country off-balance sheet
exposures as these are at nsk of redenomination should
they give nse to a balance sheet exposure tn the future

It 15 to be noted that this analysis can only be an
indication as it does not include any exposures booked by
the group outside the countries at nsk which are
connected with those countries (see ‘external contracts’
below)

External contracts redenomination nsk Contracts
entered mto between the group’s businesses based outside
a country exiting the euro with in-country counterparties,
or with those otherwise closely connected with the
relevant country, may be affected by redenominaton The
effect remams subject to a high level of uncertainty
Factors such as the country law under which the contract
1s documented, the group entity nvolved and the payment
mechanism for settlement may all be relevant to this
assessment The consequences for external contracts of a
dhscrderly exat or one sanctioned under EU law may also
be very different

The group has been ientifying and monitoring
potential redenomination nisks and, where possible
taking steps with the potential to mitigate and/or reduce
the group’s overall exposure to losses that might anise tn
the event of a redenomination 1t should be emphasised,
however, that a euro extt could take the form of a number
of different scenarios giving nse to distinct legal
consequences which could sigmficantly alter the potenual
effectiveness of any steps taken, and 1t 1s accordingly not
possible to predict with certainty how effective particular
measures might be unul they are tested against the precise
circumstances of a redenomination event
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Commercial real estate
(Unaudited)

Exposure to commercial real estate lending 1s
concentrated in the UK, where many regions were
negatively affected by weak growth 1n the economy
during 2012 London and the South East, where around
50 per cent of the group s UK commercial real estate
lending 15 based, continued to exhibat relative strength

Refinance nsk, which 1s subject to close scrutiny in
key commercial real estate markets, 1s the nsk that a loan
which 1s due to be repaid through refinancing over the
shortt term cannot, at matunty, be refinanced on current
market terms Such cases may either lead to the loan
bemng treated as impaired because the borrower’s ability
to repay 1s considered doubtful or, 1f refinanced within
the group may result i 1t being treated as a renegotiated
loan because of the degree of forbearance required (see
page 52 for a description of renegouiated loans) In
commercial real estate markets, refinance risk can arise
parucularly when a loan 1s serviced exclusively by the
property to which it relates, 1e when the bank does not
or 1s not able to, place principal reliance on other cash
flows available to the borrower The group monutors the
commercial real estate portfolio, assessing those drivers
that may indicate potenual 1ssues with refinancing The
prninaipal drver 1s the vintage of the loan, where
ongmnaton reflected previous market norms winch no
longer apply in the current market Examples are higher
loan-10-value ratios and/or lower interest cover rat1os
The range of refinancing sources in the local market 1s
also an 1mportant consideration, with concern increasing
where this 1s restricted to banks and when bank Liquidity
15 iiited  In addition, the qualiy of the undertying
fundamentals, such as tenant reliability ability to let, and




HS5BC BANK PLC

Report of the Directors. Risk (conunued)

VWAL 5 s

the condation of the property stself are alse important, as
they influence property value In the UK the drivers noted
above combine to cause a concern regarding Sensitivity to
nsks of refinance that warrant enhanced management
attention

At 31 December 2012 the UK had £15 2 lllion of
commercial real estate loans, of which £4 6 lilhon 1s due
to be refinanced within the next 12 months Of ts £1 5
billion 15 assessed as possessing charactensucs that
indicate an increased nsk of refinancing difficulty Such
cases are momtored closely with £1 2 lilhon already
under special management within the group’s Loan
Management Umts of winich £0 6 billion 15 already
disclosed as imparred with associated specific impairment
allowances of £0 3 bilhon Where these loans are not
considered impaired 1t 1s because while they may possess
characteristics that indrcate a potential 1ssue with
refinancing, there 1s no evidence indicating that all
contractual cash flows will not be recovered or that the
loans will need to be refinanced on terms the group would
consider below market norms

The impact of current market condttions on
impairment assessments 15 considered to be particularly
relevant over a 12 month honzon Over a 12 to 24 month
horizon, £2 1 lllion of UK commercial real estate loans
are due to be refinanced Reviews of more sensitive
exposures due between 12 and 24 months have been
conducted to ensure that there are no further cases at
present, requinng special management or consideration
for impairment

Interest-only mortgages
(Unaudited)

Interest-only mortgages totalled £30 7 billion
approximately 40 per cent of UK mortgage balances (see
table of Mortgage lending by product type on page 43),
of which approximately 50 per cent relates to the first
direct *offset’ product

The bank’s underwrnting critena for interest-only
products 1s consistent wath that for equivalent capital
repayment products and such products continue to be
typically originated at conservative loan-to-value ratios
Around a third of interest-only balances relate to first
direct ‘offser’ products where customers are following
some form of capital repayment schedule but are able to
drawdown further funds within the agreed limit

The bank manages non-payment risk by ensuring
cusiomers have a defined and credible repayment sirategy
at ongination {with affordability assessed on a caputal
repayment basis) and mantaining regular contact with the
customer

The bank runs contact programmes to ensure 1t
builds an informed relationship with customers whereby
they recerve the appropnalte support in meeting the final
repayment of principal, and understand aliernative
repayment options available These contact programmes

ntensify 1 the final five years of an nterest-only
product, and the effectiveness 1s reviewed by
management with enhancernents made where appropriate

The bank momnitors specific nsk characteristics
within the interest-only portfolio, such as current loan-to-
value ratio, customer age at expiry, current income levels
and credit bureau scores These factors are assessed both
from the context of future credit nsk, but also to
understand if there are segmenis of potentially vulnerable
customers There are currently no concentrations wiilin
these charactenstics that cause the interest-only portfolio
to be considered as carrymg unduly high credit nsk

Credit nisk

{Authted)

Credut nisk 1s the nisk of financial loss 1f a customer or
counterparty fails to meet a payment obhgation under a
contract 1t anises principally from direct lending, trade
finance and leasing business, but also from off-balance
sheet products such as guarantees and credit denvatives
and from the group's holdings of debt and other
securities Of the nisks i which the group engages, credit
nsk generates the targest regulatory capital requiremenis

The principal objectives of the group's credit risk
management are

*  to mamtain across the group a strong culture of
responsible lending and a rebust nsk policy and
control framework

+ 1o both partner and challenge businesses 1n defining,
implementing, and continually re-evaluating the
group’s risk appeute under actual and scenano
conditions, and

*  to ensure there 15 independent, expert scrutiny of
credit nsks, their costs and mitigation

Within the bank, the Crednt Risk function 1s headed
by the European Chief Risk Officer and reports to the
Chuef Executive Officer, with a functional reporting line
to the Group Chief Rusk Officer Its responsibiliies
include

» formulaung credit policy Comphance subject to
approved dispensations, 15 mandatory for all
operating companies whrch must develop local credit
polictes consistent with group policies,

« guiding operating compan:es on the group’s appetite
for credit nsk exposure to specified market sectors,
actvities and banking products and controlling
exposures to certain higher-nsk sectors

o undertaking an ndependent review and objective
assessment of nsk Credut risk assesses all
commercial non-bank credit facihties and exposures
over designated limuts, prior to the facilines being
commntied to customers or transactions being
undertaken,
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* momtoring the performance and management of
portfolios across the group

» controlhing exposure to sovereign entifies, banks and
other financial institutions, as well as debt secunties
which are not held solely for the purpose of trading,

« setting policy on large credit exposures, ensuning that
concentrations of exposure by counterparty, sector or
geography do not become excessive in refation to the
group’s capital base, and remain within internal and
regulatory limits,

= mamtaiing and developing the group’s nisk ratmng
framework and systerns through the Credit Risk
Analytics Oversight Committee, which reports to the
Risk Management Meetng { RMM’) and oversees
nsk rating system governance for both wholesale and
retail business,

= reporing on retatl portfolio performance, high nsk
portfolios risk concentrations, large impaired
accounts, impairment allowances and stress testing
results and recommendations to the group’s RMM,
the group s Audut Commuttee and the Board, and

» acting on behalf of the group as the pnmary
mierface for credit-related 1ssues, with the Bank of
England the FSA, local regulators, rating agencies,
analysts and counterparts in major barks and non-
bank financal inshitutions

Credit quality
{Audited)

The group’s credit nsk rating systems and processes
differentiate exposures 1n order to highlight those with
greater risk factors and higher potential severity of loss

In the case of individually sigmficant accounts, risk
ratings are reviewed regularly and any amendments are
implemented promptly Within the group’s retail

business nsk 1s assessed and managed using a wide range
of nsk and pricing models to generate portfolio data

The group’s nisk rating system facilitates the internal
ratings-based ('IRB’) approach under Basel Il adopted by
the Group to support calculation of the mintmum credit
regulatory capital requirement For further details, see
‘Credit quality of financial instruments on page 47

Special attention 1s paid to problem exposures
n order to accelerate remechal action Where appropnate,
operating companies use specialist umts to provide
custemers with support 1n order to help them avoid
default wherever possible

The Credit Review and Risk Identification team
reviews the robustness and effectiveness of key
management, momtoring and control activities

Periodic nisk-based audits of operaing compames’
credit processes and portfolios are undertaken by the
Internal Audit funcuon Intermnal Audut discusses with
management any nsk ratings it considers to be
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inappropnate, following whichits final recommendations
for revised ratings must be adopted

I[mpairment Assessment

It 15 the group’s policy that each operaung company
creates allowances for impaired loans promptly and
conststently

Impairment allowances may be assessed and created
either for individually sigmificant accounts or. on a
coliective basis, for groups of individually sigmficant
accounts for which no evidence of impairment has been
ndividually 1denufied or for ligh-volume groups of
homogeneous loans that are not constdered mdividually
significant

When impairment losses occur, the group reduces
the carrying ameunt of loans and advances through the
use of an allowance account When impatirment of
available-for-sale financial assets and held-to-matunty
financial investments occurs, the carrying ameunt of the
asset 1s reduced directly For further detals on the
accounting policy for imparrment of available-for-sale
debt and equity securities, see accounting policies in Note
YA

Concentrations of credit risk exposure

Concentrations of credit nsk arise when a number of
counterparties or exposures have comparable economic
charactenstics, or such counterparties are engaged 1n
stmilar activities, or operate n the same geographical
areas or industry sectors, so that their collective ability to
ineet contractual obliganons 1s umformly affected by
changes in economic, pohtical or other conditions The
group uses a number of controls and measures to
mimmse undue concentration of exposure 1n the group’s
portfohios across industry, country and customer groups
These include portfolio and counterparty hmats, approval
and review controls and stress testing

|

|

|
Wrong-way risk is an aggravated form of ;

concentration risk that arises when there 15 a strong

correlation between the counterparty's probability of ‘

default and the mark-to-market value of the underlying !

transaction The group uses a range of procedures to ‘

monitor and control wrong-way sk, including requintng

entities to obtain prior approval before undertaking

wrong-way risk transactions outside pre-agreed }

gurdelines 1

Maximum exposure to credit rnisk

The following table presents the maximum exposure to
credit nsk from balance sheet and off-balance sheet
financial mstruments before taking account of any
collateral held or other cred:t enhancements (where such
crecht enhancements do not meet offsetting
requirerttents}  For financral assels recognised on the
balance sheet the maximum exposure to credit nsk
equals their carrying amount, for financial guarantees
granted, 115 the maxumum amount that the group would
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have to pay 1if the guarantees were called upon For loan
commtments and other credit-related commitments that

Maximum exposure (o credit risk
{Audited)

The group

Cash and balances at central banks
[tems 1n the course of collection from other banks

Trading assets
treasury and other eligible bills
debt secunties
loans and advances 1o banks
loans and advances to customers

Financial assets designated at farr value
treasury and other eligible hifls
debt secerities
loans and advances 1o banks
loans and advances to customers

Denvatives'

Loans and advances held at amortised cost?
loans and advances to banks
loans and advances to customers

Financial mvestments
treasury and other similar bills
debt securntics

Other assets
endorsements and acceptances
accrued mcome and other

Fiancial guarantees
Loan commitments and other credit-related
commitments

At 31 December 2012

are wrrevocable over the hife of the respective facihities, it
15 generally the full amount of the commutied facilines

At 31 December 2011

Exposure
Maxtmum tocredst  Maximum Exposure to
expasure Offset risk (net) exposure Offset  credu nisk (net)
fm fm fm £m fm {m
51,613 - 51,613 56 460 - 56 460
1,961 - 1,961 1663 - 1663
138,624 (10,327) 128,297 114 657 {2 303) 112 354
2,258 - 2,258 1301 - 1301
54,576 - 34,576 51286 - 51 286
32,655 - 32,655 30 335 - 30335
49,135 (10,327) 38,808 31735 (2 303) 29432
7,151 - 7,151 7 856 - 7,856
- - - 5 - 5
7122 - 7122 7285 - 7285
29 - 29 70 - 70
- - - 496 - 496
177,808 (241,162) 36,646 176 993 (141,973) 35 020
314,971 (54.641) 260,330 332617 {52 881) 279736
32,286 (1,992) 30,294 44,603 {t 980} 42 623
282,685 (52,649) 230,036 288,014 (50 901} 237113
70 237 - 70,237 91 888 - 91 888
5,203 - 5,203 6737 - 6737
65,034 - 65,034 85151 - 85151
6,704 - 6,704 8494 - 8494
719 - 779 730 - 730
5925 - 5,925 7764 - 7764
11,660 - 11,660 12410 - 12410
115,725 - 115,725 120 881 - 120 881
896,454 {206 130) 690,324 923 919 {197 157) 726 762

4
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Maximum exposure to credit risk

(Audrted}
The bank
At 31 December 2012 A131 December 2011

Exposure to Exposure to
Maximum credit risk Maximum credit risk
exposure Offset (net) BXposure Offset {ney)
£m fm £m £m fm fm
Cash and balances at central banks 45,262 - 45,262 44 967 - 44 967
Items m the course of collection from other banks 1,213 - 1,213 908 - 908
Trading assets 115,949 (10,327) 105,622 94 852 (2 303) 92 549
treasury and ather eligible bills 1,120 - 1,120 703 - 709
debt securites 30,084 - 30,084 27079 - 27079
loans and advances te banks 38,258 - 38,258 36 407 - 36 407
lozns and advances to customers 46,487 (10,327) 36,160 30 657 (2 303) 28 354
Financial asseis designated at fair value 4,373 - 4,373 4 595 - 4 595
debt secunities 4,373 - 4,373 4 595 - 4,595
loans and advances to banks - - - - - -
Denvatives' 140 340 (88,947) 51,393 145 424 (96 159) 49 265
Loans and advances held at amaortised cost? 242,774 {47,492) 195,282 232 764 (41,163) 191 601
loans and advances to banks 17,207 - 17,207 22 203 - 22 203
loans and advances to customers 225,567 (47,492) 178 075 210 561 {41 163) 169 398
Financial investments 36,116 - 36,116 41 747 - 41 747
treasury and other simlar bills 4,922 - 4922 4 106 - 4 106
debt secunities 31,194 - 31,194 37 641 - 37 641
Other assets 4,280 - 4,280 4 460 - 4 460
endorsements and acceptances 525 - 525 393 - 393
accrued mcome and other 3,755 - 3,755 4 067 - 4 067
Financial guarantees 9,318 - 9,318 8 531 - 8531

Loan commitments and other credit-related
commiments 77.640 - 77,640 §1 801 - 81 801
677,265  (146,766) 530,499 660 049 {139 625) 520 424

I The derrvative offset amount m the maximum exposure (0 credi risk table  relates to exposures where the counterparty has an offsetting
derivaiive exposure with the group a master netung agreement 1s i place and the credit risk exposure is managed on a net basis or the
posttion is specifically colfateralised normally mn the form of cash At 31 December 2012 the total amount of such offsets was £141
tihon (2011 £142 ullion) of which £122 bilhion (2011 £124 biflron) were offSets under a master aetung arrangement £19 bilfion
2011 £17 billon) were recerved i1 cash and £0 1 biilion (2011 £0 2 billion} were other collateral These amounts do not quahfy for net
presentation for accounting purposes as settlement may not actually be made on a net basis

2 The loans and advances offset adyustment primarty relates to customer loans and deposits and balances ansing from repo and reverse
repo transactions The offset relates (o balances where there 1s a Jegally enforceable right of offset 1n the event of counterparty default
and where as a result there 15 a net exposure for credit risk management purposes As there is no mtention o settfe these balances on a
niet basis under normal circumstances they do not qualiy for net presentaion for accounting purposes

Collateral and other credit enhancements held

Loans and advances held at amortised cost
(Audited)

Although collateral can be an important mitigant of credit
nsk 1t 15 the group’s practice to lend on the basis of the
customer's ability to meet their obhigations out of their
cash flow resources rather than rely on the value of
secunty offered Depending on the customer’s standing
and the type of product facihites may be provided
unsecured For other lending a charge over collateral 1s
obtained and constdered 1n determuning the credit
decision and pricing In the event of a default, the group
may utilise the collateral as a source of repayment
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Depending on uts form, collateral can have a
sigmficant financial effect 1n mingating exposure to
credit nsk The tables below provide a quantification of
the value of fixed charges the group holds over a
borrower's specific asset (or assets) where the group has
a history of enforcing, and are able to enforce, the
collateral in sausfying a debt in the event of the borrower
failing 1o meet 1ts contractual obligations, and where the
collateral 1s cash or can be realised by sale 1n an
esiablished market

The group may also manage 1ts sk by employing
other types of collateral and credit nisk enhancements,
such as second charges, other ens and unsupported
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guarantees, but the valuation of such mitigants 1s less
certan and their financial effect has not been quanufied
In particular, loans shown in the tables below as not
collateralised may benefit from such credit mitigants

Consequently the figures in the tables below only
quanufy the value of fixed charges held over a specific

Personal Lending

Residential mortgages by level of collaterals
(Audited)

Fully collaterahsed
Less than 25% loan to value ( LTV }
25% 10 50% LTV
51%to 75% LTV
76% to 90% LTV
91% to 100% LTV

Partially collateralised
greater than 100% LTV
collateral value

Total residential mortgages

The above table shows residential mortgage lending
ncluding off-balance sheet loan commitments by level of
collateral The collateral ncluded in the table above consists
of first charges on real estate

The loan-to-value ('LTV") ratio s calculated as the
gross on-balance sheet carrying amount of the loan and
any off-balance sheet loan commtment at the balance
sheet date divided by the value of collateral The value of

Mortgage lending by product type
{Unaudued)

asset {or assets) of a borrower where the group have a
story of enforcing, and are able to enforce the collateral
n satisfying a debt in the event of a borrower failing to
meet thewr contractual obligations and where the collateral
15 cash or can be realised 1n the form of cash by sale nan
established market

At 31 December 2012 At 31 December 2011

fm fm

86,583 8t 184

5,872 6,392

22,009 20410

37,358 34008

16,392 15 448

3,952 4926

1,835 2116

| 1,587 |] 1822 |

88,418 83 300

collateral 1s determined using professional valuations and
house price indices The collateral valuauon excludes any
adjustments for obtaining and selling the collateral
Valuations must be updated on a regular basis and as a
minimum, at intervals of every three years More frequent
re-valuauons are conducted where market conditions or
portfolie performance are subject to significant change or
where 4 loan 15 1dentified and assessed as impaired

The following table shows the levels of personal mortgage lending preducts 1n the various portfolios 1n the UK and the

rest of Europe

A1 31 December 2012

Total residential mortgage lending

Total impairment allowances on residenual morigage lending
Interest onty (including endowment) morigages
Affordabitity mertgages including adjustable rate morigages
Other

Total interest-only and affordability mortgages

As a percentage of total mortgage lending

At 31 December 2011

Total restdennal mortgage lending

Total impatrment allowances on residennal mortgage lending
Interest-only (including endowment) morigages
Affordability mortgages including ARMs

Other

Total interest only and affordab:lity morigages

As a perceniage of total mortgage lending

Other personal lending

Continentat

UK Europe

£m £m

78514 4,030
{262) {40)

30719 31
1 330

60 -

30,780 361
392% 90%

71834 6 037
(247} {38)

30283 62

70 320

63 -

30416 382
42 3% 6 3%

Other personal lending consists prnimanly of credit cards and personal [oans, both of which are generally unsecured
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Corporate and commeraial and financial non-bank
lending
{Audted)

Collateral held 15 analysed separately for commercial real
estate and for other corporate and commercial and
financial {non-bank) lending Thus reflects the differing

nature of collateral held on these portfolios In each case,
the analysis includes off-balance sheet commitments

Commercal real estate loans and advances by level of collateral

(Audited)

Rated CRR/EL 1o 7
Uncollateralised
Fully collateralised
Partiaily collateralised
- collateral value {partialy collateralised)
Rated CRR/EL 8 to 10
Uncollaterahsed
Fully collaterahsed
Partially collateralised
- collateral value (partially cellateralised)

Total commercial real estate loans and advances

The collateral included 1 the table above consists of
fixed first charges on real estate

The value of collateral 1s determined through a
combination of professional and internal valuations and
physical mspection Due to the complexity of collateral
valuations for commercal real estate, local valuation
pohcies determine the frequency of review based on local
market conditions Revaluations are sought with greater
frequency where as part of the regular credit assessment
of the obligors, matenal concerns arise 1n relation to the

At 31 December 2012 At 31 December 2011

fm £m
20,398 21 557
4,374 3701
14,114 15 B854
1,910 2002
1,720 1147
2,271 2434
259 281
1,032 912
980 1241
581 699
22,669 23991

transaction which may reflect on the underlying value of
the collateral, or in circamstances where an obligor's
credit quality has declined sufficiently to cause concern
that the pnnaipal payment source may not fully meet the
obligation The collateral valuations reported exclude any
adjustments for obtatning and selling the collateral

The following table shows corporate, cominercial
and financial {(non-bank) lending including off balance
sheet loan commitments by level of collateralisation

Other corporate commercial and financial (non-bank) loans and advances by level of collateral rated CRR/EL 8 to 10

only
{Audtied)

Uncollateralised
Fully collateralised
- LTV ratio less than 25%
- 25% to 50%
-51% 10 75%
- 76% to 90%
- 80% to 100%

Parually collateraiised
- collateral value

Total rated CRR/EL 8 10 10

The collateral used 1n the assessment of the above
primarnly mcludes first legal charges over real estate and
charges over cash 1n the commercial and indusinal sector,
and charges over cash and marketable financial
mnstruments 1n the financial sector Government sector
lending 1s generally unsecured

It should be noted that the table above excludes other
types of collateral which are commonly taken for
corporate and commercial lending such as unsupported

At 31 December 2012 At 31 December 2011

£m Im
2,996 3578
889 1140
42 112
115 177
179 379
115 99
438 373
836 383
519]| 360 |
4,721 5601

guarantees and floating charges over the assets of a
customer’s business While such nmtigants have value,
often providing nghts mn imsolvency, their assignable
value 15 insufficiently certain and are therefore assigned
no value 1n these disclosures

As with commercial real estate the value of real
estate collateral included in the table above 1s determined
through professional valuation The frequency of
revaluation 15 undertaken on a stmitar basis to
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commercial real estate loans and advances however, for reason the table above reports values only for customers
financing actvities n corporate and commercial lending with CRR 8 to 10, reflecting that these loans and

that are not predominantly commercial real estate advances generally have valuations which are of
oriented collateral value 1s not as strongly correlated to comparatively recent vintage For the purposes of the
principal repayment performance Collateral values will table above, cash 1s valued at 1ts nominal value and
generally be refreshed when an obligor’s general credit marketable securities at their far value

performance deteriorates and 1t 1s necessary to assess the
likely performance of secondary sources of repayment
should reliance upen them prove necessary For this

The collateral valuation excludes any adjustments
for obtaining and selling the collateral

Collateral and other credit enhancements obtained

(Audited)
The group The bank
2012 2011 2012 2011
£m £m fm £m
Nature of assets
Residential property’ 33 38 21 26

1 The table presenis the carrying amount of collateral and other credit enhancements obtamned whiclt are held at the reportng date

The group cbtained assets by taking possession of If excess funds anse after the debt has been repaid,
collateral held as secunty, or calhng upon other credit they are made available either to repay other secured
enhancements Repossessed properties are made avaifable lenders with lower prionity or are returned to the

for sale 1n arderly fashion, with the proceeds used to customer The group does not generally occupy the
reduce or repay the outstanding mdebtedness repossessed properttes for its busmess use

Loans and advances to customers by industry sector

{Audited)
The group
At 31 December 2012 At 31 December 2011
Gross loans by Gross loans by
Gross loans and  industry sector as Gross loans and industry sector as
advances to a % of total advances to a % of total
customers gross loans customers gross loans
£m % £m %
Personal
Residential mortgages 82,544 2887% 77871 26 73%
Other personal 23,222 812% 33571 11 52%
105,766 36 99% 111 442 38 25%
Corporate and commercial
Commercial industnal and intemattonat trade 78,176 27 34% 71098 24 40%
Commercial real estate 20,504 717% 21034 722%
Other property-related 4 580 160% 4908 168%
Govemment 1,481 052% 1977 0 68%
Other commercial 32,283 11 29% 33498 11 50%
137,024 47 92% 132515 45 48%
Financial
Non bank financial mstitutions 40,539 14 18% 43 881 15 06%
Settlement accounts 316 011% 440 015%
40,855 14 29% 44 321 1521%
Other 2,286 0 80% 3085 1 06%
Total gross loans and advances 285,931 100 00% 291 363 100 00%
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The bank
At 31 December 2012 At 31 December 2011
Gross loans by Gross loans by
Grossloans and  industry sector as Gross loans and industry sector as
advances to a % of total advances 1o a % of total
customers gross loans cusiomers gross loans
£m % fm %
Personal
Residenttal morigages 76,440 33 46% §9 500 32 48%
Other personal 8,939 391% 9276 434%
85,379 3737% 78 776 36 82%
Corporate and commercial
Commercial, industrial and international trade 58,363 25 55% 50 103 23 42%
Commercial real estate 12,613 552% 12 675 592%
Other property-related 2999 131% 3201 1 50%
Govemment 987 043% 1594 074%
Other commercial 24,798 10 85% 24 838 11 62%
99 760 43 66% 92 431 43 20%
Financial
Non bank financial instaitutions 41,030 17 95% 39616 18 52%
Settlement accounts 36 002% 41 002%
41,066 1797% 39 657 18 54%
Other 2 286 100% 3085 1 44%
Total gross loans and advances 228 491 100 00% 213 949 100 00%

Loans and advances to banks
(Autlited)}

The following table shows loans and advances to banks including off-balance sheet loan commitmenits by fevel of

collateral

Loans and advances to banks by level of collateral
(Audited)

Uncollaterahsed

Fully collateralssed

Partially collateralised
- collateral value

Total loans and advances to banks

The collateral used in the assessment of the above relates
primarily to cash and marketable securittes Loans and
advances to banks are however typically unsecured
Certain products such as reverse repurchase and stock
borrowing are effectively collateralised and have been
included in the table above

Derivatives
(Audrted)}

The International Swaps and Denvatives Association

( ISDA’) Master Agreement 1s the group's preferred
agreement for documenting denvatives actvity kt
provides the contractual framework wathin which dealing
activity across a full range of over-the-counter products s
conducted, and contractually binds both parties to apply
close-out netting across all outstanding transactions
covered by an agreement 1f exther party defaulis or other
pre-agreed termination events occur It 1s common, and
the group's preferred practice, for the parties to execute a
Credit Support Annex {'CSA’) in comjunction with the
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At 31 December 2012 AL 31 December 2011

fm fm
21,368 17 666
15775 20 353
39 94

37 67
37,182 38,113

ISDA Master Agreement Undera CSA collateral 1s
passed between the parues to mitigate the market-
contingent counterparty risk inherent 1n the outstanding
postuons The majonty of the group's CSAs are with
financial insututional chents

Items n the course of collection from other

banks
(Audited)

Settlement nsk arises n any situations where a payment
1 cash, securities or equihies 1s made with the expectation
of a corresponding receipt of cash, secunties or equities
Daily settlement limts are established for counterpartes
1o cover the aggregate of transactiens with each
counterparty on any single day

The group substannially mitigates settlement risk on
many transactuons, particularly those involving securities
and equities, by settling through assured payment
systems, or on a delivery-versus-paymeni basis
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Trading assets, financial assets designated at

farr value and financial investments
{Audued}

Debt secunties, treasury and other ehigrble bills consist of
government, bank or other financial institution 1ssued
securities for which erther government guarantees are
held or no collateral 1s held

In addition, debt secunities include asset-backed
secuniies ( ABS’} and simular instrumenis which are
supported by underlying poels of financial assets The
group also purchases credit default swap gross protection
to mitigate 1ts exposure to credit nsk

The majorty of the loans and advances held 1n these
financial asset classes are made up of reverse repos and
stock borrowing which by their nature are collateralised

Collateral accepted as secunity that the group 1s permutted
1o sell or repledge on reverse repos and stock borrowing
1s disclosed in Note 36 Assets charged as securtty for
liabiiities and collateral accepted as security for assets’

Credit quality of financial instruments
(Audited}

The five credit quality classifications defined below each
encompass a range of more granular, internal credit rating
grades assigned to wholesale and retail lending business,
as well as the external raung, attnbuted by external
agencies to debt secunities There 15 no direct correlation
between the mternal and external ratings at granular level
except to the extent each falls within a single quality
classification

Credit quality

Debt securities

and other bills Wholesale lending and derivatives Retail lending

External credit Internal credit Probability of Internai credn
Quality classification rating rating default % rating  Expected loss %
Strong A- and above CRR1 10 CRR2 0-0169 EL1to EL2 0-0999
Good BEB+ 10 BBB- CRR3 0170-0740 EL3 1006 - 4 999
Sausfactory BB+ 10 B+ and unrated CRR4 to CRR5 0741 -4914 EL4 10 EL3 5000-19999
Sub - standard B and below CRR6 to CRR8 4915 - 99999 EL6to EL8 20 000 - 99 999
Impatred Impaired CRRS to CRR10 100 EL%t0 EL10 100+ or defaulted’

1 The EL percemiage is derived through a combination of PD and LGD and may exceed 100 per cent i circumstances where the LGD i1s above

100 per cent reflectng the cost of recoveries

Quality classification definitions
{Audned)

‘Strong’ Exposures demonstrate a strong capacity to
meet financial commitments, with neghgible or low
probability of default and/or low levels of expected loss
Retail accounts operate within product parameters and
only exceptionally show any period of delinquency

‘Good" Exposures require closer monitoring and
demonstrate a good capacity to meet financial
comumutments, with low default risk Retail accounts
typically show only short periods of delinquency, with
any losses expected to be mimimal following the adoption
of recovery processes

*Satisfactory’ Exposures require closer monitoring and
demonstrate an average to far capacity to meet financial
commitments, with moderate default nsk Retail accounts
typically show only short periods of delinquency, with
any losses expected to be mnor following the adoptien of
FECOVErY Processes

‘Sub-standard Exposures require varying degrees of
special attentton and default nsk s of greater concern
Retail portfolio segments show longer delinquency
pertods of generally up to 80 days past due and/or
expected losses are lngher due to a reduced ability to
mutigate these through security reahsauon or other
Tecovery processes

‘Impaired’ Exposures have been assessed, individually
or collecuvely asimpared
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Risk rating scales
(Audited)}

The Customer Risk Raung ( CRR’) 10-grade scale above
summarises a more granular underlying 23-grade scale of
obhgor probability of default ('PD") All distinct HSBC
customers are rated using one of these two PD scales
depending on the degree of sophisticauon of the Baset I1
approach adopted for the exposure

The Expected Loss { EL") 10-grade scale for retail
business summarises a more granular underlying EL. scale
for these customer segmenis this combines obligor and
facility/product nisk factors in a composite measure

For debt securiies and certain other financial
instruments, external ratings have been aligned to the five
quality classifications The raungs of Standard and Poor's
are cited, with those of other agencies being treated
equivalently Debt secunities with short-term issue ratings
are reported against the long-term rating of the issuer of
those securities [f major rating agencies have different
ratings for the same debt secuntes, a prudent rating
selection 1s made 1n line with regulatory requirements

For the purpose of the following disclosure, retail
loans which are past due up to 8% days and are not
otherwise classified as ELS or EL10, are not disclosed
withmn the EL grade 1o which they relate, but are
separately classified as past due but not impaired The
following tables set out the group’s distnbution of
financial instrumments by measures of credit quality
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Distribution of financial instruments by credit quality

{Audied)
The group

Cash and balances at
central banks

Items 1n the course of
collection from other
banks

Trading assets

- treasury and other
ehigible bills

- debt securities

- loans and advances to
banks

- leans and advances to
customers

Financial assets
designated at fair value

- treasury and other
eligible bills

- debt securities

- loans and advances (o
banks

- loans and advances {o
CUSIOMErS

Denvatives

Loans and advances held
at amertised cost

- loans and advances to
banks

- loans and advances (o
customers

Financial wnvestments

- treasury and other
eligible bills

- debt secunties

Other asseis

- endorsements and
acceptances

- acerued n¢come and
other

31 December 2012

Neither past due nor empaired

Past

Medium Sub- due not Impairment
Strong Good  Satisfactory  Standard  wmpaired  Impaired  allowances Total
im fm im £m fm fm £m £m
51613 - - - - - - 51613
1,961 - - - - - - 1,961
99,766 21,027 17,140 691 - - - 138.624
931 797 527 3 - ~ - 2,258
41,991 3,017 4,320 248 - - - 54,576
22,123 5,829 4,269 434 - - - 32,655
34721 6.384 8,024 6 - - - 49,135
2,465 243 4,416 27 - - - 7,151
2,438 243 4,414 27 - - - 7,122
27 - 2 - - - - 29
145,481 18,758 12,337 1,032 - - - 177,808
174,617 66,580 62,145 6,678 1,403 6,818 {3,270) 314,971
25,104 4,845 2,185 136 - 40 (24) 32,286
149,513 61735 59,960 6,542 1,403 6,778 {3.246) 282,685
58,038 4,730 3,956 1,954 - 1,559 - 70,237
4,199 530 474 - - - - 5,203
53,839 4,200 3482 1,954 - 1559 - 65,034
3,740 353 1,883 707 ! 17 6,704
271 21 4387 - - - - 779
3,469 332 1,396 707 4 17 - 5,925

a8
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31 December 2011

Netther past due nor impawred

Cash and balances at
central banks

Items 1n the course of
collecuon from other
banks

Trading assets

- treasury and other
elhigible bills

- debi securities

- loans and advances to
banks

- loans and advances to
customers

Financial assets
designated at fair
value

- treasury and other
ehigible bills

- debt secunties

~ loans and advances to
banks

- loans and advances to
customers

Denvatives

Loans and advances
held at amorused
cost

- loans and advances to
banks

- loans and advances to
customers

Financial tvestments

- treasury and other
eligible hills

- debt securities

Other assets

- endorsements and
acceptances

- accrued mcome and
other

Past

Medium Sub- due not impatrment
Strong Good  Satsfactory Standard imparred Impared  allowances Total
£m im £m £m £m &m im £m
56 460 - - - - - - 56 460
1663 - - - - - - 663
95 586 9538 §839 694 - - - 114 657
1205 12 79 5 - - - 1301
45633 1 769 3573 31 ~ - - 51 286
21108 6 209 2640 378 - - - 30 335
27 640 1 548 2 547 - - — - 31735
3 206 119 4 529 2 - - - 7 856
5 - - - - - - 5
2 669 119 4495 2 - - - 7285
36 - 34 - - - - 70
496 - - - - - - 496
147 277 19776 3108 832 - - - 176 993
190 059 66 882 61372 8 946 1225 7514 {3 381) 332 617
40747 2729 1077 35 - 47 (32) 44 603
149312 64 153 60 295 8811 1225 7467 (3349) 288014
§1 868 3 690 3128 1776 - 1426 - 91 888
6156 485 74 22 - - - 6737
73712 3 2056 3054 1754 - 1,426 - 85 151
5313 336 2 456 350 20 19 - 8494
384 15 331 - - - - 730
4929 321 2125 350 20 19 - 7 764
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The bank

31 December 2012

Nesther past due nor impaired

Cash and balances at
central banks

ltems 1n the course of
collection from other
banks

Trading assets

- treasury and other
eligible bills

~ debt secunttes

- loans and advances to
banks

- leans and advances io
customers

Financial assets
designated at fair value

- debt secunities

- loans and advances to
banks

Denvanves

Loans and advances held
at amortised cost

- loans and advances to
banks

- loans and advances to
customers

Financial investments

- treasury and other
simular bills

- debt securities

Other assets

- endorsements and
accep[ances

-~ acerued mncome and
other

Past

Medm Sub- due not Impairment
Strong Good Sausfactory  Standard  impawed  Impatred  allowances Total
fm im fm fm £m £m im im
45,262 - - - - - - 45,262
1,213 - - - - - - 1,213
87,801 15,202 12,280 666 - - - 115,949
537 65 515 3 - - - 1,120
23,704 4,334 1,798 248 - - - 30,084
30,686 4,659 2,504 409 - - - 38,258
32,874 6,144 7,463 6 - - - 46,487
- - 4,373 - - - - 4,373
- - 4,373 - - - - 4,373
112,617 16,419 10,306 998 - - - 140,340
140,218 46,326 47,277 5,872 615 5,409 (2.943) 242,774
10,252 2,925 2,329 995 - 725 (19 17,207
129,966 43,401 44 948 4,877 615 4.684 (2.924) 225,567
33.955 822 1,059 151 - 129 - 36,116
4,177 294 451 - - - - 4,922
29,7178 528 608 151 - 129 - 31,194
3.242 338 698 2 - - - 4,280
31 13 481 - - - - 525
3.211 325 217 2 - - - 3755
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31 December 2011

Nether past due nor impared

Cash and balances at
central banks

ltems n the course of
collection from other
banks

Trading assets

- treasury and other
ehgible bills

- debt secunities

- loans and advances to
banks

- loans and advances to
customers

Financial assets
designated at far
value

- debt securittes

— loans and advances to
banks

Derivatives

Loans and advances
held at amortised cost

- loans and advances to
banks

- loans and advances 0
customers

Financial investments

- treasury and other
symular bills

- debt securtties

Other assets

- endorsements and
acceptances

— accrued mcome and
other

Past

Medium Sub- due not tmpamrment
Strong Goed  Savsfactory  Standard impawred  Tmpawed  atlowances Total
Im im £m im im im fm fm
44 967 - - - - - - 44 967
a08 - - - - - - 908
82 587 6259 5362 644 - - - 94 852
623 3 79 4 - - - 709
24172 1310 I 287 310 - - - 27079
30 751 3497 1,829 330 - - - 36 407
27 041 1,449 2,167 - - - - 30 657
239 - 4 356 - - - - 4595
239 - 4 356 - - - - 4595
121 052 16 474 7108 790 - - - 145 424
135 742 44 977 41217 7 663 602 5977 {3 414) 232 764
17,464 2499 818 822 - 626 (26) 22203
118 278 42 478 40 399 6 841 602 5351 (3,388) 210 561
40,174 613 607 173 - 180 - 41 747
3722 31z T2 - - - - 4106
36 452 301 535 173 - 180 - 37 641
3396 315 545 4 - - - 4 460
69 9 315 - - - - 393
3527 306 230 4 - - - 4067
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Past due but not impaired gross financial mstruments

Past due but not impaired loans are those for which the
customer 1s 1n the early stages of delinquency and has
farled to make payment, or a partial payment in
accordance with the contractual terms of the loan
agreement This s typically where a loan 15 less than 90
days past due and there are no other indicators of
impairment Further examples of exposures past due but

not impared include overdue loans fully secured by cash
collateral, mortgages that are individually assessed for
umpairment and that are 1n arrears more than 90 days, but
where the value of collateral 1s sufficient o repay both
the pnincipal debt and all potennal interest for at least one
year, and short-term trade facilities past due more than
90 days for technical reasons such as delays in
documentation. but where there 1s no concern over the
creditworthiness of the counterparty

Ageing analysis of days past due but not impaired gross financial instruments

(Audited) |
The group |
\
Upto 30-59 60 89 90-179 QOver
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2012
Loans and advances held
at amortised cost 900 331 149 16 1,403
Other assets 3 - - - 1 4
903 331 149 16 8 1,407
At 31 December 2011
Loans and advances held
at amortised cost 696 236 266 21 [ 1225
Other assels 6 2 3 4 5 20
702 238 269 25 11 I 245
The bank
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £fm £m
At 31 December 2012
Loans and advances held
at amortised cost 371 143 101 - - G135
At 31 December 2011
Loans and advances held
at amortised cost 349 141 96 15 1 602

Forbearance strategies and renegotiated loans
(Audited)

The group may renegouate the terms and conditions of a
loan for a number of reasons which include changing
market conditions, customer retention and other reasons
not related to the credit condition of a customer Under
certan circumstances, the group may renegotiate the
terms and conditions of a loan 1n response to actual or
percerved financial difficulues of a customer, this
practice of renegotiatton for credit purposes 1s known as
loan forbearance

A range of forbearance strategies are employed 1n
order to improve the management of customer
relationships, maximise collection opportumties and, if
possible, avoid default, foreclosure or repossession The
policies and practices are based on cnitena which, n the
Judgement of local management indicate that repayment
15 hikely to continue
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Forbearance strategtes include extended payment
terms, a reduction 1n interest or pnincipal repayments,
approved exlernal debt management plans, debt
conschdations, the deferral of foreclosure, and other
forms of loan modifications and re-ageing These
management pohicies and practices typically provide the
customer with terms and conditions that are more
favourable than those provided imuially Such
arrangements could include cases where an account 1s
brought up-to-date without full repayment of all arrears

Loan forbearance 1s only granted m situauons where
the customer has showed a willingness to repay the
borrowing and 15 expected to be able to meet the revised
obliganons

From this point forward, the group discloses loan
forbearance as ‘renegotiated loans’ which represent
payment arrangement concessions granted which the
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group would not normally consider as a result of financial
difficulties of a customer

For retatl lending the group s credit nsh
management policy sets cut restnictions on the number
and frequency of renegotiations the mimmum pertod an
account must have been opened before any renegotiation
can be considered and the number of qualifving payments
that must be received The application of this policy
varies according to the nature of the market, the product
and the management of customer relationships through
the occurrence of exceptional events

A loan that has been subject to a change 1n
contractual cash flows as a result of renegotiation for
credit purposes will be classified on renegotiation as
impatred, unless the delay in payment 1s insignificant and
there are no other indicators of impairment The loan will
remain classified as impaired until 1t has demonstrated a
history of payment performance against the ongnal or
revised terms as appropriate to the circumstances that 1s
sufticient to demonstrate a signiticant reduction in the
rish of non-payment of future cash flows

For retail lending the mimmum period of payment
performance required 1s dependent on the portfolio but 1s
typically no less that six months of keeping up to date
with scheduled payments This period of payment

Renegotiated loans and advances to customers
(Audited)

At 31 December 2012

performance 15 1n addition to the receipt of a minimum of
two payments within a 60 day peniod from a customer to
imittally quahfy for the renegotiaton These qualifying
payments are required 1n order to demonstrate that the
renegotiated terms are sustainable for the borrower For
corporate and commercial lending which are individually
assessed and where non-monthly payments are more
commonly agreed the history of payment performance
will depend on the underiying structure of payments
agreed as part of the restructure

Renegotiated loans are considered when calculating
collective impairment allowances, either through
management s judgement or by segregation from other
parts of the portfoho Within the retail portfolio when
emptrical evidence indicates an increased propensity to
default and higher losses on such accounts, the use of roll
rate methodology ensures this factor 1s taken into account
when calculatng impairment allowances The carrying
amount of loans that have been classified as renegotiated
retain this classification until maturity or derecogmtion
Interest 1s recorded on renegotiated loans on the basis of
the new contractual terms following renegotiation

The following table shows the group s holdings of
renegotiated loans and advances 1o customers by industry
sector and credit quality classification

At 31 December 2011'

Not past  Past due Not past Past due
due nor but not due nor but not
mmpaired impaired  Impaired Total 1mpaired impaired  Impaired Total
£m fm £m £m £m £m £m £m
Retail
Residential Mortgages 420 131 622 1,173 341 88 624 1,053
Other peesonal 297 39 82 418 263 47 103 413
Commercial real estate 3 - 1,382 2,095 309 — 1,333 2,142
Corporate and commercial 877 57 1,325 2,259 982 46 1,091 2,119
Financial 5 - 1%9 204 7 - 303 310
Govemments - - - - - - - -
Total renegotiated leans and advances to
customers 2312 227 3.610 6,149 2402 181 3454 6037
Impairment allowances
Collectively assessed (15) (5%
Individually assessed {1,363} {1,L137)
Total tmpairment allowance on renegotiated
loans {1,078) {1,206)

! In 2012 the group defimtion of renegoniated loans was revised and comparaines have been updated to reflect this change The revised
definttion excludes loan modifications that do not affect payment arrangemenis since by themsehes such changes do not necessartly

mdrcate credit distress affecting payment capacity

Impaired loans
(Audited)

Impaired loans and advances are those that meet any of
the following critena

¢ loans and advances classified as CRR9 CRR10 EL9
or EL.10 {a descnption of the group s internal credit
ratings 15 provided on page 47

» retail exposures 90 days or more past due (may be
longer for mortgages) unless individually they have
been assessed as not tmpatred, or

» renegotiated loans and advances that have been
subject to a change in contractual cash flows as a
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result of a concesston which the lender would not loans remain classified as impaired unut there 15
otherwise consider, and where 1t 15 prabable that sufficient evidence to demonstrate a sigmificant
without the concession the borrower would be reducuion 1 the nsk of non-payment of future cash
unable to meet tts contractual payment obligattons in flows, and there are no other mdicators of

full unless the concession 1s msignificant and there impairment

are no other indicators of impairment Renegotiated

Impaired leans and advances to customers and banks by industry sector

(Audited)
Impaired loans and advances at Irnpaured loans and advances at
31 December 2012 31 December 2011
Individually  Collectively Indvidually  Collectively

assessed assessed Total assessed assessed Total
im £m m £m fm £m
Banks 40 - 40 47 - 47
Cusiomers 6,131 647 6,778 6775 692 7467
Personal 845 618 1,463 1034 662 1 696
Corporate and commercial 4,941 29 4,970 5198 30 5228
Fmancial 345 - 345 543 - 543
6,171 647 6,818 g 822 692 754

Impairment aflowances and charges on loans and advances te customers

(Audited)
The table below analyses the impairment allowances collective impairment allowances on loans and advances
recogrused for impaired loans and advances that are either classified as not impaired

individually assessed or collectively assessed, and
As at 31 December

2012 2011
£m im
Gross loans and advances
Individually assessed impaired ioans' 6131 6775
Collectively assessed” 279,800 284 588
[mpaired loans' 647 692
Non-Imparred loans® 279,153 283 896
Total gross loans and advances 285931 291 363
Impairment allowances
Indwidually assessed 2,327 2429
Collecuvely assessed 919 920
Total impairment allowances 3246 3349
Individually assessed allowances as a percentage of indvidually assessed loans and advances 380% 359%
Collectively assessed allowances as a percentage of collectively assessed loans and advances 033% 032%

I Impared loans and advances are those classified as CRR'9 CRR 10 EL 8 or EL 10 and ali retai! loans 90 days or more past due

2 Collecuvely assessed loans and advances comprise homogeneous groups of loans that are not considered individually sigmficant and loans
subject to indwidual assessment where no imparrment has been 1dentified on an individual basis but on which a collective impairment
alfowances has been calculated 1o reflect losses winch have been incurred but not yet ident:fed

3 Collectvely assessed loans and advances not impaired are those classified as CRR1 to CRR& and EL1 to EL8 but excluding retai loans 0
days past due
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Impairment allowances on loans and advances to customers and banks by industry sector

{Audited)
At 31 December 2012 At 31 December 2011
Indivadually Collectively Indwidually  Collecuvely
assessed assessed Total assessed agsessed Total
allowances allowances allowances allowances  allowances allowances
£m £m Im fm £m £m
Banks 24 - 24 32 - 32
Customers 2,327 919 3.246 2429 920 3349
Personal 296 565 861 351 615 966
Corporate and commercial 1,841 346 2,187 1804 298 2102
Financial 190 8 198 274 7 281
2,351 919 3,270 2461 920 3381
Impatrment allowances as a percentage of gross loans and advances’
(Audited)
The group
At 31 December
2012 2011
% %
Banks
Individually assessed imparment allowances 013 013
Customers
Individually assessed impairment allowances 087 09
Collectively assessed impawrment allowances . 034 034
134 138
The bank
At 31 December
2012 2011
% %
Banks
Individually assessed impairment allowances 013 013
Customers
Individually assessed imparment allowances 104 135
Collectively assessed impairment allowances 027 29
144 177

1 Net of reverse repo transactions settlement accounts and stock borrowngs
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Movement 1n impairment allowances on leans and advances to customers and banks

(Audiied)

The group

At 1 January 2012

Amounts wnitten off

Recovenes of loans and advances wntien off tn
previous years

Charge to mcome stalement

Disposal of subsidiary

Foreign exchange and other movements

At 31 December 2012

At 1 January 2011

Amounts writen off

Recovenes of loans and advances wriiten off in
previous years

Charge to income statement

Foreign exchange and other movements

AL 31 December 2011

The bank

At 1 January 2012

Amounts written off

Recovenes of loans and advances wriitent off 1n
PIevIOus years

Charge to income statement

Foreign exchange and other movements

At 31 December 2012

At 1 January 2011

Amounts written off

Recoveries of loans and advances written off in
Previous years

Charge to income statement

Foreign exchange and other movements

At 31 December 201

Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m £m fm £m
32 2,429 920 3,381
{7 (942) (526) (1,475)
- 35 179 214
- 875 338 1,213
- (18 4] (20)
(1) (52) 10 (43)
24 2,327 919 3,270
50 2248 282 3 580
(10} (571) (1046) (1627)
- 19 278 297
¥} 794 435 1,222
n 61 (29) {91}
32 2429 920 3381
Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m fm fm £m
26 2,786 602 3414
8) (820) (380) (1,208}
- 35 135 170
1 348 231 580
- 249) 11 (13)
19 2,325 599 2943
21 2389 621 3031
- (434) {523) (957)
- 20 168 188
839 336 1 180
(28) - (28}
26 2786 602 3414
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Movement in impairment allowances by industry sector

(Unaudited)
2012 2011 2010 2009 2008
£m fm £m im fm
Impairment allowances at 1 January 3.381 3580 3649 2 545 1796
Amounts wntten ofl (1.475) {1627) (1.824) {1,580) {1 150}
Perscnal (489) {996) (834) {1012) (859}
- residential mortgages {17} (15} 31 (25) (2)
- other personal (482} {981} (803) {987) (857)
Corporate and commercial (902) (612} {980) (508) (280)
- commmercial ndustnal and miemational trade (416} (345} {247) (275) {200)
- commercial real estate and other property-related (238} {165) (643) (93} 42
- other commercial (248) (102) {83) (140) {38)
Financial’ (74) {19) (10} {60) (11
Recovenes of ameunts wnitten off in previous years 214 297 159 170 157
Personal 180 268 136 133 150
- residential mortgages 21 13 19 17 -
- other personal 159 255 117 116 130
Corporate and commercial 32 27 22 32 7
- commercial ndustnal and wternational trade 11 11 11 30 4
- commercial real estate and other property-related 6 5 4 2 3
- other commercial 15 11 7 - -
Financial' 2 2 1 5 -~
Charge to ncome statement 1,213 1222 1 633 2619 1716
Personal 250 415 803 1130 876
- residential mortgages (13) 60 9% 100 1t
- ather personal 284 355 704 1030 865
Corporate and commerctal 974 798 709 1329 749
- commercial industrial and international trade 420 261 322 543 304
- commercial real estate and other property-related 279 310 232 626 304
- other commercial 275 227 155 160 141
Financial' (1 9 121 160 9
Govemments - - - - -
Exchange and other movements (63) (91) (37) {105) 26
[mpairment allowances at 31 December 3270 3381 3 580 3649 2545
[mpairment allowances against banks
- individually assessed 24 32 50 57 43
Impairment allowances aganst customers
- individually assessed 2,327 2429 2248 2312 1380
- collectively assessed 919 920 1282 1280 1,122
[mpairment allowances at 31 December 3270 31381 3580 3649 2 545
Impairment allowances against customers as a percentage of
loans and advances to customers % % % % %
- individually assessed 083 084 078 084 046
- collectively assessed 0133 032 045 047 038
At 31 December 116 116 123 131 084

1 Includes movements i umpairment allowances agamst banks
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Individually and collectively assessed charge to impairment allowances by industry segment

(Unaudited)

Banks
Personal
- Residental mortgages
- Other personal
Corporate and commercial
- Comtmercial industnial and intemnational trade
- Commercial real estate and other property-related
- Other commercial
Financial
Tolal charge o income statement

Banks
Personal
- Restdential mortgages
- Other personal
Corporate and commercial
- Commercial industnial and mnternational trade
- Commercial real esiate and other property-related
- Other commercial
Financial
Total charge to tncome statement

Net loan impairment charge to the income statement
(Unaudited)

Individually assessed impairment allowances
New allowances
Release of allowances no longer requured
Recoveries of amounts previously written off

Collecuvely assessed tmpairment allowances
New allowances net of allowance required
Release of allowances no longer required
Recovenes of amounts previously writien off

Total charge for impament losses
Banks
Customers

Charge for impairment losses as a percentage of clesing gross loans and

advances

At 31 December

Impaired loans
Impairment allowances

Charge for impairment losses as a percentage of average gross loans and advances to customers

(Unaudted}

Net allowances net of allowances releases
Recoveries

Total charge for impatrment losses
Amount wntten off net of recovenes

2012
Indwidually Collectively
assessed assessed Total
£m £m im
7 243 250
{21 (13) (34)
28 256 284
878 96 974
401 19 420
236 43 279
241 34 275
{10) (1) {11
875 338 1,213
2011
Individually Collectively
assessed assessed Total
£m £m £m
m - N
66 340 415
38 22 60
28 327 355
712 86 798
216 45 261
275 34 309
221 7 228
16 - 16
787 435 1222
2012 2011 2010 2009 2008
im fm im im £m
1,233 1042 1157 1654 893
(323) {236) (256) (167) {180)
(35) {19) (22) 44 (22)
875 787 879 1443 691
693 881 1008 1 445 1,266
(176) (168) (L7 (143 {106)
{179} (278} (137) (126) {135)
338 435 754 1176 1,025
1,213 1222 1633 2619 1716
- (7} 2 35 35
1,213 1229 1631 2584 1681
038 036 047 081 049
£m im im fm im
6,818 7514 6783 6623 3744
3270 3381 3580 3648 2 545
2012 2011 2010 2009 2008
% % % % %
053 053 072 111 078
{0 08) {010 {0 08) 007 {0 07)
045 043 0 66 104 071
046 046 067 063 048
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Securitisation exposures and other
structured products

(Audited)
Asset-backed securities

During the penod a total valuation increase of £2,514
mlhion on available-for-sale assets was recogmsed n
other comprehensive income This primanly relates to
valuation losses on asset-backed secunties

Analysis of asset-backed securities

The table shows the group s market nsk exposure to
asset-backed secunties (including those carried at fair
value through profit and loss and those classified as
available-for-sale)

{Audrred)
31 December 2012 31 December 2011
Gross Net Gross Net
Gross princrpal Principal  Carrying Gross prinapal  Prnincipal  Carrying
principal’  protection®  exposure’®  Amount’®  pnncipal®  protection® exposure*®  Amount®®
£m im £m im fm fm fm £m
High grade’ 14,237 5,009 9,228 8,347 17 858 4609 13 249 12 402
Rated Cto A 14,235 241 13,995 10,059 16714 435 16 279 10 536
Not publicly rated 522 - 522 340 788 - 788 261
Total asset-backed securities 28,994 5,250 23,745 18,746 35360 5044 30316 23199

High grade assets rated AA or AAA

0y b

amounts through the resrdual life of the secunity

oLy

The gross principal is the redemption amount on maturi(y or 10 the case of an amortising mnstrument the sum of the furure redemption

Gross principal of the underiying instrument that 1s protected by crednt default swaps (CDSs) or by matching habiinres
Net principal exposure 15 the value of gross principal amount of assers that are not protected by CDSs or by maiching habihies It includes

assets that benefit from monroline protection except where this protection is purchased with a CD§

Carrying amount of the Net Principal exposure

@ W

The asset backed securities are primartly US dollar ( USD ) denominated Principal and carrying amounts are converted into stering

{ GBP ) at the prevailing exchange rates at 31 December (2012 1GBP USD I 6163 2011 1GBP USD 1 548)

Included 1n the above table are securities with a carrying
amount of £7,311 mullion (2011 £7,575 million) held
through special purpose entities { SPEs’) that are
consolidated by the group Although the group includes
these assets wn full on 1ts balance sheet, ssgmificant first
loss risks are borne by third party investors, through the
mwvestors’ holdings of capital notes subordinate to the
group s holdings The carrying amount of the capital note
liabilities has been decreased by impairment charges of
£249 mthon for the year ended 31 December 2012

(2011 decreased by wmpaiwment charges of £202 milhon)

Special purpose entities

The group enters into certain transactions with customers
n the ordinary course of business which involve the
establishment of SPEs to facilnate or secure customer
transactions

The group structures that utilise SPEs are authonsed
centrally when they are established to ensure appropriate
purpose and governance The acuvities of SPEs
admimstered by the group are closely momtored by
senior management

SPEs are assessed for consolidation 1n accordance
with the accounting policy set out 1n Note 1(c)

Conduits

The group sponsors and manages two types of conduits
secunties mvestment conduits ( SICs") and mulu-seller
conduits
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Securities mvestment conduits

Solitaire, the group’s princapal SIC, purchases highly
rated asset-backed secuniies { ABSs’) to facilitate
taulored nvestment opportunities The group’s other
SICs, Mazann, Banon and Malachite, evolved from the
restructuring of the group’s sponsored structured
mvestment vehicles { SIVs') 1n 2008

During the year impairment charges 1n Mazarin
exceeded the carrying value of the capital notes hability
and a charge of £76 mullion (2011 £17 million) was
borne by the group In respect of the SICs, the capual
notes held by third parties are expected to absorb the cash
losses in the vehucles

Muiti-selfer conduns

These vehicles were established for the purpose of
providing access to flexible market-based sources of
finance for the group's clients

Money market funds

The group has established and manages a number of
money market funds which provide customers with
tailored 1nvestment opportunities within narrow and well-
defined objectives

Non-money market investment funds

The group has established a large number of non-money
market investment funds to enable customers o mvest in
a range of assets, typically equities and debt securines
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Securitisations

The group uses SPEs to securiuse customer loans and
advances 1t has oniginated mainly in order to diversify its
sources of funding for asset ongination and for capntal
efficiency purposes The SPEs are not consolidated when
the group 15 not exposed to the majonty of nsks and
rewards of ownership

Other

The group also establishes, w the normal course of
business for a number of purposes, for example,
structured credit transactions for customers to provide
finance to public and private sector infrastructure
projects, and for asset and structured finance transactions

Third party sponsored SPEs

Through standby hquidity facility commitments, the
group has exposure to third party sponsored SIVs,
condwts and secuntisations under normal banking
arrangements on standard market terms These exposures
are not considered sigmficant to the group’s operations

Additional off-balance sheet arrangements and
commitments

Additional off-balance sheet commitments such as
financial guarantees, letters of credu and commitments to
lend are disclosed in Note 39

Leveraged finance transactions

Lean commutments 1n respect of leveraged finance
transactions are accounted for as derivauves where 1t 15
the group’s intention to sell the loan after originaton

Liquidity and funding risk
(Audied)

Liquichty nisk 1s the nisk that the group does not have
sufficient financial resources to meet 1ts obligations as
they fall due. or will have access to such resources only at
an excessive cost This nisk anses from mismatches i the
timing of cash flows Funding nisk (a form of hquidsty
nsk) arses when the hquidity needed to fund 1thqud
asset positions cannot be obtained on the expected terms
and when required

