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This document compnses the Annual Report and Accounts 2009 for HSBC Bank plc (‘the bank’) and its subsidiary
undertakings (together ‘the group’) It contains the Directors’ Report and Financial Statements, together with the
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 subsidiaries

Cautionary Statement Regarding Forward-Looking Statements
M - - - )

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

Statements that are not histonical facts, including statements about the bank’s beliefs and expectations, are forward-
locking statements Words such as ‘expects’, ‘anticipates’, ‘intends’, ‘plans’, ‘believes’, ‘seeks’, “‘estimates’, ‘potential”
and ‘reasonably possible’, vanations of these words and stmilar expressions are intended to identify forward-looking
statements These statements are based on current plans, estimates and projections, and therefore undue reliance should
not be placed on them Forward-looking statements speak only as of the date they are made, and 1t should not be assumed
that they have been revised or updated in the hight of new mformation or future events

Forward-looking statements involve inherent nsks and uncertainties Readers are cautioned that a number of factors could
cause actual results to differ, in some nstances matenally, from those anticipated or implied 1n any forward-looking
statement




HSBC BANK PLC

2009 2008 2007 2006 2005
£m £m £m £m fm
For the year
Profit on ordinary activities before tax 4,014 4,366 4,063 3,796 3,731
Profit attnbutable to shareholders of the parent
company 3,092 3,441 3,209 2,722 2,842
At year-end
Shareholders’ funds of the parent company 27,787 19,923 24,423 20,399 19,091
Captal resources’ 31,840 27,098 24231 21,360 19,677
Customer accounts and deposits by banks 390,625 431,311 317,055 265,863 239,673
Total assets 751,928 924,231 622,280 440,760 386,422
Ratios (%)
Retum on average shareholders’ funds (equity)
of the parent company 13.2 145 145 i36 16 4
Loans and advances to customers as a
percentage of customer accounts 825 806 849 882 289
Capital ratios
~ total caputal’ 157 105 108 112 108
- uer 1 capital' 11.2 68 75 75 69
Cost efficiency rano’ 527 566 605 589 88
Profit an erdinary activihes befors tax Cost efficiency rahio Capital resources

1 2007 capual balances and ratios are stated on a Basel [ basis, pro-forma figures as at 31 December 2007 calculated wunder Basel IT
are capiial resources £22,514, total capnal ravio 10 6 per cent, Tier 1 capuital ratro 7 6 per cent

2 The cost efficiency rano 15 defined as total operating expenses drvided by net operaning income before loan impairment charges and
other credit risk provisions

The financial highlights are influenced by changes in the group structure over the five years
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Report of the Directors

introduction

While 2009 was a difficult year for most European
economies, HSBC’s financial strength, premium
customer base and ability to leverage 11s brand and
global networks ensured that all lines of busmess
remained strong and profitable, supported by a well-
funded balance sheet with increased capital strength
Retail customer deposit levels increased despite intense
competition and margin compression, and allowed the
group to grow in mortgages and continue to lend to
commercial customers The group continued to position
1ts balance sheet conservatively with a focus on
delivering long-term sustatnable retumns

Results for 2009

Poland, Russia, South Africa, Slovakia, Switzerland
and Turkey

Significant events

The consohidated profit for the year attributable to the
shareholders of the group was £3,092 milhon

An increase n underlying revenues was driven by
a strong performance n the European Global Banking
and Markets business, primanly resulting from robust
revenues 1n Rates and Balance Sheet Management
Retail Banking remained profitable despite the
detertoration 1n the economic environment, higher
unemployment levels and a subsequent nise in loan
impairment charges The bank continued to provide
lending support to customers while maintaining
effective credit controls and strengthening collection
practices and systems

Interim dividends of £441 mullion and £500 million
were paid on the ordnary share capital during the year

The Summary of Financial Performance 15 given
on page 11

Principal activities

On 12 June 2009, the bank sold 1ts residual 49 per cent
holding in HSBC Merchant Services LLP (HMS), the
<card processing joint venture (‘JV?) that serves its UK
business clients, to 1ts partner in the venture, Global
Payments Inc , for a consideration of £192 milhon The
gam of £180 milhon 1s included 1n ‘Other operating
income’ 1n the consolidated income statement

On 13 November 2009, the group agreed the sale
and leaseback of 8 Canada Square, Canary Wharf,
London to the National Pension Service of Korea
('NPS") for £773 million 1n cash As a result of the
transaction, a gain of £353 milhion was recognised 1n
‘Other operating income’ in 2009 Further details on
this transaction are provided in Note 22 ‘Property, plant
and equipment”

A change in the basis of delivering death-1n-
service, 1ll health and early retirement benefits for some
UK employees generated an accounting gain of £322
million in 2009

Business segments

The group provides a comprehensive range of banking
and related financial services The group divides 1ts
activities into business segments UK Retail Banking,
Continental Europe Retall Banking, Global Banking
and Markets, and Private Banking

As at 31 December 2009, the bank had 1,369
branches 1n the United Kingdom, and 14 branches in
the [sle of Man and the Channel Islands

Outside the Umited Kingdom, the bank has
branches 1n Belgium, the Czech Republic, France,
Greece, the Hong Kong Special Administrative Region,
Ireland, Israel, Italy, the Netherlands, Slevakia, and
Spain, 1t has representative offices i Ukraine and
Venezuela, and 1ts subsidiaries have banks, branches
and offices 1n Armenia, the Channel Islands, the Czech
Republic, France, Georgia, Germany, Greece, the Hong
Kong Special Admunistrative Region, Hungary, lreland,
Kazakhstan, Luxembourg, Malta, Monace, Singapore,

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

UK Retail Banking

Retall Banking comprises two customer groups,
Personal Financial Services (‘PFS’) and Commercial
Banking (*CMB’} UK Personal Financial Services
provides current accounts, savings, personal loans,
mortgages, cards, financial planning, as well as hife and
general insurance to UK personal customers through a
variety of distribution channels under various HSBC
brands, including first direct, Marks & Spencer Money
and partnership card™ UK Commercial Banking
provides a wide range of products and services to
commercial orgamisations, from sole proprietors to
quoted compames These include current and savings
accounts, payments, electronic banking, trade finance,
loans, overdrafts, asset finance, foreign exchange and
other treasury and capttal markets mstruments, wealth
management services and general insurance

Continental Europe Retail Banking

Continental Europe Retail Banking provides a
comprehensive range of retail financial services to local
and expatnate personal and commercial customers n
Europe The principal Retaill Banking operations are in
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France, Turkey, Germany and Malta, with a growing
PFS network 1in Russia and Poland which supports an
existing extensive Commercial Banking network across
the region

Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and
institutional clients worldwide The business 1s
managed as four principal business lines Global
Markets, Global Banking, Principal Investments and
HSBC Global Asset Management Thas structure allows
HSBC to focus on relationships and sectors that best fit
the Group’s footprint and facilitates seamless delivery
of HSBC’s products and services to clients

Private Banking

Private Banking reflects the operations of HSBC
Private Banking Holdings (Suisse) SA and its
subsidianies Private Banking helps individuals and
farmlies meet their complex international financial
needs by offering product leadership 1n areas such as
credit, hedge funds advisory, estate planming, and
investment advice

Other

Activities or transactions which do not relate directly to
the business segments are reported in Other The mamn
ttems reported under Other mnclude movements 1n the
fair value of own debt, the gain 1n respect of the sale of
HSBC's London headquarters, and the gan on sale of
the French regional banks in 2008

Strategic direction

HSBC’s strategy reflects 1ts position as ‘The world’s
local bank’ and 15 focused on delivering superior
growth and earmings over time by building on the
Group’s hentage, skills and investment In particular,
the group aims to leverage the HSBC brand and
network to reach new customers and offer more
services to existing customers, to maximise efficiency
by taking advantage of local, regional and global
economies of scale and to ensure staff are engaged by
aligning objectives and incentives

The Group has 1dentified three main business models
for 1ts customer groups and global businesses that
embody HSBC’s areas of natural advantage

*  businesses with international customers for whem
developing markets connectivity is crucial — Global
Banking and Markets, Private Banking, the large
business segment of Commercial Banking and the
mass affluent segment of Personal Financial
Services,

=

*  businesses with local customers where efficiency
can be enhanced through global scale — the small
business segment of Commercral Banking and the
mass market segment of Personal Financial
Services, and

s  products where global scale can be achieved
through building efficiency, expertise and brand
awareness — global product plaiforms such as
global transaction banking

The group seeks to build mutually profitable
relationships with all customers, leveraging the Group’s
global network, intelligence and capabilities to help
customers to unlock the world’s potential, enabled by
globally consistent, highly efficient systems and
procedures

HSBC has embarked on an ambitious programme
of ranonahising and simphifying the number of core
systems 1t deploys across the world Standardised
systems common to multiple geographies are being
developed to reduce operating expenses and improve
the speed of upgrade Within this programme the bank
continues to invest heavily in straight-through-
processing technology which will improve customer
experience and reduce servicing costs

UK Retail Banking

In 2009 the UK Commercial Banking business
continued to focus on its core strategies of becoming
the leading bank for International Business and the Best
Bank for Business Significant growth was seen 1n trade
revenue where the bank responded to the challenge of
domestic recession by increasing the availabihity of
Trade Finance to companies trading internationalty

To support the growth and servicing of the
nternational customer base the bank has established
Global Relationship Managers for larger Commercial
customers and has recruited 80 specialist International
Commercial Managers for small and medium sized
enterprises (‘SME’) customers Extensive training
programmes have been launched to ensure the bank can
best serve existing mternational customers and target
new international business, leveraging the global
network to provide unrivalled local customer service
To maximise the potential this provides, the bank
developed a Global Links network to facilitate cross-
border business referrals ensuring customers are
provided with expert advice and service outside of their
domestic market 1f required

A key milestone 1n the aim to become ‘Best Bank
for Business’ was being recognised as the Number 1
Internet Bank for SMEs, and HSBC 1s now the leading
Direct Bank for business in the UK