The objective of the group’s hquidity and funding
management framework 15 to ensure that all foreseeable
funding commitments can be met when due, and that
access to the whelesale markets 15 co-ordinated and cost-
effective To this end, the group maintains a diversified
funding base comprising core retail and corporate
customer deposus and institutional balances This s
augmented with wholesale funding and portfolios of
hghly hquid assets diversified by currency and matunty
which are held to enable the group to respond quickly and
smoothly to unforeseen liquidity requirements

The group requires 1ls operalimng entittes to maintain
strong hiquidity positions and to manage the hquidity
profiles of their assets habilities and commutments with
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the objective of ensunng that their cash flows are
balanced approprately and that all their anticipated
obligations can be met when due

The group adapts 1ts hquidity and funding nisk
management framework 1n response to changes 1n the
mix of business that 1t undertakes, and to changes 1n the
nature of the markets 1n which it operates The group also
seeks to coniinuously evolve and strengthen 1ts hquidity
and funding nsk management framework

The group employs a number of measures to morutor
hiquidity nsk  The group also manages 1ts ntra-day
Liquidaty positions so that 1t 1s able to meet payment and
settlement cbligations on a tumely basis Payment flows
1n real ime gross settlement systems, expected peak
payment flows and large ime-cntical payments are
monitored duning the day and the intra-day collateral
position 18 managed so that there 15 hquidity available to
meet payments

The management of hquidity and funding 15
pnmarnly undertaken locally in the group’s operating
entities n comphance with policies and lumuts set by the
RMM These limiis vary according to the depth and
liquidity of the market in which the entities operate It 1s
the group’s general policy that each banking entity should
manage 1ts iquadity and fundng risk on a standalone
basis Exceptions are permitted for certain short-term
treasury requirements and start-up operations o for
branches which do not have access to local deposit
markets These entities are funded from the group s
largest banking operations and within ciearly defined
nternal and regulatory guidelines and hmets The limits
place formal restnictions on the transfer of resources
between group entities and reflect the range of currencies
markets and time zones within which the group operates

The group’s hquidity and funding management
process includes

=  projecting cash flows by major currency under
various stress scenarios and considenng the level of
liquud assets necessary n relation to these

+ momitoring balance sheet hquidity and advances to |
core funding ratios at both a consohdated and major
currency level against internal and regulatory
requirements

« maintaiming a diverse range of funding sources with
back-up facilities,

« managing the concentration and profile of debt
maturities,

* managing contingent hquidity commitment
exposures within pre-determined caps,

¢ mamtamning debt financing plans,

* momtoring depositor concentration m order to avoid
undue reliance on large indivadual depositors and
ensure a sausfactory overall funding mux and
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« maintaimng higquidity and funding contingency plans
These plans identfy early indicators of stress
condrtions and describe actions to be taken in the
event of difficulties arsing from systemic or other
crises, while mumimmsing adverse long-term
imphcations for the business

Liquidity and funding in 2012
{Unaudited)

The group retaned a strong hquidity posiion in 2012 The
group's loans to customers during 2012 grew by 7 per
cent and customer deposits by 11 per cent In addition,
the group maintained good access to wholesale markets

The management of hquidity nsk
{Audited)

The group uses a number of principal measures to
manage liquidity nisk, as descrnibed below

Inherent Liquidity Risk Categorisation

The group categonses its operaling entities 1to one of
three categones (o reflect i1ts assessment of their inherent
hiquadity nisk, considering political economc and
regulatory factors within the operating entittes’ host
country, and also factors specific o the entuty itself, such
as the local footprint, market share, balance sheet strength
and control framework This assessment 15 used to
determine the severity of the liquidity stress that the
group expects 1ts operating entities to be able to

withstand

Advances to core funding ratios’
{Audited)

HSBC UK?
Year end
Maximum
Minimurn
Average

HSBC France
Year end
Maximum
Mimmum
Average

Toial of other principal group ennties’
Year end
Maximum
Minimum
Average

Advances to core funding ratio

The group emphasises the 1mportance of core customer
deposuts as a source of funds to finance lending to
customers and discourages rehiance on short-term
professional funding This 1s achieved by placing humits
on banking enuties which restrict their ability to increase
loans and advances to customers without corresponding
growth in core customer deposits or long term debt
funding Ths measure 15 referred to as the *advances to
core funding’ ratio

Advances to core funding ratto himits are set by the
RMM The rato describes current loans and advances to
customers as a percentage of the total of core customer
deposits and term funding with a remamning term to
maturity 1n excess of one year Loans and advances to
customers which are part of reverse repurchase
arrangements, and where the group receives securities
which are deemed 1o be hquid, are excluded from the
advances to core funding rano

The growth n the advances to core funding ratio
shown 1n the table below reflects the group’s commument
to support the UK economy through increasing lending to
businesses and expanding its mortgage portfolio to
support the UK housing market At the same time, the
group pursued a vigorous approach to attracting core
funding, especially through growing deposits from its
Retail and Commercial customers

At 31 December

2012 201t
(%) (%)
106 4 99 8
106 4 103 4
998 934
1035 100 8
973 867
973 107 6
812 867
879 113
917 823
929 888
823 810
875 856

1 This rato measures loans and advances o customers as a perceniage of the toial of core cusiomer deposits and term funding with a
remaimng term to maturity in excess of one year The lower the percentage the stronger the funding posrion

2 The HSBC UK entity shown comprrses three legal entries HSBC Bank pic (including all overseas branches) Marks and Spencer Financral
Services Linuted and HSBC Trust Company (UK} Limited managed as a single operaung enuty i Iine with the appiication of UK hquidity

regulation as agreed with the UK FSA

3 Other principal entitres are HSBC Trinkaus & Burkhardt AG HSBC Bank Malta pic and HSBC Bank A S (Turkey)
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Core deposits

The group's internal framework 1s based on 1
categorisation of customer deposits into core and non-core
This charactensation takes into account the :nherent
hquidity nsk categorisatien of the entity originating the
deposit the nature of the customer and the size and pncing
of the deposut

Projected cash flow scenano analyses

The group uses a number of standard projected cash flow
scenarios designed to model both group-specific and
market-wide liquidity crises in which the rate and timing
of deposit withdrawals and drawdowns on commtted
lending faciliues are varied and the ability to access
nterbank funding and term debt markets and generate
funds from asset portfolios 1s restricted The scenanos are
modelled by all group banking entiies The
appropniateness of the assumpuons under each scenanio 1s
regularly reviewed In addition to the group’s standard
projected cash flow scenanos, individual entittes are
required (o design their own scenarios tailored to reflect
spectfic local market conditions, products and funding
bases

Stressed one-month and three-month coverage ratios'
{Audited)

Stressed one-month coverage
ratios at 31 December

Limts for cumulative net cash flows under stress
scenar10s are set for each banking entity

Both rauo and cash flow hmus reflect the local market
place, the diversity of funding sources available and the
concentration risk from large depositors

Stressed coverage ratios
{Audited)

The stressed coverage ratios tabulated below express
stressed cash inflows as a percentage of stressed cash
outflows over a one-month and three-month tume honizon
Operating entities are required to maintain a ratio of 100
per cent or greater out to three months

At 31 December 2012 the one-month and three-
month stressed coverage rauos for the principal entiies
shown in the table below were 1n excess of the 100 per
cent target

In general customer advances are assumed to be
renewed and as a result are not assumed to generate a
stressed cash inflow or represent a hquudity resource

Stressed three-month coverage
ratios at 31 December

HSBC UK
Year end
Maximum
Mimmum
Average

HSBC France
Year end
Maximum
Minimum
Average

Total of other principal group entities
Year end
Maximum
Mimmum
Average

2012 2011 2012 2011
(%6) (%} {%6) (%)
1140 162 1027 1018
1170 181 1028 1018
1077 1094 1008 991
112 4 125 1018 100 4
1120 1094 1037 1015
ni7 1Hoo 108 0 1035
1070 1053 1015 1006
1114 1073 1046 1020
1138 1175 106 0 1073
1184 1357 107 3 1194
1055 1106 101 5 1036
1124 1175 104 4 108 4

1 This ratio measures the liquid assets avarlable to meet net cash outflows over a 30 day/ 890 day period The higher the percentage the

greater the hquidsty

Liquid assets
{Audited)

The table of the hquid assets shows the est:mated
liquidity value (before haircuts) of assets categorised as
ligtnd used for the purposes of calculating the three
month stressed coverage ratio, as defined under the
HSBC Group framework

Liqund assets are held and managed on a standalone
operating entity basis The vast majonty of hiquid assets
shown are held directly by each operating enuty’s
Balance Sheet Management funcion, pnimanly for the
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purpose of managing liguidity nsk 0 line wath the
Group s hqudity and funding nsk management
framework

Liquid assets also include any unencumbered Liquid
assets held outside Balance Sheet Management for any
other purpose The Group s liquidity nsk management
framework gives ultimate control of all unencumbered
assets and sources of hquidity to Balance Sheet
Management
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AR AT TV

Ligind assets All assets held within the hiquid asset portfolio are
{Audited) unencumbered
Estimated hquidity value
at 31 December An increase 1n the level of customer accounts causes
ZUSIZ 2(::“ a nse 1n the level of non-core deposits, and therefore the
m m
HSBC UK holding of Level 1 liquid assets increases
Level 1 80,712 74,018 Contingent liquidity risk ansing from committed
Level 2 186 222 lending facilities
Level 3 14,726 -
Non government assets - 14 858 (Audited)
95,624 89008 The group provides customers with commtted facilities,
HSBC France including commutted backstop lines to conduit vehicles
Level | 14,065 7252 sponsored by the group and standby facilinies to corporate
tz:g:g Lig; ? customers These facilities increase the funding
Non-govemment assets _ 1167 requirements of the group when customers choose to raise
16,084 8427 drawdown levels above their normal utilisation rates The
T lLiqenechty risk consequences of increased levels of
otal of other principal group entitres drawdown are analvsed 1n the f £ ted cash
Level 1 7.275 7760 ysed 1n the form of projected cas
Level 2 1,269 1202 flows under different stress scenarios The RMM also sets
Level 3 734 629 limuts for non-cancellable contingent funding
Non-government assets - - commitments by group entity after due consideration of
9,278 9591 each ennty’s ability to fund them The hmuts are split

according to the borrower, the hiquidity of the underlying

The Group's hqurd asset pelicy was refined as at 1
assets and the size of the committed line

January 2012 to apply a more granular classification of
hquid assets These classifications are as follows The group-managed asset exposures relate to
consolhidated securttes investment conduits, primarily
Solitaire and Mazanin These vehicles 1ssue debt secured
by asset backed-secunues which are managed by the

¢ Level I - Central governments, central banks,
supranationals and multiateral development banks,

e Leve/ 2 —Local and regtonal governments public group At 31 December 2012, the commercial paper
sector entiies, secured covered bonds and pass- igsued by Sehitaire and Mazann was entrely funded by
through ABSs, and gold, and the group

¢ Level 3 - Unsecured non-financial entity secunties In relation to commitment to customers, the table
and equtties listed on recognised exchanges and below shows the level of undrawn commutments
withun liquid indrees outstanding n terms of the five largest single faciliies

and the largest market sector

The group s contractual exposures as at 31 December monitored under the contingent liquidity risk limit structure
(Audiied)

The group
2012 2011
£bn £bn
Conduts
Chent-onginated assets'
— total hines 63 83
- largest indivicual lines 04 04
Assets managed by the group 112 143
Single-1ssuer hiqurdity facihties
- five largest® 37 22
- largest market sector’ 68 49

1 These exposures relate to consolidated multi-selfer condunts primarily Regency and Bryant Park These velucles provide funding to group
customers by issung debt secured by a diversified pool of customer-originated assets In 2012 a commutied fing of £0 4 bilfion was provided
to Bryant Park by the bank (iransferred from HSBC Bank USA)}

2 These figures represent the undravn balance for the five fargest committed hquidity faciirties provided to customers other than those
factlities 1o condunts

3 These figures represent the undrawn balance for the total of all committed hquidity facilittes provided to the largest market sector ather
than those faciiites to conduits
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Primary sources of funding
(Audited)

Current accounts and savings deposits payable on
demand or at short notice form a sigmficant part of the
group’s funding, and the group places considerable
importance on maintaimng their stabiity For deposits,
stability depends upon preserving depositor confidence in
the group’s capital strength and hquidity, and an
compentive and transparent pricing The group’s hqundity
nsk framework includes both mon:tonng depositor
concentration to avoid undue rehance on large individual
depositors and also hmats the concentration of deposits
from Global Banking and Markets counterparties The
group also accesses professional markets in order to
obtain funding for non-banking subsihanes that do not
accept deposits, to align asset and hability matuniies and
currencies and to maintain a presence 1n local money
markets

An analysis of cash flows payable by the group and
bank under financial liabilities by remaiming contractual
maturities at the balance sheet date 15 included in Note 34

Maturity analysis of assets and habilities

Funding sources and depioyment

{Audite)
The group
At 31 December
2012 2011t
£m £m
Sources
Customer accounts 324,886 296 900
- Tepos 12,20 14 898
- cash deposits 312,67 282 002
Deposits by banks 39,571 46 825
- 1epos 6,35 934
- cash deposits 33,214 3747
Debt secunties issued 40,358 45 990
Liabilities of disposal groups
held for sale - -
Subordinated habihues 10,350 9998
Financial habilities designated at fawr
value 32,918 31992
Liabulities under nsurance
contracts 17.913 16 347
Trading habilines 122,896 119621
- repos 40,742 28 962
- stock lending 3,991 2 241
- other trading haklities 78,163 88 41§
Total equty 32,200 31 604
621,092 599 277

The funding sources and uses table, which provides a
consolidated view of how the balance sheet 1s funded,
should be read in the hght of the group’s nisk
management framework, which requires 1ts operating
entities to manage hquidity and funding risk on a stand-
alone basis The table analyses the group balance sheet
according to the assets that prnimarily anse from operating
activities and the sources of funding primanly supporting
these activities The assets and liabilities that do not anse
from operating activities are presented as a net balancing

source or deployment of funds

In 2012, the level of customer accounts conunued to

exceed the level of loans and advances to customers

Excluding the impact of repos from customer accounts
and reverse repos from loans and advances to customers,
the adjusted advances to deposi ratio at 31 December
2012 for the group was 85 per cent {2011 88 per cent)
The positive fundsng gap was predomnantly deployed
mnto hiquid assets, cash and balances with central banks
and financial investments, as required by the Group s

liqudity and funding nsk management framework

Uses

Loans and advances to customers
- Teverse repos

- loans or other recevables

Loans and advances to banks
- reverse repos
- loans or other receivables

Assets held for sale

Trading assets

~ FEVErSe Fepos

- stock borrowing

- other trading assets

Financial tvestments

Cash and balances with
centrai banks

Net deployment n other
balance sheet assets and
lLiabilities

1 Excludes HSBC Private Banking Holdings (Suisse) SA from the 201} comparatives

Encumbered and unencumbered assets
(Unauded)

The objective of this disclosure 1s 1o facilitate an
understanding of available and unrestricted assets that

could be used 1o support potenual future funding and

collateral needs

An asset 15 defined as encumbered if 1t has been

At 31 December

2012 2011°
£m fm
282,685 273271
16,800 73214
265,795 249 057
32,286 40 654
13.79 20,279
18,48 20 376
109 75
161,516 126 533
35,051 22 920
6,863 52101
118,707 98 397
71,265 75 421
51,613 50023
21,618 33300
621,092 599 277

pledged as coliateral against an existing hability and as a




HSBC BANK PLC

Report of the Directors: RisK (conunued)

result 1s no longer available to the group to secure
funding, sansfy collateral needs or be sold to reduce the
funding requirement

The disclosure 1s not designed to 1dentify assets

which would be available to meet the claims of creditors
or to predict assets that would be available to creditors in

the event of a resolution or bankruptcy

Summary of the group's assets available to support potential future funding and collateral needs

{Unaudited}
2012
£m
Totat on-balance sheet assels 815,481
Less
- reverse repo/ stock borrowing receivables and denvative asseis (231,044)
- other assets that cannot be pledged as collateral {99,722)
Total on-balance sheet assets that can support funding and collateral needs 484,715
Add
- fair value of collateral received m relation to reverse repo/ stock borrowing that 1s available 1o sell or
repledge 122,502
- fair value of collateral received m relation 1o derivatives thal 1s available to sell or repledge 224
Total assets that can support future funding and coltateral needs 607,441
Less
- on-balance sheet assets pledged (116,904)
- re-pledging of collateral received in relation to reverse repo/ stock borrowing (80,072)
- re-pledging of collateral recerved 1n relaion to denvatives -
Total assets available to suppert funding and collateral needs 410,463

Liquidity regulation
(Unaudited)

In December 2010 the Basel Commuttee on Banking
Supervision { Basel Commuttee’) published the
‘International framework for hquidity nisk measurement
standards and momtoring’ The framework compnses two
hiquidity metrics the hquidity coverage ratio ('LCR ) and
the net stable funding ratio { NSFR') The ratios are
subject to an observation penod that began in 2011 and
are expecied to become establhished standards by 2015
and 2018, respectively Dunng the observation period, the
standards are under review by the Basel Commuttee In
January 2013, the Basel Commuttee announced several
changes to the calibration of the LCR which included
reducing the outflow apphed o non-operational non-
financial corporate deposits from 75 per cent to 40 per
cent and the outflow apphed to commutted hquidity
facihties from 100 per cert to 30 per cent

A sigmificant level of interpretation 15 suili requared in
determuming how to apply the defimitions as currently
drafted, n particular, the definition of operational
deposus Uncertainty around LCR also anises from the
fact that the implementation of the Basel LCR framework
stil} requires EU endorsement

Addwonally, the final cahbration of the NSFR sull
remans hghly uncertamn and 15 expecied to remain 0,
with no announcement on the final NSFR calibration
expected from the Basel committee unnl 2014
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Market risk

(Audited)

Market sk 1s the nisk that movements in market factors,
including foreign exchange rates and commodity prices,
mterest rates, credit spreads and equity prices wall reduce
the group’s income or the value of 1ts portfolios

The group separates exposures to market nsk mto
trading or non-trading portfolios Trading portfolios
compnse posihions ansng from market-making position-
taking and others designated as marked-to-market

Non-trading pertfolios including Balance Sheet
Management comprise positions that pnmanly arise from
the interest rate management of the group s retail and
commercial banking assets and habihties financial
wvestments designated as available-for-sale and held-to-
maturity, and exposures arising from the group's
INSUrance operanons

For market nsk ansing in the group s insurance
business, refer to page 75

Monitoring and limiting market risk exposure
{Audited)}

The group’s objective 1s to manage and control market
risk exposures 1n order to optimise return on nsk while
maintainng a market profile consistent with HSBC's
status as one of the world's largest banking and financial
Services organisations
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The management of market risk 1s pnncipally
undertaken i Global Markets using nsk hmus approved
by the Group Management Board Limuts are set for
portfolios, products and nsk types, with market hiquidity
being a pnimary factor 1n determining the level of limits
set Group Risk an independent unit within the Group
Management Office, 1s responsible for HSBC's market
nisk management policies and measurement techniques
Each major operating entity has an mdependent market
risk management and control function which 15
responstble for measuring market nsk exposures in
accordance with the pohicies defined by Group Risk, and
momtoring and reporting these exposures against the
prescribed limits on a daily basis

Each operating entity 1s required to assess the market
risks which anse on each product 1n the business and to
transfer them to erther the local Global Markets unt for
management, or 10 separate books managed under the
supervision of the local Asset and Liabihty Management
Commuttee ((ALCQ") The aum 1s to ensure that all
market risks are consolidated within operations which
have the necessary skifls tools, management and
governance to manage them professionally In certain
cases where the market risks cannot be fully transferred,
the group 1dentify the 1mpact of varying scenarios on
valuations or on net interest income resulting from any
residual risk positions

The group uses a range of teols to momtor and lumt
market nsk exposures These include value at nsk
('VAR’} sensitivity analysis, stressed VAR and stress
testing

Value at sk ("VAR’) and stressed value at risk
{Audited)

VAR 1s a technique that estimates the potenuial losses on
nsk positions in the trading portfolio as a result of
movements in market rates and prices over a specified
time honzon and to a given level of confidence Stressed
VAR 15 pnmanly used for Regulatory Caprtal purposes
but 15 integrated nto the risk management process to
facihitate efficient capital management and to highlight
potentially rnisky positions based on previous market
volatility

Both VAR and stressed VAR models used by the
group are based predomnantly on histonical simulation
These models derive plausible future scenaros from past
senies of recorded market rates and prices, taking into
account mnter-relationships between different markets and
rates such as 1nterest rates and foreign exchange rates
The models also incorporate the effect of option features
on the underlymng exposures

The historical simulation models used incorporate
the following features

s historical market rates and prices are calculated with
reference to foreign exchange rates and commoduty
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prices 1nterest rates, equty prices and the associated
volatihities

o potential market mevements utihsed for VAR are
calculated with reference to data from the past two
years,

= potential market movements employed for stressed
VAR calculations are based on a continuous one-
year penod of stress for the trading portfolio The
choice of period {(March 2008 to February 2009) 1s
based on the assessment at the Group level of the
most volaule period 1n recent history, and

s VAR measures are calcuiated to a 99 per cent
confidence level and use a one-day holding period
scaled to ien days, whereas siressed VAR uses a ten-
day holding pertad

The nature of the VAR models means that an
ncrease in observed market volatility will lead to an
increase 1n VAR without any changes 1n the underlying
positions

Although a valuable gude to nsk, VAR should
always be viewed 1n the context of 1ts hmitations For
example

¢ the use of historical data as a proxy for esumating
future events may not encompass all potential
events particularly those which are extreme 1n
nature,

» the use of a one-day holding period assumes that all
positions can be hquidated or the nsks offset 1n one
day This may not fully reflect the market nisk
ansing at tumes of severe i1hiquidity, when a one-day
holding pertod may be 1nsufficient to hquidate or
hedge all positions fully,

« the use of a 99 per cent confidence level, by
defimtion, does not take mto account losses that
mught occur beyond this level of confidence,

» VAR s calculated on the basis of exposures
outstanding at the close of business and therefore
does not necessarily reflect intra-day exposures, and

s VAR s unhkely to reflect loss potential on exposures
that only anse under sigmficant market movements

The group’s VAR model 1s designed to capture
sigmificant basis nsks such as CDS v Bond, asset swap
spreads and cross-currency basis Other basis nisks which
are not completely covered in VAR such as the Libor
tenor basis, are complemented by Risk-Not-In-VAR
( RNIV') calculations and are itegrated into the capital
framework Further, stress testing 1s also used as one of
the market nisk tools for managing basis nsks

Sensitivity analysis
(Unaudited)

Sensiivity measuses are used to monitor the market nsk
posiitons within each nisk type, for example, the present
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value of a basis point movement n interest rates for
mterest rate nsk Sensitivity limits are set for portfolios,
products and nisk types, with the depth of the market
being one of the pancipal factors in determinng the level
of hmuts set

Stress testing
(Audited)

In recogmuon of the hm:tations of VAR, the group
augments 1t with stress testing to evaluate the potential
impact on portfolio values of more extreme, although
plausible, events or movements 1n a set of financial
variables

Stress testing 1s tmplemented at the legal entity,
regional and the overall Group levels A standard set of
scenanos 1s utilised consistently across all regions wathin
the Group Scenarios are taillored 1n order to capture the
relevant events or market movements at each level The
nsk appetite around potential stress losses for the Group
15 set and momtored against referralt limits

The process is governed by the *Stress Testing
Review Group’ forum which 1n comjuncuen with
regiontal nsk management, determines the scenarios to be
apphed at portfolio and consclidated level as follows

+ single nisk factor stress scenarios that are unlikely to
be captured within the VAR models, such as the
break of a currency peg,

» techmcal scenarios consider the largest move 1n each
risk factor, without consideration of any underlying
market correlation,

+ hypothetical scenarios consider potential macro-
economuic events, for example the mainland China
slowdown and the potential effects of a sovereign
debt default, including 1ts wider contagion effects
and

» hustonical scenarios incorporate histoncal
observatons of market movements dunng previous
periods of stress which would not be captured within
VAR

Siress testing results provide semor management
with an assessment of the financial effect such events
would have on the profit of the bank Further, reverse
stress test scenarios consider scenarios beyond normal
business setungs and leads to events with contagion and
systemuc tmplications

Stressed VAR and stress testing, together with
reverse stress testing and the Gap nisk measure (see page
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66) provide management withinsights regarding the tail
rsk’ beyond VAR HSEBC appeute for tail risk 1s linuted
and Gap risks are being managed down (see page68)

Trading and non-trading portfclhios
{Audited}

The following table provides an overview of the reporting
of nsks withun tins secuen

Portfoho
Trading Non-trading
Risk type
Foreign exchange and commodity VAR VAR?
Interest rate VAR VAR
Equity VAR Sensitivity
Credu spread VAR VAR?

1 The reporung of commodity sk is consclidated with foreign
exchange risk and 1s not applicable o non-tradmg portfolios

2 Non tradimg credit spread for AFS positions only

Value at nisk of the trading and non-trading portfolios

The VAR, both trading and non-trading, for the group
was as follows

Value at nisk

{Audited)
2012 2011
£m £m
At 31 December BB 6 1913
Average 1243 1617
Mimmum 753 1314
Maximum 2068 2330

The decrease of total VAR duning 2012 was dnven
primarily by the reduced contribution of credit spreads, as
a result of subdued volatihiues and lower credit spread
baselines utihsed in the VAR calculations

Trading portfolios
{Audited)

Rusk measurement and control

The group’s control of market risk m the trading
portfolios 1s based on a policy of restricting individual
operations 1o trading within a hist of permissible
nstruments authonsed for each site by Group Rusk, of
enforcing rigorous new product approval procedures, and
of restricting trading 1n the more complex denvative
products only to offices with appropriate levels of product
expertse and robust control systems

The VAR for such trading activity within Global
Markets at 31 December 2012 was £45 3 million (2011
£69 1 mllion) This s analysed below by nsk type
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Total trading VAR by risk type

{Audited)
Foreign
exchange and
commodity
fm
At 31 December 2012 115
At 31 December 2011 95
Average
2012 130
2011 93
Minimum
2012 48
2011 44
Maximum
2012 290
2011 203

Interest Portfolio

rate Equity Credit diversification Total'

£m fm £m fm £m
2z 1 108 77 (68) 453
281 44 454 (183) 691
245 63 148 (14 9) 437
314 50 306 (18 4) 579
171 20 58 285
173 16 151 355
36 162 a7 761
459 107 630 848

I The total VAR 15 non-additive across risk types due to diverstfication effects
Portfelio diversification 1s the market risk dispersion effect of holding a portfolio containing different risk types It represents the reduction
it unsystemaltic market risk that occurs when combinng a number of different risk types for example interest rate equity and foreign
exchange together in one portfolip It 15 measured as the difference between the sum of the VAR by mndividual risk type and the combmned
total VAR A negative number represents the benefit of portfolio diversification As the maxumum and memmum occur on different days for
different nisk types it 1s not meanngful to calculate a portfolio diversification benefit for these measures

The VAR for trading intent activity at 31
December 2012 was lower than at 31 December 2011
due primarily to the lower contribution of credit spread
exposures to sovereigns This reduchion was dnven by
positions being managed down, together with the
wtlisation of lower credit spread volatilities and
baselines 1n the VAR calculations

Stressed value at risk of the trading portfolios

The group stressed VAR of trading portfolios was as
follows

Stressed value at risk

(Unauduted)
2012 2011
£m im
At 31 December 992 1534

Stressed VAR for trading intent portfolios reduced
primarily as a result of the de-nsking of exposures to
eurozone sovereigns and nterest rate nsks being
managed down, together with the 1mpact of lower credut
spread levels on the VAR calculation

Credst spread risk

The nisk associated with movements i1 credit spreads 1s
pnimarily managed through sensinviaty limits stress
testing and VAR

Credit spread nsk also anses on credit denvative
transactions entered nto by Global Banking 1n order to
manage the nisk concentrations withun the group s
corporate loan portfolio and so enhance capital
efficiency At 31 December 2012, the credut VAR on
these transactions was £1 4 milhon (2011 £4 i
million) The mark-to-market of these transacuions 15
reflected 1n the 1ncome statement

Gap risk

Even for transactions that are structured to render the
nisk to the group neghgible under a wide range of
market conditions or events, there exists a remote
possibihity that a sigmificant gap event could lead to
loss A gap event could arise from a sigmficant change
in market price with no accompanying trading
opporturity, with the result that the threshold 1s
breached beyond whach the nsk profile changes from
having no nsk te full exposure to the underlying
structure Such movements may occur, for example,
when 1n reaction to an adverse event or unexpected
news announcements the market for a specific
wnvestment becomes illiquid, making hedging
impossible

Given ther characteristics, these transactions make
hittle or ne contribution to VAR or to traditional market
nisk sensiivity measures The group captures the risks
within the stress testing scenanes and monitors gap nisk
on an ongoing basis The group regularly considers the
probability of gap loss and fair value adjustments are
booked aganst this nsk Dunng 2012 gap risk
continued to be managed down The group did not incur
any matenal gap loss 1n respect of such iransactions n
2012

Non-trading portfolios

{Audited)
Value at risk of the non-trading portfolios
(Audited)
2012 2011
Im fm
As at 31 December 612 1606
Average 971 1361
Mintmum 571 1012

Maximum 1710 1839
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Contnbutions to group non-tradimg VAR are mamly
driven by interest rates and credit spread nisks The
decrease of non-trading VAR duning 2012 was due
pnmanily to the reduced contnibution of credit spread
risks as a result of lower volatilities and credit spread
baselines utilised 1n the VAR calculauons

Risk measurement and control

The prncipal objective of market risk management of
non-trading portfolios 1s to optumise net interest income
Interest rate risk in non-trading portfohos anses
principally from mismatches between the future yield
on assets and their funding cost, as a result of nterest
rate changes Analysis of this nsk 1s complicated by
having to make assumptions on embedded optionality
within certain product areas such as the incidence of
mortgage prepayments and from behavioural
assumptions regarding the economic duration of
liabilittes which are contractually repayable on demand
such as current accounts

The group s control of market nsk mn non-trading
portfolios 1s based on transferring the nsks to the books
managed by Global Markets or the local ALCO The
net exposure 1s typically managed through the use of
mterest rate swaps within agreed hmits The VAR for
these portfolios 1s mcluded within the group VAR (see
“Value at risk of the trading and non-trading portfolios’
above)

Available-for-sale debt securities

At 31 December 2012, the sensitivity of equity capital
to the effect of movements in credit spreads based on
credit spread VAR, on the group’s available-for-sale
debt securities was £54 6 rmllion (2011 £171 3
million) The sensitivity was calculated on the same
basis as for the trading portfolio It increased to £76 0
mullion (2011 £222 8 million} after including the gross
exposure for the SICs consolidated withun the group’s
balance sheet This sensitivity 1s calculated before
taking 1nto account losses which would have been
absorbed by the caputal note holders At 31 December
2012 the capual note holders can absorb the first
US$2 3 milion (2011 US$2 3 bitlion) of any losses
mcurred by the SICs pnior to the group incurring any
equity losses

Credit spread VAR for available-for-sale debt
securtties 1s always included 1n the bank s total VAR

Fixed-rate securities

The principal non-trading nsk which 1s not included 1n
the VAR reported for Global Banking and Markets
anses out of Fixed Rate Subordinated Notes The VAR
related to these instruments was £24 8 million at 31
December 2012 (2011 £34 5 million), while the
average, mummum and maximum during the year was
£32 9 mullion, £17 3 rmlhion and £37 7 mlhon
respectively (2011 £25 9 mlhon £13 2 milhon and
£35 0 million)

69

Equity secunities held as available-for-sale

Market risk arises on equity secunties held as available-
for-sale The fair value of these secunties at 31
December 2012 was £1,029 mihon (2011 £1,224
million)

The fair value of the consttuents of equity
secunties held as avaitable-for-sale can fluctuate
considerably For details of the impairment incurred on
available-for-sale equity secunties see the accounting
pohicies 1n Note 2())

Structural foreign exchange exposures
{Unaudited)

Structural foreign exchange exposures represent net
mvestments n subsidianes, branches and associates, the
functional currencies of which are currencies other than
sterhng An entity's functional currency 1s the currency
of the pnmary econommc environment tn which the
entity operates

Exchange differences on structural exposures are
recogmised 1n other comprehensive income

'The group hedges structural foreign currency
exposures only 1n Limited circumstances The group's
structural foreign exchange exposures are managed with
the pnimary objective of ensunng, where practical, thai
the group’s consohidated capital ratios and the caputal
ratios of individual banking subsidianes are largely
protected from the effect of changes i exchange rates
This 1s usually achieved by ensuning that, for each
subsichary bank the ratio of structural exposures in a
given currency to risk-weighted assets denominated 1n
that currency 1s broadly equal 1o the capital ratio of the
subsidiary 1n question

The group may also transact hedges where a
currency 1n which the group have structural exposures
15 considered hkely 1o revalue adversely and it 1s
possible in practice o transact a hedge Any hedging 1s
undertaken using forward foreign exchange contracts
which are accounted for under IFRSs as hedges of a net
mvestmenl n a foreign operation, or by financing with
borrowings 1n the same currencies as the functional
currencies involved

For details of structural foreign exchange exposures
see Note 35 Foreign exchange exposures’

Sensitivity of net interest income
{Unaudited)

A paincipal element of the group’s management of
market nisk 1n non-trading portfolios 1s mornutoring the
sensiuvity of projected net interest income under
varying wnterest rate scenanos (simulation moedelling)
The group aims to mugate the effect of prospective
mierest rate movementis winch could reduce future net
mterest income, while balancing the cost of hedging
such activities on the current revenue stream
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For simulation modelling, businesses use a
combination of scenangs relevant to them, the local
markets and standard scenarios which are required
throughout the group The standard scenanos are
consohdated to 1llustrate the combined pro forma effect
on the group's consolidated portfolio valuations and net
mterest income

Defined benefit pension scheme
{Audited)

Market risk also anses within the group’s defined
benefit pension schemes to the extent that the
obhigations of the schemes are not fully matched by
assets with determinable cash flows Pension scheme
obliganons fluctuate with changes in long-term interest
rates, nflation, salary increases and (he longevity of
scheme members Pension scheme assets will include
equities and debt secunties, the cash flows of winch
change as equity prices and interest rates vary There
are nisks that market movements 11t equuty prices and
interest rates could result in assets which are
msufficient over tme to cover the level of projected
obligations and these, 1n turn could increase with a nse
n inflation and members living tonger Management,
together with the trustees who act on behalf of the
pension scheme beneficianes assess these risks using
reports prepared by independent external actuanes and
takes action and, where appropriate adjust investment
strategres and contribution levels accordingly

The present value of the group’s defined benefit
pension schemes’ hataliies was £16 9 billion at 31
December 2012 compared with £16 7 brllion at 31
December 2011 Assets of the defined benefit schemes
at 31 December 2012 comprised equity investments 13
per cent {13 per cent at 31 December 2011), debt
securities 76 per cent (76 per cent at 31 December
2011) and other {including property) 11 per cent (11 per
cent at 31 December 2011)

Operational risk
{Unaudied)

Operational nisk 1s relevant to every aspect of the
group s business and covers a wide spectrum of 1ssues
Losses ansing through fraud, unauthorised activities,
errors, omission nefficiency, systems failure or from
external events all fall within the definition of
operational nsk

The objective of the group’s operational risk
management 1S to manage and control operational nsk
1n a cost effecive manner within targeted levels of
operational rsk consistent with the Group's nsk
appetute, as defined by the Group Management Board

A formal group-wide governance structure
provides oversight over the management of operational
nsk A Global Operanonal Risk and Internal Control
Committee { GORICC )} which reports to the Group
RMM meets at least quarterly to discuss key nsk 1ssues
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and review the effecuve 1mplementation of the Group s

operational r1sk management framework Regions are

responsible for ensuring that country and business unit

Operational Risk and Internal Control Committees

( ORICC’) are established within the Region and

Global Busimess consistent with the need to maintain

oversight over all bustnesses and operations

Accordingly at the regional level, the group's

Operattonal Risk and Internal Control Committee

{ HBEU ORICC’) meets monthly to ensure that the

operational risks inherent 1n the regional activities are

identified, assessed and controlled 1n accordance with

the regional risk appetite Local country and business

line ORICCs feed into the HBEU ORICC and are held |
at least quarterly [n addition, output and sigmficant |
1ssues from the regronal, country and business line '
ORICCs are fed 1nto the group’s Risk Management |
Meeting and the group’s Board as appropniate The

HBEU ORICC also reports 10 the GORICC

The group’s Regional Operational Risk and
Internal Control team supports the European Chief
Financaial Officer and Chuef Risk Officer through
continuing oversight and assurance over the
management of operational nsk by businesses and
operations Operational Risk and Internal Control teams
have also been established mn all countries in the region
with responsibility for coordinaung and providing
oversight over implementauon of the Operational Risk
Management Framework locally

The group continued to enhance 1ts operational risk
management framework (‘ORMF ) pohcies and
procedures in 2012, including the implementation of a
Top Risk analysts process to improve the quantification
and management of matenal risks through scenano
analysis This provides a top down, forward-tooking
view of nsks to ensure effective management within the
group’s nsk appetite or whether further management
action 15 required

Responsibihty for mimmising operational nisk
management lies primanly with HSBC's management
and staff Each country, business umt and functional
head 15 required to mantain oversight over operauonal
nsk and internal control covering all business and
operational activities for which they are responsible

Operational Risk Management framework

The Group Operational Risk function and the ORMF
assist business management 1n discharging their
responsilities

The ORMF defines mimmum standards and
processes, and the povernance structure for operational
nsk and internal control across the Group Inherent to
the ORMF is a “Three Iines of defence model to the
management of risk

The three lines of defence mode! provides a format
within which to structure and demonstrate roles




HS8C BANK PLC

Report of the Directors. RISk (conunued)

ET AR 571

responsibilities and accountabilities for decision making,
nsk and control to achieve effective governance nsk
management and assurance

The first Line of defence ensures all key risks within
their operations are 1dentified mitigated and momtored by
appropniate mternal controls within an overall control
environment Every employee 15 responsible for the nsks
that are a part of their day to day jobs

The second line of defence consists of the Global
Functions such as Global Risk Finance and HR who are
responsible for providing assurance challenge and
oversight of the activities conducted by the first line

The third Iine of defence covers the role of Internal
Audit, who provide independent assurance over the first
and second hines of defence

Business managers are responsible for maintaining an
acceptahle level of internal control commensurate with
the scale and nature of operations across Europe They are
responsible for identfying and assessing risks, designing
controls and momitoring the effectiveness of these controls
The operational risk management framework assists
managers to fulfil these responsibiltuies by defining a
standard nisk assessment methodology and providing a
tool for the systemanc reporting of operational loss data
Central Operational Risk and Internal Control teams
within the country and at the regional level provide
assurance and oversight over the busimness control activities
through a programme of nsk and control reviews during
the year

A centralised database 1s used to record the results of
the operational nsk management process Operational nsk
control assessments are input and maintained by business
units To ensure that operational risk losses are
consistently reported and monitored at country, regional
and group level all group companies are required to report
individual losses when the net loss 1s expected to exceed
US$10,000

Legal nsk

Each operating company 1s required to 1mplement
procedures to manage legal risk that conform to the
Group's standards Legal nsk falls within the defimtion of
operational nisk and ncludes

= contractual nisk, which 1s the risk that the nights
and/or obligations of a group company within a
contractual relatenship are defective,

+ dispute risk, which 1s made up of the nsks that a
group company 1s subject to when 1t 1s involved i or
managing a potential or actual dispute

» legislative nsk, which is the nsk that a group
company fails to adhere to the laws of the
Jurisdictions i which 1t operates, and

+ non-contractual nghts nsk which s the nisk that a
group company’s assets are not properly owned or are

infringed by others, or a group company nfringes
another party’s nghis

The group has a legal function headed by the General
Counsel for Europe, to assist management in controlling
legal nsk The funcuon provides legal advice and support
in managing claims aganst the group’s companies, as well
as n respect of non-routine debt recovenes or other
htigation aganst third parties There are legal departments
n a number of countnes i1 which the group operates

The group’s operating companies must notify the
appropriate legal department immediately any htigation 1s
either threatened or commenced against the group or an
employee Any claims which exceed £1 million must be
adwvised to the General Counsel for Europe The General
Counsel for Europe must also be immedately advised of
any actron by a regulatory authonty where the
proceedings are cnmnal or where the claim might
matenally affect the group’s reputat:on

In addition the group’s operating compames are
required to submit sem annual returns detaihing
outstandimng clarms where the claim (or group of similar
claims} exceeds US$10 million, where the action 15 by a
regulatory authornity, where the proceedings are cnminal or
where the claim might materially affect the group’s
reputation These returns are used for reporting to vaneus
commuttees within the group

Comphance nsk

Compliance nisk falls within the defimtion of operational
nsk All group compames are required 1o observe the letter
and spint of all relevant laws, codes, rules, regulations and
standards of good market practice These rules,
regulations, other standards and group policies include
those relating to anti-money laundenng, counter terronst
financing and sanchions comphance

The Group Comphance function supports hne
management 1n ensunng that there are adequate policies,
procedures and resources to rmtigaie comphance nsk The
Regional Comphance Officer oversees comphance teams
mn all of the countries where the group operates
Addinonally, Global Comphance Officers oversee
comphiance arrangements within large and complex
businesses such as the bank and Global Banking and
Markets

Group Comphance policies and procedures require the
prompt identification and escatation of all actual and
suspected breaches of any law rule, regulation, Group
policy or other relevant requrement These escalation
procedures are supplemented by a requirement for the
subrmission of a comphance certificate at the half-year and
year-end by all group comparues detailing any known
breaches The contents of these escalation and certification
processes are used for reporting to the RMM  the Risk
Commuttee and the Board and disclosure in the Annual
Report and Accounts and Interim Report, if appropnate

EA
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In 2012, the group continued to expenence increasing
levels of compliance nisk as regulators and other agencies
pursued nvesngauons mto storic acuvities and as the
group continued to work with them 1n relation to already
idennfied 1ssues These included

»  the mus-selling of interest rate derivative products to
SMEs 1 the UK and the settlement of claims by
HSBC Bank to provide appropnate redress,

¢ nvestigations related to certam past submissions
made by panel banks i connection with the setting of
LIBOR EURIBOR and other interest rates As
certain HSBC entiies are members of such panels,
HSBC Holdings and certain of 1ts subsidiaries have
been the subject of regulatory demands for
mformation,

s  appearance before the US Senate Permanent
Subcommttee on Invesngauons (‘PSI ) about Group
comphance with US regulations including anti-money
laundering laws, the BSA and OFAC sanctions The
Group has previously disclosed these matters and has
co-operated with relevant US authorities since 2019,
and

+ ongoing mvestigations by US regulatory and law
enforcement authonues into Group comphance with
anti-money laundering laws, the BSA and OFAC
sanctions

Group secunty and fraud nsk

Secunty and Fraud Risk Europe. which has responsibility
for physical nsk fraud information and contingency nsk
13 fully integrated within the group's Technology and
Services function but with functional direction from
Group Secunty and Fraud Risk Thts enables management
to identify and mitigate the permutations of these and
other non-financial nsks across the countries in which the
group operates  All group compantes manage their risk in
accordance with standards set by Secunty and Fraud Risk,
Europe, whtch also provide expert advice and support

Conductrisk

Conduct nisk 1s defined as both the nisk of the group
treating its customers unfairly and that of delivering
mappropnate outcomes for customers The HSBC Values
are central to the group’s approach to managing conduct
nisk which 1s embedded 1n the way business 15 undertaken
and has evolved over a number of years, most noticeably
n the UK with the focus on making better products,
selling them properly and keeping them sold In Light of
the development of the regulatory approach with an
mcreased focus on conduct nsk, further enhancements are
underway across all business hnes including values-based
traming programmes, improved management mformation
to inform business decision making and revised
incentivisation strategies Many of the acuvities wdentified
are being implemented through the on-going programmes

of the wealth nsk framework, Global Standards and local
business and nsk imnatives

Risk management of insurance
operations

(Audsted)

The group operates an integrated bancassurance model
which provides wealth and protection insurance products
principally for customers with whom the group has a
banking relattonship Insurance products are sold through
all global businesses, predormnantly by Retail Banking
and Wealth Management and Commerctal Banking,
through branches and direct channels

The msurance contracts the group sells pnmarily
relate to the underlying needs of the group’s banking
customers, which it can identify from 1ts point-of-sale
contacts and customer knowledge The majoruy of sales
are of savings and investment products and term and credit
life contracts By focusing largely on personal and SME
lines of business, the group 1s able to optimise volumes
and diversify individual insurance nsks

Where the group has the operational scale and risk
appetite, mostly 1 hfe insurance, these insurance products
are manufactured by the group’s compames
Manufactunng insurance allows the group to retain the
risks and rewards associated with writing insurance
contracts as both the underwnting profit and the
comnusston pard by the manufacturer to the bank
distnbution channel are kept within the group

Where the group does not have the nsk appetite or
operational scale to be an effective manufacturer, third
parties are engaged to provide insurance products through
the group’s banking network and direct channels The
group works with a hmited number of market-leading
partners to provide the products These arrangements are
generally structured with the group s exclusive strategic
partners and earn the group a combination of
commissions, fees and profit-share

The majonty of the nisk in the group’s insurance
business derives from manufactuning activities and can be
categonsed between insurance nsk and financial nsks,
financial nisks include market nisk, credit risk and hquidaty
rsk Insurance manufacturers set their own control
procedures 1n addition to complying with guidelimes 1ssued
by the Group Insurance Head Office

The control framework for momtoring nsk mcludes
the Group Insurance Risk Management Comnuttee, which
oversees the status of the significant nsk categones in the
nsurance operaitons Five subcommuttees of this
Commuttee focus on products and pricing market and
Liquidity nisk, credit nisk, operational nsk and insurance
nisk respectively In addition local ALCOs and Risk
Management Commttees moniior certain nsk exposures
mamnly for life business where the duration and cash flow
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matching of insurance assets and Labihties are reviewed

All snsurance products, whether manufactured
wmternally or by a third party are subjected to a product
approval process pnor to introducnon Approval by
Group Insurance Head Office may be required depending
on the type of product and its nsk profile The approval
process 1s formalised threugh the Product and Pricing
Committee which compnses the heads of the relevant
nsk functions within msurance

Risk management of insurance operations in
2012

Thus section provides disclosures on the nsks ansing
from insurance manufacturing operatiens including
insurance nsk and financial nsks such as market nsk,
credit risk and hquidity nsk

Risks 1n these operations are managed within the
msurance entities using methodologies and processes
appropnate to the insurance activities but remam subject
to oversight at Group level

Insurance nsk

Insurance nisk 1s the risk other than financal risk, of loss
transferred from the holder of the insurance contract to
the 1ssuer (the group)

Insurance nisk is pnincipally measured 1n two ways

s habihties to policyholders on Iife insurance
contracts, and

= net wntten wsurance premiums for non-life
contracts

The 1nsurance nsk profile of the group’s hife
insurance manufacturing businesses has not changed
matenally dunng 2012 despite the increase 1n habilitzes to
policyholders on these contracts to £17 9 lhon (2011
£16 2 milion) This growth in habihtes largely resulted
from market value gans on underlying financial assets in
addition to new business generated dunng 2012

The msurance nisk profile of the group’s non-life
insurance manufactunng businesses changed dunng the
year as net wntten insurance premiums dechined 1o £11
mullion (2011 £29 million) This was in hine with the
group s strategy to focus on the manufactunng of Iife
insurance products with non-life manufactunng enuties
i Ireland sold duning 2012

The principal nsk faced by the group 1s that, over
time, the cost of acquinng and admimstenng a contract
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claims and benefits may exceed the aggregate amount of
premiums received and invesiment income The cost of
claims and benefits can be influenced by many factors,
ncluding mortality and morbrdity expenence, lapse and
surrender rates and. if the pohcy has a savings element,
the performance of the assets held to support the
habihues

In respect of financial nsks, subsidiaries
manufactuning products with guarantees are usually
exposed to falls in market interest rates and equity prices
to the extent that the market exposure cannot be managed
by utihsing any discretionary participation (or bonus})
features within the contracts they 1ssue

The insurance contracts sold by the group relate,
primanly, to core underlying banking activities, such as
savings, mvestrment and/or credit hfe products Life and
non-hfe business insurance nsks are controlled by mgh
level policies and procedures set both centrally and
locally, taking 1into account, where appropniate, local
market conditions and regulatory requirements Formal
underwniting, reinsurance and claims-handhng
procedures designed Lo ensure comphiance with
regulations are apphed, and supplemented with stress
testing

As well as exercising underwriting controls
remsurance 1s also used as a means of mitgating
exposure Where the group manages exposure (o
msurance risk through the use of third-party reinsurers,
the associated revenue and manufacturing profit 1s ceded
to the reinsurers Although remnsurance provides a means
of managing insurance nsk, such contracts expose the
group to credit nisk the nsk of default by the reinsurer
{see page 77)

A principal toal used by the group to manage 1ts
exposure to mnsurance nsk, 1n particular for life insurance
contracts, 1s asset and hability matching In certain
markets mn which the group operates it 1s neither possible
nor appropnate (o follow a perfect asset and liability
matching strategy For long dated non-hinked contracts in
particular this results 1 a duration mismatch between
assets and habihties The group therefore structures
portfolios to suppoert projected habilities from non-linked
contracts [n the absence of insurable events occurning,
umt hnked contracts match assets more directly with
habiliies This results 1n the policyholder beanng the
majority of the financial nsk exposure

The following tables analyse the group's mnsurance
fisk exposures by type of business
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Analysis of life insurance risk - habilities ro

pelicyholders
{Audited)
2012 201
£m im
Life (non-linked)
~ Insurance contracts with DPF ! 219 216
- Credut hfe 99 141
- Annuities 363 334
Term assurance ang other long-term
contracts 135 60
Total life (non-linked} 816 751
Life (linked) 2,010 1620
Investment contracts with DPF ' 2 15,078 13 872
Insurance hiabihttes to policyhelders 17,904 16 243

1 Insurance contracts and mnvestment contracts with discretronary
participation features ( DPF ) give policyholders the contractual
right to recerve as a supplement to their guaranteed benefits
addrtronal benefits that are ltkely to be a sigmficant portion of the
total contractual benefits but whose amount or timing 1s
contractually at the discretion of the group These addiional
benefits are contractually based on the performance of a
specified poel of contracts or assets or the profit of the company
ssuing the contracts

2 Although mnvestment contracts with DPF are financial
vestmenis the group continues to account for them as insurance
comiracts as permitted by IFRS 4

Insurance nisk ansing from hfe insurance depends on
the type of business and vanes considerably The
principal drivers of insurance risks are mortality,
morbidity lapse surrender and expense levels The
liabihties for long-term coniracts are set by reference to a
range of assumptions around these drivers typrcally
reflecting each enuty’s own expenence Economic
assumptions, such as investment returns and interest
rates, are usually based on observable market data
Changes 1n underlying assumptions affect the habilities

Non-life insurance risk - net written insurance
premums

Non-hfe insurance contracts include accident and health,
fire and other damage to property, and repayment
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protection The legacy non-hfe business n Ireland
continued to run-off and the business was sold 1n October
2012

Net wnitten insurance premiums amounted to
Accident and health £4 million (2011 £15 mullion), Fire
and other damage £ nil (2011 £5 mllion), Credit £ mi
(2011 £4 mllion) and Maring, aviation and other £7
milhon (2011 £5 million)

Financial nsks of insurance operations

The group’s insurance businesses are exposed to a range
of financial nsks which can be categorised 1nto

»  Market nisk - nsks arising from changes m the fair
values of financial assets or their future cash flows
from fluctuations i vanables such as interest rates,
foreign exchange rates and equity prices,

¢ Credit nsk - nsk of financial loss following the
default of third parties to meet their obligations, and

s Liquidnty nsk - nsk of not being able to make
payments o policyholders as they fall due as a result
of insufficient assets that can be reahsed as cash

Local regulatory requirements prescribe the type,
quality and concentration of assets that the group’s
insurance manufacturing companies must maintain to
meel insurance habihiies These requirements
complement Group-wide policies

The following table analyses the assets held n the
group’s msurance manufacturing companies by type of
contract, and provides a view of the exposure to financial
nsk For linked contracts, which pay benefits to
pohicyholders which are determined by reference to the
value of the investments supporting the policies, the
group typically designate assets at fair value, for non-
linked contracts, the classification of the assets 1s driven
by the nature of the underlying contract
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Financial assets held by mnsurance manufacturing subsidianies

{Audited)

At 31 December 2012

Life inked  Life non-linked Non-hfe Other
contracts contracts msurance assets Tatal
fm im im im £m
Frnancial assets designated at fair value

Debt secunties 1,983 565 - 101 2,649
Equity securities 4,493 3,428 - 313 8,234
6,476 3,993 - 414 10,833

Fmancial investments - available-for-sale
Debt secunties - 10,011 - 577 10,588
Equity secunties - - 4 12 16
- 10,011 L] 589 10,604
Dentvatives 10 72 - 43 125
Other financial assets 379 865 3 191 1.438
6,865 14,941 7 1,237 23,050

At 31 December 2011
Life inked  Life non-linked Non-lLife Other
contracts contracts nsurance assets Total
im fm fm £m fm
Financial assets designated at fair value

Treasury bills 3 2 - - §
Debt securities 1749 631 - 206 2 586
Equity secunities 3961 3135 - 377 7473
5713 3768 - 583 10 064

Financial investments - available-for-sale
Other ehgible bills - - - 32 32
Debt securiues - 8973 14 761 9748
Equity secunties - - - 11 11
- B 973 14 804 9791
Denivatives 5 148 - 4 157
Other financial assets 400 835 I3 237 1485
6118 13724 21 1628 21497

Approximaiely 57 per cent of financial assets were
nvested in debt securities at 31 December 2012 (2011
57 per cent} with 36 per cent invested 1n equity secunties
(2011 35 per cent)

In Life inked 1nsurance, premium income less
charges levied 1s invested 1n a portfolio of assets The
group manages the financial nsks of this product on
behalf of the pohicyholders by holding appropnate assets
n segregated funds or portfolios to which the abiliies
are linked These assets represented 30 per cent of the
total financial assets of the group's insurance
manufacturing compames at the end of 2012 (2011 28
per cent)

The remarning financial nisks are managed esther
solely on behalf of the shareholder or jointly on behalf of
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the shareholder and policyholders where discretionary
participation features exist

Market risk of insurance operations

Market risk arises when mismatches occur between
product liabiliies and the investment assets which back
them For example mismatches between asset and
liabihty yelds and matunities give nise to interest rate
sk

The mam features of products manufactured by the
group’s nsurance manufacturing compames whch
generate market risk, and the market risk to which these
features expose the companies, are discussed below

Long-term insurance or investment products may
mcorporate either investment return or capital repayment
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guarantees or both Companies manufacturing products
with guarantees are usually exposed to falls 1n market
mterest rates as they result in lower yields on the assets
supporung guaranteed investment returns payable to
policyholders

The proceeds from insurance and investment
products with DPF are primanly invested 1n bonds with a
proportion allocated to equity secunttes in order to
provide customers with the potential for enhanced
returns Subsidiaries with portfohos of such products are
exposed to the nsk of falls tn the market pnces when they
cannot be fully reflected 1n the discretionary bonuses An
ncrease in market volatility could also result inan
increase n the value of the guarantee to the pohcyholder

Long-term insurance and 1nvestment products
typically permit the policyholder to surrender the policy
or let it lapse at any time When the surrender value 1s not
linked to the value reahsed from the sale of the assocrated
supporting assets, the subsidiary 1s exposed to market
nsk In parucular, when customers seek to surrender their
policies when asset values are falling, assets may have to
be sold at a loss to fund redemptions

For urt-hinked contracts, market risk 1s substantially
borne by the policyholder, but market risk exposure
typically remains as fees earned for management are
related to the market value of the linked assets

Each wnsurance manufacturning subsidiary manages
market risk by using some or all of the following
techruques

« for products with DPF, adjusting bonus rates to
manage the liabilities to policyholders The effect1s
that a sigmficant portion of the market risk 13 borne
by the pelicyholder,

+ structuring asset portfohos to support habihity cash
flows,

» using dervatives, to a limited extent, 10 protect
against adverse market movements or better match
habihity cash flows,

»  for new products with investment guarantees,
considenng the cost when determining the level of
premiums or the price structure

»  penodically reviewing products wdenufied as hugher
nsk, which contain investment guarantees and
embedded optionality features linked {o savings and
mvestment products,

» ncluding features designed to mitigate market nisk in
new products,

= exiuing, to the extent possible, investment portfolios
whose nisk 1s considered unacceptable, and

e repricing of premums charged to policyholders

The group s insurance manufacturing companies
momtor exposures against mandated hmits regularly and
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report these quarterly to the Group Insurance Head
Office Exposures are aggregated and reported to semor
nisk management forums including the Group Insurance
Market and Liqudity Risk Commuttee, Group Insurance
Risk Management Commuttee and the Group Stress Test
Review Group

Standard measures for quantifying market nsks are
as follows

» forinterest rate risk the sensitivities of the net \
present values of asset and expected iability cash
flows 1 total and by currency, to a one basis point
parallel upward shuft in the discount curves used to
calculate the net present values,

o forequity price nsk the total market value of equity
holdings and the market value of equity holdings by
region and country, and

» for foreign exchange nisk, the total net short foreign
exchange position and the net foreign exchange '
positions by currency :

The standard measures are relatively straightforward
to calculate and aggregate but they have Jimutations The
most sigmficant one 15 that a parallel shift in yeld curves
of one basis point does not capture the non-linear
relationships between the values of certain assets and
liabihities and interest rates Non-lineanty anises, for
example, from investment guarantees and product
features which enable policyholders to surrender their
pohicies The group bears the shortfall if the yields on
nvestments held to support contracts with guaranteed
benefits are less than the investment returns imphed by
the guaranteed benefits

The group recogmses these lrmitations and augments
its standard measures with stress tests which examune the
effect of a range of market rate scenanos on the aggregate
annual profits and total equity of the insurance
manufactunng compames after taking into consideration |
tax and accounting treatments where matenal and
relevant The results of these siress tests are reported to |
the Group Insurance Head Office and nsk commattees
every quarter

The following table illustrates the effect of various
mterest raies, equity price and credit spread scenarios on
the profiis for the year and total equity of insurance
manufactunng subsidianes Where appropnate, the
impact of the stress on the present value of the in-force
long-term wnsurance business asset ('PVIF') s inctuded 1n
the results of the sensitivity tests The relationship
between the profit and iotal equity and the nsk factors 1s
non-hnear and therefore the results disclosed should not
be extrapolated to measure sensiuvines to different levels
of sess The sensiivities are stated before allowance for
the effect of management actions which may mitigate |
changes m market rates, and for any factors such as |
policyholder behaviour that may change in response to
changes in market risk
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Sensivaty of the group s msurance companies (o risk factors

{Audited)

+ 100 basis points parallel shft in yield curves
- 100 basis points parallel shuft in yreld curves

2012 2011
Effect on profit  Effect on tetal Effect on profit Effect on total
for the year equity for the year equity
im fm fm im
3) (14) (19 (30)
21 9 7 19
15 15 16 16

10 per cent ncrease 1n equily prices
10 per cent decrease in equity prices
Sensitivity to credit spread increases

Credit nsk of insurance operations

Credit nisk can give nise to losses through default and can
lead to volauhity 1n income statement and balance sheet
figures through movements 1n credit spreads, principally
on the £11 3 bilhon (2011 £10 6 billion) non-linked bond
portfolio

As 1abulated above, the sensitvity of the net profit
after tax of the group’s tnsurance manufacturing
compames to the effects of changes 1n credit spreads 1s
fml (2011 a fall of £1 milhion) The sensitivity 18
calculated using sumphfied assumptions based on a one-
day movement n credit spreads over a two-year penod A
confidence level of 99 per cent, consistent with the
Group's VAR, has been applied