Return optrmisation on domestic business remains
a key focus The bank successfully repositioned
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exposure to UK Commercial Real Estate early in the
economic cycle and the commercial property portfohio
decreased by £0 8 billion to £10 3 billion during 2009
These customers are now managed by dedicated
specialist relationship managers

The Personal Financial Services business
contmued to build 1ts position as a leading provider of
financial services to mass aftluent customers 1n the UK
The number of customers utihsing the international
relationship managed Premier proposition ncreased by
22 per cent Cnitical to the success in this segment was
the development and maintenance of competitive life
assurance, pensions, mortgages and investments
products HSBC was one of the market leaders 1n
mcome protection in the UK, outstanding balances n
the retail mortgage book increased by 16 per cent, and
the bank was able to utilise 1ts global asset management
expertise to help grow HSBC World Setection, the
uniquely positioned series of investment funds to £959
million in funds under management since launch 1n
February 2009 The bank alse invested heavily in
improving Life, Pension and Investment distribution
through delivery of financial planning systems and
advisor training programmes

2009 was a significant year in the re-alignment of
the UK Insurance business On 18 December 2009 the
bank announced that 1t had reached an agreement to sell
HSBC Insurance Brokers Limited to Marsh Inc for
£135 mulhon Marsh Inc will become the preferred
provider of insurance broking services to corporate and
Private Banking clients mternationally, and to HSBC
Group companies The bank also disposed of HSBC
Actuaries & Consultants Limited and closed the motor
msurance underwriter HSBC Insurance (UK) Limited
te new business This has enabled the bank to focus on
the core Life and Genera! [nsurance propositions
delivered directly to HSBC customers and position
these channels for future growth The bank has seen a
substantial up-1ift sn the number of customers that have
come to the bank for advice on Life, Pensions and
Investments (‘LPI’} coupled with an increase n the
proportion of customers that hold LPI products with
HSBC Life

Continental Europe Retail Banking

In Continental Europe, investment 1s being redirected
towards markets with strong group connectivity The
key objective 1s to provide relationship-driven service
to selected internationally minded and emerging market
chients The group’s strategy 1s Commercial Banking
led, meaning that Personal Financial Services only
operates 1n markets where Commercial Banking 1s
established and the group has a market opportumty

The Commercial Banking offering 1s focused
around Leading International Business, which leverages
the group’s expansive international connectivity to

meet the needs of customers around the world A small
number of sites have been rationalised This has
allowed greater focus on international business while
leveraging the group’s network with selective targeting
of domestic business, resulting in higher revenues
Despite the fall in international trade volumes across
Continental Europe, the group’s trade business
continued to grow with particularly strong growth in
Poland and Turkey, and record results in Spain,
Armenia, Israel and Ireland Over the coming vear the
group will continue to support international businesses
m a number of key markets This wall mvolve
launching new products and platforms, increasing the
numbers of relationship managers and enhancing the
workforce skills through tramning

In supporting Business Banking customers the roll
out of the Business Direct proposition has continued
with new launches in Poland and France during the
year The total number of Business Direct customers as
at 31 December 2009 was 47,860 representing a 24 per
cent increase over 2008 Moving forward, the focus
will be on needs based segmentation of customers and
optimising efficiency and standards of servicing
through the development of regional target
operating models

In an environment where capital efficiency 1s
paramount, the group has focused on minimsing sk
weighted assets, for example successfully obtaining the
advanced internal ratings based approach Basel 11 1n
France A move towards more capital efficient products
15 demonstrated by the continued roll out and
enhancement of receivables finance services which are
now available in 8 European markets

For Personal Financial Services, the group’s
strategy 1s to provide a relevant, efficient and
sustamable business, leveraging Commercial Banking
and Global Banking and Markets relationships to build
a Premium Segmented and Multi-Channel business

In 2009 a pilot of a new distribution strategy,
Direct Bank with Branches, was launched i Poland
This offers customers a consistent and enhanced
experience across all distnibution channels It 1s
expected to be rolled-out to other countnes from 2010

Global Banking and Markets

In 2009, Global Banking and Markets continued to
pursue its now well established ‘emerging markets-led
and financing-focused’ strategy, encompassing HSBC's
objective to be a leading wholesale bank by

« utihsing HSBC’s extensive distnbution network,

= developing Global Banking and Markets® hub-and-
spoke business model, and

s continuing to build capabilities in major hubs to
support the delivery of an advanced suite of
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services to corporate, institutional and government
chients across the HSBC network

Ensuriag that this combanation of product depth
and distnibution strength meets the needs of both
existing and new chents will allow Global Banking and
Markets to achieve 1ts strategic goals

Private Banking

Private Banking strives to be the world’s leading
international Private Bank, known for excellent chient
experience and global connections

The strength of HSBC’s brand, capital position,
and extensive global network enables Private Banking
to help individuals and families meet their complex
mternational financial needs through product leadership
1n areas such as credit, hedge funds adviscry, estate
planning, and investment advice

Through high connectivity with the group’s global
businesses, continuing investment in its people,
integrated IT solutions, and emerging markets-focused
domestic operations, Private Banking has been
posttioned for sustainable long-term growth

Environment

Economy

The UK econemy suffered a sharp contraction during
the course of 2009, although evidence from the final
months of the year suggested that some growth had
resumed Gross Domestic Product ('GDP’) fell by 4 9
per cent in 2009 ~ the sharpest contraction in over sixty
years — after a 0 5 per cent increase 1n 2008 Weakness
proved widespread across most areas of the economy
and the unemployment rate hit a thirteen year high of

7 9 per cent in July 2009, although seme stabilisation of
labour market conditions was apparent towards the end
of the year Consumer Price Index (‘CPI’) mnflation
reached a five-year low of 1 1 per cent in September
2009 before then moving towards the Bank of
England’s 2 per cent target by the end of the year
Nominal house prices registered a modest appreciation
on most measures during the second half of the year,
although indicators of housing market activity remained
at relatively weak levels After reducing interest rates to
Just 0 5 per cent 1n March 2009, the Bank of England
launched the Asset Purchase Facility in an attempt to
mmprove the circulation of credit across the economy
and support expectations of future economic activity

The earozone economy also performed poorly
during 2009, with GDP falling by 4 0 per cent
following a 0 5 per cent expansion 1n 2008 Much of
this weakness was concentrated 1n the early months of
2009 and growth resumed 1n the third quarter, helped
by a vanety of fiscal simulus programmes and a
rebuilding of inventory levels across the economy

Consumer spending proved relatively resilient during
the early months of 2009, boosted by the operation of a
number of purchase mcentive schemes for consumer
durable goods, and some weakness was observed as
these programmes expired Unemployment rose to an
eleven year high of 10 per cent in December 2009,
while consumer price inflation temporarily moved into
negative termtory during the third quarter of the year
The European Central Bank (*ECB’) cut interest rates
by 150 basis points within a short penod at the
beginning of 2009 to fimsh the year at 1 0 per cent

In Turkey, economic activity proved very weak as
GDP fell by 8 4 per cent duning the first three quarters
of 2009 against the comparable peniod of 2008,
although, in common with many other economies, most
of this weakness was concentrated within the early
months of the year Labour market conditions
deteriorated with the unemployment rate averaging
14 2 per cent during the first ten months of 2009 versus
10 4 per cent during the comparable period of 2008
Headline inflation pressures showed a decelerating
trend durning much of the year, due n large part to
weaker energy and food prices, factors that also led to a
sharp narrowing of the current account deficit Turkey’s
sovereign credit rating was raised by a single agency n
the final months of the year, but concerns remain over
substantial foreign currency exposures within the
private sector and negotiations over an IMF assistance
programme are ongoing

Competition and Regulation

UK

Changes 1n the competitive landscape continued
throughout 2009 with further consohidation of financial
services companies and changes in the level of public
ownership 1 others The level of government
intervention and regulatory scrutiny intensified still
further in the UK, across Europe, and globally on a
broad range of 1ssues including capital requirements,
hiquadity, remuneration, business models, deposit
guarantee schemes, conduct of business and consumer
protection

The severe contraction tn domestic and
international money markets which started late 1n 2008
continued to disrupt the UK market throughout 2009
Competition for retail deposits increased throughout
2009 and 1s expected to remain ntense for the
foreseeable future, as banks seek to reduce wholesale
funding requirements HSBC’s traditional approach to
prudent balance sheet management ensures that the
deposit base remains a source of strength, allowing the
bank to continue to lend to customers throughout the
financial crisis
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On 25 November 2009 the UK Supreme Court
decided unammousty that, provided the terms of
unauthonsed overdraft charges were expressed in plain
and intelligible language, the amount of those charges
could not be assessed for fairness under the Unfair
Terms in Consumer Contracts Regulations 1959 This
brings to a conclusion the court action between the
Office of Fair Trading (*OFT?) and a number of UK
financial institutions including the bank which
commenced m July 2007 Subsequently, on 22
December 2009, the OF T announced its decision that it
would not be continuing 1ts investigation, under the
Regulations, into the fairness of the charges The OFT
also confirmed that 1t would address its ongoing
concerns, about the operation of the market for personal
current accounts, by discussing the 1ssues with banks,
consumer groups and other organisations, with the aim
of reporting on progress by the end of March 2010

HSBC has intervened n support of MasterCard in
its appeal to the European Court of the First Instance
agamst the decision of the European Commission on
the level of interchange fees Although no tnial date has
yet been set, the case 1s not expected to be heard until
mid 2010 at the earhest

On 29 September 2009 the FSA 1ssued a
Consultation Paper (09/23) on the assessment and
redress of payment protection insurance (PP1)
complaints The proposals in the Paper stem from the
FSA's concerns about the fairness with which firms
have assessed consumer complaints about past PPI
sales, which have, according to the FSA, significantly
increased 1n recent imes The FSA's proposals have
generated a significant number of responses both at an
Industry and individual firm level and the FSA has
confirmed 1t 15 currently reviewing these No date has
yet been set by the FSA for publication of its formal
policy statement on the 1ssues Separately, the
Competition Commuission continues to consult on
whether a ban on firms selling PP1 at point of sale of
the credit product 1s an appropnate and justified remedy
for the deficiencies in the PPI market it identified in its
report published on 29 January 2009 In December
2007, the group decided to cease selling PPI (but not
short-term protection products) under 1ts HSBC, first
direct and M&S Money brands A phased withdrawal
was completed across these brands and channels in
2008