Management of the group’s 1nsurance manufacturing
companes 1s responsible for the credit risk, quality and
performance of their investment portfolios The
assessment of creditworthiness of 1ssuers and
counterparties 1s based primarily upon internationally
recogmsed credit ratings and other publicly available
mformation

Investment credit exposures are momtored against
limits by the local insurance manufactuning subsidianes,
and are aggregated and reported to Group Credit Risk the
Group Insurance Credit Risk Commuttee and the Group

(16) (16) {16) (16)
- @ M 1G]

Insurance Risk Management Commuttee Stress testing 18
performed by the Group Insurance Head Office on the
mvestment credst exposures using credit spread
sensitivities and default probabiliies The stresses are
reported to the Group Insurance Credit Risk Meeting

A number of tools are used to manage and momitor
credit risk These include a Credit Watch Report which
contains a watch st of investments with current credt
concerns and 15 circulated fortmghtly to semor
management m the Group Insurance Head Office and to
the ndividual Country Chief Risk Officers to 1dentity
mnvestments which may be at greater nsk of future
imparrment

Credit quality

The following table presents an analysis of treasury ills,
other eligible bills and debt securities within the group’s
msurance busmess by measures of credit quality The five
credit quality classifications are defined on page 47 Only
assets supporting nen-linked wnsurance habihties,
investment contract habilities and shareholders’ funds are
included 1n the table, as financial nsk on assets
supporting linked liabthites 1s predominantly borne by the
policyholder 86 per cent (2011 93 per cent) of the assets
included 1n the table are invested n investments rated as
‘Strong’

Treasury biils other eligibie bills and debt securities 1 the group s insurance manufacturing comparites

(Audrted)
At 31 December 2012 At 31 December 2011
Good/ Good/

Strong  Satisfactory Total? Strong  Satsfactory Total®
im fm Em im £m Im
Financial assets designated at faur value' 549 117 666 731 109 840
- treasury and other eligible bills - - - 3 - 3
- debt secunties 549 117 666 728 109 837
Financial investments 9100 1488 10,588 9,160 620 9780
- treasury and other stmlar bills - - - 32 - 32
- debt secunties 9,100 1488 10,588 9128 620 9748
9,649 1,605 11,254 9 891 729 10 620

I Impairment is not measured for debt securities designated at fair value as assets in such portfolios are managed according to movemenis 1
fair value and the fair value movement 1s taken directly through the mcome siatement
2 Total 15 the maximum expostre to credit risk on the treasury bills other eligible bills and debt securiites 11 the group s insurance

Companies

Credit nsk also anses when assumed insurance nsk
1s ceded to remnsurers The splut of habihues ceded to
reinsurers and outstanding remsurance recoveries,

analysed by credit quality 15 shown below The group s
exposure to third parties under the reinsurance
agreements 1s included 1n this table




HSBC BANK PLC

Report of the Directors: RISk (continued)

TR D T TR

Reinsurers share of iabilities under msurance contracts
{Audrted)

At 31 December 2012

Linked mnsurance contracts
Non-linked mnsurance coniracts
Total

Reinsurance debtors

Al 31 December 2011

Linked msurance contracks
Non linked insurance contracts
Total

Reansurance debtors

Good/  Past due not

Strong  Sausfactory impanred Total'?
£m fm £m £m

3 - - 34

458 L] - 462
492 4 - 496

5 - - 5

29 - - 29

438 3 - 441
467 3 - 470

6 - 2 8

I No amounts reported within Remsurers share of habilities nnder msurance contraces were classified as sub-standard or smpaired
2 Total 15 the maxunum exposure to credit risk inn respect of rewnsurers share of liabilities under nsurance contracts

Liquidity nsk of insurance operations

It 15 an inherent charactenstic of almost all insurance
contracts that there 1s uncertamnty over the amount of
clarms habihties that may amse, and the tirming of their
settlement, and this creates liquidity nsk

There are three aspects to hiquadity nsk The firsg
anses 1n normal market conditions and s referred to as
funding liquidity nisk, specifically, the capacity to raise
sufficient cash when needed to meet payment obligations
Secondly, market liquidity nisk anses when the size of a
parucular holding may be so large that a sale cannot be
completed at the market price Finally, standby Liquidity
risk refers to the capacity to meet payment terms 1n
abnormal conditions

The group’s nsurance manufacturing compames
pnmanly fund cash outflows ansing from claim habhies
from the following sources of cash inflows

»  prenmums from new busmess, policy renewals and
recwming premium products,

» 1nierest and dividends on investments and principal
repayments of maturing debt investments,

» cash resources and
» the sale of investments

They manage hqudity nsk by utilising some or all of
the following techniques

« matching cash inflows with expected cash outflows
using specific cash flow projections or more general
asset and liabihty matching techniques such as
duration matching,

o  mamntaimng sufficient cash resources,

= nvesting n good credit-quality investments with
deep and hquid markets to the degree to which they
exist,
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¢ monitoring tnvestment concentrations and restncting
them where appropnate, for example, by debt 1ss5ues
or 1ssuers, and

+ establishing comnutted contingency borrowing
facilities

Each of these techmques contnibutes to mitigating
the three types of hqudity nsk described above

Every guarter, the group’s msurance manufacturing
compantes are required to complete and submut liquidity
nsk reports to the Group Insurance Head Office for
collation and review by the Group Insurance Market and
Liqudity Risk Commuttee Lrquidity risk 1s assessed 1n
these reports by measuning changes in expected
cumulative net cash flows under a sertes of stress
scenarlos designed to determine the effect of reducing
expected available hquidity and accelerating cash
outflows This 1s achieved, for example, by assuming new
business or renewals are lower, and surrenders or lapses
are greater, than expected

The following tables show the expected
undiscounted cash flows for insurance contract habihues
and the remaiung contractual matunty of investment
contract habithites A significant proporuon of the
group’s non-hfe insurance business 1s viewed as short-
term, with the settlement of habihties expected to occur
within one year of the penod of nsk There 15 a greater
spread of expected maturities for the Iife business where
n a large proportion of cases, the hquichty nsk 1s borne 1n
conjunction with pohicyholders (wholly owned by the
policyholders in the case of unit-linked business)

The profile of the expected matunty of the mnsurance
contracts as at 31 December 2012 has shifted towards
earlier maturity categones compared wath 2011 following
the sale of non-life businesses 1n Ireland and updates to
lapse assumpuons for certain Linked contracis which have
brought forward some expected payments
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Expected maturity of insur ance contract iabifines
{Audited)

Expected cash flows (undiscounted)

Withm 1 year 1-5 years 5-15years  Over 15 years Total
im £m fm im £m
At 31 December 2012
Non-lhife insurance 9 - - - 9
Life insurance (non-linked) 86 187 318 3i6 967
Life insurance {linked) 170 584 829 599 2,182
Total 265 771 1,207 915 3,158
At 31 December 2011
Non bfe insurance 43 44 15 2 104
Life insurance (non-linked) 3! 134 394 333 932
Life msurance (linked) 94 332 497 734 1657
Total 208 510 906 1069 2693

Remaining contractual maturity of mvestment contract liabilities

(Audhted}
Liabihiites under investment contracts by insurance underwriting subsidiaries

Within 1 year 1-5 years 5 l0years Over 10years Undated' Total
fm im £m £m £m £m

At 31 December 2012
Linked investment contracts 112 418 452 1,275 2,558 4815
Investment contracts with DPF - - - - 15,078 15,078
Total 112 418 152 1275 17,636 19,893

At 31 Decemnber 2011
Linked tnvestment contracts 106 384 332 13313 2340 4495
Investment contracts with DPF - - - - 13,872 13 872
Total 106 384 332 1333 16212 18 367

I Inmost cases pohicyholders have the option (o terminate their contracts ar any tume and recerve the surrender values of their policies These

may be sigmificantly lower than the amounts shown above

Present value of in-force long-term insurance
business

The group’s hife insurance business 1s accounted for using
the embedded value approach which, inter aha prowides a
nisk and valuation framework The sensiivity of the
present value of the in-force ('PVIF’) long-term asset to
changes 1n economic and non-economic assumptions 1s
described 1n Note 22

Other material risks
(Unaudited)

Pension risk

The group operates a number of pension plans throughout
Europe Some of them are defined benefit plans, of which
the largest 1s the HSBC Bank (UK) Pension Scheme (’the
principal plan’)

In order to fund the benefits associated with these
plans group compames {and, in some instances
employees) make regular contributions 1n accordance
with advice from actuanes and in consultation with the
scheme’s trustees (where relevant) The defined benefit
plans invest these contnbutions 1n a range of investmenis
designed to meet their long-term liabilites
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The level of these coninbutions has a direct umpact
on the group’s cash flow and would normally be set to
ensure that there are sufficient funds to meet the cost of
the accruing benefits for the future service of active
members Higher centrnibutions will be required when
plan assets are considered insufficient to cover the
existing pension liabilites as a deficit exists Contribution
rates are typically revised annually or tnennially,
depending on the plan The agreed contributions to the
principal plan are revised tnenmally

A deficit in a defined benefit plan may arise from a
number of factors, including

+ mvestments delivenng a return below that required
to provide the projected plan benefits This could
anse for example when there is a fall 1n the market
value of equities, or when increases tn long-term
nterest rates cause a fall in the value of fixed income
securities held,

s  the prevaling economic environment leading to
corporate farlures, thus tnggenng wnte-downs 1n
asset values {both equity and debt),

s achange in exther interest rates or inflation which
causes an increase 1n the value of the scheme
habihties and
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»  scheme members hving longer than expected
{(known as longevity risk)

A plan s imvestment strategy ts determuned after
1aking 1nto consideration the market nsk inherent in the
investrnents and 15 consequential 1mpact on potential
future contnbutions The long-term investment objectives
of both the group and, where relevant and appropnate the
trustees are

+  to lumt the nisk of the assets failing to meet the
habihities of the plans over the long-term, and

¢ (o maxuuse returns consistent with an acceptable
level of nsk so as to control the long-term costs of
the defined benefit plans

In pursuit of these long-term objectives, a
benchmark 1s established for the allocauon of the defined
benefit plan assets between asset classes In addition,
each permitted asset class has its own benchmarks, such
as stock market or property valuation indices and, where
relevant, desired tevels of out-performance The
benchmarks are reviewed at least trienmally within 18
months of the date at which an actuanal valuation 1s
made, or more frequently if required by local legislation
or circumstances The process generally involves an
extensive asset and hability review

Ultmate responsibility for mvestment strategy rests
with either the trustees or, 1 certain circumstances 2
management commuttee The degree of independence of
the trustees from the group varies 1n different
junsdictions For example, the principal plan, which
accounts for approximately 94 per cent of the obligahons
of the group’s defined benefit pension plans, 1s overseen
by a corporate trustee who regularly momtors the market
risks inherent 1n the scheme

The principal plan holds a diversified portfolho of
wnvestments to meet future cash flow habilities ansing
from accrued benefits as they fall due to be paid The
trustee of the pnincipal plan 15 required to produce a
written Statement of Investment Principles which governs
decision-making about how investments are made

In 2006, the bank and the trustee of the principal
plan agreed to change the investment strategy to reduce
the investment nisk The target asset allocations for this
strategy 1n 20086, and as revised 1n 2011, demonstraing
the ongomg evolution of the strategy, are shown below
The strategy 1s to hold the majonty of assets 1n bonds,
with the remainder 1n a more diverse range of
mvestments, and mcludes a commitment to undertake a
programme of swap arrangements (see Note 42} by which
the principal plan makes LIBOR-related interest
payments in exchange for the receipt of cash flows which
are based on projected future benefit payments to be
made from the pnincipal plan

2012 &

2011 2006

% %

Equities 155 150
Bonds 605 500
Alternative asses' 95 100
Property 90 100
Cash 55 150
1000 1000

1 In 2012 and 2001 aliernative assets nclude ABSs MBSs and
wnfrastructure assets In 2006 alternauve assets included loans
and infrastruciure assets

Reputational nsk

All employees must safeguard the reputation of the group
by maintarmng the highest standards of conduct at all
times and by being aware of issues, acuvities or
associations that might pose a threat to the reputation of
the group The long-term success of the group 1s closely
linked to the confidence of its siakeholders Safeguarding
and bulding upon the group’s reputation 15 the
responsibility of every employee Any lapse in standards
of integrity, comphance, customer service or operating
effrciency represents a potential reputational risk

The group always aspires to the highest standards of
conduct and as a matter of routine, takes account of
reputational nsks to its business Reputational nsks can
anse from a wide vanety of causes including
Environmental, Secial and Governance ('ESG') 1ssues
and operational nsk events As a banking group a good
reputation depends not only upon the way in which the
group conducts 1ts business, butalso the way in which
clients, to whom financial services are provided conduct
themselves Accordingly second order reputational nisks
are also regularly reviewed within the group

Standards on all major aspects of business are set for
the Group and for individual subsidianes, businesses and
functions Reputational risks, including ESG matters, are
considered and assessed by regional and local committees
and management during the formulation of policy and the
estabhishment of the Group's standards These policies,
which form an integral part of the internal control system,
are communicated through manuals and statements of
policy and are promulgated through internal
communmcations and traimng The pohcies cover ESG
1ssues and set out operational procedures n all areas of
reputational nsk including maoney laundening deterrence,
counter-terronst financing, environmental 1mpact, anti-
corruption measures and employee relations The pohicy
manuals address nsk 1ssues 111 detail and co-operation
between departments and businesses 1s required o ensure
a strong adherence to the group’s nsk management
systemn and sustainability practices
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A Reputational Risk Committee { RRC ) exists 1o
manage reputational rishs across HSBC Bank plc The
RRC meets on a regular basis and includes regular
consideration of 1ssues relating te communtcations and
corporate sustamability sigruficant customer complamts
and any new products and busmess imnatives Minutes
from the RRC are tabled at the Group Reputational Risk
Policy Commitiee In addition all businesses are required
to perform a Rish and Control Assessment ( RCA ) at
least annually that covers all matenial activities within
their busimesses The RCA requires an assessment of
operational nsk exposures, including specific
consideration of reputational impacts to determine
whether additional mitigaung controls should be
implemented

The group regutarly reviews its policies and
procedures for safeguarding agamst reputational and
operational risks This 1s an evolunonary process which
takes account of relevant developments, industry
gwidance best practice and societal expectations

Capital management and allocation

{Audited)
Capital management

The group s capital management approach 1s driven by 1ts
sirategic and organisational requirements taking into
account the regulatory, economic and commercial
environment 1n which it operates

It 15 the group s policy to maintain a strong capital
base to support the development of 1ts business and to
meet regulatory capital requirements To achieve this the
group manages 1ts own capital within the context of an
annuat capital plan which s approved by the Board that
determines the optimal amount and mix of capital
required to support planned business growth and meet
local regulatory caprtal requirements Capital generated in
excess of planned requirements 1s returmed to the Group
in the form of dividends

The group s policy 15 underpinned by its caputal
management frameworh which enables the group to
manage its capital in a consistent manner The framework
incorporates a number of capital measures which govern
the management and allocation of caputal within the
group These capital measures include invested capital
economic capital and regulatory capital defined by the
group as follows

» nvested capital 1s the equity capital provided to the
group by HSBC,

e economic capital 1s the internally calculated capital
requirement which 15 deemed necessary by the group
to support the nisks to which it 1s exposed and

+ regulatory capital 1s the mimmum level of capual
which the group 15 required to hold in accordance
with the rules set by the FSA for the bank and the
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consolidated group and by the local regulators for
individual subsicdhary companies

The following risks managed through the capital
management framework have been indentified as
material credit market operational, interest rate rish in
the banking book, pension fund insurance and restdual
rishs

Stress testing 15 incorporated into the capital
management framework and s an imporiant component
ot understanding the sensitivities of the core assumptions
in the group s capiial plans to the adverse effect of
extreme but plausible events Stress testing allows semor
management to formulate its response mcluding risk
mitigating actions 1n advance of conditions starting to
reftect the stress scenanos identified The actual market
stresses experienced by the financial system 1n recent
years have been used to inform the capital planning
process and further develop the stress scenarios employed
by the group

Other stress tests are also carried out both at the
request of regulators and by the regulators themselves
using their prescribed assumptions The group takes into
account the resulis of all such regulatory stress testing
when undertaking 1ts internal capital management
assessment

The group s approach to managing 1ts capital position
has been to ensure the group exceeds current regulatory
requirements and 15 well placed to meet expected
regulatory requirements ansing from the future
implementation of CRD 1V Therefore the group
contimues to review 1ts capital targets on an ongoing
basis, reflecting any changes as they develop

Further information on regulatory changes can be
tound on page 31

Capital measurement

The FSA 1s the supervisor of the bank and lead supervisor
of the group The FSA sets capital requrements and
recetves information on the capital adequacy for the bank
and the group The bank and the group complied with the
FSA s capital adequacy requirements throughout 2012

Individual banking subsidianes are directly regulated
by their local banking supervisors who set and monitor
local capital adequacy requirements

The group calculates capital using the Basel [1
framework as amended for CRD 1l commonly known
as Basel 2 5 The Caprtal Requirements Directive
( CRD ) implemented Basel [I 1n the EU and the FSA
then gave effect to the CRD by including the
requrements of the CRD in 1ts own rulebooks

Basel II 1s structured around three pillars  Piliar |
minimum capital requirements Piltar 2 Supervisory
Review and Evaluation Process and Pillar 3 market
disciphine
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ELETRARE A

There were no matenal changes to the group's
pohcies and practices in caputal measurement i 2012

Risk-weighted assets
(Unaudited)

During 2012 RWAs reduced by £34 billion to £193
illion due to movements 1n credit and counterparty nsk,
market nsk and operational risk

Credit and counterparty risk RWAs decreased by
£24 ilhon  Thus reduction was pnimanly attributable to a
combination of a reduction m assets folowing the
disposal of HSBC Private Banking Holdings (Swisse} SA,
reduced nsk appetite and lower demand from corporate
and commercial customers reflecting the economic
sttuation in Europe, 1ncreased apphcation of counterparty
netting and refinements n counterparty static data,
downgrades in some securitisation assets (these are
deducted from caputal) and updates to methodology and
regulatory pohcy in the calculation of RWAs

Market Risk RWAs declined by £7 tallion, pnimarily
through lower risk levels following reduciions 1n
exposures and improvements 1n market conditions

The reduction of £3 5 bilhion 1n operational nsk
RWAs was mainly attributable to the disposal the
disposal of HSBC Private Banking Holdings (Suisse) SA

Durning 2011, RWAs increased by £26 llton due to
movements in credit and counterparty nsk and market
nsk The increase was pnmanly due to the
umplementation of CRD I which increased the group’s
credit nsk RWAs by £5 bilhion and was the main reason
for the £16 bitlion increase 1n market nsk RWAs

Regulatory capital

The group s capital comprnises tier 1 capital and tier 2
capiial

¢ uer 1 capual 1s divided into core tier 1 and other tier
1 capital  Core tier 1 capital 1s comprised of
shareholders’ equity from which are deducted the
book values of goodwilt and intangible assets and
other regulatory adjustments for uems reflected 1n
shareholders’ equity which are treated differently for
the purposes of capital adequacy Qualifying capital
instruments such as non-cumulauve perpetual
preference shares and hybrid capital secunities are
mncluded 1n other uer 1 capital, and

s uer 2 capital compnses qualifying subordinated loan
capnal, allowable collective impairment allowances
and unrealised gains ansing on the fair valuation of
equity mstruments held as available for-sale Tier 2
capital also includes reserves arising from the
revaluation of properties

The FSA’s rules set Limits on the amount of hybnd
capal instruments that can be ncluded in tier 1 capital
relative to core uer | capital and also hmits total tner 2
capital to no more than tier 1 capital
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The basis of conselidation for financial accounting
purpases 1s descriibed on page 106 and differs from that
used for regulatory purposes lnvestments in banking
associates, which are equuty accounted 1n the financial
accounting consolidauon, are proportionally consohdated
for regulatory purposes Subsidianes and assoctates
engaged 1n surance and non-financial activities are
excluded from the regulatory consolidation and are
deducted from regulaiory capual The regulatory
consohidation also excludes Special Purpose Entities
('SPEs } where sigmficant nsk has been transferred to
thurd parties Exposures to these SPEs are nsk weighted
as secunusation positions for regulatory purposes

Pillar 1 capital requirements

Pillar 1 covers the capital resources requirements for
credit risk (including counterparty credit risk and
securitisations), market nsk and operational nsk These
requirements are expressed 1n terms of nsk-weighted
assets

Credit risk caprtal requirements

Basel 11 applies three approaches of increasing
sophistication to the calculation of pillar 1 credit nsk
capital requirements The most basic, the standardised
approach, requires banks to use external credit ratings to
determune the sk werghtings apphed to rated
counterparties and group other counterparties into broad
categones and apply standardised nsk weightings to these
categonies The next level the internal ratings-based
('IRB’) foundation appreach, allows banks to calculate
therr credit nsk caputal requirement on the basis of their
internal assessment of ihe probabihty that a counterparty
will default ("FD’}, but subjects their quanufied esumates
of exposure at default ( EAD’) and loss given default
{'LGD } 1o standard supervisory parameters Finally the
IRB advanced approach allows banks to use thewr own
internal assessment 1n both determimng PD and
quantifying EAD and LGD

The caputal resources requiremnent, which 1s intended
to cover unexpected losses, 1s derived from a formula
specified in the regutatory rules which incorporates these
factors and other vanables such as matunty and
correlation Expected losses under the IRB approaches
are calculated by muluplying PD by EAD and LGD
Expected losses are deducted from capital to the extent
that they exceed accounting imparrment allowances

For credit nisk, the group has adopted the IRB
advanced approach for the majonty of its business, with
the remainder on either IRB foundaton or standardised
approaches or under exemption from IRB treatment A
rollout plan 15 1n place, over the next few years, to extend
ceverage of the advanced approaches, for both local and
consolidated group reporting, leaving a small residue of
exposures on the standarchsed approach
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Counterparty credit risk

Counterparty credit nsk anises for over-the-counter
dervatives and secunties financing transactions It 1s
calculated 1n both the trading and non-trading books and
15 the risk that the counterparty to a transaction may
default before completing the satisfactory settlement of
the transaction Three approaches to determining
counterparty credut nsk exposure values are defined by
Basel I standardised mark-to-market and internal model
method These exposure values are used to determine
capital requirements under one of the credit nsk
approaches standardised IRB foundation and IRB
advanced

The group uses the mark-to-market and 1nternal
model method approaches for counterparty credit risk
The longer-term aim 1s to migrate more positions from
mark-to-market to the internal model method approach

Secunitisation

Securitisation positions are held in both the trading book
and the non-trading book

For non-trading book secunitisation posttions, Basel 11
specifies two methods for calculating credu nisk
requirements, these being the standardised and IRB
approaches Both approaches rely on the mapping
of rating agency credit ratings to nsk weights,
which range between 7 per cent and 1,250 per cent
Positions that would otherwise be weighted at 1,250 per
cent are deducted from capital

Within the IRB approach, the Raungs Based Method
15 used for the majonity of the non-trading book
securitisation positions, and the Internal Assessment
Approach for unrated liquidity factliies and programme-
wide enhancements for asset-backed secuntisations

The majority of securitisation positions in the trading
book are treated for capital purposes as if they are held in
the non-trading book under the standardised or IRB
approaches

Other traded secuntisation positions, known as
correlation trading are included within an internal model
separately approved by the FSA

Market risk capital requirement

Market risk 1s the nsk that movements i market nsk
factors, including foreign exchange, commodity prices
mnterest rates credit spread and equity prices will reduce
group’s income or the value of its portfolios The market
risk capal requirement 1s measured using 1nternal market
risk models where approved by the FSA or the FSA's
standard rules

Under Basel 2 5 the group’s market nsk models
compnse VAR, stressed VAR, mcrementat nsk charge
and correlation trading under the comprehensive risk
measure

83

Operational risk capital requirement

Basel I includes a capual requirement for operational
nsk, again utilising three levels of sophistication The
capital required under the basic indicator approach 1s a
simple percentage of gross revenues, whereas under the
standardised approach 1t 1s one of three different
percentages of gross revenues allocated to each of eight
defined business lines Both these approaches use an
average of the last three financial years’ revenues
Finally, the advanced measurement approach uses banks’
own stanstical analysis and modelling of operattonal nsk
data to determine capital requirements

The group has adopted the standardised approach 1n
determiming 1ts operational nsk capiial requirements

Pillar 2 capital requirement

The group conducts an Intemal Capital Adequacy
Assessment Process ((ICAAP’) to determne a forward
looking assessment of 1ts capital requirements given its
business strategy, risk profile risk appetite and capital
plan This process incorporates the risk management
processes and governance of the firm A range of stress
tests are applied to the base capital plan These, coupled
with the group’s risk management practices are used to
assess 1ts capital adequacy requirements

The group provides ICAAP decumentation to the
FSA summansing the ICAAP process and capital
adequacy conclusions This forms part of the basis of the
FSA’s Supervisory Review and Evaluation Process
{'SREP’), which accurs penodically to enable the FSA 10
define the mimimum caputal requirements for the bank and
the group In 2013 the FSA also set a capital resources
floor for the bank based on current FSA rules for core tier
1 capital

Pillar 3 disclosure requirements

Pillar 3 of Basel II 1s related to market discipline and
aims to make firms maore transparent by requiring them to
publish specific detatls of thetr nsks, capital and nsk
management under the Basel [l framework Pillar 3
disclosures are pubhshed as a separate decument on the
bank's website




HSBC BANK PLC

Report of the Directors: Capital Management (conunued)

Capital structure at 31 December

Composition of regulatory capital (Audited)

Shareholders equaty *

Shareholders’ equuty per balance sheet
Preference share & related premum

Other equity instruments

Deconsahidation of special purpose entities # *

Non controlling mnterests
Non controliing interests per balance sheet
Of which represenung non-controlling nterests i preference shares

Regulatory adjustments o the accounting basis

Unreahsed (gamns}/losses on avatlable-for-sale debt secunues 3

Own credu spread

Defined benefit pension fund adjustment *

Cash flow hedging reserve

Reserves arsing from revaluation of property & unreahsed gams on available-for-sale equities
Other regulatory adjustments

Deductiens

Goodwill capitalised & intangible assets

50% of secuntisation posions

50% of excess expected losses over imparrment allowances
50% of tax credit adjustment for excess expected losses

Core tier 1 capital

Other tier 1 capital before deductions
Preference shares & related premium
Hybnd capital secunties

Deductions
Unconsohdated nvestments *
50% of 1ax credit adjustment for excess expected losses

Tier 1 capital

Total qualifying tier 2 capital before deductions

Reserves ansing from unrealised gains on revaluation of property & available for-sale equities
Collective impairment allowances °

Perpetual subordinated debt

Term subordinated debt

Total deducuions other than from ner 1 capital
Unconsohdated nvestments ®

50% of securitisalion positions

50% of excess expected losses over impairment allowances
Other deductions

Total regulatory captal

Risk-weighted assets (Unaudited)

Credit and counterpanly risk

Market risk

Operational nisk

Total

Capital ratios (Unaudited)

Core tier 1 rauo

Ther 1 rauo

Total captal rato

At 31 At 3l
December December
2012 2011
£fm im
31,840 32 449
31,675 31090
(431} (431)
596 1790
375 364
525 514
(150) (150}
(1,833) {1032)
(163) I 261
89 (706)
(1,219 (1058)
(259) (236)
(226) (272)
(55) (21)
{8,294) (11051)
{7,107) (10 279)
{922) (570
(288) (286)
23 79
22,088 20730
2,363 2377
581 581
1,782 1796
(434) (368)
(457) (447)
23 79
24,017 22739
11,634 11 837
226 272
271 235
2,743 2 863
8,394 8 467
(2,187) {1 908)
971) (1 045)
(922) (570)
(288) (286)
(6) {7
33.464 32 668
149,970 173693
21,566 28 605
21,866 25381
193,402 227 679
i14 91
124 100
173 144

V Includes externally venfied profits for the year to 31 December 2012 Does not tnclude the intertm drvidend of £1 400 mullion declared by the

Board of Directors after 31 December 2012

Mainly comprise investments 1 Insurance entities

Lop ISR FU R oV ]
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Mainly comprises unrealised losses on avaifable-for-sale debt securities owned by deconsolidated special purpose entities
Under FSA rules unrealrsed gamns/losses on avarlable for-sale debt securiires must be excluded from capital resources
FSA rules require banks to exclude from caputal resources any surplus in a defined benefit pension scheme

Under FSA rules collecave mmparrment alfowances on loan portighos under the standardised approach may be included in tier 2 capital
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Corporate Governance Report

The statermnent of corporate governance practices set out
on pages 85 to 92 and mformation incorporated by
reference constitutes the Corporate Governance Report of
HSBC Bank plc

The Directors serving as at the date of this report are set
out below

Directors

J W Leng, Chairman, 67

A Director since 2010 and Chairman since August 2012
European Chairman of Amencan European Associates
and a non-executive Director of Alstom SA and Genel
Energy plc Former Chairman of Corus Group plc and
former Chief Executive of Laporte plc

B Robertson, Chief Executive, 58

Chief Executive and a Director since December 2010 A
Group Managing Director since 2008 Formerly Group
Chuef Risk Officer Joed HSBC in 1975

P Antika, Non-Executive Director, 52

A Director since July 2011 Consultant, Antka Partners
Formerly Chief Executive of HSBC Bank AS, Turkey and
a Group General Manager of HSBC Holdings plc until
her retirement 1n March 2011

Dame Denise Holt, Independent Non-Executive
Director, 63

A member of the Risk Commuttee

A Drrector since February 2011 Formerly a senior British
Ambassador with 40 years’ expenience of working in
Government, mcluding postings in Ireland, Mexico
Brazil and most recently, as British Ambassador to Spain
from 2007 untl her retirement 1n 2009

S W Leathes, Independent Non-Executive
Director, 65

A member of the Audnt and Risk Committees

A Director since May 2042 Formerly Vice-Chairman of
Barclays Caputal and Group Finance Dhrector of
5 G. Warburg Group plc

Dame Mary Marsh, Independent Non-Executive
Chirector, 66

A Director since January 2009 Director of the Clore
Sociat Leadership Programme A member of the
Corporate Sustamabihity Commuttee of HSBC Holdings
plc Formerly Chief Executive of the NSPCC
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R E $ Martin, Independent Non-Executive
Director, 52

A Drrector since 2005 General Counsel & Company
Secretary, Vodafene Group ple

T B Moulonguet, Independent Non-Executive
Director, 61

A Darector since July 2012 A Dicector and Chairman
of the Audit and Risk Commuttee HSBC France A
Director of Fitch Rating Group Inc, Fimalac, Groupe
Lucien Barnere and Valéo Formerly Executive Vice
President and Chief Finanaial Officer of Renault
Group

A R D Monro-Davies, Independent Non-
Executive Director, 72

A member of the Audit and Risk Commttees

A Drrector since 2004 A Director and member of the
Audit and Risk Committee of HSBC Bank Middle East
Limited Formerly Chief Executive Officer, Fitch
Ratings

P M Shawyer, Independent Non-Executive
Director, 62

A member of the Audit and Risk Committees

A Director since 2004 A Director and a member of the
Audit and Risk Commuttee of HSBC France Formerly
a Managing Partner of Deloitie

A P Simoes, Deputy Chief Executive, Head of
UK Bank and Head of Retail Banking and
Woealth Management, Europe, 37

A Director since 1 February 2012 A Group General
Manager since January 201t Formerly Group Head of
Strategy and Planning Joined HSBC 1n 2007

J F Trueman, Independent Non-Executive
Director, 70

Chairman of the Audit and Risk Commuttees
A Director since 2004 Formerly Deputy Chairman of
5 G Warburg & Co

Secretary

4 H McKenzie, 59
Jomned HSBC in 1987
Registered Office 8 Canada Square, London E14 5HQ




HS3BC BANK PLC

Report of the Directors Governance (continued)

AP S AN TS

Board of Directors

The objectives of the management structures within the
bank, headed by the Board of Divectors and led by the
Chairman., are to deliver sustainable value to
shareholders Implementation of the strategy set by the
Board 15 delegated 1o the bank’s Executive Commutiee

The Board meets regularly and Dhrectors receive
information between meeungs about the activities of
comimttees and developments in the bank's business All
Directors have full and umely access to all relevani
information and may take independent professional
advice if necessary

The names of Directors serving at the date of this
report and brief biographical parnculars for each of them
are sel out on page 85

All Directors, including those appointed by the
Board to fill 2 casual vacancy, are subject to annual re-
election at the bank’s Annual General Meeting Non-
executive Directors have no service contracts

J W Leng was appointed Chairman on 6 August
2012 A P Simoes was appomnted as a Director on 1
February 2012 S W Leathes was appointed an
ndependent non-executive Director on 17 May 2012 TB
Moulonguet was appomnted an independent non-executive
Drrector on 27 July 2012

A A Flockhart resigned as Director and Chairman on
31 July 2012 P JHouze ] D Garner and P W Boyles
resigned as Directors on 26 April 2012, 31 October 2012
and 10 December 2012 respectively

Directors’ emoluments

Davies, and P M Shawyer All of the members of the
Audit Commttee who served dunng 2012 are
independent non-executive Directors

Risk Committee

The Risk Committee meets regularly with the bank’s
semor financial, nisk, intermal audit and compliance
management and the external auditor to consider, inter
alia, nisk reports and internal audit reports and the
effectiveness of compliance

The members of the Risk Commuttee are J F
Trueman (Chairman), I M Holt, S W Leathes, AR D
Monro-Davies, and P M Shawyer All of the members of
the Risk Commuttee who served duning 2012 are
independent non-executive Directors

Executive Committee

The Executive Commuttee meets regularly and operates
as a general management committee under the direct
authornity of the Board, exercising all of the powers,
authorities and discretions of the Board in so far as they
concern the management and day to day running of the
bank 1n accordance with such pohicies and directions as
the Board may from time to time determine The
members of the Executive Committee include the bank's
executive Directors B Robertson (Committee Chairman)
and A P Simoes

Remuneration Committee

The functions of the Remuneration Committee are
fulfilled by the Remuneranon Commuttee of the Board of
the bank’s parent company, HSBC Holdings plc

Internal control

Details on the emoluments of the Directors of the bank
for 2012, disclosed 1n accordance with the Comparues
Act, are shown in Note 7 'Employee compensation and
benefits

Board committees

The Board has appointed a nuimnber of committees
consisting of certain Directors and, where approprate,
Senior executives

As at the date of this report, the following are the
principal committees

Audit Committee

The Audit Commuttee meets regularly with the bank’s
sentor financial management and the external auditor to
consider 1nter ahia, the bank's financial reperuing the
nature and scope of audit reviews and the effectiveness of
the systems of internal control

The members of the Audit Commutiee are | F
Trueman (Chairman) S W Leathes, A R D Monro-

The Directors are responsible for internal control in the
group and for reviewing 1its effectiveness Procedures
have been designed for safeguarding assets against
unauthonsed use or disposal, for mantaimng proper
accountung records, and for the reliability and usefulness
of financial information used within the business or for
publication Such procedures are designed to manage and
mitigate the nisk of farlure to achieve business objectives
and can only provide reasonable and not absolute
assurance against material msstatement, errors, losses or
fraud The procedures alse enable the bank o discharge
1ts obligations under the Handbook of Rules and
Guidance issued by the Financial Services Autherity, the
bank's lead regulator

The key procedures are designed to provide effective
internal control within the group and accord with the
Internal Control Revised Gwidance for Directors on the
Combined Code 1ssued by the Financial Reporting
Council Such procedures for the ongoing 1dentification,
evaluation and management of the sigmficant risks faced
by the group have been in place throughout the year and

86




HSBC BANK PLC

up to 4 March 2013, the date of approval of the Annual
Report and Accounts 2012

Key mnternal control procedures mclude the following

»  Global standards Functional, operating, financial
reporting and ceriain management reporting
standards are established by HSBC global function
management commuttees, for application across the
whele of the Group These are supplemented by
operating standards set by functional and local
management as required for the type of business and
geographical location of each subsidiary

s Delegation of authority within hmits set by the
Board Authonty to operate the bank and
responsibthity for financial performance aganst plans
and capital expenduure, 1s delegated to the Chief
Executive who has responsinhty for overseeing the
establishment and maintenance of systems of control
appropnate to the business and who has the authonty
to delegate such duties and responsibilities as he sees
fit The appointment of executives to the most semor
positions within the group requires the approval of
the Board of Directors of HSBC Holdings

+ Risk identification and memitoring Systems and
procedures are 1n place in the group to 1dentify
control and report on the major risks including
credit, market, hquidity caputal, financial
management, model, reputational pension, strategic,
sustamnability and operational nisk (including
accounting, tax, legal, complhance, fiduciary,
mformation, external fraud, internal fraud, polinical,
physical, busimess contntuty, systems operations,
project and people risk} Exposure to these risks 15
moniored by nsk management commitiees, asset
and habihty commuittees and executive commttees
The group’s operational nsk profile and the effectve
implementation of the group's operational nisk
management framework 15 momlored by the bank’s
Risk Management Meeung { RMM') The minutes
of this meeting are submutted to the Group RMM

¢  Changes in market conditions/practices Processes
are mn place to identify new nisks ansing from
changes 1n market conditions/practices or customer
behaviours, which could expose the group (o
herghtened nisk of loss or reputational damage

s Strategic plans Penodic sirategic plans are
prepared for global businesses and certain
geographies, mncluding the home and pnonty growth
markets tn Europe The geographic plans are
designed to align closely with Group strategy, with
significant mput and ultumate endorsement by the
Drrectors of the bank These strategic plans set the
direction and pace of development of individual
husinesses and also cover key business intiatives
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that will enable the business to deliver s operating
result

The bank also prepares annual operating ptans which
concern financial performance and are informed by
detaled analysis of nisk appetite the impact of key
imhatives denving from the strategic planming
process, econcmic forecasts and anticipated
customer behaviour

Disclosure Commuttee. The Disclosure Committee
reviews material pubhc disclosures made by the
bank for any matenal errors, misstatements or
omissions The integnty of disclosures 1s
underpmned by structures and processes within the
Finance and Risk functions that support expert and
ngorous analyucal review of financial reporting
complemented by certified reviews by the business
and functions

Financial reporting The group’s financial
reporting process for preparing the consohdated
Annual Report and Accounts 2012 1s controlled
using documented accounting policies and reporting
formats supported by a chart of accounts with
detailed nstructions and gmdance on reporting
requirements, 1ssued by Group Finance te the bank
and all reporting entities within the group 1n advance
of each reporting period end The submission of
finanaial information from each reporting entity 1s
subject to certification by the responsible financial
officer and analytical review procedures at reporting
entity and group levels

Responsibility for nsk management Management
of busmnesses and functions are primarily
accountable for managing measuring and
monitonng their nsks and controls Processes
consisient with the Three Lines of Defence principle
are 1n place to ensure weaknesses are escalated to
semor management and addressed

IT operations Centralised functional control1s
exercised over all 1T developments and operations
Common systems are employed for similar business
processes wherever practicable

Functional management Global functional
management 15 responsible for setting policies,
procedures and standards for the following nsks
credit market, hquidhty, capual, financial
management model reputational, pension strategic
sustainablity and operational nsk (including
accounting, tax, legal, comphance, fiduciary,
mformation secunty, secunty and fraud, systems and
people nsk) Authontes to enter into credit and
market risk exposures are delegated with himts to
line management of group compames The
concurrence of the appropriate global function 1s
required however to credut proposals with specified
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tegher risk charactenistics Cred:t and market risks
are measured and reported on i subsidianes and
aggregated for review of risk concentrations on a
Group-wide basis

¢ CEO Attestation Process Operational Risk
coordinate the annual CEQ Attestation process under
which the Chief Executtve Officers of the group's
matenal subsidianes confirm on behalf of their
subsidiaries that the internal control framework has
been reviewed through the CEO Attestation process
and significant open 1ssues identified with acion
plans 1n place to address weaknesses for review by
the Risk Commuttee and the Audit Commttee These
1ssues are then tracked by the Operational Risk and
Internal Conirol (ORIC) teams for the relevant
businesses through reports to their ORIC commuttees
and quarterty updates on progress to Regional
Operational Risk

¢ Internal Audit The establishment and maintenance
of appropnate systems of 1nternal control 1s
primarily the responsibihity of business management
The Internial Audut function, which s centrally
controlled provides independent assurance as to the
effectiveness of the design, implementation and
embeddedness of the sk management and centrol
frameworks across the Group, focussing on the areas
of greatest nsk to HSBC using a nisk-based
approach

s Internal Audit recommendations Executive
management 1s responsible for ensuring that
recommendations made by the Internal Audit
function are implemented within an appropriate and
agreed umetable Confirmation to this effect must be
provided to Internal Audrt

s  Reputational risk Policies to guide the bank,
subsidiary compames and management at all levels
1n the conduct of business to safeguard the Group's
reputation are established by the Group, subsidiary
company boards and commttees, board commuttees
and semor management Reputational risks can arise
from almost any aspect of the Group s operations
ncluding environmental, social and governance
1s5ues, or as a consequence of operational nsk
events, as a consequence of operational rsk events
or as a result of employees acung in a manner
mnconsisient with the HSBC values As a banking
group, HSBC's good reputation depends upon the
way m which 1t conducts 1ts business but 1t can also
be affected by the way in which clents, to which 1t
provides financial services, conduct their business or
use financial products and services

The Risk Commuttee and the Audit Commuitee have
kept under review the effectiveness of this system of
internal control and have reported regularly to the Board

of Directors In carrying out their reviews, the committees
recerve regular business and operational risk assessmenits
regular reports from the heads of key nisk funcnons
which cover all internal controls, both financial and non-
financial, semi-annual confirmations from semor
executives that there have been no matenal losses,
contingencies or uncertainties caused by weaknesses 1n
internal controls, internal audit reports, external audit
reports, prudential reviews, and regulatory reports

The Risk Commuttee montiors the status of top and
emerging risks which impact or may impact the group
and considers whether the mitigating actions put in place
are appropniate In addiion, when unexpected losses have
ansen or when 1ncidents have occurred which indicate
gaps 1n the control framework or in adherence to HSEC
Group policies, the Risk Comumttee reviews special
reports, prepared at the instigation of management, which
analyse the cause of the 1ssue, the lessons learned and the
actions proposed by management to address the 1ssue

The Directors, through the Audit and Risk
Commuttees, have conducted an annual review of the
effectiveness of the group s system of intemal control
covering all matenal controls, mcluding financial
operational and comphance controls and nsk
management systems, the adequacy of resources,
qualifications and experience of staff of the accounting
and financial reporting function, and their tramng
programmes and budget The Audit and Risk Commintees
have received confirmation that executive management
has taken or 15 taking the necessary actions to remedy any
failings or weaknesses identified through the operation of
the group s framework of contrels

The Audit Commuttee has non-executive
responstbility for oversight of internal controls over
financial reporting and the Risk Commuttee has non-
executive responstbihity for oversight of internal controls
other than over financial reporting

Health and safety

The mawnienance of appropnate health and safety
standards remains a key responstuhity of all managers
and the bank 1s commutted to proactively managing all
health and safety nsks assocrated with 1ts business The
bank’s obyectives are to 1dentfy, remove, reduce or
control material nisks relating to fires and accidents or
mjurtes to employees, cuskomers and visitors

Group pohaes standards and guidance for the
management of health and safety are set by global
Corporate Real Estate Acheving these in each country n
whuch the Group operates 1s the responsibility of the
Chief Operaung Officer of that country with support and
coordination provided by the Health and Safety
Coordinator for that country
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In terms of physical and geopolitical nsk, Global
Secunty and Fraud Risk provide regular Secunty Risk
Assessments to assist management in judging the level of
terrorist and violent criminal threat Regional Secunty
and Fraud Risk functions conduct regular security
reviews of all Group buildings to ensure measures to
protect staff, buldings, assets and information are
appropnate to the level of threat

HSBC remams commited to maintaimng 1ts
preparedness and to ensuring the highest standards of
health and safety wherever n the world the Group
operates

Diversity and inclusion

The group continues to be commutted to providing equal
opporturities to employees and encourage an inclusive
workplace 1n line with the group's brand promse

Progress 1n this area 1s measured by the Diversity &
Inclusion Index which 1s part of the group's employee
engagement survey (please see employee engagement
section for additonal information)  All survey items n
the Diversity & Inclusion Index performed above the UK
and Ireland external 'Best in Class’ average and the
Financial Services norm

Employees with disabilities

The group continues to recruit tramn and develop disabled
employees and make reasonable adjustments to
employment terms and the working environment for
employees that are disabled or become disabled duning
their employment

The bank continues to support the commitments of
the two tick symbol employabihty campaign to interview
disabled candidates who meet the muimimum job criteria
The symbol 1s a recognition given by Jobcentre Plus to
employers who have agreed to make certain positive
commitments regarding the employment, retention,
tramung and career development of disabled people

Employee involvement

As a large organisation with a unified strategic purpose, 1t
1s vitai that HSBC nvolves and engages 1ts employees

Among vanous means of achieving this coordinated
communications to HSBC employees are key A
dedicated global team 1s responsible for strategy,
ahgnment, and delivery of all central commumcations to
HSBC employees, and supporting teams are 1n place for
the continental European and UK audiences

Within HSBC s internal communications portfolio,
the global and country websites are those most used by
employees and therefore are the primary vehicles for
systematic dissemination of news and video conient

relating to HSBC strategy, values, policy and employee
matters and industry acuvity Feedback and "listening’
channels are increasingly used to ensure commurucations
and certain business activities are responsive to employee
views and concerns

In the UK, HSBC works wth a number of elected
employee consultation bodies along with recogmising
Umite an accredited trade umon, for collective bargaining
purposes for specific groups of employees  Within
individual European countries there are a vanety of
consultation mechamsms with both trade unions and
works councils and 1n some countnes, specific Collective
Bargaining agreements Additonally, HSBC currently
operates a European Works Council, with employee
members elected from across the Bank's European
operations for consultation in respect of transnational
matters The purpose of each of these relationships 1s to
provide information on matters that may affect
employees, and to consult over these matiers to ensure
that employees’ views are taken into account when
making decisiens Meetings are held on a regular and ad
hoc basis with each body Through these consultation
mechamsms, HSBC ensures that it meets 1ts statutory
obligations for information and consultation, aleng with
hetping to inform the decision-making process through
the input and consideration of a wide range of 1deas and
opinions

All employees are invited annually to participate m
the bank's Sharesave scheme The Sharesave scheme
provides employees with the opportunity to buy shares in
HSBC Heldings plc at a future date at a discounted option
price set at the start of the savings period Employees are
also able to buy shares from their pre-tax salary via the
Share Incentive Plan up to a maximum of £125 per
month Both schemes provide an accessible way for
employees to have a stake 1n the business and the wider
HSBC Group through share ownership and actively
engage employees in the company's performance

To help achieve HSBC's goals, the association
between individual, team, business area and company
performances must be demonstrated Therefore, 1n
addition to HSBC’s day-to-day communications, specific
mechanmsms are 1n place to explain and familianse
employees with internal and external factors affecting the
company s performance These include regular editonals
from HSBC s econonusts business reviews by senior
managers, financial news stores and a share price tracker
Focus 1s particularly given internally 1o HSBC s Annual
and Interim Results, with dedicated communications and
online content designed to provide relevance and
understanding for employees

Employee engagement

‘Employee engagement descnbes employees emotional
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and ntellectual commitment to any orgamsation HSBC's
annual survey of employees shows that they value
HSBC’s commitment to sustainable business practices
and view the bank as being a leader 1n this regard

As an HSBC Group member, the bank has a well
estabhished framework for employees to provide feedback
and develop action plans at local and national levels to
improve the working experience and engagement

In 2012 a quarterly Pulse survey was undertaken to
momtor employee engagement According to the results,
70 per cent of the employees who completed the survey
indicated that different «deas and perspectives were
welcome, even 1f they challenge the way things have
always been done Since 2011 a Global People Survey 15
performed biannually The next Global People Survey
will be 1n 2013

In the UK, the bank has continued to use numerous
complementary programmes to involve and seek
feedback from employees, including Best Place to
Suggest, Idea of the Month, My Health & Wellbeing and
a social networkung tool Employees can also comment
on many of HSBC'’s internal blogs and communications

Corporate sustainability

Sustainability Governance

The Corporate Sustainability Commuttee of the HSBC
Holdings Board 1s responsible for advising the Board,
committees of the Board and executive management on
corporate sustainability policies across the Group
including environmental, social and ethical 1ssues Dame
Mary Marsh, an independent non-executive Director of
the Bank 15 a member of the Corporate Sustainability
Commuttee

Corporate Sustainabihity exists as a global function
with semor executives charged with implemenung
sustamnable business practice 1n all major regions, through
mclusion in the HSBC Global Standards Manuals, and
through induction and developmental training Local
teams are 1n charge of embedding corporate sustamabihty
strategtes within banking activities

HSBC Hoeldings plc reports on its progress in
developing and 1mplementing 1ts sustainability strategy
annually in the HSBC Sustanability Report, which 1s
independently venfied and prepared using the Global
Reporting Imtiative framework The HSBC
Sustainability Report 2012 wli be 1ssued on the 24™ May
2013 and will be available at
www hsbe com/sustainabihiy

Corporate sustainability

HSBC recogmses that environmental social and
economic issues can impact on the Group s long term
success as a business Corporate Sustainabihty means

Report of the Directors: Governance (continued)

achieving sustainable profit growth so that HSBC can
continue to reward shareholders and employees, buld
long-lasting relationships wuth customers and supphiers,
pay taxes and duties 1n those countnies where 1t operates,
and mvest 1n commumbes for future growth

The way the group does business 1s as important as
what 1t does The group’s responsibility to 1ts customers,
employees and shareholders as well as the countnes and
communities in which it operates goes far wider than
simply being profitable

HSBC’s continuing financial success depends, 1n
part, on 1ts ability to identify and address certain factors
which present risks or opportunities for the business
These can affect reputation, dnive employee engagement
help manage the risks of lending, leverage savings
through eco-efficiency and secure new revenue streams
These generally fall into the four broad areas discussed
below

Business finance

HSBC aims to build long-term customer relanonships
around the world through the provision of a consistent
and hugh quality service and customer expenence HSBC
uses the benefits of its scale, financial strength
geographic reach and strong brand value to achieve this

HSBC aims to take advaniage of the opportumties
and manage the nsks presented by emerging global trends
by developing sustamable busmess models to address
these When setting strategy HSBC considers factors
stch as population growth, increased longevity.,
urbamsation and the resulting resource constramnis and
nising atmosphenic CO, levels

Operational environmental efficiency

HSBC focuses 1ts environmental imtiatives pnmanly on
addressing and responding to 1ssees associated with
chmate change, including energy use water and wasle
management Chimate change has the potenual to
matenally affect HSBC's customers and, by extension,
HSBC's long-term success, intreducing new risks to
business activity Al the end of 2011, HSBC commutted to
a senies of targets stretching through to 2020. which wall
further reduce HSBC's 1mpact on the environment Work
began in 2012 to achieve these targets

Community Investment

HSBC has a long-standing commitment to the
communtties in which it operates HSBC's operations
bring benefits to local people and businesses through
employment, raiming purchasing and nvestment
Beyond 1ts core business, HSBC aims to encourage socal
and economic opportumty through community
nvestment activities

HSBC’s focus 15 on education and the environment,
which 1t beheves are essential burlding blocks for the
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development of communtues and are prerequisites for
economic growth These philanthrome programmes aim
10 1nvolve employees in the work of local non-
governmental organisations and chanties

During 2012, the bank supported community
activities i the UK through charitable donations, and UK
employees volunteered around 62,900 hours in work
time In the UK 1n 2012 the UK Bank gave £5 million
chantable donations

Sustainability nsk

Assessing the environmental and social impacts of
providing finance to the bank's customers has been firmly
embedded into s overall nsk management processes
Sustainablity nisks anse from the provision of financial
services to companies or projects which run counter to
the needs of sustainable development HSBC manages
potential environmental and social risks 1n 1ts lending and
investment activity by identfying the key sectors where
such nisks can anse and developing policies to gurde how
1t does business in those sectors forest land and forest
products, mimng and metals, chemmcals, freshwater
wfrastructure, and energy HSBC also has a defence
equipment policy which clarifies 1ts approach to
companues mvolved with weaponry The policies apply to
all lending and other forms of financial assistance
primary debt and equity markets activities, project
finance and advisory work HSBC has also adopted the
Equator Principles a set of voluntary guidelines that help
financial institutions assess and monitor environmental
and social impacts when providing finance to large
projects Where sustainabhty nsks are assessed to be
high, an independent review of transactions 1s

undertaken

Valuation of freehold and leasehold
tand and buildings

The amount due to trade creditors at 31 December
2012 represented 39 days average daily purchases of
goods and services recerved from such creditors
calculated in accordance with the Companies Act 2006 as
amended by Statutory Instrument 2008 No 410

Auditor

Auditor KPMG Audit Plc has expressed 1ts willingness to
continue 1n office and the Board recommends that 1t be
reappointed A resolution proposing the reappointment of
KPMG Audit Plc as auditor of the bank and giving
authonty to the Directors to determune 1ts remuneration
will be submutted to the forthcoming Annual General
Meeting

Conflicts of interest and indemnification
of Directors

The group’s freehold and long leasehold properties were
valued in 2012 The value of these properties was

£48 mullton 1n excess of their carrying amount in the
consolidated balance sheet The group no longer revalues
freehold and long leasehold properties under IFRS

Supplier payment policy

The bank’s Articles of Association give the Board
authonty to approve Directors” conflicts and potential
conflicts of interest The Board has adopted a policy and
procedures for the approval of Director s confhcts or
potential conflicts of interest The Board's powers to
authonse conflicts are operating effectively and the
procedures are being followed A review of situational
conflicts which have been authorised, including the terms
of authorisation, 15 undertaken annually

The Arucles of Associanon of the bank provide that
Drrectors are entitled to be indemmfied out of the assets
of the company against claims from third parties in
respect of certain habilities ansing in connection with the
perfermance of thexr functions, n accordance with the
provisions of the UK Compantes Act 2006 Such
indemnity provisions have been in place during the
financial year but have not been utihised by the Directors

Going concern basis

HSBC has signed up te the Government’s Prompt
Payment Code (further information on, and copes of, the
Code can be obtained by visiting

www promptpaymenicode org uk)

Contracts with many supphers are negotiated by
HSBC Procurement with payment terms {including
creditor days) set out mn the contract or in HSBC s general
terms and conditions for supply For other suppliers,
payment penods under the general terms and condinons
of supply are usually 42 days from the date of mvoice

The Financial Statements are prepared on a going concern
basis, as the Directors are satisfted that the group and
bank have the resources to continue 1n business for the
foreseeable future In making this assessment, the
Directors have considered a wide range of informaiton
relating to present and future conditions Further
information relevant to the assessment 1s provided 1n the
Report of the Directors, 1n particular

A descripuon of the group s principal activities,
strategic direction and challenges and uncertainties

A summary of financial performance and review of
business performance

The group’s approach to caputal management and
allocation

In addiion, the objectives, polictes and processes for
managing credil, hquidity and market risk are set out in
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The Directors have also considered future projections
of profitability, cash flows and capital resources in
making their assessment

Disclosure of information to the Auditor

The Dhrectors whe held office at the date of approval of
thus Directors’ report confirm that, so far as they are each

On behalf of the Board
JH McKenzie, Secretary

Registered number 14259
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aware, there 1s no relevant audit informanion of which the
bank’s auditors are unaware, and each Dhrector has taken
all the steps that he ought to have taken as a Director to
make himself aware of any relevant audut information and
to establish that the company's auditors are aware of that
nformauon

4 March 2013
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Statement of Directors’ Responsibilities in Respect of the Annual Report and
Accounts 2012 and the Financial Statements

The following statement, which should be read in comjunction wath the Auditor's statement of their responsibilities set out
it their report on the next page, 1s made with a view to distinguishing for shareholders the respective responsibihties of
the Directors and of the Auditor in relation to the financial statements

The Directors are responsible for preparing the Annual Report, the consolidated financial statements of HSBC Bank
plc and 1ts subsidianes (the ‘group ) and parent company financial statements for HSBC Bank plc (the bank’) in
accordance with apphcable laws and regulations

Company law requires the Directors to prepare group and parent company financial statements for each financial
year The Directors are required to prepare the group financial statements 1n accordance with IFRSs as adopted by the EU
and have elected to prepare the bank financial statements on the same basis

Under company law the Directors must not approve the financial statements unless they are satisfied that they give a
true and fair view of the state of affairs of the group and parent company and of their profit or loss for that period In
preparing each of the group and parent company financial statements, the Directors are required to

¢ select sutable accounting policies and then apply them consistently,
«  make judgments and estimates that are reasonable and prudent, and
»  state whether they have been prepared 1n accordance with IFRSs as adopted by the EU

The Directors are requered to prepare the financial statements on the going concern basis unless 1t 1s not approprnate
Since the Dhrectors are satisfied that the group has the resources to continue 1n business for the foreseeable future, the
financial statements continue to be prepared on a going concern basis

The Directors have responsibility for ensuring that sufficient accounting records are kept that disclose wath
reasonable accuracy at any time the financial position of the bank and enable them to ensure that its financial statements
comply with the Companies Act 2006

The Directors have general responsiblity for taking such steps as are reasonably open to them to safeguard the assets
of the group and to prevent and detect fraud and other 1rregulanties

The Dhrectors have responsibality for the maintenance and integnity of the Annual Report and Accounts as they
appear on the bank's website Legislation in the UK governing the preparation and dissermination of financial statements
may differ from legislation in other junisdictions

The Directors the names of whom are set out in the Report of Directors Governance secuon on page 85 of this
Annual Report, confirm to the best of their knowledge

= 1naccordance with rule 4 1 12(3)(a) of the Disclosure and Transparency Rules, the consohdated financial statements,
which have been prepared 1n accordance with IFRSs as 1ssued by the IASE and as adopted by the EU have been
prepared n accordance with the applicable set of accounting standards and give a true and fair view of the assets,
liabihties, financial pesition and profit or loss of the bank and the undertakings mcluded 1n the consohidation taken as
a whole, and

« the management report represented by the Report of the Directors has been prepared 1n accordance with rule
41 12(3)(b) of the Disclosure and Transparency Rules, and includes a fair review of the development and
performance of the business and the position of the bank and the undertakings mcluded 1n the consohidation as a
whole together with a descniption of the principal nsks and uncertamnties that the group faces

On behalf of the Board
JH McKenzie Secretary 4 March 2013
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Independent Auditor's Report to the Member of HSBC Bank plc

R

We have audited the group and parent company financial statements of HSBC Bank plc (“the bank ) for the year ended 31
December 2012 set out on pages 95 to 208 The financial reporting framework that has been applied 1n their preparation 13
apphcable law and Internatronal Financial Reporung Standards (IFRSs) as adopted by the EU and, as regards the parent
company financial statements as applied 1n accordance with the provisions of the Companies Act 2006

This report 1s made solely to the bank's member, as a body, 1n accordance with Chapter 3 of Part 16 of the Compames Act
2006 Our aud:t work has been undertaken so that we nught state to the bank's member those matters we are required to
state to them 1 an auchtors’ report and for no other purpose To the fullest extent permutted by law we do not accept or
assume responsibility o anyone other than the bank and the bank's member, as a body, for our audrt work, for thss report
or for the opimons we have formed

Respective responsibilities of directors and auditor

As explamed more fully in the Directors’ Responstbitities Statement set out on page 93, the drectors are responsible for
the preparation of the financial statements and for being satisfied that they give a true and fair view Our responsibiluty 1s
to audit, and express an opimon on, the financial statements in accordance with apphcable law and International
Standards on Auditing (UK and Ireland) Those standards require us to comply with the Audiung Practices Board's
(APB's) Ethical Standards for Auditors

Scope of the audit of the linancial statements

A description of the scope of an audit of financial statements 15 provided on the Financial Reporung Council’s website at
www frc org ul/auduscopeukpnivate

Opinion on financial statements
In our opimion

¢ the financial statements gtve a true and fair view of the state of the group’s and of the parent company's affairs as at
31 December 2012 and of the group's profit for the year then ended,

+  the group financial statements have been properly prepared in accordance with I[FRSs as adopted by the EU

» the parent company financial statements have been properly prepared 1n accordance with IFRSs as adopted by the EU
and as applied in accordance with the provisions of the Compames Act 2006, and

» the financial statements have been prepared 1n accordance with the requrements of the Compames Act 2006 and as
regards the group financial statements, Article 4 of the IAS Regulauion

Opinion on other matter prescribed by the Companies Act 2006

In our opinion the information given n the Directors’ Report for the financial year for which the financial statements are
prepared 1s consistent wath the financial statements

Matters on which we are required to report by exception

We have nothing to repor 1n respect of the following matters where the Companies Act 2006 requires us to report to you
if 1n our opimon

+ adequate accounting records have not been kept by the parent company or returns adequate [or our audit have not
been recewved from branches not visited by us, or

s the parent company financial statements are not 1n agreement with the accounting records and returns, or
»  certam disclosures of directors' remuneration specified by law are not made, or

« we have not recewved all the information and explanations we require for our audut

P Mclatyre, Senior Statutory Auditor

for and on behalf of KPMG Audit Plc Statutory Auditor
Chartered Accountants
London, England 4 March 2013
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T

Consolidated income statement for the year ended 31 December 2012"

2012 2011
Continuing Discontinued Conunuing Dhscontirued
Notes OPerations  operations Total OpEralons  operauons Total
Im im fm im £m £m
Interest income 10,214 460 10,674 10 689 662 1133
[nterest expense (3.695) (75} {3,770) {4 006) (122) {4 128)
Net interest income 6,519 385 6,904 6 683 540 7223
Fee income 4,522 533 5,055 4541 652 5193
Fee expense (1,213) (61) (1,274) {1 200) (93) (1 293)
Net fee income 3,309 472 3,781 331 559 3900
Trading income excluding net interest income 645 247 892 348 243 591
Net interest income on trading acuvities 942 - 942 940 § 945
Net trading mncome 1,587 247 1,834 1288 248 1536
Net income from financial instruments designated at
fair value 118 - 118 433 - 433
Gauns less losses from financial investments 335 1 336 282 10 292
Davidend income 15 1 16 14 2 16
Net earned insurance premums 4 2,286 - 2,286 2580 - 2 580
Other operating ncome 129 3 132 219 i 225
Total operating ncome 14,298 1,109 15,407 14 840 1365 16 205
Net insurance claims tcurred and movement in
liabilities to policyholders 5 (2919) - (2,919 (2182) - (2 182)
Net operating income before loan impairment
charges and other credit sk provisions 11,379 1,109 12,488 12 658 1 365 14 023
Loan impairment charges and ather credit nsk
ProvISIOns 6 (1 246) 1 (1,245) {1 585) (38) (1623)
Net operating income & 19,133 1,113 11,243 11073 1,327 12 400
Employee compensation and benefits 7 {4.353) (436) (4,789) {4 026) {355} {4 581)
General and admmnistrative expenses {4,626) {280) {4,906) (3 857) {301) {4,158)
Depreciation and umpairment of property plant and
equipment 23 (353) (13) (368) {336) (17) {(353)
Amorusation and impawrment of intangible assets 22 (174) (n {175) (195) n (196}
Total operating expenses (9,506} (730) (10,236} (8 414) (874) (9 288)
Operating profit 627 380 1,007 2 659 453 32
Share of (lossHprofit 1n associates and joint ventures (3) - (3) (1) - (1}
Profit before tax 624 380 1,004 2 658 453 311t
Tax credit/(expense) 14 220 (64) 156 {656) (78) (739)
Profit for the year before gan on disposal of
discontinued operations 844 316 1,160 2002 375 2377
Catn on sale of discontinued operaucns - 1,265 1,265 - - -
Profit for the year 8414 1,581 2,425 2002 375 2377
Profit atnbutable to shareholders of the parent
company 803 1,581 2,384 1 960 369 2329
Profit atnbutable to non-conirolling interesis 41 - 41 42 ] 48

I In November 2012 the group sold HSBC Frivate Banking Holdings (Swisse) SA to HSBC Holdgs plc The ownerstup of HSBC Privace
Bank (UK} Linmted remains within the group The comparative statement of comprehensive mcome has been re presented o show the

discontnued operation separately from contmnuing operations

The accompanying notes on pages 105 o 208 and the audied sections of Report of the Directors Risk on pages 2710 80 and Report of the

Directors Capual Management on pages 81 10 84 form an integral part of these financial siatements
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Consolidated statement of comprehensive income for the year ended 31 December 2012

2012 2011
Conttnumg Discontinued Conunuing Dhsconinued
operations  operatiots Total operations operations Total
£m im im fm fm fm
Prafit for the year 844 1,581 2,425 2002 375 2377
Other comprehensive income
Available-for-sale investments
- farr value gains/(losses) 2,378 136 2,514 (200) (141) (341)
~ fair value {losses)/gains transferred 1o the
tncome statement on disposal {342) 89 (253) (212) 112 (100}
- amounts transferred 1o the income statement 11
respect of impawrment losses 444 1 445 338 K3 369
- INCOMmE taxes (88) (29) {117) 218 7 225
Cash flow hedges
- fair value gains 217 6 223 363 6 369
- fair value losses transferred to the income
statement (181) (12) (193) (289) (1) (300
- mcome taxes (7) - (7 (23} - (23)
Actuarial gans on defined benefit plans
- before mcome taxes 89 8 97 1190 (49) 1141
- mcome laxes 1 ) (1) (327) il {316)
Exchange differences and other (224) (1,486) (1,710) {548) 12 (536)
Other comprehensive income for the year net of tax 2,287 (1,289) 998 510 (22} 488
Total comprehensive income for the year 3.131 292 3423 2512 353 2 865
Total comprehensive income for the year
attributable to
- shareholders of the parem company 3,098 292 3,390 2489 347 2836
- nog controlling interests 33 - 33 23 6 29
3,131 292 3.423 2512 333 2 865

The accompanying notes on pages 105 to 208 and the audited sections of Report of the Directors Risk on pages 27 to 80 and Report of the

Directors Capral Management on pages 81 to 84 form an imtegral part of these financial statements
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Consolidated statement of financial position at 31 December 2012

2012 2011

Notes im £m
ASSETS
Cash and balances ai central banks 51,613 56 460
Items 10 the course of collection from other banks 1,961 1 663
Trading assets 15 161,516 126 598
Financial assets designated at fair value 17 15,387 15332
Denvatives 18 177,808 176 993
Loans and advances to banks 33 32,286 44 603
Loans and advances to customers 33 282,685 288 014
Fmancial investments 19 71,265 93112
Other assets 25 6,366 7.137
Current tax assets 200 262
Prepayments and accrued income 2,584 2937
[nteresis i assoctates and joint ventures 21 67 76
Goodwill and intangible assets 22 7826 10995
Property plant and equipment 23 2,024 2204
Deferred tax assets 10 274 149
Retirement benefit assets 7 1,619 1444
Total assets 815,481 827 970
LIABILITIES AND EQUITY
Liabilities
Deposits by banks 33 39,571 41032
Customer accounts 33 324,886 346 129
Items 1n the course of transmussion to other banks 1,017 1154
Trading liabilities 26 122 396 119211
Financial habtlies designated at fair value 27 32918 31992
Denvatives 18 181,095 178 121
Deb1 securities i 1ssue 33 40,358 42,688
Other habilities 28 6,846 4 570
Current tax hiatmlity 122 131
Liabilities under insurance contracts 1ssued 29 17913 16 347
Accruals and deferred income 3,250 3509
Provisions 30 1641 820
Deferred tax habilites 10 99 266
Retirement benefit habilities 7 319 398
Subordinated habihitzes 3 10,350 9998
Total Labilities 783 281 796 366
Equrty
Called up share capital 37 797 797
Share premium acceunt 20,025 20 025
Other rescrves 194 {537)
Retamed eamings 10,459 10 805
Total equity atinbutable to sharehalders of the parent company 31,675 31 090
Non-controlling mierests 525 514
Total equuy 32,200 31604
Total equity and habiliies 815,481 827 970

The accempanying notes on pages 105 to 208 and the audied sections of Report of the Directors Risk on pages 27 to 80 and Report of the
Dhrectors Capiial Minagement on pages 81 1o 84 form an integral part of these financial statements

B Roberison, Chief Execunve 4 March 2013
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Consolidated cash flow statement for the year ended 31 December 2012

2012 20t

Notes £m fm
Cash flows from operating activities
Profit before tax 1,004 311
Adjustments for
~ non-cash items anctuded 1o profit before tax 38 3,988 3090
- change 10 operating assets 38 (34,029 20 932
- change 1n operating hahiines 38 23,887 (8 348)
- eliminavon of exchange differences 4,162 1726
~ net gain from investng activities (344) 327)
- share of loss 1n associates and joint ventures 3 1
- contributions paid to defined benefit plans (197) {(397)
- tax pad (171) {486)
Net cash (used wn)/generated from operating activines (1,697) 19 302
Cash flows from investing activities
Purchase of financial tnvestments (47,431 (67,343)
Proceeds from the sale and maturity of financial investments 54,772 74 328
Purchase of property plant and equipment {347) {391)
Proceeds from the sale of propesty plant and equipment 30 K]
Purchase of intangible assets {229) (281)
Proceeds from the sale of intangible assets 3 -
Net cash cutflow from the acquisitien of subsidiaries - (139)
Net cash cutflow from acquisiion of asseciates - (2
Proceeds from disposal of subsidianes 51 -
Proceeds from disposa! of associates - 14
Net cash disposed of on sale of subsidiaries (10,008) -
Purchases of HSBC Holdings plc shares to sausfy share based payment transactions {3) (32)
Net cash generated from/(used 1n} wivesting acivilies (3,162) 6 188
Cash flows from financing activities
Subordinated habihties 1ssued net of perpetual subordinated debt classified as equity repaid 473 1602
Subordwnated loan capital repaid (350} (704)
Net cash outflow from mcrease in stake of subsidianes {2} (50)
Dividends paid to shareholders {2,821) (1819
Dividends paid to non-controlling interests (20} (31)
Net cash generated from financing activities {2,720} (1 002)
Net increase 1n cash and cash equivalents (7 579) 24 488
Cash and cash equivalents at 1 January 108,440 86 005
Effect of exchange rate changes on cash and cash equivalents (2.703) (2 053)
Cash and cash equivalents at 31 December 38 98,158 108 440

I Adusiment te bring changes between opemng and closing balance sheet amounts to average rates This 1s not done on a line-by-Imne basis
as details cannot be determined without unreasonable expense

The accompanying notes on pages 105 to 208 and the audited sections of Report of the Directors Fisk on pages 27 to 80 and Report of the
Directors Capital Management on pages 81 (o 84 form an mntegral pari of these financial statements
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Consolidated statement of changes in equity for the year ended 31 December 2012

2012

Other reserves

Available Total
Called up forsale  Cash flow Foregn share- Noa

Share Share Other equity Retamned  [air value hedging  exchange  holders controlting Total

czpital  premium mstruments  earmngs reserve reserve’ reserve equity  interesis equity

im Im im Lm Em fm fm im im £m

At 1 January 97 20025 - 10 803 {2 793) 238 2020 31 0% 514 31604
Profitfor the year . . - - - - - 233 - - - 2384 41 2425
Other comprehensive income (net of tax) .. - - - n 2.578 23 {1 696) 1006 (B} 998
Available-for sale nvestments - - - - 2518 - - 2578 n 2389
Cash flow hedges - - - - - 2 - 23 - 23
Acwarlal pains/{losses) on defined benefit plans. - - - 101 - - - 10 {5) 9
Exchange diffesences and other - - - - - {1 696} {1 696) [{L)] (1 710}
Touzat comprehensive meeme for the year - - - 2 485 2578 23 {1 696} 31390 33 3423
Dividends to shareholders - - - 2,821) - - - 2821) {20} {Z341)
Net mmpact of equity settled share based payments' - - - H - - 14 - 14
Other movemens. .- - - - - - - - - - - - -
Disposal of subsidiaries® - - - (26) 8 - (58) - 2} @
Tax on items raken durectly 10 equity  cuzrent - - - 2 - - - 2 - 2
Al 31 December hii 20 025 = 10 459 (131) 259 266 31 673 528 32200

Inchides deferred tax of £18 miliron

1
2 Refues to the sale of HSBC Privaie Banking Holdings (Suisse) SA. See Note 42 for further detalls
3 Movements i the cash flow hedglng reserve include amounts transferred 1o the income statement of 1193 million comprising a £211 milhon loss taken i Nel interest scome and a 118 million lass taken

to Net trading income

The accompanying noles an pages 1035 ta 208 and the awdited secoons of Report of the Directors Risk an pages 27 to 80 and Report of the Dhreetors Capuat Management an pages 81 o 84 form an unegral

part of these financial statements
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Ar 1 January
Profit for the year

Other comprehensive meodie {net of tax)

Avallable for sale investments

Cash flow hedges -
Actuanal gains/(losses) on defined beneflt plans
Exchange dilfetences and other - -

Total comprehensive income for the year "

Dividends to shareholders

Net inpact of equity setthed share-based payments’

Repayment of capltal securities

Cnher movements - -

Acquisition of subsidiaries

Change i ownership interest in subsidranies that id not result in loss
of conirel

Tax on items taken directly 10 equity Current

A1 31 December

1 Inchudes deferred tax of £13 milhon

2011
Othet reserves
Avalable Total
Called up Other for sale  Cash flow Foreign stare Non

share Share equily Remained  fair value Hedging  exchange holders  controlling Total
capital premlum  jasinmments earnings reserve Reserve® reserve equity nterests. £quity
£m im fm im Im ] im im im im
97 20025 1750 3473 {2 949) 190 235339 31825 532 32357
- - - 2329 - - - 2389 18 2377

- - - 827 156 46 (522) 507 (19} 488

- - - - 156 - - 156 [x1] 153

- - - - - 46 - 46 - 46

- - - 827 - - - 827 (2 825
- - - - - - {522) (522 (L4 {536}

- - - 31% 156 16 {522) 2836 Fal 2865

- - - (1819) - - - {1819) @n (1 850)

- - - 124 - - - 124 - 124
(1750 ) {1756) {1 756)

- - - - - - 3 3 - 3
{108} (108) {108}

- - {30) - - - 30) (16} {46)

- - - 15 - - - E] - (1]

797 20025 - 10 805 27931 236 2020 31090 514 31604

2 Movements in ihe cash flow hedging reserve include amounts transforred  the wcome stotement of £300 miilion comprising 3 £246 imilion loss taken to Net imterest income and a £34 milfion loss take

o Net trading meome

The accompanying noles on pages 105 (0 268 and the audited secuons of Report of the Dhreciors Risk on pages 27 to 80 and Report of the Directors: Capatal Maragement on pages 81 to 84 form an integral

par of these financial statements.
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HSBC BANK PLC

Financial Statements (conunued)

HSBC Bank plc statement of financial position at 31 December 2012

2012 2011

Notes £m £m
ASSETS
Cash and balances at central banks 45,262 44 967
ftems in the course of collection from other banks 1213 908
Trading assets 16 137,999 106 339
Financial assets designaied at fai value 17 4373 4595
Denvatives 18 140,340 145 424
Loans and advances o banks 33 17,207 22203
Loans and advances to customers 33 225,567 210 561
Firtancial investments 19 36,603 42 240
Other assets 25 4,688 4016
Current tax assets 168 308
Prepayments and accrued income 1,174 1249
Interests 1n associates and joint ventures 21 62 65
Investments in subsidtary underiakings 24 11,031 15047
Goodwill and intangible assets 22 879 799
Property plant and equipment 23 1,241 1347
Deferred tax assets 19 204 55
Retirement benefit assels 7 1619 1444
Total assels 629,630 601 567
LIABILITIES AND EQUITY
Liabilities
Deposits by banks 33 30,129 32 324
Customer accounts 33 256 341 237 654
Items 1n the course of transmission to other banks 334 446
Trading habilines 26 104,946 94 584
Firancial habihiues designated at fair value 27 23,513 22 861
Derivatives 18 143,921 147 251
Debt securties tn 1ssue 33 24,970 25705
Other itabihtes 28 5,248 2380
Current taxation 30 25
Accruals and deferred income 1,758 1769
Provisions 30 1,250 565
Deferred tax habality i 2 2
Retirement benefit babshities 7 153 172
Subordinated habilities 31 9,968 9893
Total habihities 602,563 575631
Equity
Called up share capital 37 797 797
Share premum account 20,025 20025
Other reserves {343) (340)
Retained earmnings 6,588 5454
Total equity 27,067 25 936
Total equity and habiliies 629 630 601 567

The accompanying notes on pages 105 to 208 and the audited sections of Report of the Directors Risk on pages 27 10 80 and Report of the
Drrectors Capnal Manggement on pages 81 to 84 form an integral part of these financial statements

B Robertsoh, Chief Executive 4 March 2013
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HSBC Bank plc cash flow statement for the year ended 31 December 2012

Cash flows from operating activities
Profit before tax

Adjustments for
- non-cash 1tems included 1n profit before tax
- change in operatng assets
- change n operating Liabilities
- elimination of exchange differences’
- net gamn from ivesting activities
- contributions paid to defined benefit plans
- tax receved/(paid)

Net cash {used n)/generated from operating activities

Cash flows from investing activities

Purchase of financial investments

Proceeds from the sale of financial investments
Purchase of property plant and equipment

Proceeds from the sale of property plant and equiprment
Purchase of goodwill and intangible assets

Proceeds from the sale of intangible assets

Net cash outflow from acquisition of subsidiaries
Proceeds from dispesal of associates

Net cash generated from/(used m) invesiing acivities

Cash flows from financing activities
Subordinated lean capital repaid

Suberdinated habilines 1ssued net of perpetual subordinated debt classified as equaty repald

Net cash outflow from acquisition of and ncrease 1n stake of subsidianes

Dividends paid
Net cash generated from financing activities
Net tncrease 1n cash and cash equivalents

Cash and cash equivalenis at 1 January

Effect of exchange rate changes on cash and cash equivalenis

Cash and cash equivalents at 31 December

Notes

38
38
38

8

2012 2011
im m
2,132 2,770
3,752 1956
{20,023) 22 991
19,029 1033
{464 617}
317) (239)
{150) (379}
251 (133)
4,210 27 382
(26,873) (31 107)
31,641 30 585
(175) (272)
10 24
(202) (245)
(707) -

- 1
3,694 {1014)
(350) (684)
350 1326
2) -
(2.816) {1815)
(2,818} (1173)
5,086 25,195
75,356 51 359
(1781) (1 198)
78 661 75,356

1 Adustment to bring changes between opening and closing balance sheet amounts to average rates This 1s not done on a hine by-line basis

as details cannot be determined without unreasonable expense

The accompanying notes on pages 105 to 208 and the audited sections of Report of the Directors Risk on pages 27 to 80 and Report of the
Directors Caprtal Management on pages 81 to 84 form an integral part of these financial statements
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HSB( Bank plc statement of changes in equrty for the year ended 31 December 2012

2012
Other reserves
Avadable
Called up Other for sale fair  Cash flow Foreign
share Share equity Retained value hedging exchange
capital presuum  nsiruments earmngs TESeTVE reserve’ reserve  Total equity
im Im fm im im im Im
At 1 January - - kLI 20 023 - 3454 [LEY)] 138 {21 25,936
Prafit for 1he year - - - 3751 - - - 3751
Other comprehersive income (nes of tax) - - - 136 80 29 {112) 133
Available for sale mvestments .. - - - - - - B0 - - 80
Cash flow hedges - - - - - 29 - 29
Actuarial gains on defined beneflt plans - - - - - - 136 - - 136
Exchange differences and other - - - - - - {112} {112)
Total comprehensive income for the year - - - 3 887 50 29 (Lk2} 3.884
Dividends ta shareholders - - - (2.816) - - - (2.316)
Net umpact of equity settled share based payments' - _ - - - - 60 - - - 60
Other - - - 3 - - - 3
Tax on items taken directly to effuity  current - - - - - - - -
A1 31 December . - - - - 97 20 025 - 6 588 {3rn 167 (133} 27 067

i Includes deferred tzv of £18 mufion

2 Movements i the cash flow hedgmg reserve inchude an amouat (resterred [0 the income siatement of £ 189 miltion loss iaken 1o Ne interest lacome

The accompanymng notes or pages 105 to 208 and the wudited sections of Report of the Directors Risk oa pages 27 to 80 and  Report ofthe Directors Capual Maragement on pages 81 to §4 form an intcgral

part of these financisd statements
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At | Jaruary - -
Profit for the year

Other comprehensive income (net of tax)
Avallable-for sale mvestments

Cash flow hedges

Actuanal gawrs on defined benefit plans
Exchange diffecences and other

Total compsehensive income for the year -

Dividends 10 shareholders - -
Net impact of equity setiled share based payments’
Repayment of capatal securtues®

Tax on items taken directly lo equity current

At 31 December

t Includes deferred tav of £13 milhion

2011
Oxher eeserves
Avalable
for sale fair Cash flow Foreign
Called vp Share  Qther equity Retained value hedging exchange

share capital premium  Instruments earnings reserve reserve’ reserve  Total equity
im im fm im £m im £m fm

797 20025 1750 3968 (68) 130 {200 26 582

- - - 2320 - - - 2.320

- - - &7 389) 8 {1} 495
- - - - (389) - - {189)

- - - - - 8 - 8

- - - 877 - - - 877
- - -~ - - - ) m

- - - 3197 {389) 8 ()] 281§

- - - {1 815) - - - (1815)

~ - - 9 - - - 94

- - {1 750 {6) - - - (1 756)

- - - 1% - - - 16

797 20025 - 5454 {457} 138 21) 25936

2 Movemenss in the cash flow hedging reserve mclude an amount transferred o the meome statement of £237 aulion loss taken 1o Net mierest income

The accompamang polcs on pages 105 (¢ 208 and the audited secitons of Report of the Directors Risk on pages 27 1o 80 and Report of the Directors Capual Management on pages 8110 84 form an integral

part of thesc financial statements
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HSBC BANK PLC

Notes on the Financial Statements

1 Basis of preparation

(@

(b)

Complance with International Financial Reporung Standards

The consolidated financial statements of the group and the separate financial statements of HSBC Bank plc have
been prepared i accordance with Internanonal Financial Reporting Standards ( IFRSs’) as issued by the
International Accounting Standards Board ( IASB’) and as endorsed by the EU EU-endorsed IFRSs may differ
from IFRSs as 1ssued by the IASB 1f, at any pent 1n time, new or amended IFRSs have not been endorsed by the
EU

At 31 December 2012, there were no unendorsed standards effective for the year ended 31 December 2012
affecting these consolidated and separate financial statements, and there was no significant difference between
IFRSs endorsed by the EU and IFRSs 1ssued by the IASB 1n terms of their application to the group Accordingly,
the group's financial statements for the year ended 31 December 2012 are prepared 1n accordance with IFRSs as
1ssued by the JASB

IFRSs compnise accounting standards tssued by the IASB and 1ts predecessor body as well as interpretations
tssued by the [FRS Interpretanons Commuttee ('IFRIC’) and 1its predecessor body

As a result of evolving market pracuce, the group revised its methodology for determimng *credit valuation
adjustment’ ('CVA’) for denivatives, at 31 December 2012 Histoncally, the probability of default used in the
CVA calculauon has been based on HSBC's internal credit rating for the counterparty taking mto account how
credit rangs may deteriorate over the durauon of the exposure based on historical rating transition matrices As
a result of evolving market pracuice, HSBC has decided to revise the methodelogy for determining the
prababihty of default to one denived from current market levels for certain transaction types such as credit
default swaps without adjustuing factors where the credit default swap or other market data relates to the
counterparty Where relevant information for a particular counterparty 1s not available in the market, adjustments
are made as necessary to other appropriate market information to determuine the approprate probability of
default Such adjustments are driven by considerations of the credit raung of the counterparty

In addition as a result of the evolving market practices and in conjunction with the revised methodology for
determining CVA, the group aligned 1ts methodology for determiming the “debit valuation adjusiment’ (DVA)
Histoncally the group had adopted a zero DVA At 31 December 2012, the effect of the changes in fair value
estimate as a result of the revisions to methedology was to reduce denvative habihties by £191 million and to
reduce denvative assets by £387 mlhion resulting 1n a net trading loss of £196 mullion It 1s impracticable to
estimate the effect of the changes 1n fair value estimate on future penods See Note 32 for further information on
credit valuation adjustment and debit valuation adjustment methodologres

Duning 2012 1n addition to the above, the group adopted a number of standards, inlerpretations and amendments
to standards which had an insigmficant effect on the consohdated financial statements of the group and the
separate financial statements of HSBC Bank ple

Presentation of information

Disclosures under IFRS 4 Insurance Contracts’ ('1FRS 4°) and 1FRS 7 ‘Financial Instruments Disclosures
{'IFRS 7 ) concerning the nature and extent of nsks relaung to insurance contracts and financial mstruments
have been included 1n the audited sections of the *Report of the Directors Risk on pages 27 1o 80

Capual disclosures under IAS 1 'Presentation of Financial Statements’ ( IAS 17) have been included 1n the
auchted sections of the Report of the Directors Capital Management’ on pages 81 to 84

Disclosures relating to the group's secuntisation activities and structured products have been included in the
audited section of ‘Report of the Directors Risk’ on pages 59 to 60

In publishing the parent company financial statements here together with the group financial statements, the
bank has taken advantage of the exempuon in section 408(3} of the Companies Act 2006 not to present its
individual income statement individual stalement of comprehensive income and related notes that form a part of
these financial statements

The funcuonal currency of the bank 1s Sierling which 1s also the presentauion currency of the consohidated
financial statements of the group
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Notes on the Financial Statements (conunued)
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Consolidation

The consohdated financial statements of the group comprise the financial statements of HSBC Bank plc and 1ts
subsidiaries made up to 31 December

Subsihanes are consolidated from the date that the group gains control The acquisiuon method of accounting 1s
used when subsidiaries are acquired by the group The cost of an acquisition 15 measured at the fair value of the
consideration, including contingent consideration, given at the date of exchange Acquisihon-related costs are
recogmised as an expense tn the income statement 1n the period in which they are incurred The acquired
rlenufiable assets, llamhines and contingent Liabilities are measured at their fair values at the date of acquisition
Goodwill 15 measured as the excess of the aggregation of the consideration transferred, the amount of non-
controlling 1nterest and the fair value of the acquirer s previously held equity interest, 1f any, over the net of the
amotnis of the identifiable assets acquired and the hatiliies assumed The amount of non-controlling interest 15
measured either at fair value or at the non-controlling interest's proportionate share of the acquiree’s identifiable
net assets In a business combination achieved in stages, the previously held equity interest 1s remeasured at the
acquisibon-date fair value with the resulting gawn or loss recogmsed in the income statement In the event that the
amounts of net assets acquired 1s 1n excess of the aggregate of the consideration transferred the amount of non-
controlling mterest and the fair value of the group’s previously held equity interest, the difference 1s recogmsed
mmmediately m the income statement

Changes 1n a parent’s ownership interest 1n a subsidiary that do not result 1n a loss of control are treated as
transactions between equity holders and are reported 1n equity

Enuties that are controlled by the group are consolidated until the date that control ceases

In the context of Special Purpose Ennues ('SPEs’) the following circumstances may indicate a relationship in
which, 1n substance, the group controls and consequently, consohdates an SPE

» the acuvities of the SPE are being conducted on behalf of the group according to 1ts specific business needs
50 that the group obtains benefits from the SPE’s operation,

» the group has the decision-making powers to obtain the majority of the benefits of the activities of the SPE
or, by setting up an ‘autopilot’ mechamsm, the group has delegated these decision-making powers,

« the group has nghts to obtain the majonty of the benefits of the SPE and therefore may be exposed to nsks
mcidental to the activities of the SPE, or

¢ the group retains the majorty of the residual or ownership nisks related to the SPE or uts assets in order to
obtain berefits from its activities

The group performs a re-assessment of consolidation whenever there 15 a change n the substance of the
relavonship between the group and an SPE

All intra-group transacuions are eliminated on consolidation

The consolidated financial statements of the group also include the attnbutable share of the results and reserves
of jont ventures and associates These are based on financial statements made up to dates not earlier than three
months prior to 31 December, adjusted for the effect of any sigmficant transactions or events that occur between
that date and the group s reporting date

Future accounting developments

At 31 December 2012, a number of standards and interpretations, and amendments thereto, had been 1ssued by
the IASB, which are not effective for the group's consolidated financial statements or the separate financial
statements of HSBC Bank plc as at 31 December 2012 In addition to the projects te complete financial
instrument accounting, the IASB 1s conunuing to work on projects on insurance, revenue recognition and lease
accounung, which together with the standards descnibed below, will represent widespread and sigmficant
changes to accounung requirements in the future

Standards and Interpretations 1ssued by the IASB

Standards applicable in 2013

In May 2011, the IASB 1ssued IFRS 10 Consohdated Financial Statements’ ( IFRS 10}, IFRS 11 *Joint
Arrangements’ ( IFRS 11') and IFRS 12 'Dhsclosure of Interests in Other Enuties’ { IFRS 12 } In June 2012, the
1ASB 1ssued amendments to IFRS 10, IFRS 11 and IFRS 12 “Transttion Guidance™ The standards and
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amendments are effective for annual periods beginming on or after 1 January 2013 with early adoption permitted
IFRSs 10 and 11 are required to be apphed retrospectively

Under IFRS 10, there will be one approach for determining consohdation for all entities based on the concept of
power, varrability of returns and their linkage This wall replace the current approach which emphasises legal
control or exposure to nsks and rewards, depending on the nature of the enuty IFRS 11 places more focus on the
nvestors’ rights and obhgations than on structure of the arrangement, and introduces the concept of a joint
operation IFRS 12 includes the disclosure requirernents for subsidianes, jomt arrangements and associates and
mitroduces new requirements for unconsohdated structured entities

Based on the group’s assessment to date, while the conselidation status of some entities may change because
HSBC has control but not the majonty of nsks and rewards, or vice versa, the group does not expect the overall
impact of IFRS 10 and IFRS 11 on the financial statements to be material

In May 2011, the IASB also 1ssued IFRS 13 ‘Fair Value Measurement’ ('IFRS 13 ) This standard 1s effective
for annual periods beginning on or after 1 January 2013 with early adoption permitted [FRS 13 1s required to be
apphed prospectively from the beginning of the first annual peniod i whuch 1t 15 applied The disclosure
requirements of IFRS 13 do not require comparative information to be provided for penods pror to 1mnal
application

IFRS 13 establishes a single source of guidance for all fair value measurements required or permutted by IFRSs
The standard clanfies the defimtion of fair value as an exit price, which 1s defined as a pnce at which an orderly
transaction to sell the asset or to transfer the liabihty would take place between market participants at the
measurement date under current market conditions, and enhances disclosures about fair value measurement

The 1mpact of [FRS 13 1s not expected to be material to HSBC

In June 2011, the TASB 1ssued amendments to IAS 19 "Employee Benefits’ ( [AS 19 revised’) The revised
standard 15 effective for annual periods beginning on or after 1 January 2013 with early adoption permutted IAS
19 revised 15 requured to be applied retrospectively

The most significant amendment for the group s the replacement of nterest cost and expected return on plan
assets by a finance cost component comprising the net interest on the net defined benefit habihty or asset Thus
finance cost component 1s determined by applying the same discount rate used to measure the defined benefut
obligation to the net defined benefit liability or asset The difference between the actual return on plan assets and
the return included 1 the finance cost component 1n the income statement will be presented 1n other
comprehensive income The effect of this change 1s to increase the pension expense by the difference between
the current expected return on plan assets and the return calculated by applying the relevant discount rate

Based on the group's esumate of the impact of tlus particular amendment on the 2012 consohdated financial
statements, the change would have an immatenal effect on total operating expenses and pre-tax profit, with no
effect on the pension hability Therefore, the effect a1 the date of adopnion on 1 January 2013 was not material to
the group

In December 2011, the IASB 1ssued amendments to IFRS 7 *Disclosures — Offsetting Financial Assets and
Fmancial Liabilies” which requires the disclosures about the effect or potential effects of offsetting financial
assets and financial habilittes and related arrangements on an entity s financial posinon The amendments are
effective for annual periods beginning on or after 1 January 2013 and 1nterim periods within those annual
perniods The amendments are required to be apphed retrospectively

Standards applicable in 2014

In December 2011, the JASB 1ssued amendments to IAS 32 'Offsetting Financial Assets and Financial
Liamlities which clanfied the requirements for offsetting financial insiruments and addressed inconsistencies in
current practice when applymg the offsetting critenia 1n IAS 32 Financial Instruments Presentation’ The
amendments are effective for annual penods beginning on or after 1 Janvary 2014 and are required to be apphed
retrospectively

Based on the group's 1mtial assessment, the amendments to IAS 32 are not expected 10 have a matenal 1mpact on
the group’s financial staiements

In October 2012, the IASB 1ssued amendments to IFRS 10 IFRS 12 and IAS 27 ‘Investment Entities’, which
mntroduced an exception to the principle that all subsidianes shall be consolidated The amendments require a
parent that 15 an imvestment entity to measure is investments 1n particular subsithanes at fair value through profit
or loss mnstead of consolidaiing all subsidianies 1n 1ts consohidated and separate financial statements The
amendments are effective from 1 January 2014 with early adoption permutted Based on the group’s imiual
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assessment, the amendments are not expected to have a matenal impact on the group’s consohdated financial
statements

Standards applicable 1n 2015

In November 2009, the IASB issued IFRS 9 Financial Instruments {'1FRS 9°) which introduced new
requirements for the classification and measurement of financial assets In October 2010, the IASB 1ssued
additons to IFRS @ incorporating requizements for financial llabihties Together, these changes represent the
first phase i the IASB s planned replacement of IAS 39 Financal Instruments Recogmuion and Measurement’
{ IAS 39') with a less complex and improved standard for financial instruments

Following the IASB’s decision in December 2011 to defer the effecuve date, the standard 15 effective for annual
periods beginning on or after 1 January 2015 with early adoption permitted IFRS 9 1s required to be applied
retrospectively but prior periods need net be restated

The second and third phases 1n the IASB's project to replace IAS 39 will address the impairment of financial
assets measured at amortised cost and hedge accounting

The IASB 15 1n the process of amending the requirements for classification and measurement in IFRS 9 to
address practice and other 1ssues

As a result of uncertainues with regard to the final IFRS 9 requirements for classification and measurement and
umpatrment, the group remains unable to provide a date by which 1t wall apply IFRS 9 as a whole and 1t remains
impracticable to quantify the effect of IFRS 9 as at the date of the publication of these financial statements

EU endorsement

All the standards applicable 1n 2013 and 2014 have been endorsed for use 1n the EU, except for the amendments
to IFRS 10, IFRS 11 and IFRS 12 Transiton Guidance’ and the amendments to [FRS 10, IFRS 12 and 1AS 27
‘Investment Entities’ Until these amendments are endorsed, the relief they provide for comparatives disclosures
in accordance with IFRS 12 will not be available

2 Summary of significant accounting policies

(a)

(b)

Interest income and expense

Interest income and expense for all financial instruments except for those classified as held-for-trading or
designated at fair value {other than debt securities 1ssued by the group and denivalives managed 1n conjunction
with such debt securiies 1ssued) are recogrused in ‘Interest income’ and ‘Interest expense’ in the income
statement using the effective nterest method The effective interest method 13 a way of calculanng the amortised
cost of a financial asset or a financial hability {or groups of financial assets or financial habilities) and of
allocating the nterest income or interest expense over the relevant period

The effective interest rate 15 the rate that exactly discounts estimated future cash receipts or payments through
the expected life of the financial instrument or, where appropriate, a shorter period, to the net carrying amount of
the financial asset or financial hability When calculating the effective interest rate, the group estimates cash
flows constdenng all contractual serms of the financial instrument but not future credit losses The calculation
ncludes all amounts pard or received by the group that are an mtegral part of the effecuve nterest rate of a
financial mstrument, including transaction costs and all other prermums or discounts

Interest on 1mpaired financial assets 1s recognised using the rate of interest used 1o discount the future cash flows
for the purpose of measuring the impairment loss
Non interest income

Fee income 1s earned from a diverse range of services provided by the group to 1ts customers Fee income 1s
accounted for as follows

+ mcome earned on the execution of a sigmificant act 1s recogmsed as revenue when the act 1s completed (for
example fees ansing from negotiating or participating in the negotiation of, a transaction for a thurd party,
such as an arrangement for the acquisttion of shares or other secunties),

» ncome earmned from the provision of services 1s recognised as revenue as the services are provided {for
example, asset management, portfolio and other management advisory and service fees), and
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{c}

(c}

(e)

s ncome which forms an integral part of the effective interest rate of a financral instrument 15 recogmised as
an adjustment to the effecuve interest rate (for example certain loan commitment fees) and recorded n
Interest income’ (Note 2{a)}

Net trading income compnses all gawns and losses from changes 1n the fair value of financial assets and
financial habilities held for trading, together with related interest income, expense and dividends

Net income from financial mstruments designated at fair value includes all gains and losses from changes 1n
the fair value of financial assets and financial habilities designated at fair value through profit or loss Interest
income and expense and dividend income ansing on those financial instruments are also included in Net income
from financial instruments designated at fair value’, except for interest ansing from debt secunties 1ssued, and
derivatives managed in conjunction with those debt securiues, which 1s recognised 1n ‘Interest expense’ (Note

2(a)) !

Dividend income 1s recogmsed when the nght to receive payment 1s established Thas 1s the ex-dividend date for
listed equty secunties, and usually the date when shareholders have approved the dividend for unlisted equity
securiies

Operating Segments

The group’s operating segments are organised as follows UK Retail Banking, Continental Europe Retail, Global
Banking and Markets, Private Banking and Other Due to the nature of the group, the chtef operating decisian-
maker regularly reviews operating activity on a number of bases, including by geography, by customer group,
and by retail businesses and global businesses The group's operaung segments were determuined using the same
measure reported to the chief operauing decision-maker for the purpose of making decisions about allocating
resources and assessing performance

Measurement of segment assets, habiliiies, income and expenses 1s based on the group’s accounting policies
Segment income and expenses nclude transfers between segments and these transfers are conducted on arm’s
length terms and condhtions Shared costs are included in segments on the basis of the actual recharges made

Determination of farr value

All financal instruments are recogmised imuially at fair value In the normal course of business, the fair value of

a financial instrument on imnial recognition 1s the transaction price (that 1s, the farr value of the consideration

given or tecerved) In certain circumstances however, the fair value will be based on other observable current

market transactions 1n the same instrument, without modificatton or repackaging, or on a valuation techmque

whose variables include only data from observable markets, such as interest rate yield curves, option volanlities

and currency rates When such evidence exists the group recogmses a trading gain or loss on inception of the !
financial instrument, being the difference between the transaction price and the fair value When unobservable
market data have a sigmficant impact on the valuation of financial instruments the entire 1nitial difference in fair
value indicated by the valuation model from the transaction price 15 not recogmsed 1mmediately in the income
statement but 1s recogmsed over the life of the transaction on an appropnate basis, or when the inpuis become
observable, or the transaction matures or 1s closed out, or when the group enters imto an offsetting transaction

Subsequent to 1utial recognition, the fair values of financial instruments measured at fair value are measured 1n
accordance with the group s valuation methodologes, which are descnibed in Note 32 Fair value of financial
mstruments

Reclassification of financial assets

Non-denvative financial assets (other than those designated at fair value through profit or loss upon mitial
recognition) may be reclassified out of the fair value through profit or loss category in the following
circumstances

» financal assets that would have met the defimtion of loans and receivables at imitial recogmition (if the
financial asset had not been required to be classified as held for trading} may be reclassified out of the fair
value through profii or loss category if there 15 the ntention and abihity to hold the financial asset for the
foreseeable future or unul matunty, and

|

« financial assets (except financial assets that would have met the definition of loans and receivables at imitial |

|

recogrition) may be reclassified out of the fair value through profit or loss category and into another |
category 1n rare circumstances
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When a financial asset 1s reclassified as described 1n the above circumstances, the financial asset 1s reclassified at
1ts fair value on the date of reclassificaon Any gam or loss already recogmsed in the mcome statement 15 not
reversed The fair value of the financial asset on the date of reclassificatton becomes 1ts new cost or amortsed
cost, as apphicable

Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances onginated by the group which are not
classified erther as held for trading or designated at fair value Loans and advances are recogmsed when cash 1s
advanced to borrowers They are derecognised when either the borrower repays 1ts obligations, or the loans are
sold or written off, or substanually all the risks and rewards of ownership are transferred They are imually
recorded at fair value plus any diectly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less impairment losses Where exposures are hedged by derivatives
designated and quahfying as fair value hedges. the carrying value of the loans and advances so hedged includes a
fair value adjustment for the hedged nsk only

The group may commut to underwrite loans on fixed contractual terms for specified peniods of tume, where the
drawdown of the loan 15 contingent upon certain future events outside the control of the group Where the loan
ansing from the lending commitment 1s expected to be held for trading, the commutment to lend 15 recorded as a
trading denvative and measured at fair value through profit and loss On drawdown, the loan 1s classified as held
for trading and measured at fair value through profit and loss Where 1t 15 not the group’s intention to trade the
loan a provision on the loan commitment 1s only recorded where 1t 13 probable that the group will incur a loss
This may occur, for example, where a loss of pnincipal 15 probable or the interest rate charged on the loan 1s
lower than the cost of funding On inception the loan, the hold portion 15 recorded at its fair value and
subsequently measured at amortised cost using the effective inierest method Hewever, where the imitial fair
value is lower than the cash amount advanced (for example, due to the rate of interest charged on the loan being
below the market rate of interest), the write down 15 charged to the income statement The write down wali be
recovered over the hfe of the loan, through the recogninon of interest income using the effective interest method,
unless the loan becomes mmpaired The write down s recorded as a reduction to other operating income

Fiancial assets which have been reclassified out of the fair value through profit and loss category into the loans
and recervables category are imnally recorded at the fair value at the date of reclassification The reclassified
assets are subsequently measured at amorused cost using the effective interest rate determined at the date of
reclassification

Imparment of loans and advances

Losses for impaired loans are recognised promptly when there 15 objective evidence that imparrment of a loan or
portfolio of loans has occurred Impairment losses are calculated on individual loans and on groups of loans
assessed collectively Impairment losses are recorded as charges to the income statement The carrying amount
of impaired loans on the balance sheet 1s reduced through the use of impairment allowance accounts Losses
which may anse from future events are not recogmsed

Indvidually assessed loans and advances

The factors considered in deterrmming that a loan 15 individually sigmficant for the purposes of assessing
impairment nclude

e the size of the loan
¢ the number of loans 1n the portfolio
» the importance of the indvidual loan relauonship, and how this 1s managed and

»  whether volumes of defaults and losses are sufficient to enable a collective assessment methodaology to be
applied

Loans considered as individually stgmficant are typically to corporate and commercial customers and are for
larger amounts, which are managed on an individual relattonship basis Retail lending portfolios are generally
assessed for impairment on a collective basis as the portfolios generally consist of large pools of homogeneous
loans

For all loans that are considered mdividually significant, the group assesses on a case-by-case basis at each
balance sheet date whether there 1s any objective evidence that a loan 15 impaired The cnitena used by the group
to determine that there 1s such objective evidence include

110




HSBC BANK PLC

Notes on the Financial Statements (continued)

Y S T

« known cash flow difficulties experienced by the borrower,

+  past due contractual payments of either pnincipal or interest,

» the probabihty that the borrower will enter bankruptcy or other financial realisation, and
¢ asignificant downgrading in credt raiing by an external credit rating agency

For those loans where objectve evidence of impairment exists, impairment losses are determined considening the
following factors

« the group’s aggregate exposure to the customer,

« the viability of the customer’s business model and its capability to trade successfully out of financial
cifficuluies and generate sufficient cash flow to service its debt obliganons,

« the amount and uming of expected receipts and recoveries,
s  the likely dividend ava:ilable on liquidation or bankruptcy,

= the extent of other creditors’ commutments ranking ahead of, or par: passuwith the group and the
likelihood of other creditors continuing to support the company,

» the complexity of determining the aggregate amount and ranking of all creditor claims and the extent to
which legal and insurance uncertainties are evident,

« the realisable value of security (or other credit mitigants) and likelihood of successful repossession,
¢ the likely deduction of any costs involved in recovery of amounts outstanding,

« the ability of the borrower to obtain. and make payments in, the currency of the loan1f not denorminated 1n
local currency, and

+ when available, the secondary market price of the debt

The realisable value of securtty 15 determuned based on the current market value when the impairment
assessment 1 performed The value 15 not adjusted for expected future increases in market prices however
adjustments are made to reflect local conditions such as forced sale discounts

Impairment losses are calculated by discounting the expected future cash flows of a loan at 1ts onginal effective
interest rate, and companng the resultant present value with the loan’s current carrying amount The impairment
allowances on individually sigficant accounts are reviewed at least quarterly and more regularly when
circumstances require This normally encompasses re-assessment of the enforceability of any collateral held and
the umung and amount of acwal and anticipated receipts Individually assessed impairment allowances are only
released when there 1s reasonable and objective evidence of a reduction 1n the established loss esimate

Collectively assessed loans and advances
Imparrment 1s assessed on a collectve basis 1n two circumstances

¢ (o cover losses which have been incurred but have not yet been identified on loans subject to individual
assessment and

¢ for homogeneous groups of loans that are not considered individually sigmficant
Incurred but not yet identified imparrment

Individually assessed loans for which no evidence of loss has been specifically identified on an individual basis
are grouped together according to their credit nsk charactensncs for the purpose of calculating an estmated
collective loss This reflects impairment losses that the group has incurred as a result of events occurring before
the balance sheet date, which the group 1s not able to idenufy on an individual loan basis, and that can be rehably
esumated These losses will only be individualty wdentified i the future As soon as information becomes
avaitable which 1dentiftes losses on individual loans within the group those loans are removed from the group
and assessed on an individual basis for impairment

The collective impairment allowance 1s determined after taking imio account

+ historical loss experience in portfolios of similar credit sk charactenstics (for example, by industry sector,
loan grade or product),

» the eshmaled period between impairment occurning and the loss betng identified and evidenced by the
establishment of an appropnate allowance against the individual loan and
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e management’s expenenced judgement as to whether current economic and credit conditions are such that
the actual level of inherent losses at the balance sheet date 15 hikely to be greater or less than that suggested
by historical expenence

The period between a loss occurning and 1ts 1dentification 1s estimated by local management for each identified
portfolio

Homogeneous groups of loans and advances

Stanstical methods are used to determine impairment losses on a collective basis for homogeneous groups of
loans that are not considered individually sigmficant, because indwideal loan assessment 1s impracticable
Losses m these groups of loans are recorded on an indwidual basis when indrviduat loans are wnitten off, at
which point they are removed from the group Twao alternative methods are used to calculate a2llowances on a
collective basis

« when appropnate empincal information 1s available the group uses roll-rate methodology This
methodalogy employs staustical analyses of stoneal data and experience of delinquency and default to
estumate the amount of loans that will eventually be wntten off as a result of the events occurring before the
balance sheet date which the group 1s not able to 1dentify on an individual loan basis, and that can be reliably
esumated Under this methodology, toans are grouped into ranges according to the number of days past due,
and staustical analysis 1s used to estimate the likelihood that loans m each range will progress through the
various stages of delinquency and ulimately prove wrecoverable Current economic conditions are also
evaluated when calculating the appropnate level of allowance required to cover herent loss The estimated
loss 1s the difference between the present value of expected future cash flows, discounted at the ongnal
effective interest rate of the portfolio, and the carrying amount of the portfolio In certain hughly developed
markets, sophisticated models also take into account behavioural and account management trends as
revealed in for example, bankruptcy and rescheduling statisucs

e when the portfolio size 1s small or when information 1s sufficient or not rehable enough to adopt a roll-rate
methodology, the group adopts a basic approach based on historical experience

In normal circumstances, historical expenence provides the most objective and relevant mformation from which
to assess inherent loss within each portfolio though someumes 1t provides less relevant information about the
wherent loss i a grven portfolio at the balance sheet date, for example, when there have been changes 1n
economic regulatory or behavioural conditions which result in the most recent trends n portfoho nisk factors
bewng not fully reflected 1n the statistical models In these circumstances the nisk factors are taken 1nto account
by adjusting the impairment allowances derived solely from histoncal loss expenence

These additional portfolio nsk factors may include recent loan porifolio growth and product mix, unemployment
rates, bankruptcy trends, geographic concentrations loan product features (such as the anlity of borrowers to
repay adjustable-rate loans where reset interest rates give nise to increases in interest charges), economic
conditions such as national and lecal trends 1n housing markets and interest rates, portfolio seasoming, account
management pohcies and pracuces, current levels of write-offs changes in laws and regulations and other items
whach can affect customer payment patterns on outstanding loans, such as natural disasters These nsk factors
where relevan, are taken nto account when calculaung the appropriate level of impairment allowances by
adjusting the impairment allowances derved solely from historical loss expenence

Roll rates, loss rates and the expected urmng of future recovenes are regularly benchmarked aganst actual
outcomes to ensure they remain appropnate
Write-off of loans and advances

Loans (and the related impairment allowance account) are normally wnitten off exther partially or in full when
there 15 no realistic prospect of recovery Where loans are secured, this 1s generally after receipt of any proceeds
from the realisauon of secunty In circumstances where the net reahsable value of any collateral has been
determuned and there 15 no reasonable expectation of further recovery write off may be earhier

Reversals of impairment

If the amount of an impairment loss decreases in a subsequent pertod, and the decrease can be related objectively
10 an event occurring after the impairment was recognised, the excess 1s wnitten back by reducing the loan
impairment allowance account accordingly The write-back 1s recogrused 1 the income statement
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Reclassified loans and advances

Where financial assets have been reclassified out of the fair value through profit or loss category to the loans and
recewvables category, the effective mterest rate determined at the date of reclassification 1s used to calculate any
impairment losses

Following reclassification, where there 1s a subsequent ncrease 1n the estimates of future cash receipts as a result
of increased recoverability of those cash receipts the effect of that increase 15 recognised as an adjustment to the
effectve 1nterest rate from the date of change in the estimate rather than as an adjustment to the carrying amount
of the asset at the date of change 1n the esttmate

Assets acquired n exchange for loans

Non-financial assets acquired 1n exchange for loans as part of an orderly realisauion are recorded as assets held
for sale and reported in ‘Other assets” if the carrying amounts of the assets are recovered principally through
sale, the assets are available for sale 1n ther present condition and theur sale 15 hughly probable The asset
acquired 1s recorded at the lower of 1ts fair value less costs to sell and the carrying amount of the loan (net of
impairment allowance) at the date of exchange No depreciation 1s charged in respect of assets held for sale Any
subsequent wnte-down of the acquired asset to fair value less costs to sell 15 recogmsed in the income statement,
in Other operating mcome’ Any subsequent mcrease 1n the fair value less costs to sell, to the extent this does
not exceed the cumulative write down 15 also recogmised i Other operating income’, together with any realised
gaws or losses on disposal

Renegouated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered

past due, but are treated as up to date loans for measurement purposes once the minumum numbers of payments !
required under the new arrangements have been received Renegouated loans are considered when calculating

collective 1mpairment provisions, either through management's judgment or by segregation from other parts of

the loan portfoho, to recognise that tugher rates of losses are often encountered in this segment of the portfolio

Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject to ongoing

review to determime whether they remain impaired or should be considered past due The carrying amount of

loans that have been class:fied as renegotiated retain this classificanon unul matunty or derecogmuon Interest 15

recorded on renegotated loans taking mnto account the new contractual terms following renegouanon

A loan that 1s renegotiated 15 derecogmsed if the existing agreement 1s cancelled and a new agreement made on
substantially different terms or 1if the terms of an existing agreement are modified such that the renegouated
toan 1s substannally a different financial instrument

Trading assets and trading hiabiliies l

Treasury bills debt secunties equity shares, loans deposits, debt secunties in 1ssue, and short positions n |
securities are classified as held for trading 1f they have been acquired pnincipally for the purpose of selling ot

repurchasing in the near term or they form part of a portfolio of 1denufied financial mstruments that are

managed together and for which there 15 evidence of a recent pattern of short-term profit-taking These financial

assets or financial habtliues are recogrised on trade date, when the group enters into contractual arrangements

with counterparties to purchase or sell financial nstruments, and are normally derecogmsed when either sold

{assets) or extinguished {liabilities) Measurement 1s imtially at fair value, with transaction costs taken 1o the

income statement Subsequently their fair values are remeasured, and gatns and losses from changes therein are

recogmused 1n the income statement in Net trading income’

Financial instruments designated at fair value

Financial nstruments, other than those held for rading, are classified i this category if they meet one or more of
the critena set out below, and are so designated by management The group may designate financial instruments |
at fair value when the designation

» elimmates or significanily reduces measurement or recognition inconsistencies that would otherwise anise
from measuring financial assets or financial hiabilities, or recogmsing gans and losses on them, on dhfferent
bases Under this criterion, the main classes of financial instruments designated by the group are

Long-term debt 1ssues - The interest payable on certam fixed rate long-term debt securtties 1ssued has been
matched with the interest on ‘receive fixed/pay vartable’ mterest rate swaps as part of a documented interest
rate nisk management strategy An accounting mismatch would anse if the debt secunties 1ssued were
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accounted for at amortised cost, because the related derivaives are measured at fair value with changes in
the fair value recogmised in the income statement By designatng the long-term debt at fair value the
movement 1n the fair value of the long-term debt will also be recognised in the income statement

Financial assets and financial habihties under investment contracts - Liabilities to customers under
linked contracts are determined based on the fair value of the assets held in the Iinked funds, wuh changes
recogmised i the income staternent If no designation was made for the assets relaung to the customer
lhabilities they would be classified as avarlable-for-sale and the changes in fair value would be recorded
directly in other comprehensive mncome These financial mstruments are managed on a fair value basis and
nformation 1s provided to management on that basis Designation at fair value of the financial assets and
liabtliues under investment contracts altows the changes 1n fair values to be recorded m the income
statement and presented 1n the same line

o applies to groups of financial assets financial habilities or combinations thereof that are managed, and therr
performance evaluated, on a fair value basis in accordance with a documented nsk management or
nvestment strategy, and where informaton about the groups of financial instruments 1s reported to
management on that basis Under this critenon, certain financial assets held to meet habilities under
nsurance contracts are the main class of financial instrument so designated The group has documented nisk
management and investment strategies designed to manage such assets at fair value, taking nto
consideration the relationship of assets to habilities 1n a way that rmitigates market nsks Reports are
provided to management on the fair value of the assets Fair value measurement 1s also conssstent with the
regulatory reporung requirements under the appropnate regulanons for these insurance operations

» relates to financial nstruments containng one or more embedded denivatives thal sigmificantly modify the
cash flows resulting from those financial instruments, ncluding certain debt 1ssues and debt securites held

The fair value designation, once made, 15 irrevocable Designated financial assets and financial habilities are
recogrused when the group enters into the contractual provisions of the arrangements with counterparties, which
1s generally on trade date, and are normally derecogmsed when sold {assets) or extinguished (Liabilities)
Measurement 1s imbally at fair value, with transactton costs taken directly to the income statement
Subsequently, the fawr values are remeasured and gains and losses from changes therein are recogrised in the
income statement 1n ‘Net income from financial instruments designated at fair value’

() Financial investments

Treasury bills, debt secunties and equity shares intended to be held on a continuing basis, other than those
designated at fair value, are classtfied as available-for-sale or held-to-matunty Financial investments are
recognised on trade date, when the group enters into contractual arrangements with counterparies to purchase
secunties and are normally derecogmsed when either the securities are sold or the borrowers repay their
obligations

{1) Available-for-sale financial assets are imtially measured at fair value plus direct and incremental transaction
costs They are subsequently remeasured at fair value, and changes theremn are recogmised i other
comprehensive income 1n “ Available-for-sale invesiments — fair value gans/ (losses)” unt! the financial
assets are either sold or become impaired When available-for-sale financial assets are sold, cumulauve
gams or losses previously recogmsed in other comprehensive income are recogmnised in the income statement
as 'Gains less losses from financial investments’

Interest income 15 recogmsed on avaitable-for-sale debt securines using the effective interest method,
calculated over the asset's expected hfe Premums and/or discounts ansing on the purchase of dated
mnvestment securities are included n the calculatton of their effective mnterest rates Dividends are
recogrised in the income statement when the nght to recewve payment has been estabhished

At each balance sheet date an assessment 15 made of whether there 1s any objective evidence of impairment
1n the value of a financial asset Impairment tosses are recogmsed 1f, and only of, there 1s objective evidence
of impairment as a result of one or more events that occurred after the imtial recogmtion of the financial
asset (a loss event ) and that loss event {or events) has an 1mpact on the esumated future cash flows of the
financial asset that can be reliably estimated

If the available-for-sale financial asset 1s impaired the difference between the financial asset’s acquisition
cost (net of any principal repayments and amortisation) and the current fair value, less any previous
1mpairment loss recognised 1n the mcome staterent, 1s removed from other comprehensive income and
recogmsed i the income statement

134




HSBC BANK PLC

Notes on the Financial Statements (conunued)

A

¥

Impairment losses for available-for-sale debt securities are recognised within  Loan impairment charges and
other credit nisk proviston’ n the income statement and impairment losses for available-for-sale equaty
securities are recogmsed within *Gans less losses from financial investments’ in the income statement The
wmpairment methodologies for available-for-sale financral assets are set out 1n more detatl below

- Available-for-sale debt securiies When assessing available-for-sale debt secunities for objecuve
evidence of impairment at the reporung date, the group constders all available evidence, including
observable data or information about events specifically relating to the secunues which may result in a
shontfall in recovery of future cash flows These events may mclude a sigruficant financial difficulty of
the 1ssuer, a breach of contract such as a default, bankruptcy or other financial reorganisation, or the
disappearance of an acuve markel for the debt securnity because of financial difficulues relating to the
15suer

These types of specific event and ather factors such as information about the 1ssuers” hquidity business
and financial nsk exposures, tevels of and trends in default for sinular financial assets national and
local economuc trends and conditions, and the fair value of collateral and guarantees may be considered
individually or in combinatien, to determine if there 1s objective evidence of impairment of a debt
securtty

In addition, when assessing available-for-sale asset-backed secunities ( ABS's) for objective evidence of
impairment the group considers the performance of underlying collateral and the extent and depth of
market price dechnes Changes in credit ratings are considered but a downgrade of a secunty’s credit
rating 15 not, of 1self, evidence of imparrment The pnmary indicators of potential impairment are
considered to be adverse fair value movements, and the disappearance of an active market for a

secunty

- Available-for-sale equity secunties Objective evidence of impairment for available-for sale equity
securities may include specific information about the 1ssuer as detailed above, but may also include
information about sigmificant changes 1n technology. markets, economics or the law that provides
evidence that the cost of the equity securities may not be recovered

A sigmificant or prolonged decline in the fair value of the asset below 1ts cost 1s also objective evidence
of impairment In assessing whether 1t 1s significant, the dechine in fair value 1s evaluated against the
onginal cost of the asset at mual recogmtion In assessing whether it 1s prolonged, the dechne 1s
evaluated against the period in which the fair value of the asset has been below its eniginal cost at imtial
recognition

Once an imparment loss has been recogmsed on an available-for-sale financial asset the subsequent
accounting treatment for changes n the fair value of that asset differs depending on the nature of the
available-for-sale financial asset concerned