HSBC continues to adopt the highest ethical
standards 1n 1ts dealings with customers, which includes
adherence to FSA Principle 6 — Treating Customers
Farrly

Increased capital requirements and Pillar 3
disclosures for market risk and securitisations have
already been announced by the Basel Commuittee and
are due for implementation in the EU mm 2011 The
Basel Commuittee 1ssued a consultative document

Strengtheming the resilience of the banking sector on
17 December 2009 These proposals aim to raise the
quality, consistency and transparency of the tier 1
capital base, introduce a leverage ratio, a mimmum
global standard for funding hquidity, a framework for
countercyclical capital buffers and increase RWAs for
both counterparty credit nsk and financial institution
exposures These proposals are subject to consultation
and quantitative impact study during 2010, with the
aim of implementation by the end of 2012

France

In order to limit the impact of the financial crisis, the
French government continued to take various measures
aimed at stabilising the French economy

A €35 bilhon inimative, ‘Plan de relance’, was
launched to focus mainly on investments i the building
and SME sectors The main aim was to improve SME
hiquidity, where the government will guarantee
commercial debts in the absence of insurers

In addition, actions were taken to support the
banking sector by mnjecting funds through Société de
Prises de Participations de I’Etat by subscribing to
subordinated debt, and the creation of a special vehicte,
Société de Financement de I’Economie Frangaise, 34
per cent owned by the state

During the second half of 2009 the three main
French banks repaid €13 billion of subordinated debt
1ssued to the French State This repayment together
with a planned €22 bilhon public bond 1ssue at the
beginning of 2010 will be used to finance projects for
the future and to encourage potential growth in the
French economy

In the French retail banking sector, the merger of
two mutual groups took place during the last quarter of
2009 to create one of the largest retail banks in France
On-line banks also continued to expand with at least ten
banks offering this service Whilst most of these on-line
banks are subsidianes of existing banks there are three
that are subsicharies of insurance companies

During 2009 BNP Paribas became a more
diversified retail bank and a stronger European
competitor with 1ts acquisition of Fortis Societe
Generale decided to merge its asset management
activities with those of Credit Agricole to create the 4th
largest asset manager in Europe

In the French parliament debates took place on the
change 1n legal status of ‘La Poste’ As well as
operating postal services La Poste also provides a full
range of banking services to personal customers
through 1ts subsidiary, Banque Postal

In Iine with the recommendations of the
Committee of European Banking Supervisors, ‘CESB’
the French Regulater *‘Commission Bancaire’ 1ssued

e e |
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changes to the regulatory liquidity framework which
will apply from June 2010. This updates the previous
framework 1ssued m 1988 and takes into account the
expenence learned during the hquidity crisis Banks
will have the choice of reporting on eirther a standard
mainly quantitative approach or on an advanced
approach based on internal methodologies The
strengthening of the framework wili undoubtedly result
1n some banks incuiring additional funding costs

Turkey

Although the global crisis led to a severe recesston in
the Turkish economy 1n 2009, the cnsis had a himited
impact on the banking sector, which 1s well regulated,
well capitahised and highly hquid Turkey’s markets
were largely immune from subprime loans and
denivatives, as derrvatives markets are still developing

The Central Bank of Turkey responded to the
global crisis with a significant cycle of interest rate cuts
i 2009 The overmight borrowing rate was reduced
from 15 per cent at year-end 2008 to 6 5 per cent in
December 2009 The Central Bank also decreased the
reserve requirements for local currency deposits and
non-deposit habilities from 6 per cent to 5 per cent, 1n
order to support credit growth

The Turkish government also introduced a number
of measures to combat the impact of the global crisis on
the Turkish economy In particular, a state spensored
lean scheme was introduced to support credit extension
to small and medium sized enterprises, in collaboration
with Turkish banks Dhscussions between the
government and the IMF continue regarding a potential
IMF standby agreement

The Turkish banking industry 15 a ighly
competitive mix of large domestic, state-owned and
global banks Three state-owned banks have a 32 1 per
cent share, while foreign-cwned banks, mcluding
partial shareholdings, have 24 per cent The remainder
ts controlled by privately-owned domestic banks The
four largest domestic banks dominate a market of 32
commercial banks and compnise some 47 2 per cent of
the industry’s assets

The growth of the Turkish banking industry 1s
mainly driven by lending and highly dependent on the
availabihity of foreign financing The effects of the
global cnisis heavily inhibsted the sector’s growth m
2009 to 8 2 per cent Loan markets growth, both
commercial and personal, was almost flat Banks
mvested heavily in high-yield and risk-free government
secunittes, up by 24 4 per cent against 2008 Despite
unprecedented conditions, compenition was tntense n
the domestic funding market and the industry managed
to build its deposit base by 6 5 per cent 1n 2009 The
global cnisis has also halted infrastructure investments
network expansion has been limited to 246 branches

only (up by 3 per cent} with total industry staffing
levels increasing by 0 S per cent