« for an available-for-sale debt secunty a subsequent dechne in the fair value of the imstrument 1s
recogmsed 1n the income statement when there 15 further objective evidence of impairment as a result of
further decreases in the estimated Future cash flows of the financial asset Where there 1s no further
objectuve evidence of impairment, the dechine n fair value of the financial asset 1s recogmised in other
comprehensive income If the fair value of the debt secunty increases in a subsequent period and the
increase can be objectively related to an event occurring after the impawrment loss was recogmsed 1n the
mcome statement the imparrment loss 15 reversed through the 1ncome statement to the extent of the
increase 1n fair value

s for an available-for-sale equity security, all subsequent increases 1n the fair value of the mstrument are
treated as a revaluation and are recogmsed directly 1n other comprehensive income Impairment losses
recognised on the equaty secunty are not reversed through the income statement Subsequent decreases
1n the fair value of the available-for-sale equity secunty are recogmsed in the income statemert, to the
extent that further cumulative impairment losses have been incurred in refation to the acquisition cost of
the equaty secunty

{1) Held-to-matunty investments are non-denvative financial assets with fixed or determinable payments and
fixed maturities that the group positively intends and 1s able, to hold until maturity Held-to-matunty
mvestments are intiatly recorded at fair value plus any directly attnibutable transacuon costs, and are
subsequently measured at amortised cost using the effecuve interest meihod, less any impairment losses
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(k) Sale and repurchase agreements (including stock lending and borrowing)

0

When secunties are sold subject to a commutment to repurchase them at a predetermined price ( repos’), they
remain on the balance sheet and a liability 15 recorded in respect of the consideration received Secunties
purchased under commutments te sell (' reverse repos’) are not recogmsed on the balance sheet and the
constderation paid 1s recorded in  Loans and advances to banks’ or ‘Loans and advances to customers’ as
appropnate The difference between the sale and repurchase price 1s treated as interest and recogmsed over the
life of the agreement

Secunities lending and borrowing transactions are generally secured, with collateral taking the form of secunties
or cash advanced or recerved The transfer of securities to counterparties under these agreements 1s not normally
reflected on the balance sheet Cash collateral advanced or received 1s recorded as an asset or a hability
respectively

Secunties borrowed are not recogised on the balance sheet If they are sold on to third parties, an obligation to
return the securities 1s recorded as a trading liability and measured at fair value and any gains or losses are
included in Net trading income’

Dervatives and hedge accounting

Denivatives are recogmised 1mtially and are subsequently remeasured, at fair value Fair values of exchange-
iraded denvatives are obtamned from quoted market prices Fair values of over-the-counier denvatives are
obtained using valuation techmques including discounted cash flow models and option pricing models

Derivatves may be embedded n other financial mstruments, for example, a converuble bond with an embedded
conversion option Embedded dervatives are treated as separate derrvatives when thewr economic characteristics
and nsks are not clearly and closely related to those of the host contract, the terms of the embedded denivative
would meet the defimtion of a stand-alone dernivative if they were contamned 1n a separate contract, and the
combined contract 15 not held for trading nor designated at fair value These embedded dentvatives are measured
at fair value with changes therein recognised 1n the income statement

Denvatives are classtfied as assets when their fair value 1s posttive, or as liabilittes when their fair value 1s
negative Derivative assets and habihties arsing from different transactions are offset only 1f the transactions are
with the same counterparty, a legal night of offset exists, and the parties intend to settle the cash flows on a net
basis

The method of recogmsing fair value gains or losses depends on whether derivatives are held for trading or are
designated as hedging instruments, and 1f the latter, the nawre of the risks being hedged All gains and losses
from changes 1n the fair value of denvatives held for trading are recogmsed in the income statement When
denvatives are designated as hedges, the group classifies them as either (1) hedges of the change 1n fair value of
recogrused assets or habihties or firm commutments (* fair value hedges'}, (1) hedges of the variabthty in hrghly
probable future cash flows attributable to a recogmsed asset or halility or a forecast wransaction { cash flow
hedges'} Hedge accounting 1s applied to denvauives designated as hedging instruments in a fair value, cash flow
or net investment hedge provided certain critena are met

Hedge accounting

At the incepuion of a hedging relauonship the group documents the relationship between the hedging
mstruments and hedged items, 1ts nsk management cbjective and its strategy for undertaking the hedge The
group also requires a documented assessment, both at hedge inception and on an ongaing basis, of whether or
not the hedging instruments, prmanly denvatives, that are used in hedging transactions are highly effective in
offsetting the changes attnibutable to the hedged nisks in the fair values or cash flows of the hedged items
Interest on designated qualifying hedges 1s included in ‘Net interest income’

Farr value hedge

Changes 1n the fair value of denvatives that are designated and quahfy as fair value hedging instruments are
recorded in the income statement, along with changes 1n the fair value of the hedged assets lLiabilities or group
thereof that are attributable o the hedged nsk

If a hedging relationship no longer meets the critena for hedge accounting, the cumulative adjustment to the
carrying amount of the hedged stem 15 amortised to the income statement based on a recalculated effecuve
interest rate over the residual period to maturity, unless the hedged 1tem has been derecogmsed, 1n which case 1t
1s released to the income statement immediately
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Cash flow hedge

The effecuve portion of changes 1n the fair value of derivatives that are designated and qualify as cash flow
hedges 1s recogmsed 1n other comprehensive income within the “Cash flow hedging reserve’ Any gain or loss 1n
fair value relating to an ineffective portion 1s recogmsed immediately n the income statement

The accumulated gains and losses recogmised 1n other comprehensive mcome are reclassified to the income
statement 1 the pertods n which the hedged 1tem will affect profit or loss However, when the forecast
transaction that 1s hedged results in the recognition of a non-financial asset or a non-financial hability, the gains
and losses previously recogmsed 1n other comprehensive income are reclassified are removed from equity and
included n the imual measurement of the cost of the asset or iability

When a hedging instrument expires or 15 sold, or when a hedge no longer meets the critena for hedge accounting
any cumulative gain or loss existing 10 other comprehensive income at that ime remans separately in equity
until the forecast transaction 1s eventually recognised in the income statement When a forecast transaction 15 no
longer expected to occur, the cumulative gain or loss that was reported 1 other comprehensive income 15
immechately reclassified to the income statement

Net mvestment hedge

Hedges of net investments in foreign operations are accounted for in a similar way to cash flow hedges A gamn
or loss on the effective portion of the hedging instrument 1s recognised 1n other comprehensive income, a gain or
loss on the meffective portton 15 recogmsed 1mmedhately in the mcome statement Gains and losses previously
recognsed 1n other comprehensive income are reclasstfied to the income statemment on the disposal of the foreign
operation

Hedge effectiveness testing

To qualify for hedge accounting, the group requires that at the inception of the hedge and throughout its hfe,
each hedge must be expected to be highly effective (prospective effectiveness) and demonstrate actual
effectiveness (retrospecuve effectiveness) on an ongoing basis

The documentation of each hedging relationshup sets out how the effectiveness of the hedge 15 assessed The
method a group entity adopts for assessing hedge effectiveness will depend on 1ts sk management strategy

For prospective effectiveness the hedging instrument must be expected to be highly effective in offsetting
changes in fair value or cash flows attributable to the hedged risk during the period for which the hedge 15
designated For actual effectiveness to be achieved, the changes in fair vatue or cash flows must offset each other
1n the range of 80 per cent to 125 per cent

Hedge meffecuveness 1s recogmsed n the income statement 1n ‘Net trading income’

Derivatives that do not qualify for hedge accounting

All gains and losses from changes 1 the fair values of denivatives that do not qualify for hedge accounting are
recognised 1mmediately 1n the income statement These gains and losses are reported in Net trading ircome’,
except where denvatives are managed 1a conjunction with financial instruments designated at farr value {other
than derrvatives managed 1n comjunction with debt secunities 1ssued by the group), in which case gains and losses
are reported 1n ‘Net income from financial mstruments designated at fair value” The interest on derivatives
managed 1n conjunction with debt securities 1ssued by the group which are designated at farr value 1s recogmsed
in Interest expense  All other gans and losses on these derivatives are reported in *Net mcome from financial
nstruments designated at fair value’

(m) Derecognition of financial assets and habiites

Financial assets are derecogrised when the contractual nght to receive cash flows from the assets has expired, or
when the group has transferred its contractual nght to receive the cash flows of the financial assets, and either

« substantially all the nsks and rewards of ownership have been transferred, or

e  the group has neither retamed nor transferred substantially all the nisks and rewards, but has not retained
control

Financial habilines are derecogmsed when they are exungwshed that 1s when the obligaton 1s discharged,
cancelled or expires
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Offsetting financial assets and financiat habilities

Financial assets and financial hiabihies are offset and the net amount 1s reported 1in the balance sheet when there
15 a legally enforceable right to offset the recogmsed amounts and there 1s an intention to settle on a net basis or
realise the asset and settle the hiability ssmultaneously

Subsidianes, asscciates and jont ventures

The group classifies investments in entities which 1t controls as subsidiaries Where the group 15 a party to a
contractual arrangement whereby, together with one or more parties, it undertakes an economic activity that 1s
subject 1o joint conirol, the group classifies its mterest n the venture as a jownt venture The group classifies
investments 1n entittes over which it has significant influence, and that are neither subsidianes nor jomnt ventures
as associates For the purpose of deterrmining this classification, control 1s considered to be the power to govern
the financral and operating pohcies of an entity so as to obtain benefits from 1ts activities

The bank’s investments 1n subsidianes are stated at cost less any impairment losses An impairment loss
recogmsed 1n the prior pertod shall be reversed through profit and loss 1f, and only if, there has been a change 1n
the esumates used to determine the investment n subsidiary's recoverable amount since the last impairment loss
was recogmsed

Investments 1n associates and 1nterests 1n joint ventures are recogmsed using the equity methed Under thas
method such investments are imtially stated at cost, including atinbutable goodwill, and are adjusted thereafter
for the post-acquisttion change m the group s share of net assets

Profits on transactions between the group and 1ts associates and joint ventures are eliminated to the extent of the
group's interest 1n the respective associates or jomnt ventures Losses are also eliminated to the extent of the
group’s interest 1n the associates or joint ventures unless the transaction provides evidence of an impairment of
the asset transferred

Goodwill and ntangible assets

() Goodwill anises on the acqusition of subsidianes, when the aggregate of the fair value of the consideration
transferred, the amount of any non-controlling mierest and the fair value of any previously held equity
interests i1l the acquiree exceed the amounts of the identfiable assets and habiliues acquired If they do not
exceed the amounts of the Wdenufiable assets and Liabihties of an acquired business, the difference 15
recogmsed immediately in the income statement Goodwill anses on the acquisition of interests 1n joint
ventures and asscciates when the cost of nvestment exceeds the group's share of the net fair value of the
associate’s or joint venture's identifiable assets and lrabilities

Intangible assets are recognised separately from goodwill when they are separable or arise from contractual
or other legal nghts, and their fair value can be measured reliably

Goodwill 1s allocated to cash-generating units for the purpose of impairment testing, which 1s undertaken at
the lowest level at which goodwill 1s monitored for internal management purposes Impairment testing 1s
performed at least annually, and whenever there 1s an indication that the cash-generating uit may be
imparred, by comparing the recoverable amount from a cash-generating unit wath the carrying amount of 1ts
net assets, including attributable goodwill The recoverable amount of an asset 1s the higher of 1ts fair value
less cost to sell and its value 1n use Value 1n use 1s the present value of the expected future cash flows from
a cash-generating umit If the recoverable amount 1s less than the carrying value, an impairment loss 1s
charged to the income statement Goodwill 1s stated at cost less accumulated 1mpairment losses

Goodwill on acquisitions of interests 1n joint ventures and associates 1s included m Interests 1n asseciates
and joint veniures and 1s not tested separately for impairment

At the date of disposal of a business, attnbutable goodwill 1s included 1n the group s share of net assets in
the calculation of the gain or loss on disposal

Goodwill 15 included on a disposal group held for sale if the group 1s a cash-generaung unut { CGU } to
which goodwill has been allocated or 1t 1s an operation within such a CGU The goodwill associated wath the
operaucn disposed of 1s measured on the basis of the relative values of the operation disposed of and the
poruon of the CGU retaned

{u) Intangible assets include the present value of n-force long-term msurance business, computer software,
trade names, mortgage service rights, customer hsts, core deposit relationships, credit card customer
relationships and merchant or other loan relationships Intangible assets are subject to impairment review 1f
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there are events or changes in circumstances that indicate that the carrying amount may not be recoverable
Where

- 1ntangible assets that have an wdefimte useful hife, or are not yet ready for use are tested for
imparrment annually This imparment test may be performed at any ume dunng the year, provided it 15
performed at the same ume every year An intangible asset recognised during the current period 15
tested before the end of the current year, and

- intangible assets that have a fimte useful ife, except for the present value of in-force long-term
insurance busiess, are stated at cost less amortisation and accumulated impairment losses and are
amortised over their estimated useful ives Esumated useful hfe 1s the lower of legal duration and
expected useful hfe The amortisation of mortgage servicing nghts 1s included within Net fee income’

For the accounting policy governung the present value of mn-force long-term nsurance businesses, see
note 2(y)

(111) Intangeble assets wath fintte useful hives are amortised, generally on a straght-line basis, over their useful
lves as follows

Trade names 1( years

Morigage service nghis generally between 5 and 12 years
Intemally generated software between 3and 5 years

Purchased software between 3and 5 years
Customer/merchant relauonships between 3and 10 years

Other generally 10 years

Property, plant and equipment

Land and buildings are stated at hustonical cost or fair value at the date of transition to IFRSs ( deemed costs’),
less any impairment tosses and depreciation calculated to wnite off the assets over their estimated useful lives as
follows

¢ freehold land 1s not depreciated,

s freehold buildings are depreciated at the greater of 2% per annum on a straight-line basis or over their
remaining useful lives, and

o leasehold buildings are depreciated aver the shorter of their unexpired terms of the leases or over their
remaining useful hves

Equipment, fixtures and fittings (including equipment on operating leases where the group 15 the lessor) are
stated at cost less any impairment losses and depreciation calculated on a straight-hne basis to write off the
assets over their useful Lives, which run to a maximum of 35 years but are generally between 5 years and 20
years

Property, plant and equipment ts subject to an impairment review 1f there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable

The group holds certain properties as investments to earn rentals or for capital appreciauon, or both Investment
properties are included 1n the balance sheet at fair value with changes therein recogmsed m the income staternent
in the pertod of change Fair values are determined by independent professional valuers who apply recognised
valuation techmiques

Finance and operating leases

Agreements which transfer to counterparties substantially all the nsks and rewards incidental to the ownership of
assets, but not necessanly legal uitle, are classified as finance leases When the group 1s a lessor under finance
leases the amounts due under the leases, after deduction of unearned charges, are included i *Loans and
advances (o banks’ or ‘Loans and advances to customers’, as appropnate The finance income receivable 1s
recognised 1n *Net interest mcome’ over the periods of the leases so as to give a constant rate of return on the net
investment 1n the leases

When the group 15 a lessee under finance leases, the leased assets are capitalised and 1ncluded in Property plant
and equipment and the corresponding habihty to the lessor 1s included in ‘Other habihues’ A finance lease and
1ts corresponding liabihty are recogmised initially at the fair value of the asset or, 1f lower, the present value of
the ummum lease payments Finance charges payable are recogmsed i Net interest income’ over the period of
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the lease based on the 1nterest rate implicat in the lease so as to give a constant rate of interest on the remaining
balance of the hability

All other leases are classified as operating leases When acting as lessor the group includes the assets subject to
operating leases n ‘Property, plant and equipment” and accounts for them accordingly Impairment losses are
recogmsed to the extent that residual values are not fully recoverable and the carrying value of the assets 1s
thereby 1mpaired When the group 1s the lessee leased assets are not recognsed on the balance sheet Rentals
payable and receivable under operating leases are accounted for on a straight-line basis over the pertods of the i
leases and are included in  General and admimistrative expenses’ and Other operating income’ respectively |

A sale and leaseback transaction involves the sale of an asset followed by the leasing back of the same asset The
resulung lease 1s classified either as a finance lease or an operating lease and 1t ts accounted for accordingly If a
sale and leaseback transaction resulis 1n the recogmition of a finance lease, any excess of sales proceeds over the
carrying amount 15 deferred and amorused over the lease term If a sale and leaseback transaction results in an
operating lease, and 1t 1s clear that the transaction 1s established at fair value, any profit or loss 1s recogmsed
mmmediately If the sale price 1s below fair value, any profit or loss 1s recogmsed immediately except that, if the
loss 1s compensated for by future lease payments below market price, 1t 15 deferred and amortised in proporuon
to the lease payments over the penod for which the asset 1s expected to be used If the sale price 1s above fair
value, the excess over fair value 15 deferred and amortised over the penod for which the asset 1s expected to be
used

Income tax

Income tax compnses current tax and deferred tax Income tax 1s recognised in the income statement except (o
the extent that 1t Telates to items recogmsed i other comprehensive income or directly 1n equity, 1n which case it
15 recogmised m the same statement in which the related 1tem appears

Current tax 15 the tax expected to be payable on the taxable profit for the year, calculated using tax rates enacted
or substantively enacted by the balance sheet date, and any adjustment to tax payable in respect of previous
years Current tax assets and liabihties are offset when the group intends to settle on a net basis and the legal
nght to offset exists

Deferred tax 1s recogmsed on temporary differences between the carrying amounts of assets and lrabilines 1n the

balance sheet and the amounts attnbuted to such assets and habilities for tax purpases Deferred tax habihies are ‘
generally recogrused for all taxable temporary differences and deferred tax assets are recogmised to the extent ‘
that it 1s probable that future taxable profits will be available aganst which deductible temporary differences can |
be utthsed \

Deferred tax 1s calculated using the tax rates expected to apply 1n the perods 1n which the assets wall be reahsed
or the hiabilites settled based on tax rates and laws enacted, or substantively enacted, by the balance sheet date
Deferred tax assets and liabilines are offset when they anse 1n the same tax reporting group and relate to income
taxes levied by the same taxation authonty, and when the group has a legal nght to offset

Deferred tax relating to actuanal gains and losses on post-employment benefits 1s recogmised directly in other
comprehensive income Deferred tax relating to share-based payment transaction 1s recognised directly 1n other
comprehensive mcome to the extent that the amount of the estimated future tax deduction exceeds the amount of
the related cumulative remuneration expense Deferred tax relating to fair value remeasurements of available-
for-sale investments and cash flow hedging instruments which are charged or credited directly to other
comprehensive income, 15 also credited or charged directly to other comprehensive ncome and 15 subsequently
recogrised in the income statement when the deferred fair value gain or loss 1s recogmsed 1n the income
statement

Pension and other post-employment benefits

The group operates a number of penston and other post-employment benefut plans These plans include both
defined benefit and defined contribution plans and varicus other post-employment benefits such as post-
employment heatthcare

Payments to defined contnbutton plans and state-managed reurement benefit plans, where the group’s
obhigations under the plans are equivalent to a defined contribution plan are charged as an expense as they fall
due

The defined benefit pension costs and the present value of defined benefit cbhgations are calculated at the
reporting date by the scheme's actuanes using the Projected Umit Credit Method The net charge to the income
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statement mainly comprises the current service cost, plus the unwanding of the discount rate on plan habihibies
less the expected return on plan assets and 1s presented in operating expenses Past service costs are charged
immed:alely to the income statement to the extent that the benefits have vested, and are otherwise recogmsed on
a straight-line basis over the average penod unul the benefits vest Actuanial gains and losses compnse
expenence adjustments (the effects of differences between the previous actuanal assumptions and what has
actually oceurred), as well as the effects of changes 1n actuanal assumptions Actuanal gains and losses are
recognised 1n other comprehensive income 1n the penod in which they arise

The defined benefit habihity recogrused 1n the balance sheet represents the present value of defined benefit
obligations adjusted for unrecognised past service costs and reduced by the fair value of plan assets Any net
defined benefit surplus 1s hmited to unrecogmsed past service costs plus the present value of available refunds
and reductions 1n future contriibutions to the plan

The costs of obligauons ansing from other defined post-employment benefits plans, such as defined benefit
health-care plans, are accounted for on the same basis as defined benefit pension plans

{u) Share-based payments

The cost of share-based payment arrangements with employees 1s measured by reference to the fair value of
equity instruments on the date they are granted, and recognised as an expense on a straight-hne basis over the
vesting pertod, with a corresponding credit to 'Retained Earmings’ The vesting period 1s the period during which
all the specified vesung conditrons of a share-based payment arrangement are to be satsfied The fair value of
equity instruments that are made available immediately, with no vesting period attached to the award are
expensed immediately

Fair value 1s deterrined by using appropnate valuation models, taking into account the terms and conditions
upon which the equity instruments were granted Vesting condittons include service conditions and performance
condiions Market performance conditions are taken into account when estmating the fair value of equuty |
nstruments at the date of grant, so that an award 1s treated as vesting irrespective of whether the market

performance condition or non-vesting condition s satisfied, provided all other conditions are satisfied '

Vesting conditions, other than market performance conditions, are not taken into account 1n the initial esumate
of the fair value at the grant date They are taken 1nto account by adjusting the number of equity 1nstruments
ncluded in the measurement of the transaction so that the amount recogmised for services recerved as
consideration for the equity instruments granted shall be based on the number of equity mstruments that
eventually vest On a cumulatve basis, no expense 1s recognised for equity mstruments that do not vest because
of a failuze 1o satisfy non-market performance or service conditions

Where an award has been modified, as a minimum, the expense of the oniginal award continues to be recogmsed
as 1f 1t had not been modified Where the effect of a modification 15 to increase the fair value of an award or
ncrease the number of equity nstrumeents the incremental fair value of the award or incrememal fair value of
habilities are measured at the hugher of the iitial fair value, less cumulatuve amortisation and the best estimate
of the expenditure required to settle the obligation

A cancellation that occurs during the vesting period 15 treated as an acceleration of vesting and recogmsed
immedhately for the amount that would otherwise have been recogmised for services over the vesting period

HSBC Holdings 1s the grantor of 1ts equity instrument for all share awards and share options across the group
The credit to 'Retained earmings’ over the vesting penod on expensing an award represents the effective capital
contnbution from HSBC Holdings To the extent the group will be or has been required 1o fund a share-based
payment arrangement, this capital contribution 1s reduced and the fair value of shares expected to be released to
employees 15 recorded within ‘Other habihties'

(v) Foreign currencies

Items included in the financial statements of each of the group’s entities are measured using the currency of the
primary economuc environment in which the entity operates ('the functional currency’)

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on
the date of the transaction Monetary assets and liabilities denominated n foreign currencies are transkated 1nto
the functional currency at the rate of exchange ruling at the balance sheet date Any resulung exchange
differences are included 1n the income statement Non-monetary assets and liabthires that are measured ai
histoncal cost 1n a foreign currency are translated into the functional currency using the rate of exchange at the
date of the imual transaction Non-monetary assets and Lhabiles measured at fair value in a foreign currency are
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translated 1nto the funcuonat currency using the rate of exchange at the date the fair value was determined Any
exchange component of a gain or loss on a non-monetary item 1s recogmsed 1n other comprehensive income 1f
the gain or loss on the non-monetary item 1s recogmsed in other comprehensive mcome Any exchange
component of a gam or loss on a non-moenetary 1tem 15 recogrsed n the income statement if the gain or loss on
the non-monetary item 1s recognised m the income statement

In the consclidated financial statements the assets, including related goodwill where applicable, and habihties of
branches, subsidiaries, jeint ventures and associates whose funcuonal currency 1s not sterhng, are translated into
the group’s presentational currency at the rate of exchange ruling at the balance sheet date The results of
branches, subsidiaries, joint ventures and associates whose function currency 1s not sterhing are translated nto
steriing at the average rates of exchange for the reporting period Exchange differences ansing from the
retranslation of openming foreign currency net investments and exchange differences arising from retranslation of
the result for the reporung period from the average rate to the exchange rate prevailing at the penod end, are
recogmsed 1n other comprehensive income Exchange differences on a monetary item that 1s part of a net
investment 1n a foreign operation are recognised in the income statement of the separate financial statements In
consohdated financial statements these exchange differences are recogmsed n other comprehensive income On
disposal of a foreign operation, exchange differences relating thereto and previcusly recogmsed 1n other
comprehensive tcome are recognised 1n the income statement

Provisions

Provisions are recognised when 1t 1s probable that an outflow of economic benefits will be required to settle a
current legal or constructive obligation, which has anisen as a result of past events, and for which a relhable
estimaie can be made of the amount of the obhgation

Contingent habilities, which include certain guarantees and letters of credit pledged as collateral secunty, are
possible obhigations that anise from past events whose existence will be confirmed only by the occurrence, or
non-occurrence, of one or more uncertain future events not wholly within the control of the group, or are present
obhgations that have ansen from past events but are not recogmsed because 1t not probable that settlement wall
require outflow of econommic benefits, or because the amount of the obligations cannot be rehably measured
Contingent habihties are not recognised 1n the financial statements but are disclosed unless the probability of
settlement 15 remote

Financial guarantee contracts

Liabilities under financial guarantee contracts not classified as insurance contracts are recorded mnially at their
fair value, which 1s generally the fee recewved or receivable Subsequently, the financial guarantee habilities are
measured at the higher of the imtial fair value, less cumulative amortisation, and the best estimate of the
expenditure required to settle the obligations

The group has 1ssued financial guarantees and simular contract to other group entittes Where 1t has previously
asserted explicitly that 1t regards such contracts as insurance contracts and has used accounting applicable to
msurance contracts, the group may elect to account for guarantees as imsurance contracts This elecuon 1s made
on a contract by contract basts, but the election for each contract 1s 1rrevocable Where these guarantees have
been classified as insurance contracts, they are measured and recognised as insurance liabilities

Where the group 1s the reciptent of a guarantee, including from other HSBC Group compames, amounts
receivable under a claim are recogrised when their receipt 1s virtually certain Any fees payable to the guarantor
are expensed over the period of the guarantee contract

Insurance contracts

Through 1ts insurance subsidianes the group 1ssues contracts to customers that contain insurance risk, financial
nisk or a combination thereof A contract under which the group accepts ssigmficant msurance risk from another
party by agreeing to compensate that party on the occurrence of a specified uncertain future event 1s classified as
an msurance contract An insurance contract may also transfer financial risk, but 1s accounted for as an insurance
contract 1f the insurance nisk 15 sigmficant

While investment contracts with discretionary participation features are financial instruments, they continue to
be treaied as insurance contracts as permitted by IFRS 4

Insurance contracts are accounted for as follows

122




HSBC BANK PLC

Notes on

the Financial Statements (conunued)

gl

Insurance premiums

Premums for hife insurance contracts are accounted for when recervable, except in umt-hnked insurance
contracts where premiums are accounted for when habilities are established

Gross insurance prermums for non-life insurance business are reported as income over the term of the insurance
contract based on the proportion of risks borne during the accounting period The uneamed prermum (the
proportion of the business underwnitten m the accounting year relating to the penod of nsk after the balance
sheet date) 15 calculated on a daily or monthly pro rata basis

Rensurance premiums are accounted for in the same accounting peniod as the premums for the direct insurance
contracts to which they relate

Insurance claims and reinsurance recoveries

Gross insurance claxms for hfe nsurance contracts reflect the total cost of ctaims arising dunng the year,
including claim handhing costs and any policyholder bonuses allocated in anticipation of a bonus declaratien
Claims anising 1n the year include matunties, surrenders and death claims

Matunty claims are recogmsed when due for payment Surrenders are recognised when paid or at an earlier date
on whch, following notification, the policy ceases to be included within the calculation of the related insurance
liabihties Death claims are recogmised when notified

Gross msurance claims for non-life insurance contracts nclude paid claims and movements in outstanding
claims habilities

Reinsurance recoveries are accounted for in the same period as the related claim

Liabilities under insurance contracts

Liabihties under non-linked hie insurance contracts are calculated by each hife insurance operation based on
local actuarial principles Liabihties under umt-linked 1ife insurance contracts are at least equivalent to the
surrender or transfer value which 1s calculated by reference to the value of the relevant underlying funds or
indices

Outstanding claims habilities for non-hfe insurance contracts are based on the estimated ulamate cost of all
claims incurred but not settled at the balance sheet date, whether reported or not, together with related claim-
handling costs and a reduction for the expected value of salvage and cther recovenes Lialities for claims
incurred but not reported are made on an estimated basis, using appropriate statistical techmques

A habihity adequacy test 1s carried out on insurance habilities to ensure that the carrying amount of the habihues
1s sufficient in the Light of current estimates of future cash flows When performing the hability adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the liability When a shortfall 1s
wdentified 1t 15 charged 1mmediately to the income statement

Future profit participation on msurance contracts with discretienary participation features

Where contracts provide discretonary profit participation benefits to policyholders, habihities for these contracts
include provisions for the future discretionary benefits to policyholders These provisions reflect actual
performance of the investment portfolio to date and management expectation on the future performance in
connection with the assets backing the contracts as well as other experience factors such as mortahty, lapses and
operational effictency where appropriate Thus benefit may arise from the contractual terms, regulation, or past
distribution policy

Investment contracts

Unit Iinked and non-unit Iinked

Customer habilities under hnked and certain non-hnked imvestment centracts and the corresponding financial
assets are designated at fair value Movements in fair value are recognised im Net income from financial
instruments designated at fawr value’ Premiums recervable and amounts withdrawn are accounted for as
mcreases or decreases 1n the liabhty recorded 1n respect of investment contracts

Liabilies under linked investment contracts are at least equivalent to the surrender or transfer value winch 1s
caleulated by reference to the value of the relevant underlyng funds or indices
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Investment management fees recervable are recogmsed in the ncome statement over the period of the provision
of the investment management services in ‘Net fee income’

The incremental costs directly related (o the acqusiion of new mvestiment contracts of renewing existing
mvestrent contracts are deferred and amortised over the period dunng which the investment management
services are provided

Investment contracts with discretionary participation features

While investment contracts with discretionary participation features are financial instruments, they continue to
be treated as insurance contracts as permitted by IFRS 4 The Group therefore recogmses the premiums for
those contracts as revenue and recogruses as an expense the resulting increase n the carrying amount of the
lLiabality

In the case of net unrealised mvestment gans on these contracts, whose discretionary benefits principally reflect
the actual performance of the investment portfolio, the corresponding increase 1n the habilities 1s recognised 1n
either the income statement or other comprehensive income, following the treatment of the unreahised gamns on
the relevant assets In the case of net unreahised losses, a deferred participating asset 1s recogmsed only to the
extent that 1s recoverability 1s highly probable Movements in the habilities ansing from realised gains and
losses on relevant assets are recogmsed 1n the income statement

Present value of in-force long-term msurance business

The value placed on 1nsurance contracts that are classified as long-term insurance business or long term
investment contracts with discrenonary partrcipating features (*DPF) and are 1n force at the balance sheet date
1s recognised as an asset The asset represents the present value of the equity holders’ interest 1n the 1ssuing
msurance comparues’ profits expected to emerge from these contracts written at the balance sheet date

The present value of 1n-force long-term 1nsurance business and long term investment contracts with DPF,
referred to as ‘PVIE", 1s determined by discounting the equity holders’ interest in future profits expected to
emerge from business currently 1in force using appropnate assumptions in assessing factors such as future
mortality, lapse rates and levels of expenses and a risk discount rate that reflects the nsk premium attnbutable to
the respective contracts The PVIF incorporates allowances for both non-market risk and the value of financial
options and guarantees The PVIF asset 1s presented gross of attributable tax in the balance sheet and movements
1n the PVIF asset are included 1n “Other operating income’ on a gross of tax basis

Debt secunties in 1ssue and deposits by customers and banks

Financial hiabibities are recogmsed when the group enters into the contraciual provisions of the arrangements
with counterparties, which 1s generally on trade date, and initially measured at fair value, which 1s normally the
proceeds received net of directly attributable transaction costs incurred Subsequent measurement of financial
habilities, other than those measured at fair value through profit or loss and financial guarantees, 1s at amortised
cost, using the effective mterest rate method to amortise the difference between proceeds received, net of directly
attributable transaction costs incurred, and the redemption amount over the expected hfe of the instrument

(aa)Share capital and other equity instruments

Shares are classified as equity when there 1s no contractual obhgation to transfer cash or other financial assets
Incremental costs directly attributable to the 1ssue of equity instruments are shown in equity as a deduction from
the proceeds, net of tax

{bb)Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly hiqud 1nvestments that are
reachly convertible to known amounts of cash and which are subject to an insignificant sk of change in value
Such investments are normally those with less than three months’ matunty from the date of acquisiion and
include cash and balances at central banks, treasury bills and other eligible bills loans and advances to banks,
items n the course of collecuon from or i transiussion to other banks and ceruficates of deposit

(cc) Discontinued operations

A discontinued operation 1s a component of the group’s business the operations and cash flows of which can be
clearly distingwished from the rest of the group and which

« Represents a separate major 1ine of business or geographtcal area of operations,

124




HSBC BANK PLC

Notes on the Financial Statements (continued)

» s part of a single co-ordinated plan to dispose of a separate major line of business or geo graphical area of
cperations, or

» Is a subsidiary acquired exclusively with a view to re-sale

Classification as a discontinued operation occurs on disposal or when the operation meets the critera to be
classified as held-for-sale, if earlier

When an operation 1s classified as a discontinued operation the comparative consolhidated mcome statement 1s
re-presented as if the operation had been discontinued from the start of the comparative year

3 Cntical accounting policies

The results of the group are sensitive to the accounting pohcies, assumptions and estimates that underhe the
preparation of 1ts consolidated financial statements The accounting policies used 1n the preparation of the
consohidated financial statements are described 1n detail in Note 2

When prepanng the financial statements, 1t 1s the Directors responsibility under UK company law to select suitable
accounting policies and to make judgements and eshmates that are reasonable and prudent

The accounting polictes that are deemed criical to the group's vesults and financial posihen m terms of the
maleriality of the items to which the policy 1s apphed or which involve a high degree of judgement cluding the use
of assumpuons and estimation, are disclosed below

Impairment of loans and advances

The group s accounung policy for losses arising from the impairment of customer loans and advances 1s descnbed in
Note 2{(g) Further information can be found in the Report of the Directors Risk {Credit Risk) Lean impairment
allowances represent management’s best esiimate of losses incurred 1n the loan portfolios at balance sheet date

Management 1s required to exercise judgement in making assumptions and estimations when calculanng loan
impairment allowances on both individually and collectively assessed loans and advances The most significant
jJudgementat area 15 the calculation of colleciive impawrment allowances

The methods used to calculate collecuve impairment allowances on homogeneous groups of loans that are not
considered individually sigmificant are disclosed in Note 2(g) They are subject to esimation uncertainty, in part
because 1t 15 not practicable to identify losses on an individual loan basis because of the large number of individually
msigmificant loans in the portfolio

The methods tnvolve the use of statistically assessed histoncal mformation which 1s supplemented with significant
management judgement to assess whether current economic and credit conditions are such that the actual level of
nherent losses 15 likely to be greater or less than that suggested by historical expenence In normal circumstances,
histoncal experience provides the most ebjective and refevant information from whech to assess inherent loss wathin
each portfolio In certan circumstances, historical loss expenence provides less relevant mformation about the
inherent loss 1n a given portfolio at the balance sheet date, for example, where there have been changes in economuc,
regulatory or behavioural conditions such that the most recent trends wn the portfolio nisk factors are not fully
reflected 1n the statisucal models 1n these circumstances, such nsk factors are taken into account when calculating
the appropnate levels of impairment allowances by adjusting the impairment allowances denved solely from
istoncal loss expenence

Risk factors include loan portfolio growth, product mix unemployment rates, bankruptcy trends, geographic
concentrations, loan product features economic conditions such as national and local trends in housing markets the
level of interest rates, portfolio seasomng account management policies and prachices changes in laws and
regulations, and other factors that can affect customer payment patterns Dhfferent factors are applied in different
regions and countries to reflect different econormc concditions and laws and regulations The methodology and the
assumpiions used in calculaung impairment losses are reviewed regularly in the hght of differences between loss
estimales and aciual loss experience For example, roll rates, loss rates and the expected uming of future recovenes
are regularly benchmarked against actua} outcomes Lo ensure they remain appropnate

However the exercise of judgement requures the use of assumptions which are highly sensttive to the nsk factors, 1
particular to changes n economic and credut condinons across geographical areas Many of the factors have a hugh
degree of mterdependency and there 1s no one single factor to which the group s loan imparrment allowances as a
whole are sensitive It 1s possible that the outcomes within the next financial year could be different from the
assumptions bullt im0 the models resuliing in a matenal adjusiment to the carrying amount of loans and advances
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Goodwill impairment

The group’s accounting pelicy for goodwill 1s described in Note 2(p) The review of goodwill impairment represents
management's best esumate of the factors below

+  the future cash flows of the cash-generating umits ( CGUs’) are sensitive to the cash flows projected for the
peniods for which detailed forecasts are available, and to assumptions regarding the long-term pattern of
sustainable cash flows thereafter Forecasts are compared with actual performance and venfiable economic data,
but they necessarly and appropnately reflect management’s view of future business prespects at the time of the
assessment, and

+  the discount rate used to discount the future expected cash flows 1s based on the cost of capital assigned to an
ndividual CGU, and can have a sigmficant effect on their valuation The cost of capital percentage 1s generally
denved from a Caputal Asset Pnicing Model, which incorporates inputs reflecting a number of financial and
economic vanables, mcluding the risk-free interest rate 1n the country concerned and a premium for the inherent
nisk of the business being evaluated These vanables are subject to fluctuations in external market rates and
economic conditions beyond management’s control and are therefore require the exercise of sigmficant
management judgment and are consequently subject to uncertainty

A decline 1n a CGU's expected cash flows and/ or an increase in 1ts cost of capual reduces the CGU’S estumated
recoverable amount If this 1s lower than the carrying value of the CCGU, a charge for impairment of goodwill 1s
recognused 1n the income statement for the year

The accuracy of forecast cash flows 15 subject to a lagh degree of uncertainty 1n volatile market conditions In such
market condiuons, management retests goedwill for impairment more frequently than annually to ensure that the
assumptions on which the cash flow forecasts are based continue to reflect current market conditions and
management’s best estimate of future business prospects

Management reviewed the current and expected performance of the CGUs as at 31 December 2012 and determined
that there was no indicator of potenual impairment of the goodwill allocated to the CGUs However, 1n the event of
further sigmficant deterioration in the economic and credit conditions beyond the levels already reflected by
management 1n the cash flow forecasts for the CGUs, a material adjustment to a CGU’s recoverable amount may
occur which may result 1n the recogmon of an impairment charge 1n the income statement

Note 22 includes details of the CGUs with sigmficant balances of goodwill and states the key assumptions used to
assess the goodwill i each CGU for impairment

Valuation of financ:al instruments

The group's accounting policy for valuation of financial instruments 1s described in Note 2(d) on the Financial
Statement The best evidence of fair value 15 a quoted pnice i an acuvely traded market In the event that the market
for a financial instrument 1s not active, a valuation technique 1s used The majority of valuation techmques employ
only observable market data. and so the rehabihity of the fair value measurement 1s high However, certain financial
mstruments are valued on the basis of valuaton techmques that feature one or more sigruficant market inputs that are
unobservable Valuation techmgues that rely to a greater extent on unobservable nputs require a higher level of
management judgement to calculate a fair value than those based wholly on observable mputs

Valuation techmiques used to calculate fair values are discussed in Note 32 The main assumptions and estimates
which management considers when applying a model with valuation techmques are

¢ the likelthood and expected timing of future cash flows on the instrument These cash flows are estmated based
on the terms of the instrument, although management judgment may be required when the ability of the
counterparty to service the mstrument in accordance wath the contractual terms 1s 1n doubt Future cash flows
may be sensitive to changes in market rates,

» selecting an appropnate discount rate for the instrument The determination of this rate 1s based on an assessment
of what a market participant would regard as the appropriate spread of the rate for the instrument over the
appropriate nsk-free rate, and

+ judgment io determune what model to use to calculate fair value m areas where the choice of valuation model 1s
particularly subjective, for example, when valuing complex denvanve products

When applying a model with unobservable 1nputs, estimates are made 1o reflect uncertaimntes in fair values resulong
from a lack of market data inputs, for example, as a result of lliquidity i the market For these instruments the fair
value measurement 1s less reliable Inputs into valuatons based on unobservable data are inherently uncertain
because there are hittle or no current market data available from which to determine the level at wiich an arm’s length
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transaction would occur under normal business condinons However, 1n most cases there are some market data
available on which to base a determinauon of fair value for example histonical data, and the fair values of most
financial mnstruments will be based on some market observable nputs even where the unobservable inputs are
sigmficant

Disclosure of types and amounts of fair value adjustments made 1n determining the fair vatue of financial instruments
measured at farr value using valuation techmques 1s provided in Note 32 In addition a senstivity analysis of fair
value for financial instruments with sigmficant unobservable inputs to reasonably possibly alternative assumption
and a range of assumpten can be found 1n Note 32 Given the uncertamty and subjective nature of valuing financial
mstruments at fair value 1t1s possible that the outcomes within the next financial year could differ from the
assumptions used and this would result 1n a matenal adjustment to the carrying amount of financial instruments
measured at fair value

Pensions

The group's accounting policy for pension and other post-employment benefits 1s described 1n Note 2(t) on the
Financial Statements

The most significant judgments 1n measuring the present value of defined benefit obligattons relate to the
deterrmnation of actuanal and financial assumptions These assumptions include the nominal discount rate rate of
inflation over the period of projected cash flows and member longevity Management reviews these assumptions 1n
comjunction with 1ts actuanal advisors and benchmarks 1ts conclusions against market practice

Judgment 15 also required 1n selecting the expected rate of return on plan assets which determines the net expense
recognised The expected rate of return on plan assets represents the best estumate of long-term future asset returns,
whuch takes into account histoncal market returns plus addihonal factors such as the current rate of inflation and
wnterest rates The expected rates of return are weighted on the basis of the fair value of the plan assets

The key assumptions used, and the sensitivity to changes 1n these assumphions, are disclosed in Note 7 Employee
compensation and benefits 1t 1s reasonably possible that the actuanal and financial assumptions determined at the
end of the next year, are significantly different to these assumptions This could result 1n the group recording matenal
actuarial gans or losses m the next financial year

Provisions

The accounting policy for provisions s descnibed in Note 2(w) on the Financial Statements Note 30 on the Financial
Statements discloses the major categones of provisions recognsed

Provisions are uncertain i irmng or amount and are recogmsed when there 15 a present obligation as a result of a
past event and the outflow of economic benefit 1s probable and can be estimated reliably Judgement 15 mvolved in
determining whether an obligation exists, and 1n estimating the probability timing and amount of any outflows
Professional expert advice 1s taken on lingation provisions, property provisions (including cnerous contracts) and
simular hiabiliues

Provisions for legal proceedings and regulatory matters typically require a higher degree of judgement than other
types of provisions When cases are at an early stage, accounting judgements can be difficult because of the high
degree of uncertainty associated with determining whether a present obligation exists as a result of a past event,
estimating the probability of outflows and making estimates of the amount of any outflows that may anse As matters
progress through various stages of development, management and legal advisers evaluate on an ongoing basis
whether provisions should be recogmsed and their esumated amounts, revising previous judgements and estimales as
appropriate At more advanced stages, 1t 1s typically possible to make judgements and estimates around a better
defined set of possible outcomes However such judgements can be very difficult and the amount of any provision
can be very sensitive to the assumptions used There could be a wide range of possible outcomes for any pending
legal proceedings nvestigations or inguiries As a resull, 1115 often not pracucable to quanufy a range of possible
outcomes for indrvidual matters [t 15 also not pracucable 10 meanungfully quanufy ranges of potential outcomes n
aggregate for these types of provisions because of the diverse nature and circumstances of such maners and the wide
range of uncertainties involved For a detailed description of the nature of uncertainties and assumptions and the
effect on the amount and uming of possible cash outflows on matenal matters see Note 41 on the Financial
Statements

Provisions for customer remediation also require significant levels of estimation and judgement The amounts of
provisions recogrused depend on a number of different assumptions, for example, the number of customer complaims
expected 10 be received, the response rates from customers who are contacted as part of customer outreach activities
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the uphold rate for complamts and the amounts payable mn respect of compensation and costs of conducting reviews
These assumptons are revised as additional information becomes avalable

In view of the inherent uncertainties and the lugh level of subjectivity involved in the recogmtion and measurement
of provisions 1t 15 possible that the outcomes 1n the next financial year coutd differ from those on which
management’s estimates are based, resulting in matenally different amounts of provisions recogmsed and outflows of
econorc benefits from those estimated by management for the purposes of the 2012 Financial Statements

4 Net earned insurance premiums

Investment
contracts with
Life  discretionary

Non-lfe  Laife insurance msurance  participatton
insurance {nen linked) {linked) features Total
£m £m fm im £m
2012
Gross wnitten premums 11 310 380 1,705 2,406
Movement 1n unearned premsums 4 23 - - 27
Gross eamed premiums 15 333 380 1705 2,433
Gross written premiums ceded to retnsurers - (117) (4) - (121)
Rewnsurers share of movement in uneamed
premiums (4) (22) - - (26)
Rewmnsurers share of gross earned premiums @) (139} {4) - {147)
Net eamed mnsurance premiums 11 194 376 1,705 2,286
201t
Gross writien premums 30 38 341 1 963 2 654
Movement in unearned prermems 20 46 - - 66
Gross earned premiums 50 364 341 1 965 2720
Gross wntten premaums ceded 10 remnsurers (1} {118) 4) - (123)
Remsurers share of movement m unearned
premiums (3} (14) - - n7n
Rewmsurers share of gross eamed premums {4) {132) {4) - (140
Net eamed insurance premiums 46 232 337 1 965 2,580

5 Net insurance claims incurred and movement in habilities to policyholders

Investment
contracts with
Life discretionary

Non-bfe  Lafe insurance insurance  participation
insurarnce {non-linked) {linked) features Total
im £fm £m im im

2012
Claums benefits and surrenders paid 16 158 139 1,589 1,902
Movement in habihties (11) 118 393 713 1,213
Gross claims tncurred and movement 1n
liabihties 5 276 532 2,302 3,115
Remnsurers share of claims benefits and
surrenders paid (9} (82) (4) - (95)
Reinsurers share of movement in habilities 8 (104) {5) - (101}
Rewnsurers share of claims wncurred and
movement n habilities 1)} (186) (9) - (196)
Net insurance claims incurred and movement
1t habilities to pohicyhelders 4 90 523 2,302 2919
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Investment
contracts with
discretionary
Non-lfe  Lifeinsurance  Life mnsurance parictpation
msurance {non-linked) {linked) features Total
fm fm im fm fm
2011
Claims benefits and surrenders pad 85 ” 290 113 1634 2122
Movement 1in habihties {118) {84) 160 243 201
Gross claims incurred and movement m
liabiliues (33 206 273 1877 2323
Rewnsurers’ share of ctaims benefits and
surrenders paid ) (78) L)) - (91)
Reinsurers share of movement 1n habilities 7 (56) {1 - (50)
Remnsurers share of claims incurred and
movement i habilites 2) (134) {5) - {141)
Net wnsurance claims incurred and movement
1 liabilites to policyholders (35) 72 268 1877 2182
6 Net operating income
Net operating income 1s stated after the following items of income, expense, gamns and losses
2012 2011
£m im
Income
Interest recogmsed on imparred financial assets 25 45
Fees eamed on financial assets or hab:lities not held for trading nor designated at fair value other than
fees included mn effective interest rate calculations on these types of assets and Liabilities 2,851 2 836
Fees eamed on trust and other fiduciary activities where the group holds or invests assets on behalf of
IS cusiomers 710 723
Expense
Interest on financial instruments excluding interest on financial habilities held for trading or
designated at fair value 3,310 3727
Fees payable on financial assets or habthties not held for trading nor destgnated at fair value other
than fees inctuded in effective interest rate calculations on these types of assets and liabilities 502 502
Fees payable on trust and other fiduciary activities where the group holds or invests assets on behalf of
Its customers 2 2
Gains/(losses)
{Losses)/gains on disposal or settlement of loans and advances 1) 18
Gains/(losses) on financial habilities measured at amortised cost 1 5
Impairment of available-for-sale equity shares (26) (18)
Gain on disposat of assets held for sale - 8
(Losses)/gains on disposal of properly plant and equipment intangsble assets and non-financial
mvestments 7 17
Loan impairment charges and other credit nisk provisions
Net impairment charge on leans and advances (1,213) (1222)
Net impairment of available-for-sale debt secunties (29} {393)
Net impairment m respect of other credit nsk provistons (3} {8)
(1,245) {1623)
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7 Employee compensation and benefits

Total employee compensation

Wages and salaries
Social security costs
Post-employment benefits

Total'

1 Includes £436 miilion in respect of discontinued operations (2041 £555 muillon)

Average number of persons employed by the group during the year

UK Retal

Continental Europe Retail
Global Banking and Markets'
Private Banking®

Other'

Total

2012 2011
£m £m
3943 4053
512 557
334 (29}
4,789 4 581
2012 2011
38,761 41279
13,092 13 968
6,941 8143
4,183 5302
11,213 11321
74,190 80013

1 Employees included within Other are empioyees of Global Functions who provide services 1o a number of the group business

segments The 2011 comparatives mclude | 200 employees who were reassigned from Global Banking and Markets to Global

Functions

2 Includes an average of 3 395 employees in respect of disconunued eperations (2011 an average of 4 409 employees)

Post-employment benefit plans

Income statement charge

Defined benefit pension plans

- HSBC Bank {UK} Pension Scheme
- Other plans

Defined contnbuticn pension plans

Defined benefit healthcare plans

130

2012 2011
£m fm
106 (261)

35 35
186 190
327 (36)
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Defined benefit post-employment benefit plans

Net assets/(habihities) recogrised on balance sheet 1n respect of defined benefit plans

2012 2011

£m fm

Defined benefit pension plans 1,439 1204
- HSBC Bank (UK) Pension Scheme 1619 1444
Fawr value of plan assets 17,999 17 183
Present value of defined benefit obhigations (16,380} {15 739)
~ Other plans (180) (240
Farr value of plan assets 298 728
Present value of defined benefil obligations (482) 972)
Effect of himut on plan surpluses - -
Unrecogrused past service cost 4 4
Defined benefit healthcare plans (139) (158)
Fair value of plan assets - -
Present vatue of defined benefit obligations (139) (158)
Unrecogrused past service cost - -
Fair value of plan assets 18,297 17911
Present value of defined benefit obligations (17,001) {16 869)
Effect of hmit on plan surpluses - -
Unrecogrused past service cost 4 4
1,300 1046

Retrernent benefit habilites (319) (398)
Reurement benefit assets 1,619 1444

Pension plans

The extant plans are funded defined benefit plans with assets held in trust or similar funds separate from the group
The plans are reviewed at least annually or in accordance with local pracuce and regulations by qualified actuanes
The actuanal assumptions used to calculate the defined benefit obligations and related current service costs vary
according to the economuc conditions of the countries in which the plans are situated

Defined benefit pension arrangements for bank employees who are members of defined benefit pension plans as well
as certam other employees of the group and HSBC, are provided principally by the HSBC Bank (UK) Pension
Scheme (the Scheme’), the assets of which are held 1n a separate trust fund The Pension Scheme 15 admirustered by
a corporate trusiee HSBC Bank Pension Trust (UK) Limited (the Trustee’), whose Board 1s compnised of 13
Durectors, four of whom are elected by employees and two by pensioners The Trustee Directors of the Pension
Scheme ate required to act in the best interest of the Scheme's beneficianes

Healthcare benefit plans

The group provides post-employment healthcare benefits under plans m the United Kingdom, which are unfunded
Post-employment healthcare benefit plans are accounted for in the same manner as pension plans The plans are
reviewed at least annually or im accordance with local practice and regulations by qualified aciuanies The actuanal
assumptions used to calculate the defined benefit obhgauon and related current service cost vary according to the
economic conditions of the countries i which they are situated The group s total healthcare cost for the year was £7
million (2011 £7 mlhon}
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Post-employment defined benefit plans’ principal actuarial assurnptions

The principal actuanial financial assumptions used to calculate the group’s obhigations under its UK defined benefit
pension and posi-employment healthcare plans at 31 December were as follows These assumptions will also form
the basis for measunng peniodic costs under the plans in the following year

Rate of
merease for
pensions 1n
payment and Healthcare
Discount  Inflation deferred  Deferred Rate of pay cost trend
rate rate pensions revaluation  Increase rates
% % % % % %
2012 450 310 290 230 360 660
2011 4 80 320 310 225 370 720

The group determines the discount rates to be applied to 1ts obligations 1n consultation with the plans’ local actuaries
on the basis of the current average yield of high quality (AA rated or equivalent) debt instruments, with matuntes
consistent with those of the defined benefit obligations

The mortality tables and average hfe expectancy at 65 1n the UK used at 31 December were as follows

Life expectancy at Life expectancy at
age 65 for a male age 65 for a female
Mortality table member currently member currently

Aged 65  Aged 15 Aged65  Aged 45

2012 SAPS SI' 239 256 252 271

2011 SAPS MC' 225 243 235 253

1 Adjusted SAPS S1 with CMI_2011 improvements and a 1 25 per cent long-term annual improvement Light table with 1 01 raung for
male persioners and 1 02 raang for female pensioners (2011 Adjusted SAPS MC with medium cohort improvemenis and a 1 per

cent munimum annual improvement Light table with { 08 rating for male pensioners and standard table with 1 06 rating for female
penstoners)

Actuanal assumption sensitivities

The discount raie 1s sensitive to changes in market conditions ansing durnng the reporting period The mortahty rates
used are sensiive 1o experience from the plan member profile The following table shows the effect of changes in
these and the other key assumptions on the principal plan
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HSBC Bank (UK) Penston

Scheme
2012 2011
fm im

Discount rate
Change 1n pension obligation at year end from a 25bps mcrease (737) (633)
Change 10 pension obligation at year end from a 25bps decrease 789 675
Change 1n following year penston cost from a 25bps increase’ (48) 1
Change 1n following year pension cost from a 25bps decrease’ 46 (1}
Rate of inflation
Change n pension obligationt at year end from a 25bps increase 545 663
Change mn pension ebligation at year end from a 25bps decrease (521) (632)
Change i following year pension cost [rom a 25bps increase 29 37
Change 1n following year pension cost from a 25bps decrease (29) (39)
Rate of increase for pensions 1n payment and deferred revaluation
Change tn pension obhigation at year end from a 25bps increase 445 566
Change wn pension obligation at year end from a 25bps decrease {428) (543}
Change in following year pension cost from a 25bps increase 21 28
Change 1n following year pension cost from a 25bps decrease (22) @n
Rate of pay increase
Change 1n pension obligation at year end from a 25bps increase 108 160
Change 1n pension obligation at year end from a 253bps decrease £107) {155)
Change in following year pension cost from a 25bps ncrease 8 12
Change 1n following year pension cost from a 25bps decrease {9) (10
Investment return
Change n following year pension cost frem a 25bps increase’ 42)
Change in following year pension cost from a 25bps decrease’ 43
Mortality
Change 1n pension obligation from each additional year of longevity assumed 410 400

1 The change in the following year pension cost from a 25bps increase/decrease was calculated 1n accordance with JAS 19 revised
which will be adopied from I January 2013 The comparative numbers were calculated i accordance with the accountng policy set
out 1n Note 1(t)

The following table shows the effect of changes m the mortality rates on defined benefit pension plans other than the
principal plan

Other Plans
2012 2011
£m fm
Change 1n pension obligation from each additional year of longevity assumed 9 9

Defined benefit pension plans
Value recogmsed on the balance sheet

HSEBC Bank (UK) Pension Scheme

2012 2011
Expected rates Expected rates of

of return Value Teturn Value

% im % fm

Farr value of plan assets 17,999 17 183
Equities 71 2412 T2 2 061
Bonds 40 13,729 41 13 351
Property 67 980 67 985
Other 3o 878 28 786
Defined benefit obhigauon (16.380) {15 739)
Net asset/(Liability)! 1,619 1444
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Other plans
2012 2011
Expected rates Expected rates of
of return Value retum Value
%% im % im
Farr value of plan assets 29§ 728
Equtties 62 43 70 176
Bonds 49 122 35 307
Property 37 10 51 3
Other 62 123 55 211
Defined benefit obhigation (funded) {482) (972)
Present value of funded obligations (328) (845)
Present vatue of unfunded obligations (154) {127)
Effect of iimit on plan surptuses - -
Unrecogmsed past service cost 4 4
Net Latulity' {180) (240)

! £1605 mullion of the ner asset for defined benefit pension plans relates to the bank (2011 net assets of £1 430 muilion)

The principal plan has entered into denivative transactions with the bank to manage the nisks ansing from us
portfolio These dervatives comprise interest rate (London Interbank Offered Rate - *LIBOR’} swaps and inflation
(UK Retail Prices Index - *RP1) swaps Under the terms of these swaps, the plan 1s committed to making LIBOR-
related interest payments tn exchange for cash flows paid into the Scheme based on a projection of the future benefit
payments to the Scheme members Further details of these swap arrangements are included 1n Note 42

Net liability under defined benefit pension plans

2012 2011
HSBC Bank HSBC Bank
{UK) Pension {UK) Pension
Scheme Other plans Scheme Other plans
Fair value of plan assets
Iim fm £m im
At ! Janvary 17,183 728 14 317 738
Expected return on plan assets 786 29 827 36
Normal contributions by the group 150 47 194 19
Special contributions by the group - - 184 -
Contnibutions by employees 23 9 z1 12
Expenence gains/(losses} 429 16 2 146 (39)
Benefits pad (572) (27) {506} (29}
Disposal of subsidianes - {490} - -
Exchange differences - (14 - ]
At 31 December 17,999 298 17 183 728
FPresent value of defined benefit obligations
At 1 January 15,739 972 14 712 92
Current service cost 149 37 157 38
Interest cost 743 25 769 30
Contnbunons by employees 23 9 2i 12
Actuanal (gams)/losses 208 71 946 32
Benefits paid {572) (43) {506) (43
Past service (credit)/cost - vested immediately - 2 (360) 3
Disposal of subsidiaries - (570} - -
Exchange differences - (21) - (12}
At 31 December 16,380 482 15 739 972
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The actual return on plan assets for the year ended 31 December 2012 was a positive return £1 260 milion (2011
posiirve return of £2 970 million) The group expecis to make £172 mithion of normal contnbutions 1o defined benefit
penston plans duning 2013

Total expense recognised in the income statement in ‘Employee compensation and benefits’

2012 2011

HSEC Bank HSBC Bank

(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
im £m £m im
Current service cost 149 37 157 38
Enterest cost 743 25 769 30
Expected return on plan assets (786) (29) (827) (36)
Past service (credit)/cost ~ 2 (360) 3
Total (gan)/ expense 106 35 (261) 35

Total net actuanal gains/(losses)

Total net actuaral losses recogmised 1 other comprehensive income since transition to [FRSs are £406 million The
total effect of the himit on plan surpluses recogmsed within actuanal gains or losses 1n other comprehensive income
during 2012 was rl {2011 gain of £5 mullion)

Trienmal valuation

UK regutation requires pension schemes be valued formally every three years and a funding plan agreed between the
trustee and scheme sponsor The most recent trienmal actuanial valuation of the UK Scheme performed by the
Scheme Actuary on behalf of the Trustee has been carned out as at 31 December 2011 At that date, the market value
of the Scheme s assets was £17 2 billion The market value of the plan represented 100 per cent of the amount
expected to be required on the basis of the assumptions adopted, 1o provide the henefits accrued to members after
allowing for expected future increases 1n earmings, and resulted 1n neither surplus nor deficit The method adopted for
this valuation was the projected umt method

The expected cash flows from the plan were projected by reference to the UK Retail Prices Index { RPI ) swap
break-even curve a1 31 December 2011 Salary increases were assumed (o be 0 5 per cent per annum above RPI and
inflationary pension increases, subject to a minimum of 0 per cent per annum and a maximum of 5 per cent per
annum (maximum of 3 per cent per annum 1n respect of service accrued since 1 July 2009} were assumed to be n
hine with RPI The projected cash flows were discounted at the LIBOR swap curve at 31 December 2011 plus a
margin for the expected return on the imnvestment strategy of 160 basis points per annum

The mortality experience of the Scheme’s pensioners over the three year peried since the previous valuation was
analysed and the mortahty assumpuon set on the basis of the expenience in the six years 2006-2011, using the SAPS
S1 senies of tables with adjustment for the speaific mortality expenence of the Scheme Allowance for future
improvements in longevity was made 1n line with the medum cohort effect with a long-run rate of improvements of
2 0 per cent for males and 1 5 per cent for females

Based on there being no deficut, no Techmcal Provisions Recovery Plan 1s required and the schedule of future
funding payments agreed after the 2008 actuanal valuation was dissolved

General Framework

The bank and the trustee have developed a general Framework, which, over ime, will see the Scheme’s asset strategy
evolve to be less nisky and further aligned to future cash-flows referred to as the Target Matching Portfolio (TMP)
Evolution to the TMP can be achieved by asset returns in excess of that assumed and/or addiional funding In
February 2013 the bank agreed to make three General Framework contributions of £64 mllion in each of the next
three calendar years commencing 2013
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Investment Performance

After the 2008 tnenmnral valuatton, the bank considered that the agreed Techmical Provisions Recovery Plan together
with mvestment returns at an expected level of 240 basis points above the LIBOR swap curve would be sufficient to
meet the deficit as at 31 December 2008 over the agreed period to 2018 The bank also agreed wath the Trustees that
at each subsequent actuarial valuation, any shortfall 1n investment returns relative to this expected level, subject to a
maxtmum of 50 basis points per annum, would be eliminated by payment of equal cash instalments over the
remarning years to the end of the recovery plan period

Although the 2011 tnennial disclosed no deficit and no Techmical Provisions Recovery Plan 1s required the bank and
Trustees have agreed to maintain this investment performance underwnting agreement The investment performance
will be assessed every three years with an end date of 2017 Any payments due would only be payable if a Technical
Provisions deficit 1s present at the reference date

Ongoing contributions

The bank 15 also making ongoing contrtbutions to the Scheme 1n respect of future benefit accrual for defined benefit
section members Since Aprl 2010, after completion of the 2008 trienmal valuation, the bank has paid contributions
at the rate of 34 per cent of pensionable salanes

Following the completion of the 2011 trienmal valuation, the bank will pay contnbutions at the rate of 43 per cent of
pensionable salaries (less member contributions) from 1 April 2013 An additional employer contribution wall be
pawd on or before 30 Apnl 2013 equal to 9 per cent of pensionable salanes, 1n respect of the peried 1 January 2012 10
31 March 2013

Solvency position

As part of the 31 December 2011 valuation, calculations were also carried out as to the amount of assets that might
be needed to meet the liabihties if the Scheme was discontinued and the members’ benefits bought out with an
nsurance company (although 1n pracuce this may not be possible for a plan of this size) or the Trustee continued to
run the plan without the support of the bank The amount required under this approach was esumated to be £26,200
million as at 31 December 2011 In estimating the solvency position for this purpose, a more prudent assumption
about future mortality was made than for the assessment of the ongoing position and 1t was assumed that the Trustee
would alter the investment strategy to be an appropnately matched portfolio of cash and interest and inflation swaps
An exphat allowance for expenses was also included

Special contribution Decermnber 2011

In December 2011 HSBC Bank plc made a US$286 m:lhon (£184 million) special contribuion to the Scheme
Following the contnbution, the Scheme purchased asset-backed secunties from the group at an arm’s length value
determined by the Scheme’s mdependent third party advisors

Future accrual

In January 2013, as part of a wider review of employee benefits, the bank announced a proposal to cease future
accrual of service for acuve members of the Defined Benefit Section with effect from 30 June 2014 Under the
proposals, all active members of the Defined Benefit Sectton would become deferred members from 30 June 2014
and will become members of the Defined Centribution Section from 1 July 2014 From that date, active members
would be treated 1n the same way as deferred pensioners

The valuation of the Scheme’s defined benefit obligation 1s sensitive to changes 1n actuanal assumptions, as outlined
above The proposed removal of future salary escalation from the pay assumptions 1s estimated to reduce the defined
benefit obligation by approximately £0 2 billion The proposed change in membership status from acuve to deferred
alters the underlying inflation assumption for indexation from RPI to CPl and 1s estimated to reduce the defined
benefit obligation by a further £0 3 tullion The proposed cessation of the Scheme to provide 1ll-health benefits to
members to be covered by insurance policies provided by the bank under these proposals, 1s estimated to reduce the
defined benefit obligation by £0 3 bithon

The consultation pened for these proposals ends and a final decision 15 expected to be made 1n the second quarter of
2013 at which ime a past service credit will be recogmised in the income statement

The future impact from these proposed changes on the mncome statement 15 dependant primarily on the level of
pension contributions made by the bank and employees to the Defined Contribution Section, the final outcome of
which remains uncertain In all reasonably hikely scenarios, the net umpact on earmings over ime 1s not expected to be
materal
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Summary
HSBC Bank {UK) Pension Scheme
2012 2011 2010 2009 2008
£m im fm fm fm
Defined benefit obligation (16,380) (15739} {14 712) (13 262) (10 460)
Farr value of plan assets 17,999 17183 14 317 10 908 10191
Net surplus/{deficit} 1,619 1444 (395) (2 354) {269)
Experience losses on plan habilites 548 (240} (207) (143) (7)
Experience gains/{losses) on plan assets 429 2 146 1150 424 (1 643)
(Losses)/gamns from changes 1n actuanal assumptions (846) (706) {717) (2718) 1671
Total net actuanal gans/(tosses) 131 1200 226 (2,437} 21
Other plans
2012 2011 2010 2009 2008
fm £m im im £m
Defined benefit cbhgation (482) {972) (912) {805) (889)
Fair value of plan assets 298 728 738 649 617
Effect of limit on plan surpluses - - (5) {21) -
Net deficit (184) (244) (179) {177) (272)
Exper:ence gains/(losses) on plan liabilibes (3) (6) 11 15 (6)
Expertence {losses)/gains on plan assets 16 (39) {4) 41 (130)
{Losses)/gains from changes 1n actuarial assumptions (68) {26) {61) 25 {47
Total net actuanal gans/(losses) (53) (71) {54) [:1] {183)

Directors’ emeluments

The aggregate emoluments of the Directors of the bank, computed 1 accordance with the Compames Act 2006 as
amended by statutory instrument 2008 No 410, were

2012 2011

1000 £000
Fees' 1,087 652
Salaries and other emoluments 2,266 2,0
Bonuses 5,2042 57333

8,647 8 476
Vesting of Restricted Share Plan awards 873 1528

i
2

One

Fees included fees paid to non-executive direclors

Awards made to executive Directors in respect of 2012 performance comprise a mixture of cash and HSBC Holdings plc ordinary
shares The amount shown 15 comprised of £827 306 i cash 1 146 459 i deferred cash (vesting mn full after five years) £764 306 1n
Restricted Shares with retention and £1 146 459 in deferred Restricted Shares (vesting 1n full alter five years) issued under the HSBC
Share Plan 2011 and £1 409 627 1n1 deferred Resuricted Shares 1ssued under schedule 4 of the HSBC Share Plan 2011 (Group
Performance Share Plan ('GFPSP }) GPSP awards normally vest i full after five years subyect to the Director remarmning an
employee on the vesting date Any shares (net of tax) which the Director becomes entitled 1o on the vesting date are subject to a
retention requirement uniil cessation of employment

Awards made to executive Directors i respect of 2011 performance comprise a muxture of cash and HSBC Holdings pic ordinary
shares The amount shown 1s comprised of £346 973 in cash £461 960 1n deferred cash (vesting annually over a three-year period)
L1274 527 n Restricted Shares and £1 811 792 i deferred Resiricted Shares (vesung annually over a three-year period) 1ssued
under the HSBC Share Plan 2011 and £1 737 719 in deferred Resiricied Shares issued under schedule 4 of the HSBC Share Plan
2011 (Group Performance Share Plan { GPSF }) GPSP awards normally vest in full after five years subject to the Director
remaining an employee on the vesung date Any shares (net of tax) which the Director becomes entitled to on the vestng date are
subject to a retention requirement until cessation of employment

Director exercised share opuons over HSBC Holdings plc ordinary shares during the year

Awards were made to five Directors under long-term incentive plans in respect of qualifying services rendered 1n
2012 {2011 five Directors) During 2012, three Directors received shares in respect of awards under long-term
meentve plans that vested during the year (2011 five Directors)

Retirement benefits are not accruing to any Pirectors under a defined benefit scheme and are accruing to five
Directors under money purchase schemes 11 respect of Directors’ quahfying services Contnbutions of £238 467

were made during the year to money purchase arrangements n respect of Directors quahfying services (2011
£202 942)
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In addition, there were payments under retirement benefit agreements with former Directors of £783 293 (2011
£795,269), inclucing payments n respect of unfunded pension obligations to former Dhrectors of £664 825 (2011
£666,152) The provision as at 31 December 2012 1n respect of unfunded pension obligations to former Directors
amounted o £11,532,388 (2011 £10682,217)

Duscretionary bonuses for Directors are based on a combinatton of individual and corporate performance and are
determined by the Remuneration Commuttee of the bank's parent company, HSBC Holdings plc The cost of any
condtional awards under the HSBC Share Plan 2011 are recogmsed through an annual charge based on the fair value
of the awards, apportioned over the penod of service 1o which the award relates Details of the Plans are contained
within the Directors’ Remuneration Report of HSBC Holdings ple

Of these aggrepate figures, the following amounts are attnbutable to the highest pad Director

2012 2011

£000 £000
Fees - -
Salanes and other emoluments 666 665
Bonuses 2,741 2 768°

I Awards made 1o the fughest pard Director m respect of 2012 performance comprise a misture of cash and HSBC Holdings pic
ordinary shares The amount shown 1s comprised of £340 235 in cash £510 351 in deferred cash (vesing in full after five years)
£340 235 w1 Restricted Shares with refentton and £510 353 1n deferred Restricted Shares (vesting in lull alter five years) issued under
the HSBC Share Plan 2011 and £1 040 000 in deferred Restricted Shares issued under schedule 4 of the HSBC Share Plan 2011
(Group Performance Share Plan)

2 Awards made to the highest pawd Director i respect of 2011 performance will be delivered 1n HSBC Holdugs pic ordinary shares
The amoumt shown 1s compnised of £717 113 i Restricted Shares and £1 075 670 i deferred Restricted Shares (vesting annually over
a three-year period) 1ssued under the HSBC Share Plan 2011 and £975 000 in deferred Restricted Shares 1ssued under schedule 4 of
the HSBC Share Plan 2011 (Group Performance Share Plan)

The highest paid Director received 111,557 shares, 1n respect of qualifying services, as the result of awards under
long-term incentive plans that vested during the year The highest paid Director exercised 1,105 share ophions over
HSBC Holdings plc ordinary shares during the year

Pension contributions of £151,650 were made by the bank 1n respect of services by the hughest paid Dhrector during
the year

8 Auditors’ remuneration

2012 2011

£m fm

Audui fees payable to KPMG' 93 99
Audu fees payable to non-KPMG enuties 06 07
Total auditors remunerationt 99 10 6

1 Fees payable to KPMG for HSBC Bank plc s statutory audit and the audit of the bank s subsidraries
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The following fees were payable by the group to the group's principal auditor KPMG Audit Plc and us associates
{together 'KPMG’)

2012 2011
£m im

Audut fees for HSBC Bank plc statutory audut! 31 31
- fees relaung to current year 28 24
- fees relating to prior year 03 07
Fees for other services provided to the group 120 153
- audut of the group s subsidianes pursuant to legaslation? 61 68
- audtt-related assurance services’ 16 67
- audit of pension schemes associated with the group 01 -
Tax services
- taxation compliance services 01 02
— taxation advisory services 03 05
Other services
- services relaung to informaton technology - 01
- all other services 08 10
Total fees payable 151 18 4

I Fees payabie to KPMG Audit Pic for the statutory audit of the consolidated financial statements of the group and the separate
financial seatements of the HSBC Bank pic They exclude amounts payable for the statutory audrt of the bank s subsidiaries whuch
have been included 1n Fees payable to KFMG for other services provided to the group

Including fees payable to KPMG for the statutory audit of the bank s subsidiarres

Inciuding services for assurance and other services that relate {o statutory and regulatory filings mcluding comfort letters and
mierim reviews

Wty

Fees payable to KPMG for non-audit services for HSBC Bank plc are not disclosed separately because such fees are
disclosed on a consolidated basis for the group

9 Share-based payments

Income statement charge

2012 2011

£m Im

Restncted and performance share awards’ 244 298
Savings-related and other share option plans 27 30
Equuty-settled share based payments’ 271 328

1 Restricted share awards include awards granted under the Group Performance Share Plan { GFSP )
2 This charge which was computed from the fair values of the share-based payment transaction when contracted arose under
employee share awards made 1 accordance with HSBC s reward struciures (discussed further belos)

The share-based payment income statement charge 1s recogrused 1n wages and salanes (Note 7)

Deferred share awards

Included 1n the mcome statement charge above 1s £230m relaung to deferred share awards (2011 £311m) The
following table 1dentifies the years 1n which these awards were, or are expected to be, granted It also shows the
expecied charge 0 be recogmsed 1n future years i respect of awards granted m current and prior years and awards
expected to be granted in the future

Income statement impact of deferred share awards on current and future years

Charge recognised 1n 2012 Charge expected to be recogntsed 1n 2013
in respect of performance year or later in respect of performance year
2012 Pre-2012 Total 2012 Pre-2012 Total
im im fm fm £m £m
HSBC deferred share awards 62 168 230 70 63 133
Charge recogmsed in 2011 Charge expected to be recognised in 2012
in respect of performance year or later in respect of performance year
2011 Pre 2011 Total 2011 Pre 2011 Total
im fm fm im £m im
HSBC deferred share awards 20 291 31 83 193 276
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HSBC Share Awards

Restricted share awards
The pohcy with respect 1o these awards 15

¢ vesung of the awards 15 based on continued employment with HSBC of between one and five years from the date
of award,

s shares are awarded without corporate performance conditions, and
e certain shares are awarded subject to a retention requirement

The purpose of these awards 15 to reward employee performance and potential, o ard recriitment and retention, &nd
to part-defer annual bonuses

Performance Share awards
The policy with respect to these awards 1s

o vesung of the awards 1s based on three independent performance measures (HSBC's relauve Total Shareholder
Return ("'TSR’) (40%), economic profit (40%) and growth 1n HSBC earmings per share { EPS’) {20%)}) and an
overriding “sustained improvement judgement by the Group Remuneration Commuttee,

» performance conditions are measured over a three year period and reviewed annually, and

« awards are forfeited to the extent the performance conditions have not been met

The purpose of these awards 1s to align the interests of executives with the creation of shareholder value and
recogmse individual performance and potential and to reflect HSBC's relative and absolute performance over the
long-term, taking 1nto account an external measure of value creation a measure of the extent to which the return on
capntal invested 1n HSBC 1s 1n excess of a benchmark return and a direct measure of the profits generated for
shareholders

Movement on HSBC share awards

Restricted share awards Performance share awards’

2012 2011 2012 2011

Number Number Number Number

(000s) {000s) {000s) (000s}

Outstanding at 1 January 111,330 95 007 - 99
Addittons during the year 110,816 36 947 355 &0
Released in the year (104,792) (14 751} - 42y
Forfeuted 1n the year (5.931) (5873) - (137)
Transferred (23,993) - - -
Quistanding at 31 December 87,430 111 330 355 -
Weighted average farr value of awards granted {£) 402 619 556 647

1 Addmons during the year comprised reinvested dividend equivalents
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HSBC Share Option Plans

Savings-related share option plans

The pohicy with respect to these options 1s

savings contract or within six months following erther the thurd or fifth anmversanes of the commencement of
three-year or five-year contracts respectively, and

o the exercise price 1s set at a 20% (2011 209%) discount to the market value immediately preceding the date of
mnvitaton

« the options are exercisable within three months following the first anmversary of the commencement of a one-year ‘
|
|

The purpose of these awards 15 to enable eligible employees to save up to £250 per month {or 1ts equivalent 1n euros)
with the option to use the savings to acquire shares, and to align the interests of employees with the creation of
shareholder value

HSBC Holdings Group Share Option Plan

The policy with respect to these options 15

» vesting of the opuions 15 based on achtevement of certain TSR targets, and
« the opuons are exercisable between the third and tenth anniversanes of the date of grant

The purpose of these awards was to provide a long-term incentive plan between 2000 and 2005, when certain HSBC
employees were awarded share options and to align the interests of those higher performing employees with the
creation of shareholder value

The table on page 142 shows the movement on HSBC share option plans duning the year

Calculation of fair values

Far values of share opuons/awards, measured at the date of grant of the option/award, are calculated using a Black-
Scholes model When modelling options/share awards with vesting dependent on HSBC's TSR over a penod the
TSR performance targets are incorporated into the model using Monte-Carlo simulation The fair values calculated
are inherently subjective and uncertain due to the assumptions made and the hmitations of the model used

Significant weighted average assumptions used to estimate the fair value of the options granted were as follows

Savings Related Share Option Plans
1-year plan 3 year plans 5 year plans

2012
Risk-free interest rate' (%) 04 06 12
Expected Life* (years) 1 3 5
Expected volaulity® (%) 25 25 25
Share price at grant date (£) 546 546 546
Savings-Related Share Option Plans

1-year plan 3 year plans 5-year plans
2011
Risk-free mnterest rate' (%) 08 17 25
Expected hife? (years) 1 3 5
Expected valaulity’ (%) 25 25 25
Share price at grant date (£) 637 637 6 37
1 The risk free rate was determned from the UK gults yreld curve for certain Savings Related Share Opuon Plans including the UK

Plans A sumlar yreld curve was used for the other Savings-Related Share Option Schemes

2 The expecled hife of options depends on the behaviour of optron holders wiich 1s incorporated into the opuon model on the basis of
historical observable dala and is not a single input parameter but a lunction of various behavioural assumpiions

3 Expected volanhity 1s estimated by considering both historic average share price volaulity and implied volatiny derived from traded
options aver HSBC shares of similar maturity to those of the employee options
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The expected US dollar denominated dividend yield was determuned to be 4 5 per cent per annum n line with
consensus analyst forecasis (2011 4 5 per cent)

Movement on HSBC share option plans

Savings related share HSBC Holdings Group
option plans share option plan !
Number WAEP Number WAEP
(000s) £ (000s) £
2012
Outstanding at 1 January 71,526 382 41,836 6 B6
Granted during the year 21,945 443 - 000
Exercised during the year (26,066} 332 (80) 602
Transferred dunng the year (1,938) 44 {934) 677
Forfetted and exprred during the year (9.348) 574 (565) 693
Outstanding at 31 December 56,119 422 40,257 687
Weighted average fair value of options granted dunng the
year (£} 122 -
Weighted average share price at the date the options were
exercised (£) 555 578
At 31 December 2012 .
I
Exercise price range {£)
300-450 45,433 380 - - i
451-600 9,687 531 - -
601750 996 620 40,057 6 86
751-900 1 754 200 774
901-1050 4 908 - -
Of which exercisable 2,300 455 - -
Weighted average remaining contractual hfe {years) 201 -
2011
Qutstanding at 1 January 70536 37 42 698 686
Granted dunng the year 8455 509 - -
Exercised during the year (1 646) 523 313 605
Transferred during the year - - 144 717
Forfeited and expired dunng the year (5819 500 (693) T77
Outstanding at 31 December 71 526 382 41 B36 6 86
Weighted average fair value of options granted during the
year (£) 165 -
Weighted average share price at the date the opttons were
exercised (£) 540 593
At 31 December 2011
Exercise pnce range (£)
3006-4350 54 §80 330 - -
451-600 15275 534 - -
601 -750 2026 640 41 639 686
751-900 43 769 197 776
901-1050 2 908 - -
Of which exercisable 1976 630 - - |
Weighted average remaining conractual bfe (years) 908 -

1 Weighted Average Exercise Price
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Pre-IFRS 2 awards

Detailed below are the share-based payment awards made before the date of applicanon of IFRS 2 on 7 November
2002 and therefore not accounted for within the balance sheet or iIncome statement

The HSBC Holdings Group Share Option Plan

Outstanding at 1 January
Transferred in the year
Expired in the year

Outstanding at 31 December' 2

2012 2011
Weighted Weighted
averape average
exercise exercise
Number price Number prce
(000's) £ (000 s) £
15,022 731 28135 744
(50) 713 (36) 69t
(14.669) 732 (14 077) 759
303 6 50 15022 731

1 The above includes the bank employee awards of 7 692 481 options cutstanding at I January 2012 (2011 14 767 030) and
35 000 opuons outstanding at 31 December 2012 (2011 7 692 481}

2 The weighted average exercise price for bank employees was £ 7 32 at 1 January 2012 (2011 £7 45} and £6 50 at 31 December 2012

{2011 £732)

The number of options and weighted average exercise price for options outstanding at the balance sheet date

analysed by exercise price range were as follows

The group

Exercise price range (£)

Number (000 s}
Weighted average exercise price (£)
Of which exercisable

- number (000 s)

- weighted average exercise pnice (£)

The bank

Exercise price range {£)

Number (000 s)
Weighted average exercise price (£)
Of which exercisable

- number {000 s}

- weighted average exercise pnce (£)
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2012 2011
£5 56-£6 50 £6 51-£8 40 15 56-£6 50 £6 51-£8 40
303 315 14707
650 6 50 732
303 315 14707
650 650 732
2012 2011
£5 56-£6 50 £6 51-£8 40 £5 56-£6 50 £651-£3 40
35 - 35 7657
650 - 650 732
35 - 35 7657
650 - 650 732
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10 Tax expense

2012 2011
£m m
Current taxation
UK corperation tax charge — on current year profit 172 232
UK corporation tax charge - adjustments i respect of prior years (312} 18
Overseas tax - on current year profit 389 330
Overseas tax - adjustment 1n respect of prior years (3) 1
246 581
Deferred taxation
Onginaton and reversal of temporary differences (381) 134
Effect of changes 1n the tax rates 30 {18}
Adjustment i respect of prior years (51) 17
(402) 153
Total tax (credited)/charged to the income statement (156) 734

The UK corporation tax rate applying to HSBC Bank plc and its subsidiaries was 24 5 per cent (2011 26 5 per cent)
Qther overseas subsidiaries and overseas branches provided for taxation at the appropriate rates 1n the countries in
which they operate

The following table reconciles the tax expense which would apply 1f all profits had been taxed at the UK corporation

{ax rate
2012 2011
Percentage of Percentage of
overall tax overal! tax
charge charge
fm % fm %
Taxation 21 UK corporation tax rate of 24 5% (2011 26 5%) 556 215 824 265
Effect of taxing overseas profit at different rates 59 26 ) (01
Non taxable income and gains subject to 1ax at a lower rate {49) 22) (118) 37
Deferred tax temporary differences not provided 6 03 11 04
Permanent disallowables 18 08 17 05
Changes in tax rates 30 13 (18) (0 6)
Local taxes and overseas withholding taxes 70 i1 27 09
Other 1items (63) (28) Mn {1 4)
Tax loss received for no consideration (98) 43 - -
Adjustment in respect of prior years (366) (16 1) 36 11
Recycling of foreign exchange revaluation reserve on sale of
HSBC Private Banking Holdings (Suisse} SA (319) (14 1} - -
Total tax (credited)/charged to the income statement (156) 69) 734 236

The effective tax rate ("ETR") for HSBC Bank plc normally falls within a range of 22 per cent to 25 per cent In 2012
the ETR would have been within that range at 23 3 per cent except for the impact of specific non-recurnng ttems
Adjustment m respect Lo prior years and non-taxable mcome on the sale of HSBC Private Banking Holdings (Suisse)
SA reduces the 2012 ETR by 16 1 per cent and 14 1 per ceni respecuvely The adjustment in respect of pnior years
includes items on which HSBC Holdings plc has agreed to assume the bank's hability as pan of a settlement with the
UK tax authorities and a tax recovery tn respect of European dividends following a recent favourable ruling by the
European Court of Justice The amount of foreign exchange revaluation reserve recycled through the Income
Statement following the sale of HSBC Pnvate Banking Holdings (Swisse} SA of £1 258 million which 15 not taxable
also reduced the ETR As a result of these one-off items the ETR for the year was a credit of 6 9 per cent
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Movement of net deferred tax assets/(habilities) before offsetting batances wathin countmes

The group

Assets. .. -
Liabllities

At January 2012

Income statement
Other comprekensive income
available-for sale investments
cash flow hedges
actuarial mevements
Equity
share-based payments
Acquisltions and disposals ..
Foreign exchange and eiher adjusiments

Assets
Luabilicies

At 31 December 2012 .

Loan Property  Avaulable- Goodwill

Revrement impairment Usused tax  plant and for sale  Cash flow Share bated Assets leased Revaluaton and
benefits  allowances losses  equipment investments hedges  payments to customers of property  Intangibles. Other Total
im im im £m im im im im im £m fm
- 53 7 103 61 - 90 - - - - 319
8N - - - - an - [159) 2y - 09 {445
(37 58 7 103 61 an 90 (159} n - 99) (126)
(122) (3 304 5 2) - (31} 191 H 42 16 402
- - (20} - (103 - - - - - - (123}
- - - - - m - - - - - m
3) - - - - - - - - - - (3
- - - - - - 18 - - - - i8
1) 25 3 {1y 18 2 1) 1 B 22) 12 L]
(156} 22 287 4 [C1)] (5) {14} 192 10 20 23 301
- 80 294 108 3 - K] 13 - 20 10 636
(243} - - {1 61} a2 - - (13 - @31} {481)
(243} B0 M 107 {26} (82} 76 33 {13) 20 {1} 175
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Movement of net deferved tax assets/(habnlines) before offsetung balances within countries

The group

Assels
Liabihves

At | January 2011 e

Income statement

Other comprehensive income
avadable-for sale mvestments
cash flow hedges - -
actuaral mavements

Equury
share based payments

Acquisitions and disposals

Focegn exchange and other adjustments

Assets
Liabitines

A131 December 2011

Loan Property Available

Retirement  impaiement  Unused 1ax plant and forsale  Cashflow Share-based Assets leased Revaluauon
benefits  allowances losses  equipment  Investments hedpes. payments 5o customers  of property Qther Total
im im im im m fm Lo im fm im im
334 52 4 60 7 - 76 - - - fpxs
- b - 1$)] (i 59 - (194} (22) {170 (457}
334 52 4 59 4] {59) 76 (194) (22) {t70) 218
(260) [ - 4 F4 - (1) U - 22 (153)
- - - - 68 - - - - - 68
- - - - - (23) - - - - [F)]
{318) - - - - - - - - - (316)
- - - - - - 13 - - - 13
(45) - 3 - {5 5 2 ' (1) 49 9
(621) 1] 3 44 [] {18) 4 35 [{1] ! (402)
- 38 7 163 61 - 90 - - - 319
&n - ha - - on - (159) {23} (99) (445}
87) 38 7 13 6t (77} 90 (159) (23 9 {126)
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Movement of net deferred tax asseis/{habilities) before nffsetung balances within countries

The bank

Assets -
Liabdiies -

At 1 January 2012

Income statement

Othes comprehensive income
availzble-for sale invesiments
cash flow hedges -
actiarial movements

Equity
share based payments

Foreign exchange and other adjusiments

Assets -
Liabulites

At 31 December 2012

Loan Property  Avalable- Goodwill
Retpement imparment Unusedtax  plam and for sale  Cashflow Skhare based and
benefits  allowances losses  equipment investments bedges  payments miangibles Other Total
im im L £m £m im im Im
- 26 - 101 - - % - 35 213
(138) - - - - “n - - - (185)
(138 Fad - 101 - N 7% - 35 53
(1zz} ® 300 ] - - {32) 38 (13 169
- - 20) - 1 - - - L]
- - - - - w - - “
06 - - - - - - (18
- - - - - - 18 - 18
z - - ) - 1 - 1
{136) 8} 80 [} t 3) (4 38 {13 149
- 13 230 105 1 - &2 38 Zz 526
(214} - - - - (50 - - (324)
274} 13 280 105 1 50 62z 38 22 202
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Movement of net deferred tax assets/(habilities) before offsetung balances within countries

The bank

Assets
Liabilities

At L January 2011

Income stalement

Other comprehersive income
avaidable-for sale ivestmens  _
cash flow hedges -
actuarial movements

Equay
share based paymenis

Foreign exchange and other adjustments

Asses L, [
Lrbiuses

At 3t December 20F1

Loan Property Available
Retlrement Impairment plant and for sale Cash flow Share based

benefits allowances equipment investmens hedges payments Other Toal
Im {m im im fm fm Em £m

H9 35 58 - - Tl 55 668
- - - [0)] (50) - [t3] 153)

449 35 58 (1) {50 T 53 615
{258) L)) 4 - - @8 (18) {249)

- - - 1 - - - 1

- - - - H - - H

{331 - - - - - - (331)

- - - - - 1 - 13

2 - n - 1 - - 2
{587) [£)] 43 1 3 5 (18) (562}

- 26 01 - - 76 35 238
{138) - - - 4N - - (185)
(138) % 101 - “7 76 35 93
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After netng off balances within countries the balances as disclosed i the accounts are as follows

The group The bank
2012 2011 2012 2011
£m £m fm fm
Deferred tax assets 274 140 204 55
Deferred tax hahilities {99) (266) (2} 2
175 (126) 202 53

For the group, the amount of temporary differences for which no deferred tax asset 15 recogrused n the balance sheet
15 £708 mslhon (2011 £628 mullion) This amount 1s 1n respect of losses where the recoverability of potential benefits

15 itot considered hkely

For the bank, the amount of temporary differences for which no deferred tax asset ts recogmised in the balance sheet

15 ml (2011 ml)

Deferred tax 15 not recogmsed 1n respect of the group's mvestments i subsidiartes and branches where remittance 1s
not contemplated, and for associates and interests 1n joint ventures where 1t has been determined that no additional
tax will arise The aggregate amount of temperary differences associated wath such investments s mil (2011 ml)

Following the change tn the UK tax treatment of dividends on 1 July 2009, no UK tax 15 expected to arise on

distributions from group entities and no temporary difference exists except where withholding tax or other foreign
tax could anse on the investments No meamngful amount of tempaorary differences associated with such investments

can be disclosed

Dividends

12

HSBC Bank plc dividends to shareholders of the parent company were as follows

2012 2011
Dividends declared on ordinary shares £ per share Total £m £ per share Total £m
Second interim dividend in respect of previous year 025 200 115 915
First intenm dividend i respect of current year 072 575 100 800
Second interim dividend 1n respect of current year 251 2,000 - -
348 2,775 215 1715

2012 2011
Dividends on preference shares classified as equity £ per share Totat £m £ per share Total £m

Dividend on HSBC Bank plc non-cumalatve

third doellar preference shares 117 41 117 41
117 41 117 41
2052 2011
Coupons on capital secunities classified as equity £m £m
Coupon 1n respect of the first quarter of the year - 59
- 39

Discontinued Operations

Sale of HSBC Private Banking Holdings (Suisse} SA

In November 2012 the group sold HSBC Pnivaie Banking Holdings (Sutsse} SA to HSBC Holdings plc Prior to the
sale, the bank had acquired HSBC Private Bank (UK) Limited from HSBC Private Banking Holdings (Smisse) SA 1n
October 2012 HSBC Private Banking Holdings (Suisse) SA and xis subsidharies compnsed the majonty of the
Private Banking segment The segment was not a discontinued operation or classified as held for sale as at 31

December 2011 and the comparative statement of comprehensive income has been re-presented to show the

discontinued operation separately from continuing operations
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The profit from discontinued operations, before gain on disposal, of £316 mullion {2011 £375 milion) 1s attributable
entirely to the shareholders of the parent company Of the profit from continuing operations of £844 mllion (2011
£2,002 million), an amount of £803 miliion 1s attnbutable to the shareholders of the parent company

2012 2011
fm fm
Cash flows from (used in) discontinued operations
Net cash used in operating activities 14 {2 646)
Net cash from investing acuvies 2,323 6 525
Net cash from financing actvities - {8)
Net cash Mows for the year 2,337 3 871
Effect of disposal on the financial position of the group
Net assets (3,732)
Goodwll on consolidation (2,796)
Consideration recewved 6,535
Profit on disposal 7

13 Segment analysis

The factors used tn wdentifying the group’s reporting segments are discussed n Note 2(c) Operating Segments

The types of products and services from which each reportable segment derives its revenue are discussed 1n the
‘Report of the Directors Operating and Financial Review - Business segments’

Profit/{loss) for the year

Year ended 31 December 2012

Global
Continental Banlung  Global
UK Europe and Private Inter-
Retail Retall Markets Bankmg' Other’® segment Total
im fm fm fm £m £m £m
Net interest income 3738 1693 876 597 {43) 43 6 904
Net fee income 1789 790 616 383 3 - 3781
Net trading income 87 (29) I 554 254 )] 23) 1834
Other income 100 (83} 973 8 (936) (93) (31)
Net operating income before loan impairment
charges and other credit risk provisions 5714 2371 4,019 1,442 (985) (73) 12,488
Loan impairment charges and other credit nisk
provisions (651} (296) (280) (18) - - (1245)
Net operating income 5,063 2075 3.739 1,424 (985) (73) 11243
Employee compensaton and benefits (1007} 607) (1157) (357 (1 461) - (4 789)
General and administrative expenses® (3 147} (1080) (1897} (371} 1516 73 (4 906)
Depreciation and impairment of property plant and
equipment (3) (5 {5) (14) (333) - (366)
Amortisation and impawrment of intangible assets {97) {8) (34) (1) (37) - {179)
Total operating expenses (4.260) (1.698) (3.093) (943) (315) 73 (10,236)
Operating profit 803 377 646 481 {1,300} - 1,007
Share of profit i asseciates and jont veniures 3 (1} {4) (i) - - (3}
Profit before tax 806 376 642 480 {1,300} - 1,004

! In November 2012 the group sold HSBC Private Banking Holdings (Swisse} SA to HSBC Holdings plc The ownership of HSBC
Private Bank (UK) Lumuied remains withmn the group Included within the Global Private Banking reporung segment profit before tax
of £380 mulhon (2011 F453 milhon) relatng to discontinued operations

2 The reallocation and recharging of employee and other expenses incurred directly i the "Other reporting segment 15 shown 1
General and admristrative expenses
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Year ended 31 December 2011

Global
Continental Banking  Global
UK Europe and Privale Inter-
Retail Retal Markets Banking  Other’  segment Total
£m fm fm £m fm £m £m
Net interest income 3602 1775 1323 750 (93) (134} 7223
Net fee tncome 1,776 766 598 700 60 - 3900
Net trading income 54 (2) 1083 250 (N 158 1536
Other ncome 19 (90) 267 22 1 064 93) 1364
Net operating income before loan impairment charges
and other credit risk provisions 5626 2 449 3271 1722 1024 (69) 14 023
Loan impatrment charges and other credu nsk
PrOVISIONS {796) (212) (543} (72) - - {1 623)
Net operaung income 4,830 2237 2728 1 630 1024 (69) _ 12400
Employee compensation and benefits (1147) 665  {1224) {698) (847) - (4 581)
General and admimstrative expenses' (2,020 {1196)  {1558) {404) 951 69 (4 158)
Depreciation and impairment of property plant and
equipment (4) (39 (10) (19) (281} - (353)
Amortisation and impairment of ntangible assets (111) {23) (30) (1) (31} - (196)
Total operating expenses (3 282) (1923} (2822) (1122) {208) 69 (9 288)
Operatng profit 1548 314 (94) 528 &16 - 3112
Share of profit in assoctates and joint ventures 1)) - - - - - )
Profit before tax 1547 314 (94) 528 816 - 3111

1 The realiocation and recharging of employee and other expenses wcurred directly 1 the Other reporting segment 15 shown m

General and admimstrative expenses

Other mformation about the profit/(loss) for the year

Global
Continental Banking Global
UK Europe and  Private Inter-
Retail Retall Markets Banking Other  segment Total
fm £m fm fm fm £m £m
Year ended 31 December 2012
Net operaung income 5,063 2.075 3,739 1,424 {985) {73} 11,243
External 4,887 2,088 4,232 1,235 (1,199) - 11,243
[nier-segment 176 (13) {493) 189 214 {73) —
Year ended 31 December 2011
Net eperating income 4 830 2237 2,728 1 650 1024 (69) 12,400
Extemal 4 664 2174 3214 1450 898 - 12,400
Inter-segment 166 63 {486) 200 126 {69 -
Performance ratios
Global
Continental  Banking Global
UK  Europe and  Pnvate Inter-
Retasl Retall  Markets Banking Other  segment Total
fm fm £fm £m fm £m fm
Year ended 31 December 2012
Share of the group s profit before tax 806 376 642 480 {1,300) - 1,004
Cost efficiency ratio 7455%  T162% 7696% 65 40% - - 8197%
Year ended 31 December 2011
Share of the group s profit before tax 1547 314 (94} 328 816 - 31t
Cost efficiency ratio 58 34% 7852% 8627T% 6516%  2031% - 66 23%
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Balance sheet information

Year ended 31 December 2012

Loans and advances to customers {net)
Investment i assoclates and joint venture
Total assets

Customer accounts

Total abiities

Year ended 31 December 2011

Loans and advances to customers {net}
Investment in assoclates and joint venture
Total assets

Customer accounts

Total liabiliies

Other financial information

Global
Continental Banking  Global
UK  Europe and Pnvate
Retail Retail  Markets Banking
£m im £m fm

133,105 37,051 103,729 8,252

31 1 32 -

176,722 65,404 641318 12,101
158,061 35,387 121,730 9,250

. 164,397 61,420 632,331 12,033

123,102 35597 104,263 23600

28 4 34 1
166 510 59400 648202 68683
147 733 33546 107213 57465
155 924 57550 642807 65924

Net operating income by customer group and global business

Year ended 31 December 2052
Net operating income

External

Inter-segment

Year ended 31 December 2011
Net operating income

External

Inter-segment

Informauon by country

United Kingdom
France
Swizerland
Other countries

Total

Inter-
Other segment Total
£m fm fm
548 - 282685
- - 67
23,688 (103,752) 815481
458 324,886

18,439 (105,339) 783,281

452 - 288014

9 - 76
26458 (141283) 827970
172 346 129

21228 (147067) 796 366

Retail Globat
Banking and Banking Global
Wealth  Commercial ant  Private Inter-
Management Banhing Markets  Banking Other  segment Total
fm fm fm im fm fm im
4,657 2,481 3739 1424 (985) {73 11,243
4,282 2,693 4,232 1,235 (1,199) - 11,243
375 212) (493) 189 214 (73) -
4 603 2464 2728 1 630 1024 (69) 12 400
4470 2370 3215 1,450 895 - 12 400
133 94 (487} 200 129 (69) -

31 December 2012

31 December 2011

Exiernal net

External net

Operating Non-current Operanting Non-current
income' assets? ncome' assets?
£m £m fm fm

7031 3,921 8059 3455
1,727 6,243 1 600 6350

381 - 509 2597

2,104 499 2232 918
11,243 10,663 12 400 13 320

I Net operanng income 1s attributed to countries on the basis of the customers location
2 Non current assets consist of property plant and equipment goodwii! other imtangible assets and certain other assets expected (o be
recovered more than iwelve months after the reportng pertod

Analysis of financial assets and habslities by measurement basis

The following tables analyse the carrying amount of financial assets and habilities by category as defined n [AS 39

and by balance sheet heading
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The group At 31 December 2012
Finanoal — Denvauves Derivatives
assets and des:gnated designated
Designated Held to Available labilines at  as fair value 25 cash Mlow
Held for at fair maturity Loans and for sale amorbised hedpag hedging
trading value securities  receivables secunies tast  instruments  instrumeats Total
im im im im im £m im im fm
Fiancial assets
Cash and balances at centra! banks - - - - - 51613 - - 51613
Items in the course of coltection from other banks - - - - - 1861 - - 1961
Trading assets - 161 516 - - - - - - 161516
Financial assets designated at fawr value - 15387 - - - - - - 15387
Dertvatives - - 176 559 - - - - - - 1151 177,808
Loars and advances (o banks - - - 32286 - - - - 32286
Loans and advances to cuslomers - - - 282 685 - - - - 282 685
Financial invesimenis - - - - 71263 - - - 11 265
Other assets - - - - - 1269 - - 1,269
Actued income " PR - - - - - 2438 - 2435
Total financiat assers 3184075 15387 - 3149711 71 265 60278 85 161 801 225
Total non financial assels 14 256
Totat assets 815 481
Fuoancal habities
Depasits by banks - - - - - - - 39571 - - 39 571
Customer accounts - - - - - 324 B26 - - 324 886
Ttems in the course of transmission to other banks - - - - - 1017 - - 1017
Teading lratniuses - - 122 896 - - - - - - 122,856
Financial lobilties dessgnated at fanr value . . . - - 32918 - - - - - - 32918
Desivatives - - - 178,803 - - - - - 1.500 786 181 095
Debi secures n ssue - - - - - 401358 - - 40358
Other labilites - - - - - 6286 - - 5286
Actrgals - - - - - 2961 - 2061
Subordymated lablines - - - - - - - = 10 350 - - 10 350
Total financial libuites - “ 301 305 32918 - - - 425 429 1500 186 2338
Total nen fimancial iabilivies 20543

Total liabilhes.

783 281
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The group

Financlal assets

Cash and balances at central banks

[tems in the course of collection from other banks
Trading assets

Financal assets designated al fawr vatue
Derivatives

Loans and advances to banks

Loans and advances to customers -
Financial mvestments -
Onther asses

Actrued income

Total financial assets
Total non financial assets

Total assets - -

Financlal lahilwaes

Deposits by banks

Customer accounts

ltems wn the course of transmussion to other banks
Trading liabiliues

Financual Juzhidues designated a1 fau value
Derivatives . - -
Debit securimies In issue

Qther labiliies

Accruals

Subordinated liabulities

Toual firaneial latalicles .. -
Toral non finencial Liabilisies.

Total habilies

(Panunue3} SILIBLUDIELS [BIJUELI S 3L UO SIION

At 31 December 2011

Financial ~ Denvatves Derwatives

assets and desigrated designated

Designated Held 10~ Available-  labumes @t asfarvalue  as cash flow

Held for at fair maturity Loans and for sale amoetised hedging hedging
trading, value securities receivables securities (oSt ISEuments Instruments Total
£m Em Em im im im im im im
- - - - - 56 4640 - - 36 460
- - - - - 1663 - - 1663
126 598 - - - - - - - 126 598
- 15332 - - - - - - 15332
175704 - - - - - 197 1092 176993
- - - 44603 - - - - 44 603
- - - 283014 - - - - 288 014
- - 4151 - 88 961 - - - 93112
- - - - - 5742 - - 5742
- - - - - 2752 - - 2752
302 302 15332 4151 332617 85 961 66617 197 1092 811 269
16 704
827970
- - - - - 41032 - - 41032
- - - - - 6129 - - 346 129
- - - - - 1154 - - L1534
K821 - - - - - - - ny2n
- 31,992 - - - - - - 3t 99z
173,935 - - - - - 1579 607 178121
- - - - - 42688 - - 42688
- - - - - 3972 - - 3972
- - - - - a2 - - 3222
- - - - - 0938 - - 9998
205 146 31992 - - - 448 195 1579 607 77519
18 847

796 366
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The bank

Finanaal assets

Cash and balances at central banks

ltems 1n the course of coltechion from other banks
Trading assels

Funancul assets designated at fau value
Derivatives - -
Loans and advances 16 banks - -
Leans and advances 10 cusiomers

Financial investments

Other assets

Accrued income

Total financial assets
Towal non financial assets

Total assets -

Finanaal liatnlitees

Deposits by banks

Customer accounts

Items in the course of Iransmission to other banks
Trading habilities

Flnancual labilities designated av far vatue
Denvatives -
Debt securities in Issue - - .-
Ocher habidnes

Accruals

Subordinated habilules

Total fisancial labilities
Total non fimancial liabilines - -

Total habidities -~

At 31 December 2012

Financial  Denvatives  Denvatlves

assetsand  designated  destgnated

Designated Held to Avalable  bLabilitres a1 as Farvalue  as cash flow

Held for at fair matenty Loans and for sale amortised bedgng hedging
trading value segunbies  recrivables Secuniies 031 ansiruoents  instruments Total
£m im £m im fm £m £m im im
- - - - - 45 262 - - 45 262
- - - - - 1213 - - 1213
137 599 - - - - - - - 137,999
- 4373 - - - - - - 4373
139 695 - - - - - 162 483 140 340
- - - \7.207 - - - - 17,207
- - - 225.567 - - - - 225561
- - - - 36503 - - - 36603
- - - - - 3205 - - zons
- - - - - 1 D75 - - 1,075
277 6H 1373 - 242714 36 603 50755 162 483 612 844
16 786
529 630
- - - - - 30129 - - 30129
- - - - - 256 341 - - 256341
- - - - - 34 - - x 2]
104 846 - - - - - - - 104,946
- 23513 - - - - - - 23513
Mz217 - - - - - 1337 167 143921
- - - - - 24970 - - 24,970
- - - - - 5020 - - 5020
- - - - - 1,587 - - 1582
- - - - - 9968 - - 9963
247 163 21513 - = - 323 349 1537 167 600 729
1.834

602 563
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The bank

Finzncial assets

Cash and balances a1 central banks -
Ttems n the course of cellection from other banks
Trading assets

Flnancial assets designated at fair value
Derivatives

Loans and advances to banks _ . -
Leans and advances 10 customers

Finarcial investments

Other assets.

Accrued income

Total finzncial assets
Total non litancial sssets. -

Tolal assets

Financial liabuhittes

Deposits by banks [—

Customer actounts

Items In the course of transmission 10 other banks
Trading liabilines

Financial lablitses designated at fair value
Dernvatives -

Dretw securities 1n 1ssue - -

Other Jabilines
Accnuals
Subordinated liabulities

Total financial habilines
Total pon financial Ibbilmes . . .

Total liahuliues

At 31 December 2011

(panunuod) SIUDWIILIS |BIJUELIL B} UO SIION

Financial  Derivatives  Derivatlves

wses and deslgnated designated

Desigrated Held 10 Avallable-  Nigbilmesat  asfalrvalue  as cashflow

Held for at far matury Loans and for sale amortised hedging hedging
trading value securities recervables securiiies cost nstruments  nslruments Tolal
im im fm im fm Im Im £m fm
- - - - 44 967 41967
- - - - 908 908
106 339 - - - 106 339
- 4595 - - 4595
144 842 - - 178 403 145424
- - - 22 203 22203
- - - 210 561 210 561
- - - 42240 42 240
- - - 3305 3305
- - - 1155 1 155
250 181 4595 - 232 764 42240 50 335 179 403 581697
19 870
601 567
- - - - - 32,324 32324
- - - - - 237654 237654
- - - - - 446 446
94 584 - - - - 94 584
- 22 363 - - - 22 861
145514 - - - - 1557 I8¢ 7 n
- - - - - 25705 25705
- - - - - zlz zizs
- - - - - 1595 1595
- - - - - 3893 4893
240 098 22861 - — - 308745 1557 180 574441
1190

575631
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15 Reclassification of financial assets

Reclassification from avarlable-for-sale to held-to-maturiy

On 7 January 2009, the group reclassified £6 0 batlion of financial assets from the available-for-sale category to the
held-to-maturity category The reclassification was made as a result of the change 1n intention to hold the assets until
maturity

Reclassification from held for trading to loans and receivables/available-for-sale

In October 2008, the group and the bank reclassified £5 0 billion and £0 2 billion of financial assets classifted as held
for trading assets into the loans and recervables and available-for-sale categones respectively. with effect from 1 July
2008 During November and December 2008, the group and the bank reclassified £0 9 bilhion and £1 4 billion of
financial assets classified as held for rading nto loans and receivables and available-for-sale respectively These
latter reclassifications took effect prospectively

At 31 December 2012 At 31 December 201 1t
Carrying amount Farr value Camying amount Fair value
fm £m £m fm
Reclassification to loans and receivables 3,720 3,291 4 587 3889
Reclassificauon to available-for-sale 7 7 22 22
3727 3.20% 4 609 3911

The reclassifications were made as a resuit of sigmficant reductron 1n market hquidity for these assets, and a change
n the group’s wntention to hold the assets for the foreseeable future or to maturity These circumstances form part of
the wader context of market turmoil and are considered a rare event and, as such, the reclassification 1s permitted
under the amendment to [AS 39 On the date of reclassification, the fair value of the asset 1s deemed to be the asset’s
new amortised cost, and the assets are thereafter tested for impairment

If these reclasstfications had not been made, the group’s profit before tax in 2012 would have been increased by £252
mullion from £1,004 mullion to £1,256 mulhon (2011 a decrease of £30 million from £3 111 milhon o £3 081
mullion) The changes in group profit would have been entirely in the Global Banking and Markets segment

The following table shows the fair value gains and losses recogmsed in the income siaternent as a result of the
reclassification from held for trading to loans and recervables/available-for-sale

2012 2011 2010 2009 2008
fm fm £fm fm im

Reclassification to loans and recervables
Recorded 1 the inceime statement 81 180 316 427 255
Assumming no reclassificatton 333 152 682 910 (1 405)
Net income statement effect of reclassification (252) 28 (366) (483) 1 660

Reclassification to available for sale

Recorded in the income statement - 1 37 76 13
Assuming no reclassification - (1) 38 180 (120)
Net income statement effect of reclassification - 2 (1) (104) 133
Total income statement effect of reclassification 252) 30 (367) (587) 1793
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Trading assets

Trading assets
— which may be repledged or resold by counterparties
- not subject to repledge or resale by counterparties

Treasury and other eligible bulls
Debt secunties

Equity securities

Loans and advances to banks
Loans and advances Lo customers

The group The bank
2012 2011 2012 2011
im fm fm fm
53,883 53 296 36,508 39 350
107,633 73 302 101,491 66 989
161,516 126 598 137,999 106 339
2,258 1301 1,120 709
54,576 51 286 30,084 27079
22,892 i1941 22,050 11487
32,655 30335 38,258 36 407
49,135 31,735 46,487 30657
161,516 126 598 137,999 106 339

Included within the above figures for the group are debt secunities 1ssued by banks and other financial insttutions of
£10,163 mullron (2011 £12,571mllion) of which £2,078 milhion (2011 £2,967mullion) are guaranteed by various

governments

Included within the above figures for the bank are debt secunities 1ssued by banks and other financial institutions of
£5,049 million (2011 £5,487mullion), of which £0 muillion (2011 £1 mulhon) are guaranteed by various

governmernts

17 Financial assets designated at fair value through profit or loss
The group The bank
2012 2011 2012 2011
£m im £m fm
Financial assets designated at fair value
-not subject to repledge or resale by counterparties 15,387 15 332 4,373 4595
Treasury and other eligible bills - 5 - -
Debt securities 7,122 7285 4,373 4595
Equity securities 8,236 7476 - -
Loans and advances to banks 29 70 - -
Loans and advances to customers - 496 - -
15,387 15332 4,373 4595
18 Dervatives
Fair values of derivatives by product contract type held
The group
At 31 December 2012
Assets Liabihties
Trading Hedging Total Trading Hedging Total
£m £m fm £m fm £m
Foreign exchange 28,212 A 28 214 {30,962) 29) (30,987)
Interest rate 352,380 1,247 353,627 (349,088) (2 261) (351,349)
Equity 8,523 - 8,523 (11,074} - (11,074)
Credut 4,787 - 4,787 (5,123} - (5,123}
Commedity and other 646 - 646 {551) - (351)
Gross total far values 394,548 1,249 395,797 (396,798) {2,286) (399,084}
Netting (217,989) 217,989
Total 177,808 (181,095)
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At 31 December 2011

Assels Liabiliues
Trading Hedging Total Trading Hedging Total
fm im fm Im im fm
Foreign exchange 35010 115 35125 (35597} (8) (35 605)
Interest rate 299424 1174 300 598 (296 347) (2178) (298 525)
Equity 8 806 - 8,806 (11312 - (11 312)
Credrt 9228 - 9228 {9 383) - (9383}
Commodity and other 689 - 689 (749) - (749)
Gross total fair values 353157 i 289 354 446 {353 388) (2 186) (355 574)
Netting (177 453) 177 453
Total 176933 __ams ey
The bank
At 31 December 2012
Assets Liabihities
Trading Hedging Total Trading Hedging Total
£m £m im im £m £m
Foreign exchange 28,329 - 28,329 (30,905) - (30,905)
Interest rate 238,711 645 239,356 (236,121) (1,704)  (237,825)
Equaty 8.450 - 3,450 (10 746) - {10,746)
Crednt 4,787 - 4,787 (5,121) - {5,121)
Commodtty and other 652 - 652 {(558) - {598}
Gross (otal fair values 280,929 645 281,574 (283,451) (1,704) (285,155)
Neting {141,234) 141,234
Total 140,340 {143,921)
At 31 December 2011
Assets Liatniities
Trading Hedging Taotal Trading Hedging Total
£m im im fm £m £m
Foreign exchange 34972 - 34 972 {35 907) - (35 907)
Interest rate 209433 582 210015 (206 599) (1737 (208 336)
Equity 8430 - 8430 (10831) - (10831}
Credit 9229 - 9229 (9337 - {9337}
Commodity and other 666 - 666 (728) - (728)
Gross total fair values 262730 582 263312 (263 402) 173N (265 139
Netting (117,888) 117 888
Total 145424 (147 251)

Use of derivatives

The group transacts denvatives for three primary purposes to create risk management solutions for clients, to
manage the portfolio of risks ansing from client business, and to manage and hedge the group’s own nsks
Denvatives (except for denvatives which are designated as effective hedging instruments as defined 1in 1AS 39) are
held for trading The held for trading classification includes two types of denvatives those used 10 sales and trading
activities, and those used for nsk management purposes but which for various reasons do not meet the qualifying
criteria for hedge accounting The second category includes derivatives managed in conjunction with financial
instruments designated at fair value These acuvities are descnibed more fully below

The group s denvative activities give nise to sigmficant open positions in portfolios of dervatives These positions
are managed constantly to ensure that they remain within acceptable risk levels with maiching deals bemng used to
achieve this where necessary When entenng into derivative transactions, the group employs the same credit nsk
management procedures to assess and approve potential credut exposures that are used for traditional lending

Trading derivatives

Most of the group’s derivative transactions relate to sales and trading activities Sales activiues include the
structuring and markeung of dervative products to customers to enable them to take transfer modify or reduce
current or expected nsks Trading activities n derivatives are entered into principally for the purpose of generating
profits from short-term fluctuations 1n price or margin Positions may be traded actively or be held over a period of
ume to benefit from expected changes in currency rates, mterest rates equity prices or other market parameters
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Trading includes market-making, positrtomng and arbitrage acuvities Market-making entails quoting bid and offer
prices to other market participants for the purpose of generating revenues based on spread and volume, positioning
means managing market risk positions in the expectation of benefiting from favourable movements 1n prices rates or
indices, arbitrage involves wdennifying and profiting from price differennals between markets and products

As menuoned above, other denvatives classified as held-for-trading include non-quahfying hedging denvatives,
meffeciive hedging dervatives and the components of hedging dernvatives that are excluded from assessing hedge
effeciveness Non-qualifying hedging denivatives are entered 1nto for nsk management purposes but do not meet the
critenia for hedge accounting These include dervatives managed 1n conjunction with financial instruments
designated at fair value

Gains and losses from changes 1n the fair value of derivatives, including the contractual interest, that do not quahfy
for hedge accounting are reported i *Net trading income’ except for denivatives managed 1n conjunction with
financial mstruments designated at fair value where gains and losses are reported in ‘Net mncome from financial
instruments designated at fair value’, together with the gans and losses on the hedged items Where the derivatives
are managed with debt secunities 1n 1ssue, the contractual interest 15 shown i Interest expense’ together with the
interest payable on the 1ssued debt Substantially all of the group’s denvatives entered into with the group's
undertakings are managed 1n conjunction with financial Liabilires designated at fair value

Notonal contract amounts of derivatives held for trading purposes by product type

At 31 December

The group The bank

2012 2011 2012 2011

£m fm £m £m

Foreign exchange 1,752,454 1586 377 1,787,834 1,586 934
Interest rate 10,694,278 10 380 838 17,465,092 7019421
Equity 285 442 135 985 279,793 129 080
Credit 339,538 335765 339,543 335755
Commodity 41,533 40 766 44 246 40,641
Total derivauves 13,113 245 12,479 731 9,916,528 9111831

The notional or contractual amounts of these insiruments indicate the norminal value of transactions outstanding at the
balance sheet date, they do not represent amounts at risk

Derivatves valued using models with unobservable inputs

The difference between the fair value at imbal recogmtion {the transacuion pnice) and the value that would have been
derived had valuation techmiques used for subsequent measurement been applied at imtial recognition, less
subsequent releases, 1s as follows

The group The bank

2012 2011 2012 2011

£m im fm £m

Unamoerused balance at 1 January 97 130 91 123
Deferral on new transacttons 76 118 76 115

Recogmsed 1 the income statement dunng the penod

- amortisation {537 (79) (57) {79
- subsequent to unobservable inputs becorming observable - (43) - 41)
- matunty or terrmanon or offsetung denvative (23) (29) (21) 27
Exchange differences (3} - (3) -
Unamortised balance at 31 December’ 90 97 86 91

1 This amount 1s yel (o be recognised in the income statement

Hedging instruments

The group uses denvatives (principally interest rate swaps) for hedging purposes in the management of its own asset
and hability portfolios and structural positions Thus enables the group to optimuse the overall cost to the group of
accessing debt capital markets, and to mitigate the market nsk which would otherwise anise from structural
imbalances in the matunty and other profiles of its assets and habilities

The accounting treatment of hedge transactions varies according to the nature of the instrument hedged and the type
of hedge transactions Denvatives may quahify as hedges for accounting purposes if they are fair value hedges cash
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flow hedges, or hedges 1n net investment of foreign operauons These are described under the relevant headings

below

Notwonal contract amounts of dervatives held for hedging purposes by product type

The notional contract amounts of these instruments indicate the nominal value of transactions outstanding at the

balance sheet date they do noi represent amounts at nisk

The group

At 31 December 2011

Exchange rate
[nterest rate

The bank

Cash flow
hedge

fm

716

93 203

Fair value
hedge

fm

68

25011

At 31 December 2011

Exchange rate
Interest rate

Far value hedges

At 31 December 2012
Cash fow Fair value
hedge hedge
im £m
738 69
72,553 19,574

At 31 December 2012
Cash flow Fair value
hedge hedge
fm £m
179 -
32,144 16,576

Cash flow
hedge
£fm

214
35138

Fair value
hedge
fm

18927

The group's fair value hedges principally consist of imterest rate swaps that are used to protect aganst changes in the
fair value of fixed-rate long-term financial instruments due to movements in market interest rates For quahfying fair
value hedges, all changes i the fair value of the derivative and in the fair value of the iiem in relation to the nsk

being hedged are recogmsed 1n the income statement If the hedge relationship 1s terminated the fair value
adjustment to the hedged item continues to be reported as part of the basis of the item and 15 amortised to the income
statement as a yield adjustment over the remainder of the hedging penod