Key Performance Indicators (‘KPls’}

The Board of Directors momtors the group’s progress
against 1ts strategic objectives on a regular basis
Performance 1s assessed against the strategy, operating
plan targets and actual historical performance using
financial and non-financtal measures

Fmancial KPls

To support the Group strategy and ensure that group
performance can be monitored, management use a
number of financial KPIs

The table below and related commentary presents,
on an underlying basis, the measures for the period
2008 and 2009 At a business level, KPIs are
complemented by various benchmarks, which are
relevant to the planning process and to reviewing
business performance

2009 2008
Revenue growth' (%) 231 72
Revenue mix® (%)
Net inferest income 511 419
Net fee income 258 297
Trading ncome 166 223
Other mcome 65 61
Cost efficiency’ (%) 518 606
Retumn on average 1nvested
capal (%) 92 78
Advances to deposits ratio® (%) 893 839

1 The percentage increase tn nef operating income before loan
impairment charges and other credit risk provisions compared
with the previous reporting period

2 As a percentage of net operating income before loan
impairment charges and other credit risk provisions

3 Total operaing expenses divided by net operating mcome
before foan impairment charges and other credit risk
provisions

4 Profit auributable to ordinary sharehoiders drvided by
average invested capital

5 Loans and advances to customers as a percentage of the total
of core current and savings accounts and term funding with a
remaining term lo maturity in excess of one year

Revenue growth provides an important ginde to the
group’s success 1n generating business While the
economic recession depressed demand for lending and
lower interest rates increased competion for deposits,
revenue still grew by 23 1 per cent in 2009 Global
Banking and Markets reported significant growth as
robust revenues across core trading activities were
driven by higher margins and an increase in

market share

Revenue mix represents the relative distribution of
revenue streams between net interest income, net fee
income, trading income and other income It 1s used to
understand how changing economic factors affect the
group, to highhght dependence on balance sheet
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unlisation for income generation and to indicate
success in cross-selling fee-based services to customers
with loan facilittes This understanding assists
management in making business investment decisions
The change 1n revenue mix 1n 2009 15 attnibutable to
increased net mterest income drniven by robust
performance n Balance Sheet Management

Cost efficiency 1s a relative measure that indicates the
consumption of cost resources in generating revenue
Management uses this to assess the success of
technology utilisation and, more generally, the
productivity of the group’s distribution platforms and
sales forces Cost efficiency improved from 60 6 per
cent in 2008 to 51 8 per cent 1n 2009, pnimarily due to
stronger revenues and tight control over operating
expenses

Return on average invested capital measures the
return on the capital investrnent made 1n the business,
enabling management to benchmark HSBC against
competitors In 2009, the ratio of 9 2 per cent was
higher than that reported in 2008, reflecting higher
profit attributable to shareholders on an underlying
basis

Advances to deposits ratio describes loans and
advances to customers as a percentage of the total of
core current and savings accounts and term funding
with a remaining term to matunty m excess of one year
Management uses this to ensure that loans are being
funded with stable funding sources and not short term
wholesale market sources The values of the Advances
to Deposits rattos at year end 2009 and 2008 were
respectively 89 3 per cent and 88 9 per cent

Non-financial KPis

In addition to the use of financial KPls, the group
employs a vanety of non-financial measures to assess
performance against its strategic objectives

Employee engagement

Employee engagement 1s a measure of employees’
emotional and rattonal attachment to HSBC that
motivates them to remain with the Group and align
themselves wheoleheartedly with 1ts success HSBC
measures employee engagement through its annual
Global People Survey, which took place 1n June / July
2009 Over 68,000 employees from HSBC’s UK and
European businesses shared their views last year, with
extremely favourable results Despite the challenging
external environment, results showed an 8 percentage
point increase in employee engagement, from

58 per cent to 66 per cent

Each year HSBC benchmarks its employee
engagement scores against a peer group of tnstitutions
both from financial services and from other sectors
The 2009 score of 66 per cent indicates that HSBC 15

performing significantly better than both the European
average of 59 per cent and the global financial services
industry as a whole of 64 per cent Managers and
leaders are now working together with their people to
determine the areas of focus for 2010, with the
objective of meeting ‘best 1n class’ engagement levels
by 2012

Brand perception

HSBC’s brand 1s one of the most recognised and
respected in the world 1t reflects the trust HSBC’s
customers place in the bank and represents the values
that gmde 1ts business The stronger, the more trusted
and recognised, the brand 1s, the more likely HSBC 1s
to attract business and to retain existing customers

HSBC monitors the strength of 1t brands through
surveys conducted by accredited, independent, third-
party organisations A weighted score card 15 used to
produce an overall score on a 100-point scale which 1s
then benchmarked against HSBC’s main competitors

Brand strength 2009

Across Europe, HSBC’s brand became more
recogmsed and respected It was frequently cited as the
strongest financial services brand in the UK