Fair value of derivatives designated as fair value hedges

The group

At 31 December 2012

At 31 December 2011

Assets Liabilittes Assels Liatuhines
fm fm £m Im
Fareign exchange - - - (0
Interest rate 88 {1,500) 197 (1578)
88 (1,500) 197 {1579)
The bank
At 31 December 2012 At 31 December 2011
Assets Liabalittes Assels Liabihues
£m £m £m im
Interest rate 162 (1,537) 179 (1 557)
162 (1,537) 179 (1 557)
Gans or losses ansing from the change 1n farr value of farr value hedges
The group The bank
2012 2011 2012 2011
im £m £m fm
Gains/ (losses)
- on hedging insiruments (371) {1231) (241) {1122)
- on hedged items aitnbutable o the hedged nsk 360 1143 233 1047
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The gains and losses on meffective portions of fair value hedges are recogmsed immediately in Net trading income’

Cash flow hedges

The group’s cash flow hedges consist pnncipally of 1nterest rate and cross-currency swaps that are used to protect
aganst exposures to variability 1n future tnterest cash flows on non-trading assets and habiliies which bear interest at
varable rates or which are expected to be re-funded or reinvested 1n the future The amounts and timing of future
cash flows representing both pnncipal and interest flows, are projected for each portfolio of financial assets and
habiliues on the basis of their contractual terms and other relevant factors, including estimates of prepayments and
defaults The aggregate pnincipal balances and interest cash flows across all portfolios over ttme form the basis for
dentifying gains and losses on the effective portions of denivatives designated as cash flow hedges of forecast
transactions Gains and tosses are imually recognised n other comprehensive income, 1n the cash flow hedging
reserve and are transferred to the income statement when the forecast cash flows affect the income staiement

Farr value of dertvatives designated as cash flow hedges

The group
At 31 December 2012 At 31 December 2011
Assets Liabilities Assels Liabilities
fm £m £m £m
Foregn exchange 2 - 25) 115 (M
[nterest rate 1,159 (761) 977 (600}
1,161 (786) 1092 (607)
The bank
At 31 December 2012 At 31 December 2011
Assets Liabalities Assets Liabilities
£m £m im fm
[nterest rate 483 {167) 403 {180)
Forecast principal balances on which interest cash flows are expected to arise
The group
At 31 December 2012
Morethan3 5 years or less
3 months months but but more More than 5
or less less than 1 year than 1 year years
fm £m £m £m
Assets 44,530 34784 26,234 3022
Liabilities (17.422) {9.948) (6.788) (1,336)
Net cash inflow/{cutflow) exposure 27,108 24 836 19,446 1.686
At 31 December 2011
More than 5 years or less
3 months 3 months but but more More than
orless less than i year than 1 year 5 years
fm fm fm £m
Assets 59 287 46 833 28 960 2147
Liabihttes (23 648) (13 460 (5943 (1017
Net cash inflow/{outflow) exposure 35 639 33373 23017 1130
The bank
At 31 December 2012
Maore than 5 years or less
3 months 3 months but but more More than
orless lessthan 1 year than 1 year 3 years
£m £m £m £m
Assets 29,226 27,014 18,612 82
Liabthties (3,050} (3 050) (3 050) (230}
Net cash inflow/(ouiflow) exposure 26,176 23,964 15,562 (148)
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At 31 December 2011

More than 5 years or less

3 months 3 months but but more More than
orless less than 1 year than } year 3 years

£m £m fm fm

Assets 31908 30 780 20,934 -
Liabilittes (4 225) (3 765) {2 914) {315)
Net cash inflow/(outflow) exposure 27 683 27015 18 020 (315)

The gains and losses ¢n meffective portions of such derivatives are recognised immediately in “Net trading income’
Duning the year to 31 December 2012 a gain of £7 million (2011 gain of £6 milion} was recogmised due to hedge

meffectiveness

Financial investments

20

The group The bank
2012 2011 2012 2011
£m £m £m £m
Financial invesiments
- which may be repledged or resold by counterparties 7.979 12 5355 4.920 9025
- not subject to repledge or resale by counterparties 63,286 80 557 31,683 33215
71,265 93 112 36,603 42 240
The group The bank
2012 2011 2012 2011
fm £m £m fm
Treasury and other eligible blls 5,203 6737 4,922 4 106
- available-for sale 5,203 || 6737 ] 4,922 || 4,106
Debt securiues 65,034 85 151 31,194 37 641
- avalable-for-sale 65,034 81000 31,194 37641
- held to-maturity - 4151 - -
Equity secunttes 1,023 1224 487 493
- available-for-sale l.ﬂZS—H l ZE“ 487 ” 4%
Total financial investments 71.265 93112 36,603 42 240

For the group £1,953 mulion (2011 £6 193 mallion), and for the bank, £358 million (2011 £666 million), of the

debt securiues tssued by banks and other financial instituions are guaranteed by various governments

Transfer of financial assets

The group enters into transactions i the normal course of business by which 1t transfers recogrused financial assets
directly to third parties including SPEs Depending on the circumstances these transfers may etther result in these

financial assets being derecognised or continuing to be recognised

- Full derecogniion occurs when the group transfers s contractual night to recerve cash flows from the financial
assets, or retains the nght but assumes an obligation to pass on the cash flows from the asset, and transfers
substantially all the nsks and rewards of ownership The risks include credst interest rate currency, prepayment

and other price nsks

Derecogmnon does not occur when the group transfers s contractual nght to recerve cash fiows from the

financial assets, or retamns the rnght but assumes an obligation to pass on the cash flows from the asset, but either,

1) retains substanually all of the nsks and rewards of ownership of the transferred asset or

n) nerther retams nor transfers substantially all of the nisks and rewards of ownership but has retained control

In this siuation the financial assets are recogmsed on the balance sheet to the extent of the group's

continuing mvolvement
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The majonity of transferred financial assets that do not quahfy for derecogmuon are (1) debt secunities heid by
counterparties as colliateral under repurchase agreements or (1) equity securitigs lent under secunities lending
agreements

As the substance of these transactions 1s secured borrowings the asset collateral continues to be recogmsed in full and
the related hability reflecting the Group’s obhigation to repurchase the transferred assets for a fixed price at a future
date 15 recogmised 1n deposits from banks or customers as appropriate As a result of these transactions the Group 1s
unable to use sell or pledge the transferred assets for the duration of the transaction The Group remains exposed to
interest rate rish and credit nsh on these pledged mstruments The counterparty s recourse 15 not limited to the
transferred assets

In a small number of securitisation transactions the group has neither transferred nor retained substantially all the
risks and rewards of ownership of the transferred assets and has retained control of the transferred assets
Circumstances in which the group has continuing involvement n the transferred assets may include retention of
scrvicing rights over the transferred assets entering into a denivative transaction with the securitisation vehicle or
retaining an nterest 1n the securitisation vehicle Where the group has continuing involvement 1t continues to
recogmise the transferred assets to the extent of its contimong involvement and recogmises an associated hability The
net carrving amount of the transferred assets and associated habihities reflects the rnights and obligations that the

group has retained

The fotlowing tables analyse the carrying amount of financial assets that did not qualify for derecogmition and their

associated financial habilities, including those that are recogmised to the extent of the group s continuing involvement

and the associated hlabilities

Financial assets rot qualifiing for full derecogrition and associated financial abiitres’

The group
Carrying Carrying Far Far
amount of  amount of value of value of
transferred assoniated  transferred  assocuated Net
assets habilities assels habilities Positwon
£m £m £m £m £fm
At 3l December 2012
Repurchase agreements 58,893 58,617
Securities lending agreements 3,452 3,416
Other sales (recourse to transferred asset only) 665 665 673 673 =
Carrying
ameunt of Carrying Carrying Fawr Fawr
assets amount of  amount of value of value of
before  recogmsed  associated  recogmsed  associated Net
transfer assets labilities assets liabihities position
£m £m £m £m £m £m
At 31 December 2012
Securiusations recognised 1o the extent of
continuing mvolvement 7,823 8 4 8 4 4
The bank
Carrying Carrang Fatr Fair
amount of  amount of value of value of
transferred associated  transferred  associated Net
assets habilities assets Liabilities Position
£m £m Em £m £m
At 31 December 2012
Repurchase agreements 38,012 38.028
Securtties lending agreements 3416 3416
Other sales (recourse to transferred asset only) 665 665 673 673 —
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Carrying
amount of Carrying Carrying Far Fair
assets  amountof  amount of value of value of
before  recogmsed  associated  recogmsed  associated
transfer assets habilittes assets hahlityes
fm £fm £m £m £m
At 31 December 2012

Secunusations recogmsed to the extent of

continuing involvement 7,823 8 4 8 4

21

Net
Posiion

£m

I The disclosure for 2012 reflects amendments made to IFRS 7 effectne prospectnely for annual reporting periods beginning on or

after [ July 2011

At 31 December 2011, the carrying amounts of transferred assets and associated habilities for repurchase agreements
for the group were £61 861 million and £61,820 muilion respectively and for securities lending agreements were

£3 991 million and £3,971 mulhon respectively

At 31 December 2011 the carrying amounts of transferred assets and associated habihties for repurchase agreements
for the bank were £44 404 milhion and £44 350 milhon respectively and for securities lending agreements were

£3 971 mithon and £3 971 mulhion respectively

At 31 December 2011, the carrying amounts of transferred assets and associated labihties for securiusations
recognised to the extent of continuing 1involvement for both the group and the bank were £14 million and £7 milhon

respectively The carrying amount of these assets before transfer was £8 339 million

Continuing involvement in financial assets and associated financial rabilities qualifying for full derecogmiion’

The group and the bank
At 31 December 2012 2012
Carrying amount of Income/
contunuing inyolvement Gamnor (expenses)
n statement of Famr value of continuing loss recogmsed
financial position tnyolvement Maximum recogmised n
exposure at transfer  reporting
Assets  Liabthties Assets  Liabihities to loss date period
£m im £m £m fm £m £m
Type of continuing involvement
Interest in SPEs 243 — 219 — 243 5 5

Income/
{expenses)
recognised

cumu-
latnvely
im

36

I The disclosure for 2012 reflects amendntents made 10 IFRS 7 effecine prospecinely for annual reporting periods beginming on or

after | July 2011

The nterest in SPEs 15 included within loans and advances to customers in the statement of financial position

Interests 1n associates and joint ventures

Principal associates of the group and the bank

Vocal.ink Holdings Lid { VocaLink ) 1s a principal associate of the bank and the group Vocalink 1s incorporated in
England and its principal acuvity 1s that of providing electrome payments and transaction services

At 31 December 2012 the group had a 15 91% interest in the £133 milhion issued equity capital of VocaLink (2011
15 91%) The carrying amount of the group s mterest of £56 milhion at 31 December 2012 (2011 £52 milhon)

reflects the net asset value of the company at that date

VocaLink 15 accounted for as an assoctate due to the group s involvement in the operational activities policy-making

decisions and representation on the board oi directors
Summarised financial iformation on associates

The group’s share of

Assetls
Liabthoies
Revenue
Profit ofter tax

165

2012
£m
113

65
23
(3)

2011

117
62
46

(1)
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Interests in signsficant joint ventures

Vaultex UK Limited 1s a sigruficant joint venture of the bank and the group Vaultex UK Limted 1s incorporated n
England and its prnincipal activity 1s that of cash management services At 31 December 2012 and 31 December 2011,

the group had a 50% nterest in the £10 million 1ssued equity capital
Summarised financial information on jomnt ventures

The group's share of

Current assets

Non current assets
Current habshities
Non current Labities
[ncome

Expense

2012

fm

234
17
234
10
48

{48)

2011
im

123
14

121
10
143

43)

Details of all associates and joint ventures, as required under S 409 Companies Act 2006, will be annexed 1o the next

Annual Return of the bank filed with the UK Registrar of Companies

22 Goodwill and intangible assets

The group The bank
2012 2011 2012 2011
£m fm fm fm
Goodwill 6,399 9629 298 298
Present value of 1n force long-term assurance business ( PVIF ) 705 708 - -
Other intangible assets 722 658 581 501
7,826 10 993 879 799
Goodwill
The group
2012 2011
fm £m
Gross amouni and Carrying amourt
At 1 January 9,629 9860
Dhsposals £3,000) 3
Exchange differences {230} (228)
At 31 December 6,399 9629
The bank
2012 2011
fm £m
At 1 January and 31 December 298 298

Duning 2012 no goodwill impairment was recogmsed (2011 ml)

Impairment testing in respect of goodwll 1s performed at least annually by companng the recoverable amount of

cash-generatng umts ('CGUs") determined as at 1 July 2012 based on a value 1in use calculanen

The value in use calculation uses cash flow estimates based on management's cash flow projections, extrapolated 1n
perpetuity using a nonunal long-term growth rate based on current market assessmenis of GDP and inflation for the
countnes within which the CGU operates  Cash flows are extrapolated m perpetusty due to the long-term perspective
within the group of the business umts making up the CGUs The discount rate used 1s based on the cost of capatal the

group allocates 1o investments 1n the countries withun which the CGU operates

The cost of capital assigned to an individual CGU and used to discount 1is future cash flows can have a sigmficant
effect on 1ts valuauon The cost of capital percentage 15 generally derived from an appropriate capital asset pricing
model which iiself depends on inputs reflecting a number of financial and economic variables including the nsk-free
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rate mn the country concerned and a premuum or discount to reflect the inherent risk of the business being evaluated
These variables are established on the basis of management judgement and current market assessments of economic
vanables

The review aof goodwill impairment represents management's best estimates of the factors set out in Note 3 These
values are sensitive to the cash flows projecied for the periods for which detailed forecasts are avarlable, and to
assumpuons regarding the long-term sustainable pattern of cash flows thereafter While the acceptable range wathuin
which underlying assumpuons can be applied 1s governed by the requirement for resulting forecasts 1o be compared
with actual performance and verifiable econormc data in future years, the cash flow forecasts necessanly and
appropnately reflect management's view of future business prospects The process of 1dentifying and evaluating
goodwill impairment 1s inherently uncertain because 1t requires sigmficant management judgement 1n making a senes
of estimations, the results of which are highly sensitive to the assumpuions used

The following CGUs 1nclude in their carrying value goodwill that 1s a sigmficant proportion of total goodwall
reported by the group at 31 December 2012 These CGUs do not carry on their balance sheet any intangible assets
with indefirute useful lives, other than goodwill

Nominal Nominal

growth rate growth rate

beyond beyond

mnatial ntal

Goodwidlat  Discount  cash flow  Goodwll at Discount  cash flow

1 July 2012 rate projections | July 2011 rate  projections

fm % % fm % %

Global Banking and Markets 5,282 10% 36% 53915 10% 4 4%

Contnental Europe Reiail 818 10% 315% 890 10% 43%
Total goodwult in the CGUs Listed above 6,110 6 805

The group s transfer of HSBC Private Banking Holdings (Swisse) SA to HSBC Holdings plc on 1 November 2012
led to the disposal of goodw:ll on consohidation whach, at 1 July 2012 amounted to £2,912 mithon This goodwill
related predominantly to the Group Private Banking CGU  Additionally, as at 1 July 2012, aggregate goodwill of
£344 mullion (1 July 2011 £345 mullion) had been allocated to other CGUs that were not considered individually
sigmuficant These CGUs do not carry on their balance sheets any sigmificant intangible assets wath indefimte useful
lives other than goodwill

Normunal long-term growth rate external data that reflects the market's assessment of GDP and inflation for the
countries within which the CGU operates The rates used for 2011 and 2012 do not exceed the long-term growth rate
for the countnies within which the CGU operates

Discount rate the after tax discount rate used to discount the cash flows 1s based on the cost of capital assigned to
each CGU, which 1s denved using a Capital Asset Pricing Model { CAPM ) The CAPM depends on inputs reflecting
a number of financtal and economic vaniables mcluding the risk-free rate in the couniry concerned and a premium to
reflect the inherent risk of the business bemg evaluated These vartables are based on the market's assessment of the
economc vaniables and management’s judgement In addition, for the purposes of testing goodwill for impairment
management supplements this process by companng the discount rates derived using the miemally-generated CAPM
with cost of capuital rates produced by external sources The group uses externally-sourced cost of capital rates where,
n management's judgement, these rates reflect more accurately the current market and economic condiions For
2012 and 2011, wnternal costs of capital rates were consistent with externally-sourced rates

The present value of in-force long-term assurance business

Movement in PVIF
The group
2012 2011
im im

At} January 708 710
Addition from current year new busmess 97 120
Movement from 1n ferce business (including tnvestment return variances and changes in investment

assumpions) {86) {150)
Exchange differences and other movements (14) 28
At 31 December 705 708
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The group's hife insurance business 1s accounted for using the embedded value approach which, inter aha, provides a
comprehensive nsk and valuation framework The PVIF asset represents the present value of the shareholders’
nterest 1n the profits expected to emerge from the book of in-force pohcies

The calculation of PVIF 1s based upon assumptions that take into account nisk and uncertainty To project these cash
flows a varety of assumptians regarding future expenence 1s made by each nsurance operauon which reflects local
market conditions and management’s judgement of local future trends

PVIF-specific assumptions

The key assumptions used n the computation of PVIF for the group s main life insurance operations were

2012 2011
France UK Life France UK Life
Risk free rate 212% 133% 2771% 224%
Risk discount rate 4 05% 203% §95% 274%
Expenses inflation 2 00% 2 84% 2 00% 345%

The calculation of the PVIF 1s based upon assumptions that take into account nsk and uncertainty To project these
cash flows a vanety of assumptions regarding future expenence 15 made by each insurance operation which reflects
local market conditions and management's judgement of locat future trends

The following table shows the effect on the PVIF of reasonably possible changes in the main econormc assumption,
nisk-free rates, across all insurance manufacturing subsidraries

Sensitivity of PVIF to changes In economic assumptions

PVIF at 31 December

2012 2011

f£m £m
+ 100 basts potnts shaft 1n nisk-free rate 1 {16}
- 100 basis pomis shift i nsk-free rate (28) 5
+ 100 basis pomnts shuft 1n nsk discount rate 17 (1%)
- 100 basis pownts shift in risk discount rate 20 19

Due to certain charactenstics of the contracts, the relationships may be non-linear and the results of the sensitivity-
testing should not be extrapolated to tugher levels of siress In calculating the scenario, the shift in the nsk-free raie
results in changes to investment returns nsk discount rates and bonus rates which are incorporated The sensitivities
shown are before acuons that could be taken by management to mitigate impacis and before resultant changes m
poheyholder behaviour

Non-econemic assumptions

The group determines the policyholder habilities for non-hfe manufaciurers by reference to non-economic
assumptions including claims costs and expense rates

Pohcyholder hablitres and PVIF for hife manufacturers are determined by reference to non-economic assumptions
including mortality and/or morbidity, lapse rates and expense rates The table below shows the sensiivity of profit
for 2012 and total equity at 31 December 2012 to reasonably possible changes 1n these non-economic assumptions at
that date across all of the group’s insurance manufactuning compames with comparatives for 2011

The cost of claims 1s a risk associated with non-life insurance business An increase in claims costs would have a
negative effect on profit

Mortality and morbidity nsk 1s typically associated with hfe tnsurance contracts The effect on profit of an increase in
monahity or morbidity depends on the type of business being writien

Sensitivity to lapse rates 1s dependent on the type of contracts being written For insurance contracts, the cost of
claims 1s funded by premiums received and income earned on the investment portfoho supporting the habilities For
a portfolio of term assurance, an wncrease 1n lapse rates typically has a negative effect on profit due 1o the loss of
future premum mcome on the lapsed pohicies

Expense rate nisk 1s the exposure to a change in expense rates To the extent that increased expenses cannot be passed
on to policyholders, an increase in expense rates will have a negative 1mpact on profits
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Sensitivity to changes in non-economc assumptions

Effect on profit for the year

to 31 December

Effect on total equity
at 31 December

2012 2011 2012 2011
£m Im fm im
20% increase in claims costs - ) - Gl
20% decrease 1n claims costs - 4 - 4
10% wncrease i moriahty and/or morbidity rates {19) (19 (19 {19)
10% decrease 1n mortality and/or morbudity rates 19 17 19 17
50% mcrease in lapse rates (157) (142) {157) (142}
50% decrease in lapse rates 260 234 260 234
10% ncrease n expense rates (30) 2N (30) 27
10% decrease 1n expense rates 30 27 30 217
Other intangible assets
The analysis of the movement of other intangible assets was as follows
The group
Interaally Customer/
Trade generated  Purchased merchant
Names software Software relationships Other Total
£m £m £m im £m £m
Cost
At 1 January 2012 13 1,466 156 208 3 1,846
Additions' 1 201 9 18 - 229
Disposals - (5) (6) - - (11)
Amounts wniten off - (365) (1 {2) - (368)
Exchange differences - (3) 4) - - {7)
Other changes - 4 7 (4) - 7
At 31 December 2012 14 1,298 161 220 3 1,696
Accumulated amortisation and impairment
At I January 2052 (12) (932) {112) (131} {n (1,188}
Amortisation charge for the year® 2 {(144) 15} (12) - (173)
Impairment charge for the year* - (1) (1) - - 2)
Disposals - 4 2 - - 6
Amounts wrkten ofl - 365 1 2 - 368
Exchange differences - 3 3 - - 6
Other changes - 8 {2) 2 1 9
At 31 December 2012 (14) (697) (124) {139) - (974)
Net carrymg amount at 31 December 2012 - 601 37 81 3 722
Cost
At 1 Janvary 2011 16 1 247 161 207 1634
Addions' - 261 19 1 281
Dhsposals - - (5) - - {5)
Amounts wntten off - (30) 6) - - (36)
Exchange differences (3) (%) [&)] - - (13)
Other changes - (7) 8) - ~ (15)
At 31 December 2011 13 1 466 156 208 3 1 846
Accumulated amortisation and impairment
At 1 January 2011 {13) (823) (111) (114) - {1061}
Amortisation charge for the yearz {1} {123} (16) nn (1) (158)
Impawrment charge for the year” - (37 1) - - (38)
Disposals - - 5 - - 5
Amounis written off - 30 6 - - 36
Exchange differences 2 L 4 - - 10
Other changes - 17 1 - - 18
At 31 December 2011 (12) (932) (112) (131) 4] (1188)
Net carrying amount at 31 December 2011 1 534 44 77 2 658

1 At 31 December 2012 the group did not have any contractual commutments to acquire intangible assets (2011 ni)
2 The amorisation and wmpairment charges for the year are recogmsed within the income statement under Amortisation and smpairment

of intangible assets
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The bank
Internally
generated
software Other Total

fm £m £m
Cost
At 1 January 2012 1,274 5 1,279
Addinons' 184 17 201
Disposals - (3} (3)
Amounts written off {365) - (365)
Other changes 10 5 15
At 31 December 2012 1,103 24 1,127
Accurmulated amaortisation and imparrment
At 1 January 2012 (717 ()] (778)
Amortisation charge for the year’ 133) 1) (134)
Impairment charge for the year? b - )
Amounts written off 365 - 365
Other changes 2 - 2
At 31 December 2012 (544) (2) (546)
Net carrying amount at 31 December 2012 559 22 581
Cost
At 1 January 2011 1 059 6 1065
Addimons' 242 3 245
Disposals - 4) (C)]
Amounts wntten off 27) - {27)
At 31 December 2011 1274 5 1,279
At 1 January 2011 (672) (5) (677)
Amortisaiton charge for the year’ {112) - (112)
Impairment charge for the year® (200 - (20
Disposals - 4 4
Amounts wntten off 27 - 27
At 31 December 2011 (777) {1 (778)
Net carrymng amount at 31 December 2011 A97 4 501

1 At 31 December 2012 the bank did not have any contractual commuments (o acquire mniangible assets (2011 i)
2 The amorusauon and impatrment charges for the year are recognised within the income stalement under Amortisation amd
impairment of infangible assets
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The group
Long Short
Freehold leasehold leasehold Equpment, Equpment
land and land and land and fixtures onoperating
buildings’ beuldings buldings and fittings' leases Total®
im im £m fm fm £m
Cost or far value
At 1 January 2012 984 58 448 3,443 46 4,979
Addutions at cos® 23 40 27 226 31 347
Fair value adjustments n - - - - (1)
Disposats (3 - (17) (274) (9} (303)
Disposal of subsidianes (61) - (103) (101} - (265}
Reclassified to held for sale {5) - - 3) - (8)
Exchange and other differences (3} {3) (38) 1 (42)
At 31 December 2012 934 99 352 3,253 69 4,707
Accumulated depreciatton and impairment
At 1 January 2012 (144) {8) {207) (2,398) (18) {(2,775)
Depreciation charge for the year an (6) {40) (266) 8) {337)
Disposals 2 2 16 254 8 276
Disposal of subsidianes 11 - 50 98 - 159
Reclassified 1o held for sale 1 - - 2 - 3
[mparrment tosses (recogmsed)/reversed 3 - - (32) - (29)
Exchange and other differences (6) (1) 4 21 2 20
At 31 December 2012 (150) (13) (183) (2,321) {16) {2.683)
Net carrying amount at 31 December 2012 784 86 169 932 53 2,024
The group
Long Short
Freehold leasehold leasehold  Equipment Equipment
land and land and land and fixtures  on operating
buildings’ buildemgs buldings  and fitungs' leases Total®
£m im im £m fm £m
Cost or fair value
At 1 January 2011 865 33 501 3551 35 4985
Addinons at cost® 21 37 51 271 1t 3ot
Reclassified to held for sale 19) 1 - 9 - {25)
Acquisition of subsidiaries 151 - - - - 151
Farr value adjustments (15) - - - - (15
Disposals (52) (2) {120) (302) - (476)
Transfers - 23) 23 - - -
Exchange and other differences 29 14 (7) (68) - (32)
At 31 December 2011 984 58 448 3443 46 4979
Accumulated depreciation and impairment
At 1 January 2011 (120) (16) (264) {2 462} (13) (2877)
Depreciation charge for the year (18) (3) (39) (277) (5} (342)
Reclassified (o held for sale 5 - - 5 - 10
Disposals 32 1 117 295 - 445
Transfers - 23 {23} - - -
Imparrment losses recognised - - (1} (10 - (11)
Exchange and cther differences {43) {13) 3 51 2 -
At 31 December 2011 {144) (8) (207) {2 398) {18) (2775)
Net carryng amount at 31 December 2011 840 30 241 1045 28 2204

i
Z
2

Including assets held on finance leases with a carrying amount of £ 22 mllion (2011 £23 milhion)
Inciuding assets with a carrying amount of £11 mithon (2011 £21 mifhon) pledged as security for habilities

At 31 December 2012 the group had £3 milfron (2011 £5 muliion) of contractual commitments 1o acquire property plant and

equipment
Including the mnvestment properties on page 173
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The bank
Long Shert
Freehotd leaseheld leasehold  Equtpment,
land and land and land and fixtures
buildings buildings buildings  and fitungs Total
£m £m im im £m
Cost or fair value
At 1 January 2012 451 60 340 2,600 3.451
Additsons at cost’ 12 43 15 105 175
Reclassified to held for sale (4) (1) - 3} 8)
Disposals - (1) (15) (241) (257)
Transfers - - - - -
Exchange and other differences 3 - - (1) 2
At 31 December 2012 462 101 340 2,460 3,363
Accumulated depreciation and smpairment
At 1 January 2012 {107) 8 {151) (1,838) (2,104}
Depreciation charge for the year (13) 6) 33) (183) (235}
Reclassified to held for sale 1 - - 2 3
Disposals 1 1 10 233 245
Transfers - - - - -
[mpairment losses recognised - - - {33) (33)
Exchange and other dhfferences 1 1 (1} i 2
At 31 December 2012 (117 (12) {175} (1,818) {2,122)
Net carrying amount at 31 December 2012 345 89 165 642 1,241
The bank
Long Short
Freehold leasehold leasehold  Equipment
land and land and land and fixtures
buildings buildings buildings  and fitings Total
Em fm £m £fm im
Cost or fair value
At January 2011 445 34 4902 2 649 3,530
Addwons at cost' 15 37 40 180 272
Reclassified to held for sale (15) (0 - 9 (25)
Disposals (37) {2) (119) (225) {383)
Transfers - 23) 23 - -
Exchange d:fferences 43 15 (6) 3 57
AL 31 December 2011 451 60 340 2600 3451
Accumulated depreciation and impairment
At January 2011 81 (16) (216) (1874} (2 187}
Depreciation charge for the year (13) {2) (31} (178) (224)
Reclassified 1o held for sale 5 - - 5 10
Disposals 29 ] 117 210 357
Transfers - 23 (23} - -
Impairment losses recognised (3) - - - (3)
Exchange differences (44) (14) 4 (n (57)
At 31 December 2011 {197) (8) {151) {1 838) (2 104)
Net carrywng amount at 31 December 2011 344 52 189 762 1347

I Ar31 December 2012 the bank had £2 mulhion (2011 £4 milhon) of contractual commutments to acquire property plant and
equipment
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Investment properties

The composition of the investment properties at fair value 1n the year was as follows

The group
Freehold land and
buiddings'
im
Fair value
At ] January 2012 258
Additions at cost 6
Farr value adjustments m
Exchange and other changes {3)
At 31 December 2012 261
Farr value
At I January 2011 140
Acquisition of subsidiaries 151
Fair value adjustments (15)
Transfers ®
Exchange and other changes @
At 31 December 2011 259

! Included in Property plant and equipment on page 171
Investment properties are valued on an open market value basis as at 31 December each year by independent
professional valuers who have recent expenience in the location and type of properties

Included within *Other operaung income was rental income of £1 milhon (2011 £1 mithion) earned by the group on
its investment properties Direct operating expenses of il (2011 mul) incurred in respect of the investment properties
during the year were recogmsed 1n *General and administrative expenses’ Direct operating expenses ansing in
respect of investment properties that did not generate rental income during the year amounted to mit (2011 ml) Net
exchange differences on translation of investment properties were £6 million (2011 £1 mlhon)

The bank

The bank had no investment properties at 31 December 2012 or 2011

Investments in subsidianes

Principal subsidiary undertakings of HSBC Bank plc

Countryof  HSBC Bank plc’s Share
tncorporatian or 1nterest in class

registration equity capital

%

HSBC France France 9999 Ordmnary €500
HSBC Asset Finance {UK) Limted England 10009 Ordinary £1
HSBC Bank A § Turkey 10000 A-Common TRL1
B-Common TRL1
HSBC Bank International Limted Jersey 10000 Ordinary £1
HSBC Bank Maltaplc Malta 7003 Ordinary €0 30
HSBC Invoice Finance (UK} Limated England 10000 Ordinary £1
HSBC Lufe (UK} Limied England 10000 Ordemary £1
HSBC Pnivate Bank (UK) Limited England 10000 Ordinary £10
HSBC Trinkaus & Burkhardt AG Germany 8062  Shares of no par value
HSBC Trust Company (UK) Limted England 100 0¢ Ordinary £3
Marks and Spencer Retail Financtal Services Hotdings Limited England 10000 Ordinary {1
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Special purpose enuties { SPEs’} consohdated where the group owns less than 50 per cent of the voting nghts

Carrying value of total
consolidated assets  Nature of SPE

£bn

Banon Funding Limeied 24 Secunties investment conduit
Bryant Park Funding LLC 06  Condunt

Malachite Funding Lirmted 21  Secunties investment conduit
Mazann Funding Limted 4%  Secuntes investment conduit
Regency Assets Limited 63  Condunt

Solitawe Funding Limnited 70 Secunties investment conduit
Performance Trust 05 Secuniusation vehicle
Turquoise Recervables Trustee Ltd 09  Secursusation vehicle

All the above make therr financial statements up to 31 December

Details of all subsichanes, as required under S 409 Cempames Act 2006, will be annexed to the next Annual Return
of the bank filed with the UK Registrar of Comparies

Acquisitions

The group made no acquisitions of subsidiary undertakings during 2012

Disposals

In October 2012 the group sold HSBC Reinsurance Limited and HSBC Insurance Ireland Limited to Catalina
Holdings {Bermuda) Limited for £47 milhon The sale was completed on 15 October 2012

In November 2012, the group sold HSBC Private Banking Holdings (Swisse} SA, by way of an inter-group transfer to
HSBC Holdings plc for £6,535 milhon The sale was completed on 16 November 2012 The ownership of HSBC
Private Bank (UK) Limited remains with HSBC Bank plc

In August 2012, HSBC sold HSBC Secunities S A to the management team for £1 rilhion The sale was completed
on 3 August 2012

In October 2012, HSBC announced the sale of Property Vision Holdings Limuted to the management team for circa
£1 mullion The sale was completed on 12 October 2012

In November 2012, HSBC sold HSBC Shipping Services Limited through a management buy-out for a nomnal
constderauon of £1 The sale was compleled on 6 November 2012

Other assets
The group The bank
2012 2011 2012 201t
£m £m £m £m
Bullion 1452 754 1,385 655
Assets held for sale 109 76 ] 56
Reinsurers share of liabilibes under insurance coniracts 496 470 - -
Endorsements and accepiances 779 730 525 393
Other accounts 3530 5107 2,680 2912
6,366 7137 4,688 4,016
Assets held for sale
The group The bank
2012 2011 2012 2011
£m £fm fm fm
Non-current assets held for sale
- property plant and equipment 42 74 il 36
- other 67 2 67 -
Total assets classified as held for sale 108 76 98 56
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Also included within property plant and equ:pment classified as held for sale 15 repossessed property that had been
pledged as collateral by customers These repossessed assets are expected to be disposed of within 12 months of
acquisition

26 Trading habilitres
The group The bank
2012 2011 2012 2011
fm Im fm Im
Deposults by banks 38,796 30 143 42,643 37 046
Customer accounts 45,063 43749 40,398 33293
Other debt securities i 1ssee 13,875 14 834 11,475 11 950
Other liaiines ~ net short pesitions 25,162 30 485 10,430 12 295
122,896 119,211 104,946 94 584
27 Financial habihties designated at fair value
The group The bank
2012 2011 2012 2011
£m £m £m fm
Deposits by banks and customer accounts 4,548 4527 4373 4352
Liabihties to customers under mvestment contracts 4,817 4527 - -
Debt securiies 1n 18sue 20,749 20124 16,325 15693
Subordinated habulities 2,507 2570 2,815 2816
Preference shares 297 244 - -
32,918 31992 23,513 22 861

28

The group

The carrying amount at 31 December 2012 of financial habilities designated at fair value was £1,812 rmllion higher
{2011 £684 muilion hugher) than the contractual amount at matunty At 31 December 2012, the accumulated amount
of change i fair value attnbutable to changes in credit risk was a loss of £110 million (2011 £955 rullion gam)

The bank

The carrying amount at 31 December 2012 of financtal habilies designated at fair value was £1,524 mallion lugher
(2011 £488 milhion lower) than the contractual amount at maturity At 31 December 2012, the accumulated amount
of change 1n fair value attributable to changes in credit sk was a loss of £62 mullion {2011 £906 million gan)

Other habilities

The group The bank
2012 2011 2012 2011
fm fm £m fm
Amounts due to investors i funds consolidated by the group 227 317 - -
Oblhigauons under finance leases 91 169 - -
Endersements and acceptances 79 730 524 393
Share-based payment Liabihity to HSBC Holdwngs 332 422 227 252
Other liabthities 5,417 2932 4,497 1735
6.846 4570 5,248 2 380
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29 Liabilities under insurance contracts

At 31 December 2012

Gross Remnsurers’ Net
share
£m fm £m
Non-hfe msurance habilities
Uneamed premm provision 2 - 2
Notified clauns 5 {1 4
Claims incurred but not reported 2 - 2
9 (1} 8
Life insurance habalities to policyholders
Life (non-hnked}) 816 (461) 355
[nvesiment contracts with discretionary participation features’ 15,078 - 15,078
Life (lmked) 2,010 (14) 1,976
17,904 {495) 17,409
Total habihities under insurance contracts 17,913 (496) 17,417
At 31 December 2011
Reinsurers
Gross share Net
£m fm £m
Non-hife insurance liabilities
Uneamed premium provision 18 (13} 3
Notified claims 28 (17} 11
Claims incurred but not reported 45 (28) 17
Other 13 {2} 11
104 (62} 42
Life insurance liabihies to policyholders
Life {non-linked) 751 (379) 372
Investment contracts wiih discretionary participauon features' 13872 - 13 872
Life {linked) 1620 {29) 1 591
16 243 (408) 5835
Total liabilities under insurance contracts 16 347 (470} 15877

I Though investment contracts with discretionary participation features are financial instruments the group conlinued 1o treat them as
nsurance coniracts as permtted by IFRS 4
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Movement on non-hife insurance habilities

2012
Gross Remnsurers Net
share
£m fm £m
Unearned premtum reserve (‘UPR’')
At 1 January 18 (15) 3
Changes in UPR recogmsed as (income)/expense (4} 1 -
- Gross written premiums 11 - 11
- gross eamned premums {15) 4 (11)
Exchange differences and other movements (12) 11 (1)
At 31 December 2 - 2
Notified and incurred but not reported claims
At 1 January 73 (45) 28
- notified claims 28 (17) 11
- claims 1ncurred but not reported 45 (28) 17
Claims paxd 1 current year {16) 9 )]
Claims incurred 10 respect of current year 3 (2) 1
Claims incurred 1n respect of pror years 2 - 2
Exchange differences and other movements (55) 37 (18)
At 31 December 7 {1) 6
- notified claims 5 (1) 1
- claims incurred bui not reported 2 - 2
Other - - -
Total non-hife msurance habilities 9 (1) 8
2011
Gross Remsurers Net
Share
fm fm £m
Uneariied premium reserve { UPR )
At 1 January 73 (4) 69
Changes 1n UPR recognised as (income)fexpense {20) 3 17
- GI0SS Written preniums 30 (1) 29
- gross eamed premums (50) 4 (46)
Exchange dufferences and other movements (35) (14) (49
A1 31 December 18 {15) 3
Noufied and incurred but not reported claims
At 1 January 472 (106) 366
- notified claims 257 (94) 163
- claims 1acurred but not reported 215 (12) 203
Claims paid n current year (85) 9 (76}
Claims incurred 1n respect of current year {11) {2) {13)
Claims mcurred m respect of pnor years ¥3)] 1 {20)
Exchange differences and other movements (282) 53 (229)
At 31 December 73 {45) 28
- notified clams 28 (17) 11
— claxms incurred but not reported 45 (28) 17
Other 13 {2) 11
Total nort-life insurance habihines 104 (62) 42
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Life insurance habihues to pohicyholders

2012
Reiwnsurers’
Gross share Net
£m £m £fm
Life (non-linked)
At 1 January 751 (379} 372
Benefits paid (158) 82 (76)
Increase m habhues to pohicyholders 276 (186} 90
Exchange chfferences and other movements {53) 22 31
At 31 December 816 {461) 355
Investment coniracts with discretionary participation features
At 1 January 13,872 - 13,872
Benefits paid {1.589) - (1,589)
Increase 1n hiabilities to policyholders 2,302 - 2,302
Exchange differences and other movements' 493 - 493
At 31 December 15,078 - 15,078
Life (linked)
At 1 January 1,620 (29) 1,591
Benefits paid (139) 4 (135)
Increase in liabilities to policyholders 532 9 523
Exchange differences and other movements 3) - 3
At 31 December 2,010 (34) 1,976
Total habilities to policyholders 17,904 (495} 17,409
2011
Rewnsurers
Cross share Net
fm Im fm

Life (non-hinked}
At 1 January 888 (292} 596
Benefits paid (290) 78 {212)
Increase 1n habilies to policyholders 206 (134) 72
Exchange differences and other movements (53) 31 (84)
At 31 Decemnber 751 (379) 372
Investment contracts with discretronary participation features
At | January 14 205 - 14 205
Benefits paid (1,634) - (1 634)
Increase in hatukities 1o peheyholders 1877 - 1877
Exchange differences and other movements' (376) - (576)
At 31 Decermber 13872 - 13872
Life (linked)
Al January 1464 (28) 1 436
Benefits pard (113) 4 (109)
Increase in hiabihies to policyholders 273 (5) 268
Exchange differences and other movements? {4) - {4)
At 31 December 1620 (29) 1591
Total habilines to policyholders 16 243 {408) 15 835

1 Includes movement n liabilines relating to discretionary profit participation benefits due to policyholders anising from nel unrealised
ivestment gams recogmsed in other comprehensive ncome

2 Includes amounts ansing under remsurance agreemeins
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30 Prowvisions

The group The bank
2012 2011 2012 2011

£m Im £m fm
At 1 January 820 425 565 229
Addinonal provisions/increase n provisions’ 1,757 671 1,346 527
Provisions utthsed {736) (242) (587) (202)
Amounts reversed (128) 41} (72) {5
Dhsposal of subsidiaries (72) - - -
Exchange differences and other movements - 7 (2) 16
At 31 December 1,641 820 1,250 565

! Includes unwinding of discounts of £2 mitlion {2011 £3 anifion) in relation to vacant space provisions

Provisions include £1,227 mullion (2011 £483 million} 1 respect of customer redress programmes The most
sigmificant of these provisions are as follows and relate to both the group and bank, except where stated

() £692 mlhon (2011 £262 mullion) for the group relating to the esumated liability for redress in respect of the
possible ms-selling of Payment Protection Insurance ( PPI') pohicies i previous years (the bank £588 nullion,
2011 £234 million) An increase in provisions of £938 mllion was recogmsed during the year Cumulative
provisions made since the Judicial Review ruling in the first half of 2011 amount to £1,333 mullion of which
£688 mullton has been paid

Approximately 3 6 million PP1 pohicies have been sold by the group which generated estimated revenue of £2 0
billion, and with gross wntten premums of approximately £2 6 billion At 31 December 2012, the esumated
total complaints {by policy number) expected to be recerved was 1 1 million, representing 30% of total policies
sold It 1s estimated contact will be made with customers with 1 4 milhon or 40%, of total policies sold Ths
estimated contact level includes inbound complaints as well as the group's outbound contact exercise on certain
policies

Dunng 2012, the group increased the estimate of the total number of policies to be ulimately redressed as the
level of complamnis recerved was higher in volume and for a longer period than previously assumed This change
1n assumptions contrbuted approximately £0 7 billion to the increased provision for the year

The estimated hiability for redress 15 calculated based on the total premrums paid by the customer plus simple
nterest of 8% per annum {or the rate mherent m the related loan product where higher) Future estimated redress
levels are based on histonically observed redress per pohicy for different loan categories

The following table details the cumulative number of pohcies at 31 December 2012 and the number of claims
expected 1n the future

Cumulative to Future

31 December 2012 expected

[nbound complaints' (000s of policies) 637 287

Outbound contact (000s of policies) 43 487
Response rate to outbound contaci 37% 39%
Average uphold rate per clam? 75% 7%

Average redress per claim £1 590 £1490

1 Excludes ivalid claums where complanant has not held a PPI policy
2 Clauns wclude inbound and responses to outhound conmtact

The main assumptions n the provision calculation are the current volume of mbound complaints, the projected
penod of nbound complaints, the decay rate of complaints volumes, the populanon 1dentfied as systemically
mis-sold and the number of policies per customer The main assumptions are likely to evolve over me as root
cause analysis continues, more expenence 1s available regarding imnated complaint volumes recerved and the
experience of responses to ongoing achive contact exercise

A 100,000 increase/decrease m overall total inbound complaints (by pelicy number) would imcrease/decrease the
provision by approximately £110 milion Each 1% increase/decrease 1n the response rate to the group’s
outbound contact exercise increases/decreases the provision by £5 mulhon

In addiuion to these factors and assumptions, the extent of the required redress will also depend on the facts and
arcumnstances of each individual customer s case For these reasons, there remains a high degree of unceriainty
as 1o the eventual costs of redress for this matter
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{u} A provision of £375 mulhion (2011 ml) relating to the esumated hability for redress n respect of the possible
nus-selling of interest rate denivatives in the UK Of this provision, £168 milhon relates to the esnmated redress
payable to customers 1n respect of historical payments under denvative contracts, £157 million covers the
expected write-off by the bank of open denvative contracts balances, and £50 million covers estimated project
costs

Following a FSA review of the sale of interest rate derivatives, the group agreed with the FSA to pay redress to
customers where nus-selling of more complex denvatives has occurred The group will contact customers who

have been sold cenain interest rate derivatives, exptaimng the scope of the contact exercise and either advising
that their product sale will be automatically reviewed, or seeking confirmanon from the customer that they wish
to have thewr derivative sale reviewed and requesting further details of the sale

Dunng the second half of 2012 the group conducted a pilot review of a sample of cases The FSA 1ssued a
report 1n January 2013 on the findings of that review, together with the pilot exercises conducted by other UK
banks The group’s hability at 31 December 2012 15 esimated based on the results of that mlot sample and the
gurdance and clanfication i the FSA report

The extent to which the group 1s ultimately required to pay redress depends on the responses of contacted and
ather customers duning the review pertod and the facts and circumstances of each indvidual case Those facts
and cireumstances include whether

« the customer 1s classified as ‘non-sophisticated” under the relevant cnteria,
« the group 1s deemed to have failed to comply with the relevant sales standards at the ime of sale, and

« an alternative mterest rate derivative product would have been deemed appropnate, which will impact the
calculation of any redress payable and wnite-down of open products

For these reasons, there 1s currently a lngh degree of uncertainty as to the eventual costs of redress related to this
programme

{in1) Prowisiens of £85 million (2011 £51 million) for the esumated cost of redress 1n relation to the proviston of
services {0 a number of trusts by a subsichary of the bank The bank has undertaken to reimburse the subsidiary
n respect of the titial estimated cost of redress The total provision 1s based on a calculation extrapolated from a
sample of cases Uncertamnties anse from factors affecting the iming of notifying and reambursing those
affected

{iv) Provisions of £65 million (2011 ml) in respect of alieged failings in the sale of card and identity protection
products

Also included in the above table for the bank and group, are provisions for onerous property contracts of £86 million
(2011 £48 million) and £97 muthon (2011 £50 milhon) respectively, relating to the discounted future costs
associated with leasehold propernes that have become vacant The provisions cover rent voids while finding new
tenants, shortfalls in expected rent recervable compared with rent payable and the cost of refurbishing the butldings
to attract tenants Uncertainties anse from movements 1n market rents delays in finding new tenants and the timung
of rental reviews

Subordinated habihities

The group The bank
2012 2011 2012 2011
£m Im £m £m

Subordinated hahues

- Ajamortised cost 10,350 9 998 9,968 9 893
Subordinated labilities 8,100 7711 9,968 9 893
Preference shares 2,250 2 287 - -
- Designated at fair value 2,804 2814 2 815 2 816
Subordinated habiliues 2507 2570 2815 2816
Preference shares 297 244 - -
13,154 12812 12,783 12 709
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Subordinated borrowings of the group
Carrying amount

2012 2011
£m £m
€1 000m Floaung Rate Subordinated Loan 2017 816 835
£500m 4 75% Caltable Subordunated Notes 2020 522 490
€500m Callable Subordinated Floaung Rate Notes 2020 375 355
US$1 000m Floating Rate Subordnated Loan 2020 619 646
US$1 450m Floating Rate Subordinated Loan 2021 897 937
US$450m Subordinated Floating Rate Notes 2021 278 201
€250m Floating Rate Subordmnated Loan 2021 204 209
US$275m Floaung Rate Suberdinated Loan 2021 170 178
£350m Floating Rate Subordinated Loan 2022 350 -
£350m 5% Callable Subordinated Notes 2023° 390 344
£300m 6 5% Subordinated Notes 2023 299 299
US$300m 7 65% Subordmated Notes 2025 244 242
£350m 5 375% Callable Subordinated Step-up Notes 2030° 390 318
£500m 5 375% Subordmated Notes 2033 572 438
£390m 6 9% Subordmated Loan 2033 390 390
US$977m Floaung Rate Subordmated Loan 2040 605 631
€900m 7 75% Non-cumulative Subordinated Notes 2040 734 752
£225m 6 25% Subordinated Notes 2041 224 224
£600m 4 75% Subordinated Notes 2046 593 592
£700m 5 844% Non-cumulative Step up Perpetual Preferred Securities* 700 700
£300m 5 B62% Non-cumulauve Step up Perpetual Preferred Securities® 297 244
US$750m Undated Floating Rate Primary Capuat Notes 464 484
US$500m Undated Floating Rate Primary Capital Notes 309 323
US$300m Undated Floaung Rate Pnimary Capttal Notes (Series 3) 186 194
US$2 862m Perpetual Subordinated Debt 1,772 1849
£350m Callable Subordinated Variable Coupon Nates 2017 - 355
Other subordimated habilities less than £100m 754 492
13,154 12 812
1 InSeptember 2015 the interest rate changes to three month steriing LIBOR pius 0 §2%
2 InMarch 2018 the imerest rate changes (o become the rate per annum which 1s the sum of the gross redemption yield of the then
prevaxiing five year UK gilt plus 1 80%
3 In November 2025 the wterest rate changes to three month sterling LIBOR plus I 50%
4 In November 2013 the distribution rate changes to six month sterfing LIBOR plus | 76%
5 InAprd 2020 the distribution rate changes to st monih sterlng LIBOR plus 1 85%
6 OnZ7 june 2012 the bank called and redeemed the Callable Subordinated Variable Coupon Notes 2047 at par

Footnotes I to 5 all relate 1o notes that are repayable at the option of the borrower on the date of the change of the interest rate and at
subsequent mterest rate reset dates and interest payment dates in some cases subject o the prior notification io the Financial Services
Authorny

32 Fair value of financial instruments carned at fair value

The classification of financial instruments 1s determined 1n accordance with the accounting policies set out 1n Note 2
The use of assumpnon and estmation n valuing financial instruments 1s descnbed in Note 3 "Cnitical accounting
policies

Far value 15 the amount for which an asset could be exchanged or a habilty settled. between knowledgeable, willing
parties 111 an arm's length transaciion
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Financial instruments carned at fair value

The group

Valuation techmigues

Level 2 Level 3
Level I using with sigmificant
quoted market observable  un observable
price mputs mputs
£m £m £m
At 31 December 2012
Assets
Trading assets 86,373 74,789 354
Financial assets designated at fawr value 9,501 5,886 -
Derivatives 193 176,455 1,160
Financial mvestments available-for-sale 49,035 20,159 2,071
Liabilities
Trading habilities 57,282 64,097 1,517
Financial habilities at fair value 3,767 29,151 -
Derivatives 189 179,598 1,308
At 31 December 2011
Assels
Trading assets 72839 52981 778
Financial assets designated at fair value 9126 6 206 -
Denvatives 383 175 055 1 535
Financial mvestments available-for-sale 59 707 26905 2349
Liabiliies
Trading Liatahties 48 435 69072 1704
Financial habilities at fair value 3787 28205 -
Derwvatives 635 175783 I 703
The bank
Valuation techmques
Level 2 Level3
Level 1 using  with significant
quoted market abservable  un-observable
price inputs mputs
£m £m im
At 31 December 2012
Assets
Tradmg assets 52,468 85,182 349
Financial assets designated at fair value - 4,373 -
Dervatives 158 138,949 1,233
Financial mvestments available-for-sale 30,548 3,420 2,635
Liabilities
Trading habihities 33,256 joz21 1,469
Financial habtnities at fair value - 23,513 -
Derivatives 143 142,378 1,400
At 31 December 2011
Assels
Trading assets 44 198 61380 761
Financial assets designated at fair value 243 4352 -
Denvatives 177 143 580 1,667
Financial mvestments available-for-sale 36 327 2790 3123
Liabihities
Trading habihities 21110 71823 1 651
Financial habiliues at fair value - 22861 -
Denvatives 479 144 941 1831
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Total
£m

161,516
15,387
177,808
71,265

122,896
32,918
181,095

126 598
15 332
176 993
88 961

119,211
31992
178 121

Total
Em

137,999
4,373
140,340
36 603

104,946
23,513
143,921

106 339

4395
145 424
42 240

94 584
22 861
147 251




HSB

No

C BANK PLC

tes on the Financial Statements (conunued)

7 AL TR NS i

Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validaied, by a
function independent of the nsk-taker

For all financal instruments where fair values are determuned by reference to externally quoted prices or observable
pricing nputs to models independent price determination or vahidation 1s utilised In inactive markets durect
observauon of a traded price may not be posstble In these circumstances, the group will source alternative market
information to vahdate the financial instrumem’s fair value with greater weight given to information that 1s
considered 1o be more relevant and relable The factors that are considered 1n this regard are, mter ala

the extent to which prices may be expected to represent genuine traded or tradable prices,

the degree of simlanty between financial instruments,

the degree of consistency between different sources,

the process follewed by the pricing provider 1o denive the data,

the elapsed ume between the date to which the market data relates and the balance sheet date, and
the manner in which the data was sourced

For fair values determined using a valuation model, the control framework may include as applicable, development
or validation by independent support functions of (1} the logic within valuation models, (u) the mputs to those
models, (in) any adjustments required outside the valuation models, and where possible, (1v) model outputs
Valuation models are subject to a process of due diligence and calibration before becoming operational and are
calibrated against external market data on an ongoing basis

Determination of fair value
Farr values are deterrmned according to the following erarchy

(a) Level I - quoted market price financial instruments with quoted prices for :dentical insiruments 1n active
markets

{b) Level 2 - valuation techmque using observable mputs financial mstruments wath quoted prces for similar
nstruments 1n active markets or quoted prices for identical or similar nstruments 1n inactive markets and
financial instruments valued using models where all sigmficant inputs are observable

{c) Level 3 - valuation techmque with significant unobservable inputs financial instruments valued using models
where one or more significant inputs are unobservable

The best evidence of fair value 15 a quoted price i an actively traded market The far values of finanaial instruments
that are quoted 1n active markets are based on bid prices for assets held and offer prices for habihities 1ssued Where a
financial instrument has a quoted price 1n an acuve market and 1t1s part of a portfolio, the fair value of the portfolio 1s
calculated as the product of the number of uruts and quoted price and no block discounts are made In the event that
the market for a financial instrument 1s not active, a valuation techmque 1s used

The judgement as to whether a market 15 active may include, but 1s not restricted to, the consideranon of factors such
as the magnitude and frequency of trading activity, the avaitabihity of pnices and the size of md/offer spreads The
md/offer spread represents the difference 1n pnices at whach a market participant would be willing to buy compared
with the price at which they would be willing to sell In inacuve markets obtaiming assurance that the transaction
pnce provides evidence of fair value or determining the adjustments to transaction prices that are necessary to
measure the fair value of the mstrument requires addinonal work during the valuation process

Valuation techmques incorporate assumptions about factors thal other market parucipants would use i therr
valuations, mcluding interest rate yield curves exchange rates, volatilities and prepayment and default rates For
collateralised counterparties and 1t sigruficant major currencies, the group uses a discounting curve that reflects the
overmght interest rate (‘OIS discounting’)

The majorty of valuation techmques employ only observable market data However certatn financial instruments are
valued on the basis of valuation techmques that feature one or more sigmficant market inputs that are unobservable,
and for them the derivauon of fair value 1s more judgemental An istrument in s enurety 1s classified as valued
using sigmificant unobservable inputs 1f, n the opinion of management, a sigmificant proportion of the mstrument’s
inception profit ('day 1 gain or loss ) or greater than 5% of the mstrument’s carrying value 1s driven by unobservable
mputs  Unobservable in thus context means that there 1s httle or no current market data avaitable from which to
determine the price at which an arm’s length transacuon would be likely to occur 1t generally does not mean that
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there 15 no data avarlable at all upon which to base a determmation of fair value (consensus pricing data may, for
example, be used)

In certain circumstances, the group records 1ts own debt 1n 1ssue at fair value based on quoted prices in an active
market for the specific mstrument concerned, 1f available When quoted market prices are unavailable, the own detnt
mn ssue 15 valued using valuation techmques, the puts for which are either based upon quoted prices mn an mnactive
market for the instrument, or are esumated by comparison with quoted prices in an active market for similar
instruments In both cases, the fair value includes the effect of applying the credit spread which 1s appropnate to the
group’s liability The change 1n fair value of 1ssued debt securities attributable to the group’s own credit spread 15
computed as follows for each secunty at each reporung date, an externally ver:fiable price 1s obtained or a pnce 15
derived using credt spreads for similar secunities for the same i1ssuer Then, using discounted cash flow, each secunty
15 valued using a LIBOR-based discount curve The difference 1n the valuations 1s attribuiable to the group’s own
credit spread This methodology 1s applied consistently across all secunities

Structured notes 1ssued and certain other hybnd instrument liabilities are included within trading habilities and are
measured at fair value The credit spread applied to these instruments 1s denived from the spreads at which the group
1ssues structured notes

Gans and losses arising from changes 1n the credit spread of lrabilities 1ssued by the group reverse over the
contractual hife of the debt, provided that the debt 1s not repaid at a premium or a discount

Credit valuation adjustment methodology

A separate credit valuation adjustment ('CVA ) 1s calculated for each legal entity of the group, and within each entity
for each counterparty to which the entity has exposure As set out on page 105, from 31 December 2012 the group
calculates the CVA by applying the probabihty of default of the counterparty conditional or the non-default of
HSBC, to the expected positive exposure of the group to the counterparty and muluplying by the loss expected 1n the
event of default Conversely, the group calculates the DVA by applying the probability of default of HSBC
conditionat on the non-default of the counterparty, to the expected positive exposure of the counterparty to the group
and multiplying by the loss expected in the event of default Both calculations are performed over the life of the
potential exposure

The calculation maximises the use of relevant, observable market data The probability of default 1s denived from
CDS spreads where these are available and reliable for a specific counterparty, mcluding for HSBC wath respect to
the DVA, or relevant proxies where not The denivation of a proxy has regard to the range of market practice, and
considers relevant data mn this context, including CDS index and rating transition data For most products, to calculate
the expected pesitive exposure (o a counterparty, HSBC uses a simulation methodology to incorporate the range of
potential exposures across the portfolio of transactions with the counterparty over the hife of an instrument The
simulation methodolegy includes credit mitigants such as counterparty netting agreements and collateral agreements
with the counterparty A standard loss given default assumption of 60% 15 generally adopted for developed market
exposures, and 75% for emerging market exposures Alternative loss given default assumptions may be adopted
where both the nature of the exposure and the available data support this

For certain types of exotic derivatives where the products are not currently supported by the ssimulation, or for
derivative exposures in smaller trading locations where the simulation tool 15 not yet available, the group adopts
alternative methodologies These may involve mapping to the results for similar products from the simulation tool or
where such a mapptng approach 1s not appropnate, a simphfied methodology 1s used, generally following the same
principles as the simulation methodology The calculauon ts applied at a irade level, with more linmited recognition of
crecht rmtigants such as netting or collateral agreements than used 1n the ssmulation methodology described
previously

"The methodologies do not 1n general, account for *wrong-way risk  Wrong-way nsk anses where the underlying
value of the denvauve pnor to any credit valuation adjustment 1s posiively correlated 1o the probabihty of default of
the counterparty Where there 1s significant wrong-way nsk a trade-specific approach 1s applied to reflect the wrong-
way risk within the valuation

With the exception of certain central cleaning parties, the group includes all third party counterparties in the CVA and
DVA calculations and does not net these calculations across group entities
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Fimanaal instruments measured at fair value using a valuation technique with significant unobservable inputs

- Level 3
The group
Assets Liabilities
Designated Designated
at fair value at fair value
Availahle- Held for through Held for through
for-sale trading profit or loss Derivatives trading profit or loss Dertvatives
£m £fm £m £m £m im im
At 31 December 2012
Private equity mvestments 452 51 - - - - -
Asset-backed secunitses 1,409 137 - - - - -
Leverage finance - - - - - - 7
Structured notes - 5 - - 1515 - -
Dervatives with monohnes - - - 65 - - -
Other dertvatives - - - 1,095 t4 - 1.301
Other portfolios 210 161 - - - - ~
2,071 354 - 1,160 1,517 - 1,308
At 31 December 2011
Private equity investments 469 51 - - - - -
Asset backed secunuies 1 654 161 - - - - -
Leverage finance - - - - - - 4
Structured notes - - - - 1 641 - -
Derivatives with monolines - - - 149 - - ~
Other denvatives - - - 1 406 10 - 1693
Other portfohies 226 566 - - 53 - 6
2 349 778 - 1555 1 704 - 1703
The bank
Assets Liabtlities
Designated Designated
at fair value at fair value
Available Held for through Held for through
for-sale trading profit or loss Dertvatives trading profit or loss Derivatives
£m £m £m £m fm £m fm
At 31 Decemnber 2012
Private equity investmenis 264 sl - - - - -
Asset-backed securiuies 2,164 137 - - - -
Leverage finance - - - - - -
Structured notes - - - - 1,467 - -
Derivatives with monplines - - - 65 - - -
(Onher denvatives - - - 1,168 2 - 1,393
Other portfolios 207 161 - - - - -
2,635 349 ~ 1,233 1,469 - 1,400
A131 December 2011
Private equity investments 251 31 - - - - -
Asset-backed secunties 2 646 154 - - - - -
Leverage finance - - - - - -
Structured notes - - - - 1 641 - -
Denvauves wih monolines - - - 149 - - -
Other denvatives - - - 1518 10 - 1821
Qther portfolios 226 556 - - - - &
3123 761 - 1667 1651 - ! 831

s Private equity

The group s private equity positions are generally classified as available-for-sale and are not traded n active
markets In the absence of an active market, an investment’s fair value 1s esumated on the basis of an analysis of
the 1nvestee s financtal posinon and results, nisk profile prospects and other factors, as well as by reference 1o
market valuations for sirmlar entities quoted m an active market, or the price at which simlar compames have
changed ownership
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Asser-backed securities (ABSs)

While quoted market prices are generally used to determune the fair value of these secunties, valuation models
are used to substannate the reliabnhity of the imited market data available and to 1denufy whether any
adjustments to quoted market prices are requured For ABSs mcluding residential MBSs, the valuation uses an
industry standard model and the assumptions relating to prepayment speeds, default rates and loss seventy based
on collateral type and performance, as appropnate The valuattons output 15 benchmarked for consistency against
observable data for secunues of a similar nature

Loans mcluding leveraged finance and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers when available
In the absence of an observable market, the fair value 1s determined using valuauon techmques These
techmgques include discounted cash flow models, which incorporate assumptions regarding an appropriate credit
spread for the loan derived from other market instruments 1ssued by the same or comparable enuities

Structured notes

The fair value of structured notes valued using a valuation techruque 1s denved from the fair value of the
underlying debt securnity and the fair value of the embedded denvative 1s determined as descnibed 1n the
paragraph below on denvatives

Trading hatihies valued using a valuation technque with significant unobservable inputs principally comprised
equity-linked structured notes, which are 1ssued by the group and provide the counterparty with a return that 1s
linked to the performance of certain equity securiues, and other porifolios The notes are classified as level 3 due
to the unobservability of parameters such as long-dated equity volatihties and correlanons between equity prices
between equity prices and interest rates and between interest rates and foreign exchange rates

Derivatives

OTC (1e non-exchange traded) derivatives are valued using valuation models Valuation models calculate the
present value of expected future cash flows based upon ‘no-arbitrage” principles For many vanilla derivative
products, such as mnterest rate swaps and European options the modelling approaches used are standard across
the industry For more complex derivauve products, there may be some differences in market practice Inputs to
valuation models are determined from observable market data wherever possible, including prices available from
exchanges, dealers, brokers or providers of consensus pricing Certain inpuis may not be observable in the
market directly, but can be determined from observable prices via model calibranon procedures or estimated
from historical data or other sources Examples of inputs that may be unobservable include volatihty surfaces, 1n
whole or  part for less commonly traded option products, and correlaons between market factors such as
foreign exchange rates mterest rates and equity prices

Denvative products valued using valuation techmques wath sigmificant unobservable inputs included certan
types of correlation products, such as foreign exchange basket options, equity basket options, foreign exchange
mterest rate hybnd transactions and long-dated option transactions Examples of the latter are equity options,
mterest rate and foreign exchange options and certain credit derivatives Credit denvatives include certam
tranched CDS transactions
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Reconciliation of fair value measurements m Level 3 of the fair value hierarchy

The group
Assets Liabilites
Designated Designaied
at fair value at fair value
Available- Held for through Held for through
for sale trading profit or loss Derivatives trading profit or loss Derwvatives
fm fm £m £m fm Im im
At 1 January 2012 2349 778 - 1,558 1,704 - 1,703
Total gawns or losses recognised 1n profit
or loss {81) 38 ~ (21) 59 - (3949)
Total gains or losses recognised tn other
comprehensive mncome 194 - - - - - -
Purchases 176 9 - - (232) - -
Issues - - - - 565 - -
Sales {136) (131) - - 248 - -
Settlements {143) (314) - (52) (611) - 124
Transfer out (1,204) (165) - (115) (221) - (148)
Transfer in 950 139 - 45 6 - 17
Exchange differences (34) - - 1 n - 6
At 31 December 2012 2,071 354 - 1,160 1,517 - 1,308
Total gamns or losses recogmsed m profit
or loss relating to those assets and
habilities held at 31 December {62) 41 - (36) 18 - (85)
The bank
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available- Held for profit or Held for profit or
for-sale tradsng loss Derivatives trading loss Derivatives
£m £fm £m f£m fm £m £m
At 1 January 2012 3.123 761 - 1,667 1651 - 1,831
Total gans or losses recogmsed in profit
or loss {69) 37 - (256} 59 - (338)
Total gamns or losses recogmised in other
comprehensive income (240) - - - - - -
Purchases 73 9 - - (231) - -
[ssues - - - - 563 - -
Sales (109) (131) - - 248 - -
Settlements (80) (301) - (114 (603) - 16
Transfer out (126) (164) - (119) (218) - (152)
Transfer in 43 139 - 54 - - 34
Exchange differences 15 1) - 1 - - 9
At 31 December 2012 2,635 349 - 1,233 1,469 - 1,400
Total gams or losses recogmsed m praofit
or loss relating to those assets and
liabilines held at 31 December {69) 38 - 3n 23 - {25)

Effects of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial instruments are, 1n certain circumstances, measured using valuation
techniques that incorporate assumptions that are not evidenced by prices from observable current market transactions
n the same instrument and are not based on observable market data The following table shows the sensiuvity of
Level 3 fair values to reasonably possible alternative assumptions
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LIRS 6 DL
The group
Reflected in other
Reflected in profit or loss comprehensive income
Favourable  Unfavourable Favourable  Unfavourable
changes changes changes changes
im £m £m £m
At 31 December 2012
Denvanvesitrading assets/trading habilities’ 204 (133) - -
Financial investments available-for-sale - - 152 (150)
At 31 December 2011
Denvauves/trading assets/trading habilities' 200 {169) - -
Financial investments available-for-sale - - 189 (183)

The bank
Reflected tn other
Reflected in profit or loss comprehensive income
Favourable Unfavourable Favourable  Unfavourable
changes changes changes changes
£m im im fm
At 31 December 2012
Dernivatives/trading assets/trading liabihues' 283 {1293) - -
Financial investmenits available-for-sale - - 296 (295)
At 31 December 201t
Denvativesitrading assets/trading labilites 203 (171} - -
Financial investments available-for-sale - - 191 (162)

I Dervattves Irading assets and trading Liabifites are presented as one category to reflect the manner m which these financial
instruments are risk-managed

Sensiivity of Level 3 fair values to reasonably possible alternative assumptions by mnstrument type

Reflected i other

Reflected 1n profit or loss comprehensive income
Favourable Unfavourable Favourable  Unfavourable
changes changes changes changes
fm fm £fm £m
At 31 December 2012
Private equity investments 14 (14) 43 (43)
Asset-backed securities 23 (13) 88 {86)
Leverage finance - - - -
Structured notes 3 3) - -
Dernivatives with monolines 36 (6) - -
Other denvatives 127 (96) - -
Other portfelios 1 {1) 21 21
Reflected 101 other
Reflected 1n profit or loss comprehensive mncome
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
fm fm fm Im
At 31 December 2011
Private equity investmenis 51 (26) 60 (59
Assel-backed secunties 3 (3) 118 {113}
Leverage finance 6 (6) - -
Structured notes 3 {3) - -
Denvatives with monolines 39 (34} - -
Other denvauves 75 (78) - -
Other portfolios 23 (19) 11 {11}

Favourable and unfavourable changes are determined on the basts of changes 1n the value of the instrument as a
result of varying the levels of the unobservable parameters using staustical techmques When parameters are not
amenable to statistical analysis quantificanon of uncertainty 1s judgemental
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When the fair value of a financial instrument 1s affected by more than one unobservable assumption, the above table
reflects the most favourable or most unfavourable change from varying the assumptions individually

In respect of private equity investments, in many of the methodologes, the principal assumption 1s the valuation
multiple to be apphed to the main financial indicators This may be determined wath reference to multiples for
comparable Listed compames and includes discounts for marketability

For ABSs, the principal assumptrons i the models are based on benchmark nformation about prepayment speeds,
default rates, loss severtties and the historical performance of the underlying assets

For leveraged finance, loans held for secunusation and denvatives with monolines the principal assumption concerns
the appropriate value to be attributed to the counterparty credit risk This requires estimation of exposure at default,
probability of default and recovery in the event of default For loan transactions, assessment of exposure at default 1s
straghtforward For derivative transactions, a future exposure profile 1s generated on the basis of current market data
Probabihties of default and recovery levels are estimated using market evidence, which may include financial
information, mistonical experience, CDS spreads and consensus recovery levels

For structured notes and other derivauves, principal assumptions concem the value to be atinbuted to future volanhty
of asset values and the future correlation between asset values These principal assumptions include credit volatilities
and correlations used 1n the valuation of structured credit denvatives (including leveraged credit derivatives) For
such unobservable assumptions, estimates are based on available market data, which may mnclude the use of a proxy
method to derive volatiity or a correlation from comparable assets for which market data 1s more readily available,
and/or an exammnation of storical levels

33 Fair values of financial instruments not carned at far value

The accounting policies which determune the classification of financial instruments and the use of assumptions and
estimation 1n valuing them are descnbed 1n Notes 2 and 3 respectively

Farr values are, however provided for information and are calculated as described below

The group
At 31 December 2012 At 31 December 2011
Carrying Farr Carrying Fair
amount value amount value
£m £m im £m
Assets
Loans and advances to banks 32,286 32,285 44 603 44 588
Loans and advances to customers 282,685 276,397 288014 282,813
Financial investments Debt securiiies - - 4151 4204
Liabihities
Deposits by banks' 39,571 39,571 41032 41,032
Customer accounts 324,886 325029 346 129 346 184
Debt securities in 1ssue 40,358 40,401 42 688 42 661
Subordinated habihities 10,350 10013 9998 9,266
The bank
At 31 December 2012 At 31 December 2011
Carrymg Farr Carrymg Famr
amount value amount value
im £m im fm
Assets
Loans and advarces to banks 17,207 17,207 22 203 22189
Loans and advances (o customers 225,567 219,416 210 561 205 587
Liabilities
Deposits by banks' 30,129 30,129 32324 32324
Customer accounts 256,341 256,341 237654 237 654
Debt secunties 1n tssue 24,970 24,970 25 705 25705
Subordinated habilities 9,968 9,581 9393 9125

I The carrying amoumts of these instruments are equal (o the fair value because they are shori-term 1n nature or reprice to curremnt
market rates frequently
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(1) Loans and advances to banks and customers

The fair value of loans and advances 1s based on observable market transactions, where available In the absence
of observable market transactions, fair value 1s estimated using discounted cash flow models

Loans are grouped, as far as possible mto homogeneous pools segregated by matunty, ongmatton perod,
mterest rate coupon and refixing profile, loan-to-value ratio currency, and/or internal credit nsk rating Expected
credit losses and prepayment behaviour, where appropnate, are apphed to coniractual cash flows The resultant
expected cash flows are discounted using the group’s estimate of the discount rate that a market participant
would use 1n valuing instruments with similar matwunty, repricing and credit nsk characteristrcs

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date, esnmates of
expectations of credit losses over the Iife of the loans and the fair value impact of repricing between onginaticn
and the balance sheet date

() Financial investments

The fair values of listed financial investments are determined using brd market prices The fair values of unlisted
financial 1nvestments are determined using valuation techniques that take into constderation the prices and future
earmngs streams of equivalent quoted secunties

(1) Deposits by banks and customer accounts

For the purposes of esimating fair value deposits by banks and customer accounts are grouped by residual
maturity Fair values are esumated using discounted cash flows applying current rates offered for deposits of
similar remaimng maturities The: fair value of a deposit repayable on demand 15 assumed to be the amount
payable on demand at the balance sheet date

(v} Debr securities 1n 1ssue and subordinated habihities

Fair values are determined using quoted market prices at the balance sheet date where available, or by reference
to quoted market prices for similar instruments

The fair values in this note are stated at a specific date and may be significantly different from the amounts which
will actually be paid on the matuniy or settlement dates of the instruments In many cases, it would not be posstble to
reahise immedrately the estimated fair values given the size of the porifolios measured Accordingly these fair values
do not represent the value of these financial mstruments to the group as a going concern

Matunty analysis of assets and liabilities

The balance 1n the table below will not agree directly with those in the consolidated balance sheet as the table
incorporates on an undiscounted basis all cash flows relating to principal and future coupon payments {except for
trading hiabilities and trading derivatives) In addition loan and other credit-related commatments and financial
guarantees and similar contracts are generally not recogmsed on the balance sheet Trading habihities and trading
denvaiwves are included i the *On demand’ trme bucket, and not by contractual matunty, because trading habihties
are typically held for short pertods of ume The group classifies the undiscounted cash flows payable under hedging
denvauve hablities according to therr contractual matunties The undiscounted cash flows potentially payable under
financial guarantees and similar contracts are classtfied on the basis of (he earliest date they can be called

Cash flows payable 1n respect of customer accounts are pnmanly contractually repayable on demand or at short
notice However 1n pracuce short-term deposut balances remain stable as inflows and outflows broadly match and a
sigmficant portion of loan commitments expire without being drawn upon The group therefore manages 1ts balance
sheet on both contractual and behavicuralised bases Each operating entity determimes the behaviouralisation of its
products within the guidehnes set out 1n the group’s hquidity framework and as approved by its Asset and Liabihity
Commutiee

The following 1s an analysis, by remaining contractual maturnues at the reporting date, of undiscounted cash flows
payable under financial lrabihuies
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Cash flows payable under financial habiliies by remarnng contractual maturities

The group

At 31 December 2012

Peposits by banks

Customer accounts

Trading liabihties

Financial liabilities designated at fair value
Derivatives

Debi securthes in 1ssue

Subordmnated habilities

Other financial habihities

Loan commitments
Financial guarantee coniracts

At 31 December 2011

Deposits by banks

Customer accounts

Tradng habihiues

Financial habilities designated at fair value
Denvatives

Debt secunties 1n 1ssue

Subordinated habilities

Qther financial habilities

Loan commitments
Financial guarantee contracts

Due Due
between between

On Due within 3and 12 land5  Due after
demand 3 months months years 3 years Tatal
£m im fin im £m £m
13,882 19,935 1,925 7,120 493 43,335
261,108 56,211 11,098 4,761 298 333,476
122,896 - - - - 122,896
4,802 409 2,935 16,054 13,461 37,661
181,095 78 477 2440 292 184,382
40 18,158 13,836 8623 343 41,000
] 72 71 642 12,114 12,903
981 6,460 1,104 615 416 9 576
584,808 101,323 31,446 40,255 27.417 785,249
113,654 1,342 580 128 21 115,725
3.047 1,005 3,776 1,709 2,123 11,660
701,509 103,670 35,802 42,092 29,561 912,634
11 825 28 148 1373 5632 539 48 117
252 655 77975 21166 5409 422 357 627
119211 - - - - 119211
4513 266 935 16 481 15 615 37810
178 121 116 191 1489 459 180 376
94 21223 10 829 11 236 221 43 603
4 44 69 541 11 302 11 960
1413 4,286 959 439 836 7,933
567 836 132 658 35522 41 227 29 394 806 637
119032 927 657 246 19 120 881
3439 2383 4397 1427 564 12410
690 307 136 168 40 576 42 900 29 977 939 928
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The bank
Due Due
between between
On  Due within 3and 12 land5  Due after
demand 3 months months years 5 years Total
£m fm £fm im fm £m

At 31 December 2012
Depaosits by banks 19,373 7419 2,101 941 227 30,061
Customer accounts 219,227 24,790 7.674 4,052 - 255,743
Trading habilines 104,946 - - - - 104,946
Fmancial habihiies designated at fair value - 403 1,281 12,670 12,287 26,641
Dervatives 143,921 18 477 1,496 292 146,264
Debi secunties n 1ssue 40 6,690 12,058 5,795 641 25,224
Subordinated frabilmes - 44 23 1,095 9,781 10,943
Other financial liabilities 47 5,240 460 115 153 6,015

487,554 44,664 24,074 26,164 23,381 605,837
Loan commitments 76,654 472 399 45 20 77,640
Financial guarantee contracts 31 1,627 3,865 1,731 2,064 9,318

564,239 46,763 28,338 27,990 25,465 692,795
At 31 December 201
Deposuts by banks 10,832 20 885 320 203 127 32 367
Customer accounts 199 768 23 354 9738 4265 - 237 125
Trading liabilities 94 584 - - - - 94 584
Financial liabilites designated at fair value - 159 902 12940 13,264 27 265
Denvatives 147 251 113 187 837 453 148 841
Debt securiies 1n 1ssue 94 6357 9353 9709 655 26 168
Subordinated habilies - 44 28 287 10 562 10,921
Other financial hakhties 97 2643 247 123 156 3 266

452 626 53555 20775 28 364 25217 580 537
Loan commitments 80 691 396 §32 164 18 81 801
Financial guarantee contracts 33 21749 3883 1354 512 8 531

533 350 56 700 25190 29882 25747 670 869
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Maturity analysis of assets and habilities

The group
A1 31 December 2012
BDue after more
Due within than
one year one year Total
fm im £m
Assets
Financial assets designated as fair value 282 15,105 15,387
L.oans and advances to banks 29,511 2,715 32 286
Loans and advances to customers 128,817 153 808 282,685
Financial investments 13,636 57,629 71,265
Other financial assets 4,469 2,103 6,572
176,775 231,420 408,195
Liabilities
Deposits by banks 33,482 6,089 39,571
Customer accounts 320,786 4,100 324,886
Financial habilities designated at fair value 2,495 30,423 32918
Debt secunities it 1ssue 31,536 8822 40,358
Other financial habilities 7,878 1,297 9175
Subordinated hatmhities 34 10,316 10,350
396,211 61,047 457,258
At 31 December 2011
Due after more
Drie wathin than
one year one year Total
fm £m fm
Assets
Financial assets designated at fair value 282 15,050 15332
L.oans and advances to banks 42 583 2020 44 603
Loans and advances to customers 137 084 150 930 283014
Financial investments 19778 73334 93112
Other financial assets § 585 1020 7605
206 312 242 354 448 666
Liabdities
Deposits by banks 35248 5784 41,032
Customer accounts 341886 4243 346 129
Financial habihties designated at fawr value 1 163 30 829 31992
Debt secur1ties 1n 1ssue 31737 10951 42,688
Other financial liabalities 4121 1153 5274
Subordinated hiatlities - 9998 9998
414 155 62 958 477113
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The bank
At 31 December 2012
Due after more
Due within than
one year one year Total
im fm im
Assets
Financial assets designated at fair value - 4,373 4,373
Loans and advances 1o banks 15,854 1,353 17,207
Loans and advances {0 customers 107,183 118,384 225,567
Financial investments 9,471 27,132 36,603
Other financial assels 3,404 906 4,310
135,912 152,148 288,060
Liabilities
Deposits by banks 25,602 4,527 30,129
Customer accounts 252,409 3,932 256 341
Financial hahties designated at fair value 1,112 22,401 23,513
Debt secunties in 15sue 18,654 6,316 24,970
Other financial hiabihties 6,628 370 6,998
Subordinated habihties - 9,968 9,968
304,405 47,514 351,919
At 31 December 2011
Due after
Due within mare than
one year one year Total
im im &m
Assets
Financial assets designated at fair value 4 4 501 4595
Loans and advances 1o banks 20 839 1,364 22203
Loans and advances io customers 94 973 115,588 210 561
Financial investments 10 441 31799 42 240
Cther financial assets 3630 734 4364
129 887 154 076 283 963
Laabilittes
Deposits by banks 28 495 3829 32324
Customer accounts 232,640 5014 237 654
Financial Liabihues designated at fair value 1025 21 836 22 861
Debt secunties tn 1ssue 15 579 10 126 25705
Other financial ltabilities 2307 406 2713
Subordinated hiabilines - 9893 9 893
280 046 51,104 33t £50

Further discussion of the group's hgquidity and funding management can be found in the Risk section of the Report of
the Directors
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35

Foreign exchange exposures

The group’s structural foreign currency exposure 1s represented by the net asset value of its foreign currency equity

and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates

The group's management of structural foreign currency exposures 1s discussed in the risk section in the Report of

Dhrectors

Net structural foreign currency exposures

Currency of structural exposure

2012 2011

fm £m

Euro 11,891 11927

US dollars 1,994 3331

Swiss franes 162 1553

Turkish lira 1,106 1011

Russian rouble 186 166

Others each less than £100 million 269 191

Total 15,608 18 179

36 Assets charged as secunity for habilities and coliateral accepted as security for assets
Fiancial assets pledged to secure habilities are as follows
Group assets pledged at Bank assets pledged a1
31 December 31 December

2012 2011 2012 2011

£m f£m £m fm

Treasury bulls and other eligible secunhes 483 440 - -

Loans and advances to banks 12,780 11422 7,708 7 856

Loans and advances to customers 39,833 39736 21,429 23 407

Debt secunties 97,612 102 416 59,855 60 580

Equty shares 3,488 3993 3416 3.971

Other 35 M - -

154,231 158 061 92,408 95,814

The table above shows assets over which a legal charge has been granted to secure habiliies The amount of such
assets may be greater than the book value of assets utilised as collateral for funding purposes or to cover habilities
Thus s the case for secunuisations and covered bonds where the amount of habilitres 1ssued, plus any mandatory

over-collateralisation, 15 less than the book value of financial assets available for funding or collateral purposes in the

relevant pool of assets This 1s also the case where financial assets are placed with a custodian or settlement agent,
whnch has a floating charge over atl the financial assets placed to secure any hiabiliues under settlement accounts

These transactions are conducted under terms that are usual and customary to collateralised transacttons, ncluding,

where relevant standard securities lending and repurchase agreements

Collateral accepted as secunty for assets

The fair value of financial assets accepted as collateral that the group 1s permutied to sell or repledge in the absence of

default 15 £122,502 midlion (2011 £144,699 million) (the bank 2012 £79,852 miilion, 2011 £85,654 million) The
fair value of any such collateral that has been sold or repledged 1s £80 072 mulhon (2011 £84 228 nulhion) (the bank
2012 £41 562 mullion, 2011 £33,581 mullion) The group 1s obhged to return equivalent secunties

These transactions are conducted under terms that are usual and customary to standard secunties borrowing and

reverse repurchase agreements
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37 Called up share capital and other equity instruments

Issued capital

HSBC Bank plc £1 00 ordinary shares

Number fm
At 1 January and 31 December 2012 796 969 107 797
At 1 January and 31 December 2011 796,969 107 797

| HSBC Bank plc £1 00 preferred ordinary shares
| Number £000
At 1 Januvary and 31 December 2012 1 -
At 1 January and 31 December 2011 1 -

The preferred ordinary share ranks pari passu 1 all respects wath the ordinary shares and with all other shares
expressed to rank pari passu therewith It carnies the same nghts and 13 subject to the same limitations as the ordinary
shares but 1n addition the preferred ordinary share confers

{1) on each and any distribution of profits by the bank on any class of share (other than the ordinary shares), the nght
to recerve, 1n priority to any other share, the first £100 of any amount so distnbuted, and

(1} on any distribution on a winding-up of the bank (but not on any redempuion reduction er purchase of any share
capital), the nght to receive out of the assets of the bank available for distribution, 1n prionty to any other share, a
sum equal to the nominal amount of the preferred ordinary share and any premium pard on the 1ssue thereof

HSBC Bank plc US$0 01 non-cumulative third dollar preference shares

Number £'000
| At 1 January and 31 December 2012 35,000,000 172
At 1 January and 31 December 2011 35 000 000 172

|

1 The bank has no obligation to redeem the preference shares but may redeem them n part or in whole at any time

i subject to pror nonfication to the Financial Services Authonty Dhvidends en the preference shares 1n 1ssue are paid

| annually at the sole and absolute discretion of the Board of Directors The Board of Directors will not declare a

i dnvaidend on the preference shares in 1ssue 1f payment of the drvidend would cause the bank not to meet the capital

‘ adequacy requirements of the Financial Services Authonty or the profit of the bank, available for distribution as

i dvidends, 15 not sufficient to enable the bank to pay in full both dividends on the preference shares in 1ssue and

| dividends on any other shares that are scheduted to be paid on the same date and have an equal nght to dividends or

| if payment of the dividend 1s prohubited by the nights attached to any class of shares 1n the capital of the bank,
excluding ordinary shares The preference shares 1 1ssue carry no nghts to conversion into ordinary shares of the
bank Holders of the preference shares in issue will be able to attend any general meetings of shareholders of the
bank and to vote on any resolution proposed to vary or abrogate any of the nights attaching to the preference shares or

‘ any resolution proposed to reduce the paid up capital of the preference shares If the dividend payable on the

‘ preference shares in 1ssue has not been paid in full for the most recent dividend period or any resolution 1s proposed
for the winding-up of the bank or the sale of its entire business then, in such circumstances, holders of preference
shares will be enutled to vote on all matters put to general meetings In the case of unpaid dividends the holders of
preference shares in 1ssue will be entitled to attend and vote at any general meetings until such hme as dividends on
the preference shares have been paid tn full or a sum set aside for such payment 1n full in respect of one dividend
period

All shares n 1ssue are fully pard

HSBC Bank plc perpetual subordmated debt

£m
At1 January 2012 and 31 Decembrer 2012 - =
At1 January 2011 1 750
Debt repaid (1750

At 31 December 2011 -
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38 DNotes on the cash flow statement

Non-cash tems ncluded in profit hefore tax

Depreciation, amortisation and impawrment
Share-based payment expense

Credut-related 1mpairment losses

Provisions raised

Impairment of investments

Credit charge for defined benefit plans

Accretion of discounts and amortisation of premiums

Change in operating assets

Change i prepaymenis and accrued income
Change mn net trading securities and net derivanves
Change in loans and advances to banks

Change in leans and advances to customers
Change n financial assets designated at farr value
Change 1n other assets

Change in operating habilities

Change 1n accruals and deferred income

Change 1n deposits by banks

Change 1n customer accounts

Change 1n debt secunttes ut 15sue

Change 1n financial habilities designated at fair value
Change 1n other habilities

Cash and cash equivalents

Cash and balances at central banks
Itens i the course of collecuon from other banks
Loans and advances to banks of one month or less

Treasury bills other bills and certaficates of deposit less than

three months
Less 1tems in the course of transnussion 10 other banks

Total cash and cash equivalents'

1 Total cash and cash equivalents imnclude the following amounts that are not avaiiable for use by the group Nl held by foreign

The group The bank
2012 2011 2012 2011
£m im im £m
541 549 403 359
271 328 191 213
1,245 1623 965 1108
1,616 630 1,274 522
26 18 687 1
148 (219} 112 (255}
141 161 120 1
3,988 3 090 3,752 1956
The group The bank
2012 2011 2012 2011
Im fm £m Im
208 631 75 308
{29,920} 17,430 (19,974) 18628
5,446 6 365 8,142 6787
(6,503} {2,601} (11,810) (2392)
(55) 122 222 (90
(3,205) {1015) 3,322 (250)
(34,029) 20932 (20,023) 22991
The group The bank
2012 2011 2012 2011
£m £m im fm
(i) (440) 1) (186)
(3,908) (7 255) (2,193) (6 549)
27,986 2006 18,687 7053
(4,081) (5418) {735) (3712)
1,274 4057 1,002 4527
2,627 (1,298) 2,281 (100)
23 887 {8 348) 19,029 1033
The group The bank
2012 2011 2012 2011
im im £m £m
51,613 56 460 45,262 44 967
1,961 1 663 1,213 908
42,859 47 497 30,132 27,109
2,742 3974 2,388 2818
(1,017} {1154) (334) {446)
98,158 108 440 78 661 75 356

subsidianies and subject to foreign exchange controi resirictions (2011 i) and £2 356 mithon subject 1o other restrictions (2011

£1 335 mulfion)

Total interest paid by the group dunng the year was £3,282 mullion (2011 £5,044 mlhion) Total interest received by
the group during the year was £12,565 muilion (2011 £13 200 milhon) Total dividends received by the group during

the year were £293 million (2011 £234 rmllion}
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39 Contingent habilities, contractual commitments and guarantees

The group The bank
2012 2011 2012 2011
im £m fm fm
Guarantees and other contingent hiabilies
Guarantees 14,829 17510 11,066 10 833
Other contngent habilities 5% &8 54 60
14,884 17 598 11,120 10 943
Commitments’
Documentary credits and shor-ierm trade-related transactions 2,729 2436 1172 1160
Forward asset purchases and forward deposits placed 19 21 - -
Undrawn formal standby faciies credut lines and other
commitmens 1o lend* 112,977 118 424 76,463 80,641
115,725 120 881 77,640 81 801

1 Excluding capital commumenis which are separately disclosed below
2 Based on original contractual maturity

The table above discloses the nominal principal amounts of commitments, guarantees and other contingent habihues
They are mawnly credit-related mstruments which include both financial and nen-financial guarantees and
commtments to extend credit Nominal principal amounts represent the amounts at risk should contracts be fully
drawn upon and chents default As a significant portion of guarantees and commitments 15 expected to expire without
being drawn upon, the total of these nomnal principal amounts 1s not representative of future iquidity requirements

Contingent lrabilities arising from htigatien against the group are disclosed in Note 41

Financial Services Compensation Scheme

The Financial Services Compensation Scheme (‘'FSCS'} has provided compensation to consumers following the
collapse of a number of deposit takers The compensation paid out to consumers 1s currently funded through loans
from the Bank of England and HM Treasury which at 31 December 2012 stood at approximately £18 billion

The interest rate to be applied on outstanding borrowings n calculating the Management Expenses Levy increased
from 12 month LIBOR plus 30 basis ponts to 12 month LIBOR plus 100 basis points from 1 Apnl 2012 The FSCS
confirmed 1n February 2013 that the first of three annual instalments of approximately £363 million will be levied in
total on participating financial institutions 1 Scheme Year 2013/2014 to repay the balance of the loan principle that
15 not expected to be recovered

The bank could be liable to pay a further proportion of the outstanding borrowings that the FSCS has borrowed from
HM Treasury

The accrual of £97 million at 31 December 2012 (2011 £56 million) reflects an estimate 1 respect of the expected
Management Expenses Levy due in Scheme Year 2013/2014 plus the bank’s estimated share of the first 1nstalment
for loan principal non-recovery The ulimate FSCS levy to the industry as a resuli of the collapses cannot currently
be estimated rehiably as 1t 15 dependent on various uncertain factors including the potential recovenes of assets by the
FSCS and changes 1n the interest rate and level of protected deposits and the population of FSCS members at the
time

Guarantees

The group provides guarantees and simlar undertakings on behalf of both third party customers and other enuiies
within the group These guarantees are generally provided in the normal course of the group’s banking business The
principal types of guarantees provided, and the maximum potentiat amount of future payments which the group could
be required to make at 31 December, were as follows
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The group

Guarantee type

Financial guarantee contracts'
Credit-related substitutes?
Other guarantees

Total

The bank

Guarantee type

Financial guaraniee contracts'
Credit-related substiutes®
Other guarantees

Total

n the Financial Statements (contnued)

At 31 December 2012

At 31 December 201t

Guarantees by Guarantees by

Guarantees in thegroup m  Guarantees in the group mn
favour of third favour of other  favour of third  favour of other
parties  Group entities parties  Group entities

£m £m fm im

7,549 1,032 9060 1458

2,850 229 1825 67

3.106 118 5156 32

13 505 1379 16 041 1,557

At 31 December 2012

Guarantees by

At 31 December 2011

Guarantees by

Guarantees in thegroup m  Guaraniees the group
favour of third favour of other  favour of terd  favour of other
parties  Group entities parties  Group entities

£m fm £m £m

5,776 1,975 5451 2320

1,077 490 444 316

1,636 166 2 336 76

§ 489 2,631 8,231 2712

1 Financial guarantees contracts are contracts that require the issuer to make specified payments to retmburse the holder for a loss
ncurred because a specified debtor farls to make payment when due in accordance with the oniginal or modified terms of a debt
wnstrument The amounis 1n the above table are nominal principal amounts

2 Credut refated guarantees are contracts that have sumilar features to financial guarantee contracis but fail to meet the strict definition

of a financial guarantee contract under IAS 39

The amounts disclosed 1n the above table reflect the group’s maximum exposure under a large number of individual
guarantee undertakings The nsks and exposures ansing from gearantees are captured and managed 1n accordance
with the group’s overall credit nsk management pohicies and procedures Guarantees with terms of more than one
year are subject to the group’s annual credit review process

Other commitments

In addition to the commitments disclosed above, at 31 December 2012 the group had contractual commitments to
purchase, within one year land and buildings and other fixed assets from a number of supplers for a value of £3

miilion (2011 £5 mlhion)

The group had no contingent Lhialnlities or commitments in relation to Jomt ventures or associates incurred jontly or

otherwise

Lease commitments

Finance lease commtments

The group leases land and buttdings (including branches) and equipment from third parties under finance lease

arrangements to support 1S operalons

No later than one year
Later than one year and no later than five years
Later than five years

Total

2012 2011
Total future Total future

minmuin Interest Present  Minmmum [nterest Present
payments charges value  payments charges value
£m £m £m fm £m £m
7 (N - 8 (8) -
39 {38) | 56 (54) 2
105 (15) 90 227 (60) 167
151 (60) 91 201 (122) 169
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At 31 December 2012 future mimimum sublease payments of £151 milhon {2011 £267 million) were expected to be
received under non-cancellable subleases at the balance sheet date

Operating lease commitments

At 31 December 2012, the group was obligated under a number of non-cancellable operaung leases for properties,
plant and equipment for which the future mimimum lease payments extend over a number of years

Land and buildings

2012 2011
fm im

Future mimmum lease payments under non-cancellable operating leases expiring
No later than one year 158 193
Later than one year and no later than five years 537 685
Later than five years 927 1,143
Tolal 1,622 2021

In 2012 £180 mullion (2011 £164 milhion) was charged to ‘General and admimstrative expenses’ 1n respect of lease
and sublease agreements, all of which related to mimmum lease payments

Finance lease recervables

HSEBC leases a variety of assets to third parties under finance leases, mncluding transport assets (such as aircraft),
property and general plant and machinery At the end of lease terms, assets may be sold to thurd parties or leased for
further terms Lessees may participate 1n any sales proceeds achieved Lease rentals arising during the lease terms
will erther be fixed 1n quantum or be vaned to reflect changes n, for example, tax or interest rates Rentals are
calculated to recover the cost of assets less their residual value, and earn finance 1ncome

2012 2011
Total future Total Future
mnimuym Interest Present  Mimmum Interest Present
payments charges value  payments charges value
Em £m £m im £m £m
Lease receivables
No later than one year 1,203 (92) 1,111 1165 (132) 1033
Later than one year and no later than five years 3,037 {417} 2.620 3193 (495) 2698
Later than five years 1,822 {433) 1,389 2 486 837 1849
6,062 (942) 5,120 6 844 (1264) 5 580

At 31 December 2012 unguaranteed residual values of £106 milhon (2011 £117 milhon} had been accrued. and the
accumulated allowance for uncollecuble minimum lease payments recervable amounted to £12m million (2011 £12
mithon)

In 2012 £30 mullion (2011 £35 mullion} was received as contingent rents and recogmsed in the income statement

Operating lease receivables

The group leases a vanety of different assets to third parties under operating lease arrangements, including property
awrcraft and general plant and machinery

Equipment
2012 2011
fm fm
Future mimmum lease payments under non-cancellable operating leases expirng
No later than one year 14 11
Later than one year and no later than five years 40 25
54 36

In 2012, no contingent rents were recerved and recognised in “Other operating income” (2011 ml)
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41 Legal proceedings and regulatory matters

The group 1s party to legal proceedings, investigauons and regulatory matters in a number of junsdictions ansing out
of 1s normal bustness operations Apart from the matters described below, the group considers that none of these
matters 15 matenal, exther individually or n the aggregate The group recogmses a provision for a iability i relation
to these matters when 1t 1s probable that an outflow of economic benefits will be required to settle an obligation
which has ansen as a result of past events, and for which a rehiable esumaie can be made of the amount of the
obhigation Whle the outcome of these matters 1s inherently uncertain, management believes that, based on the
information available to it, appropriate provisions have been made 1n respect of legal proceedings and regulatory
matters as at 31 December 2012

Bernard L Madoff Investment Secunties LLC

In December 2008, Bernard L Madoff (‘Madoff") was arrested for running a Ponzi scheme and a trustee was
appomied for the hquudation of his firm, Bernard L Madoff Investment Secunies 1.LC ("Madoff Securities’), an
SEC-registered broker-dealer and investment adviser Since his appointment, the trustee has been recoverng assets
and processing claims of Madoff Secunties customers Madoff subsequently pleaded gwlty to vanous charges and 1s
serving a 150 year prison sentence He has acknowledged, 1n essence, that while purporting to invest his customers’
money wn secunties and, upon request return their profits and pnncipal he 1o fact never 1nvested 1n secunties and
used other customers’ money to fulfil requests for the return of profits and principal The relevant US authorities are
contumnng thewr investigations o hus fraud, and have brought charges aganst others, including certain former
employees and the former auditor of Madoff Securities

Vanous non-US HSBC compames provided custodial admimistration and sirmiar services to a number of funds
incorporated outside the US whose assets were 1nvested with Madoff Secunities Based on information provided by
Madoff Secunues, as at 30 November 2008 the purported aggregate value of these funds was US$8 4 billion, an
amount that includes fictitious profits reported by Madoff Based on information available to HSBC to date, we
estimate that the funds’ actual transfers to Madoff Secunities minus their actual withdrawals from Madoff Securities
during the time that HSBC serviced the funds totalled approximately US$4 llion

Plainuffs (including funds, fund nvestors, and the Madoff Secunties trustee) have commenced Madoff-related
proceedings against numercus defendants in a multitude of yjunsdictons Various HSBC companies have heen named
as defendants in suits 1 the US, Ireland, Luxembourg and other junsdictions Certain suits {which included four US
putative class actions) allege that the HSBC defendants knew or should have known of Madoff's fraud and breached
various duties to the funds and fund investors

In November 2011, the US Distnet Court Judge overseeing three related putanve class actions in the Southern
Distnict of New York dismissed all claims against the HSBC defendants on forum non conveniens grounds, but
temporartly stayed this ruling as to one of the acuons against the HSBC defendants - the claims of investors in
Thema International Fund ple - 1n light of a proposed amended settlement agreement, pursuant to which, subject to
various conditions, the HSBC defendants had agreed to pay frem US$52 5m up to a maxaimum of US$62 5m In
December 2011, the court hifted this temporary stay and dismssed all remaining claims against the HSBC
defendants and declined to consider preliminary approval of the settlement Tn light of the court’s decisions, HSBC
terminated the settlement agreement The Thema plainuff contests HSBC's right to terminate Plamuffs in all three
acuons have filed notces of appeal 1o the US Court of Appeals for the Second Circuit Briefing in that appeal was
completed 1n September 2012, oral argument 1s expected 1n early 2013

In November and December 2012, HSBC settled two of the individual claims commenced by investors in Thema
International Fund plc agamst HSBC 1n the Insh High Court

In December 2010 the Madoff Secunnes trustee commenced suits aganst vanous HSBC companies an the US
Bankruptcy Court and in the Enghsh High Court The US action (which also names certain funds, mvestment
managers, and other entities and individuals) sought US$9 biliron in damages and addiional recovenes from HSBC
and the various co-defendants It sought damages agamnst HSBC for allegedly aiding and abetting Madoff's fraud and
breach of fiduciary duty In July 2011, after withdrawing the case from the Bankruptcy Court in order 1o decide
certain threshold 1ssues, the US Dhstrict Court Judge dismissed the trusiee’s vanous common law claims on the
grounds that the trustee lacks standing to assert them [n December 2011, the trustee filed a nouce of appeal to the US
Court of Appeals for the Second Circuit Breefing in that appeal was completed in April 2012 and oral argument was
held m November 2012 A decision s expecied in 2013

The District Court returned the remarning claims to the US Bankruptcy Court for further proceedings Those claims
seek pursuant to US bankruptcy law, recovery of unspecified amounts recerved by HSBC from funds invested with
MadofT, including amounts that HSBC recerved when 1t redeemed unuts HSBC held 1n the vanous funds H3BC
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acquired those fund umts in connection with financing transactions HSBC had entered into with varnous clients The
trusiee s US bankruptcy law claims also seek recovery of fees earned by HSBC for providing custodal,
admmustration and similar services to the funds Between September 2011 and Apnl 2012 the HSBC defendants and
certain other defendants moved agan to withdraw the case from the Bankruptcy Court The District Court granted
those withdrawal motions as to certain 1ssues, and briefing and eral arguments on the ments of the withdrawn 1ssues
are now complete The Dhstrict Court has 1ssued ruhngs on two of the withdrawn issues but decisions with respect to
all other 1ssues are sl pending and are expected 1n early 2013

The trustee’s English action seeks recovery of unspecified transfers of money from Madoff Secunties to or through
HSBC on the grounds that the HSBC defendants actually or constructively knew of Madoft's fraud HSBC has not
heen served with the trustee’s Enghsh action

Between October 2009 and April 2012, Fairfield Sentry Limited, Fairfield Sigma Limited and Fairfield Lambda
Limuted (‘Fafield'), funds whose assets were directly or indrectly 1nvested with Madoff Secunties, commenced
multiple swits 1n the Bnish Virgin Islands { BVI') and the US aganst numerous fund shareholders, including vanous
HSBC companes that acted as nominees for clients of HSBC's private banking business and other chents who
invested 1n the Fairfield funds The Fairfield actions seek restitution of amounts paid to the defendants 1n connection
with share redemptions, on the ground that such payments were made by nustake, based on inflated values resulting
from Madoffs fraud, and some actions also seek recovery of the share redemptions under BVI insolvency law The
actions 1n the US are currently stayed 1n the Bankruptcy Court pending developments 1n related appellate litigation in
the BVI

There are many factors which may affect the range of possible outcomes, and the resulting financial impact, of the
varnous Madoff-related proceedings including but not limited to the circumstances of the fraud, the muluple
Junisdicuons 1in which the proceedings have been brought and the number of different plaintiffs and defendants 1n
such proceedings For these reasons among others, 1t 15 not practicable at this time for HSBC to estimate reliably the
aggregate liabihities, or ranges of habilities, that rmght anse as a result of all such claims but they could be
sigmficant In any event, HSBC considers that 1t has good defences to these claims and will continue to defend them
vigorously

Anti-money laundering and sanctions-related investigations

In December 2012, HSBC, the bank’s parent company, entered nto agreements to achieve a resolution with US and
UK government agenctes that have investigated HSBC's conduct related to inadequate comphiance with anti-money
laundening ( AML’), US Bank Secrecy Act (BSA’) and sanctions laws  This was as a result of investigations by the
US Department of Justice { DoJ’} the Federal Reserve, the Office of the Comptroller of the Currency and the US
Department of Treasury’s Financial Crimes Enforcement Network i connection with AML/BSA comphance in
various parts of the HSBC Group As part of the resolution, HSBC and HSBC Bank USA, N A entered mto a
deferred prosecution agreement {the DPA ) with the Do), the United States Attorney’s Office for the Eastern District
of New York and the United States Attorney’s Office for the Northern District of West Virginia, and a DPA wath the
New York County Dhstnict Attorney and consented to a cease and desist order wath the Federal Reserve

HSBC also entered into an undertaking with the FSA to comply with centain forward-looking obligations with
respect to anti-money launderning and sancuons requirements over a five-year term Under these agreements, HSBC
will continue to cooperate fully with US and UK regulatory and law enforcement authonties and take further action
to strengthen s comphance policies and procedures Over the five-year term of the agreements with the DoJ and
FSA a skilled person’ under section 166 of the Financial Services and Markets Act (FSMA) (also known as an
mndependent memtor } will evaluate HSBC's progress in fully implementing these and other measures 1t
recommends, and will produce regular assessments of the effectiveness of HSBC's comphance function If HSBC
fulfils ali of the requiremenis imposed by the DPA and other agreements the DOJ's charges against 1t will be
dismissed at the end of the five-year period

The above agreements cover the activities of all the entities 1n the HSBC Group ncluding the bank and 1ts
subsicharies

The FSA requested the bank as the FSA authonsed and approved enuity in the UK, to apply for a vanauon of 1s
banking permussion to ensure that HSBC comphes with these undertakings If HSBC fails te comply with the terms
of the DPA the FSA could take action against the bank including but not hmited to, revocanon of the bank’s license

In relation to the DPA, the Group has commtted to take or continue to adhere to a number of remedial measures
Breach of the DPA at any ume dunng its term may allow the Do) or the New York County Disinict Atiorney's Office
to prosecute HSBC 1n refation to the matters which are subject to the DPA
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Steps to address many of the requirements of the DPA have either already been taken or are under way These
include simphfying the Group's controt structure, strengthening the governance structure with new leadership
appomntments, revising key policies and establishing bodies to implement single global standards shaped by the
highest or most effecive antt-money laundering standards avarlable 1n any location where the Group operates, as
well as substantially mcreasing spending and staffing in the anti-money laundenng and regulatory comphance areas
over the past few years

Investigations into the setting of London interbank offered rates, European interbank offered rates
and other benchmark rates

Various regulators and competition and enforcement authorities around the world including in the UK, the US,
Canada, the EU, Switzerland and Asa, are conducting invesugations and reviews related to certain past submissions
made by panel banks and the processes for making subnussions m connection with the setting of London interbank
offered rates ( Libor ), European interbank offered rates ( Eunbor’) and other benchmark nterest and foreign
exchange rates Several of these panel banks have reached settlements with various regulatory authorities As certain
HSBC ennities are members of such panels, HSBC and/or 1ts subsidianes have been the subject of regulatory
demands for information and are cooperating with those investigations and reviews Based on the facts currently
known, there ts a gh degree of uncertainty as to the resolution of these regulatory investigauons and reviews,
including the uming The potential impact and size of any fines or penalties that could be imposed on HSBC cannot
be measured reliably

In addition, HSBC and other panel banks have been named as defendants in private lawsuats filed 1n the US with
respect to the setting of Libor, inclucing putative class action lawsuits which have been consolidated before the US
Dhstrict Court for the Southern District of New York The complaints in those actions assert claims against HSBC
and other panel banks under various US laws including US antitrust laws, the US Commodities Exchange Act, and
state law Based on the facts currently known, 1t 1s not practicable at this ime for HSBC to predict the resolution of
these private lawsuits including the iming and potential impact on HSBC

US Tax and Broker-Dealer Investigations

HSBC continues to cooperate 1n ongoing investigations by the DoJ and the US Internal Revenue Service regarding
whether certain Group companies and employees acted appropriately 1n relation to certain customers who had US tax
reporting requirements In connection with these investigations, HSBC Group companies have produced records and
other documents to the Do) and are cooperating with the invesugation In addition vanous Group companies are
cooperatng with the SEC's mvestigation nto adherence with US broker-dealer and investment adviser rules and
regulations when dealing with US resident clients

Based on the facts currently known in respect of each of these investigations, there 15 a hugh degree of uncertainty as
1o the terms on which the ongomng mvestigations will be resolved and the timing of such resolution including the
amounts of any fines and/or penalties As matters progress, 1t 1s possible that any fines and/or penalties could be
significant

Related party transactions

The ultimate parent company of the group 1s HSBC Holdings plc which 1s incorporated 1n England
Copes of the Group financial statements may be obtaned from the following address

HSBC Holdings plc
8 Canada Square
London

E14 5HQ

The group’s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for HSBC employees, Key Management Personnel, close family members of Key Management
Perscnnel and entities which are controlled or jontly controlled or significantly influenced by Key Management
Personnel or their close family members
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{a) Transactions with Directors and other Key Management Personnel

Key Management Personnel are defined as those persons having authonty and responsibility for planming, directing
and controlling the activities of HSBC Bank plc and the group and includes members of the Boards of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Directors of HSBC Holdings plc |

Compensation of Key Management Personnel

The following represents the compensation paid to the Key Management Personnel of the bank 1n exchange for
services rendered to the bank

2012 2011
£000 £000
Short-term employee benefits 4,181 3090
Post-employment benefits 238 203
Other long-term benefits 727 947
Share based payments 2,993 4222
8,139 8 462
|
Shareholdings and options of Directors and other Key Management Personnel !
Balance at Balance at 31
31 December 2012 December 2011
Number of options over HSBC Holdings plc ordinary shares held by Directors and other
key management personnel under employee share plans 357,509 630,044
Number of HSBC Holdings ple shares held by Directors and other key management
personnel beneficialty 14875312 16 227 279

Transactions, arrangements and agreements mcluding Directors and other Key Management Personnel

The table below sets out transacuions which fall to be disclosed under IAS 24 *Related Party Disclosures’ between
the group and Key Management Personnel

2012 2011 [

Highest balance Balance at  Highest batance Balance at |
during the year' 31 December' during the year' 31 December’

£000 £000 £000 £000 ‘

Key Management Personnel? !
Loans 253,742 160,439 181 846 158 196
Credit cards 762 293 881 298
Guaraniees 25,770 20,031 43 920 31036

1 The disciosure of the year-end balance and the highest balance during the year 1s considered the most meamngful information to
represent transactions during the year

2 Includes the Key Management Personnel of both the bank and its parent company HSBC Holdings pic close family members of Key
Management Personne! and entities which are controfied or jomntly controfled by Key Management Fersonnel or their close famly
members

The above transactions were made n the ordinary course of business and on subsiantially the same terms, including
nterest rates and security, as for comparable transactions with persons of a stmilar standing or, where applicable
with other employees The transactions did not involve more than the normal risk of repayment or present other
unfavourable features

Transactions with Directors Advances, Credits and Guarantees {Companies Act 2006)

In addition to the requirements of 1AS 24, particulars of advances (loans and quasi-loans), credits and guarantees
entered 1nto by HSBC Bank plc and its subsidianes with Directors of HSBC Bank plc are required to be disclosed
pursuant o section 413 of the Compames Aci 2006 Under the Companies Act there 15 ne requirement to disclose
transactions with the Key Management Personnel of the bank’s parent company, HSBC Holdings plc

The table below sets out transactions which fall to be disclosed under section 413 of Compames Act 2006
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The group
Balance at Balance at
31 December 2012 31 December 2011
£000 £000
Dhirectors
Loans 4,530 § 582
Credit cards 77 91
No guarantees were 1ssued in favour of Dhrectors during 2012 (2011 ml)
{b) Transactions with other related parties
Associates and jont ventures
The group
2012 2011
Highest balance Balance at Highest balance Balance at
during the year' 31 December' durngthe year' 31 December*
Im fm £m fm
Amounts due from joint ventures - unsubordnated 204 130 208 204
Amounts due from associates — unsubordimated 25 - 25 25
Amounts due to jomt ventures 2 - 2 2
Amounts due to associates 1 - 1 i

1 The disclosure of the year-end balance and the highest balance during the year 15 considered the most meanmgful information to
represent transactions during the year

The bank
2012 2011

Highest balance Balance at  Highest balance Balance at
during the year' 31 December' dunng theyear' 31 December’
fm fm £m im
Amounts due from joint ventures - unsubordmnated 204 130 208 204
Amounts due from associates — unsubordimated 25 - 25 23
Amounts due 1o joint ventures 1 - - -
Amounts due 1o assoclates 1 - 1 1

I The disclosure of the year-end balance and the highest balance during the year 1s considered the most meaningful mformation to
represent transactions during the year

The above outstanding balances arose from the ordinary course of business and on substantially the same terms

including mterest rates and secunty, as for comparable transactions with third party counterparties

Transactions of the group with HSBC Holdings plc and fellow subsidiaries of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Holdings plc

2012 2011
Highest balance Balance at  Highest balance Balance at
during the year' 31 December' dunngiheyear' 31 December'
im £m fm fm
Assets
Trading assets 1834 1,884 36 9
Financial assets designated at fair value 30 21 27 25
Loans and advances to cusiomers 3.014 4,580 465 270
Finaneial mnvestments 33 33 75 28
Lsabilities
Trading habihtes 16 - 16 16
Deposits by banks 1 - 236 -
Customer accounts 8.211 6,181 7318 6 857
Subordinated amounts due 5.283 5,099 4452 4452
Guarantees - - - -
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Income Statement

Interest mcome

Interesi expense

Fee income

Dividend income

Trading mcome

Other operating ncome

General and admuinistraive expenses

2012

£m

13
117
1

1
19
14
82

201t

£m

I The disclosure of the year-end balance and the highest balance during the year 1s considered the most meamnngfid information io

represent transactions during the year

Transactions detailed below mclude amounts due to/from fellow subsidianes of HSBC Holdings pic

2012 2011
Highest balance Balance at  Highest balance Balance at
during the year' 31 December’ dunngthe year' 31 December!
fm £m fm £m
Assets
Trading assets 11,199 6 065 11 736 5887
Dertvatives 23,522 19,912 40 658 21059
Financial assets designated at fau value 15 12 14 10
Loans and advances to banks 8,851 5312 8757 8757
Loans and advances to customers 2,398 1,506 3348 2398
Financial investments 7.253 150 7445 7229
Liabilities
Trading hiabilities 16,720 12,696 20 055 11853
Financial liabihites designated at fair value 32 - 34 32
Deposuts by banks 13,429 11,997 6 384 5445
Customer accounts 1,605 1,605 2835 1038
Denvatives 22,547 19,089 39578 20 521
Subordinated amount due 2,099 2099 1929 1878
Guarantees 1,134 1,033 1171 1131

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meamngful mformation (o

represent transactions during the year

Income Statement

[nterest ncome

Interest expense

Fee income

Fee expense

Trading income

Other operating mcome

General and admmisiraiive expenses

2011
im

134
111
122
231

60

355

The above outstanding balances arose from the ordinary course of business and on substantally the same terms,
including interest rates and secunty as for comparable transactions wath thard party courierparties
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Transactions between HSBC Bank plc and its subsidiaries, HSBC Holdings plc and fellow subsidiaries of
HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Bank ple and 1its subsidianes

2012 2011
Highest balance Balance at  Highest balance Balance at
during the year' 31 December’ dunngthe year' 31 December'
£m im im £m
Assets
Trading assets 25,146 15,184 26 035 18 291
Denvatives 23,803 18,732 20 486 20 486
Financial assets designated at fawr value - - 77 -
Loans and advances to banks 6,437 2,005 8 287 5,903
Loans and advances to customers 21,253 18,630 21 301 17 764
Financial nvestments 2,522 2,087 3,309 2522
Liabalities
Trading habihties 20,376 12,028 16 305 14 092
Deposits by banks 11,815 11,026 12 454 11326
Customer accounts 6,887 3,002 8,909 6 887
Dervatives 19,944 15,783 15 877 15 877
Subordinated amounts due 3,088 2,781 3292 3088
Guarantees 1,271 1,191 1284 1271

1 The disclosure of the year-end balance and the highest balance during the year i1s considered the most meamngful information to
represent transactions during the year

Transactions detailed below include amounts due to/from HSBC Bank plc and HSBC Holdings plc

2012 2011
Highest balance Balance at  Highest balance Balance at
during the year' 31 December' dunngthe year' 31 December'
£m £m £m £m
Assets
Trading assets 1,884 1,884 6 9
Loans and advances to customers 5,013 4,579 464 269
Liabalitres
Trading liabthties 16 - 16 16
Depaosits by banks - - - -
Customer accounis 7654 6,167 7 541 6292
Subordinated arnounts due 5,011 4,835 4 452 4452
Guarantees - - - -

1 The disclosure of the year end balance and the Inghest balance during the year 1s considered the most meaningful information to
represen! transactions during the year

In December 2010, the bank received two guarantees from HSBC Holdings plc 1n respect of monies owing to the
bank by uts structured investment condwits {*SICs") The first guarantee covers due but unpaid momes owed by the
bank’s principal SIC, Solutaire, up to a maximum amount of US$16 billion, to the extent that unpaid habiities exceed
US$1 billion A second guarantee covers due but unpad momes owed by the bank s other SICs Mazann Barion and
Malachite, up to a maximum amount of US$22 billion, to the extent that unpaid haklites exceed US$200 rullion In
December 2012, the bank recerved a third guarantee from HSBC Holdings plc that covers due but unpaid monies
owed to the bank by 1ts multi-seller conduit Regency up to a maximum amouni of US$17 billion, to the extent that
unpaid liabilities exceed US$2 bithon

The bank pays no fee to 1ts parent company for the provision of these guarantees
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Transactions detailed below include amounts due to/from HSBC Bank ple and fellow subsidiaries of HSBC

2012 2011
Highest balance Balance at  Highest balance Balance at
during the year' 31 December' dunng the year' 31 December’
£m fm fm £m
Assets
Trading assets 11,018 5,744 11201 5869
Dernvatives 20,728 17,808 20 854 18779
Loans and advances to banks 5,075 4231 3065 5,026
Loans and advances to customers 2211 1,463 3202 2211
Liabilities
Trading liahlities 16,499 12,441 19,598 11575
Deposits by banks 6,537 6,537 5,274 4135
Customer accounts 1,547 1,547 2513 868
Denvatives 25,330 16,236 20 241 18 819
Subordinated amount due 292 278 291 291
Guarantees 938 865 988 988

I The disclosure of the year-end balance and the highest balance during the year 15 considered the most meamngful information to
represent transactions during the year

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
ncluding interesi rates and secunty as for comparable transactions with third party counterparttes

Pension funds

At 31 December 2012, fees of £8 milhion (2011 £8 mullion) were earned by group compames for management
services related to the group’s pension funds held under management The group s pension funds had placed deposits
of £148 mulion (2011 £261 mulhon) with its banking subsidiaries

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and secunty as for comparable transactions with thurd party counterparties

The HSBC Bank (UK) Pension Scheme (the Scheme’) entered into swap transactions with the bank to manage the
wflation and interest rate sensitivaty of the habilities At 31 December 2012 the gross notional value of the swaps
was £18,998 rmlhion (2011 £16,056 milhon), the swaps had a negative fair value of £3 233 milhon to the bank
(2011 negative fair value of £3,591 milhon) and the bank had delivered collateral of £4 423 million (2011 £4,451
mulhion} to the Scheme 1n respect of these swaps All swaps were execuied at prevailing market rates and within
standard market brd/offer spreads

In order to sausfy diversificaiion requirements, the Trustee has requested special collateral provisions for the swap
transactions between the bank and the Scheme The coilateral agreement stipulates that the Scheme never posts
collateral to the bank Collateral 1s posted to the Scheme by the bank at an amount that the Trustee 1s hughly confident
would be sufficient to replace the swaps 1n the event of default by the bank Under the terms of the agreement,
increases in collateral when required, are posted by the bank on a daily basis and any reductions of cellateral are
repaid to the bank on a monthly basis

With the exception of the special collateral arrangements detailed above, all other aspects of the swap transactions
between the bank and the Scheme are on substantially the same terms as comparable transachons with third party
counterparties

Sale of HSBC Private Banking Holdings (Suisse) SA

In November 2012, the group sold HSBC Pnvate Banking Holdings (Swsse) SA, by way of an inter-group transfer to
HSBC Holdings plc for non-cash cansideration of £6,535 mullion The sale was completed on 16 November 2012
The ownershp of HSBC Private Bank (UK) Limited remains with HSBC Bank plc

Events after the balance sheet date

A third intenm dividend for 2012 of £1,460 milhon to shareholders of the parent company was declared by the
Directors after 31 December 2012
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