The benchmark brand scores set 1n 2008 for
Personal Financial Services (‘PFS*} and Commercial
Banking (*CMB"} were ahead of the competitor
average by & and 10 points respectively The 2009
results show very good progress with PFS recording a
score of +10 (target +8) and CMB +15 (target +10)

Customer satisfaction

In additron te tracking the strength of its brand, HSBC
closely tracks the satisfaction of 1ts customers by
examining how likely they are to recommend the bank
to others

The bank does this by aggregating data from
accredited, independent, third-party orgamsations and
the resulting recommendation scores, measured out of
100, are benchmarked against competitors

Results 2009

The benchmark recommendations seen in 2009 for PFS
and CMB were ahead of the competitor average by 2
points and 5 points respectively on a 100 point scale

first direct, HSBC’s internet and telephone bank,
achteved the highest level of customer satisfaction 1n
the UK according to research company TNS

Awards

HSBC was recogmsed 1n several industry awards
throughout 2009 A small selection of those follows
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*  ‘UK’s best and most innovative morigage lender’ —
Mortgage Finance Gazette,

e« HSBC Invoice Finance (HIF) was awarded ‘Best
Factoring Institution® in the Trade Finance Awards
for Excellence 2009 for the 7th consecutive year
and the UK’s Best Trade Finance provider by
Global Finance Magazine,

s ‘Best Corporate / [nstitutional Internet Banking
Service in the UK’ — Global Finance,

¢ ‘Best Debt House in Turkey’ — Evromoney,

» ‘QOutstanding Global Private Bank’ — Private
Banker International,

e The Euromoney 2010 Private Banking Survey
placed HSBC second 1n the Global Private banking
category for the second consecutive year, and

¢ ‘UK Private Bank of the Year” — by the Spear's
Wealth Management Awards

In the annual Financral News Awards, Global
Banking and Markets was recogmsed as

»  European DCM House of the Year and European
Corporate Bend House of the Year

IT performance and systems rehability

HSBC tracks two key measures as indicators of IT
performance, namely, the number of customer
transactions processed and the rehability and resilience
of the group’s systems measured 1n terms of service
availability targets

Number of customer transactions processed

The overall number of customer transactions processed
1s a reflection of the usage of IT in the delivery
channels used to service customers lIts aim 1s to
manage the rate of increase in customer transactions
cost effectively and enable growth in customer
numbers While the overall level of customer
transactions 1s impacted by economic conditions, the
transition of customer transactions from labour
intensive (branch and call centre) to automated (credit
card, internet and self service) channels 1s continuing

Percentage of IT services meeting or exceeding
targets

HSBC’s IT function establishes with 1ts end users
agreed service levels for systems performance, such as
systems running at 99 9 per cent of the time and
processing credit card authorisations wathin two
seconds It monttors the achievement of each of these
aganst their agreed service levels Performance in 2009
at 98 7 per cent exceeded all previous years in all
measures At the same time, the number of services in
production grew by 5 per cent, providing robust and
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high performing services to the group’s customers
across Europe

Outlook

A moderate ymprovement 1n global economic
conditions and a low level of resource utilisation are
expected to contain inflationary pressures, encouraging
only a gradual increase 1n interest rates from
exceptionally low levels within both the UK and
Eurozene

The bank expects UK GDP to increase by 2 2 per
cent 1n 2010 following a dechine of 4 9 per cent 1n
2009, with the pace of recovery likely to improve as the
year progresses The recovery in many commodity
prices 1s expected to contribute to a temporary period of
high levels of consumer price infiation during the early
menths of 2010 Censumer and investment expenditure
are expected to remain largely subdued, with an
mcreased level of exports seen as supporting economic
recovery A modest further increase in unemployment
15 anticipated during the course of 2010

Eurozone GDP 1s expected to nise by 1 2 per cent
in 2010 following a contraction of 4 0 per cent in 2009
Some recovery 1s expected to be recorded across the
region’s major economies, although the relatively high
exposure of the German economy to stronger growth in
other areas of the global economy presents the scope
for a limited out-performance by that economy
Consumer spending 1s expected to remain subdued
given the possibility for a further deterioration in labour
markets across the Eurozone
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Reconciliation of reported and
underlying profit before tax

The group measures 1ts performance internally on a
like-for-hike basis by eliminating acquisitions and
disposals of subsidianes and businesses, and fair value
movement on own debt attributable to credit spread
where the net result of such movements will be zero
upon matunty of the debt

Reported results include the effects of the above
items They are excluded when monitoring progress
against past profit because management believes that
the underlying basis more accurately reflects operating
performance

Summary of Financial Performance

‘Underlying basis” 1s adjusted for the following

£180 milhon gain on the disposal of the residual
49 per cent stake 1n the UK card acquiring joint
venture with Global Payments Inc 1 June 2009
The 2008 results included a £215 million gain
realised on the sale of the first tranche,

£644 million gain on the disposal of seven
regional banks in France in July 2008,

£80 mulhon operating profit from the seven
regional banks in France during 2008, and

the change 1n own credit spread on long-term debt
which resulted mn a £439 million loss in 2009
compared with a gain of £477 million for 2008

Net interest income
Net fee income
Trading income

Net mcome/ (expense) from financial instruments designated at fair

value

Gains less losses from financial investments

Net earned insurance premums

Other operating income

Net insurance claims incurred and movement in habihities to
policyholders

Net operating income before loan impairment charges and credit nsk

provisicns

Loan impairment charges and other credit nsk provisions
Net operating income

Total operating expenses

Operating profit
Share of profit in associates and joint ventures

Profit on ordinary activities before tax

Tax on profit on ordinary activities

Profit on ordinary activities after tax

Attributable to shareholders of the parent company

The group reperted pre-tax profit of £4,014
million, compared with £4,366 million 1in 2008 On an
underlying basis pre-tax profit was £4,273 million,
against £2,950 mullion 1n 2008

The following 1tems are significant in a
companson of 2009°s underlying results to 2008

+ again of £353 mullion on the sale of the group’s
London headquarters building In 2008 the group
reported a gain of £265 million from the
cancellation of an agreement to sell this building,
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2009 2008 2009 2008
£m £m £m fm
Reported Reported Underlying Underlying
8,091 5,697 8,091 5,660
4,077 3,957 4,077 3,924
2,626 2,967 2,626 2,967
543 {1,097) 982 (1,574)
(73 82 73 49
2,716 2,87 2,716 2,891
1,122 1,678 942 300
(3,540} (1,835) (3,540) (1,835)
15,562 14,340 15,821 12,882
(3,364) {1,861) (3,364) (1,858)
12,198 12,479 12,457 11,024
(8,198) (8,122) (8,198) (8,083)
4,000 4357 4,259 2,941
14 9 14 9
4,014 4,366 4,273 2,950
(856) (843)
3,158 3,523
3,092 3,441

a change n the basis of delivering death-in-
service, 11l health and early retirement benefits for
some UK employees generated an accounting
gamn of £322 mullion 1n 2009,

a loss of £179 mithon for HSBC Insurance (UK)
Limuted, compared with a loss of £19 millioa 1n
2008 The UK motor insurance underwriter was
very significantly affected by adverse claims
experience during the year and a decision was
taken to close to new business in September 2009
with the company now i run off
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The commentary that follows 15 en an underlying
basis

Net interest income mereased by £2,431 milhon,
or 43 per cent Balance Sheet Management revenues 1n
Global Banking and Markets rose significantly due to
the early positioning of balance sheet 1n anticipation of
decisions by central banks to preserve a low base rate
environment Net interest income also benefited from a
reduction m the cost of funding trading activities as
mierest rates fell Conversely, the retail busmess and
payments and cash management were adversely
affected by margin compression following mnterest rate
reductions 1n Jate 2008 and early 2009 Mortgage
balances increased as the bank gained market share in
the UK, through the success of a new Rate Matcher
mortgage promotion and other campaigns launched in
line with 1ts secured lending growth strategy In 2009
the bank more than met 1ts commitment to make
available £15 billion of new mortgage lending In
Commercial Banking, net lending fell compared with
2008 as a result of muted custemer demand Customer
utithsation of commatted overdraft facilities provided by
the bank 1n the UK to commercial customers was only
40 per cent at the end of 2009 1llustrating the
availability of credit when demand resumes Across
most businesses asset balances declined reflecting
reduced customer demand for credit, increased debt
1ssuance as the bond markets reopened 1n 2009 and the
group’s diminished appetite for unsecured lending 1n
the UK and Continental Europe Asset spreads
widened, most notably in the UK and Turkey, as
funding costs reduced i the low interest rate
environment and the market pricing of corporate
lending increased

Throughout 2009, the group worked to retain and
build on the deposit base gained 1n the last quarter of
2008, 1n the face of fierce competition and narrowing
of spreads across the region following interest rate cuts

Net fee income wcreased by £153 million, or 4 per
cent The group generated higher underwnting fees
from increased government and corporate debt
1ssuances, and by taking market share 1n equity capital
markets 1ssues as corporates and financial institutions
restructured their balance sheets by raising share
capital As part of its wealth management strategy the
bank continued to grow the Premier customer base and
successfully Jaunched the World Selection fund m the
UK with £959 million invested during the year This
was partly offset by lower equity brokerage
commissions and reduced performance and
management fees in Private Banking as investor
sentiment for nsk and structured products remamed
subdued

Trading mmcome decreased by £341 million, or 11
per cent  This reflects £956 mathion of forergn
exchange losses on trading assets, held as economic

12

hedges of foreign currency debt designated at fair
value, which offset the £615 million increase 1n other
trading income arsing from a strong performance 1n
Global Banking and Markets

A net gan of £982 million was recogmsed as Net
mcome from financial instruments designated at faur
value, compared with a loss 1n 2008 This was
primarily due to gains on the fair value of assets held to
meet lrabihities under insurance and investment
contracts as equity markets recovered from dechines
expenenced i 2008 To the extent that these gains
were attributed to poltcyholders holding either
Imsurance contracts or investment contracts with
discretionary participation feature (DPF"), there was a
corresponding wncrease mn net msurance claims incurred
and movement in liabilities to pohcyholders Foreign
exchange gains on debt designated at farr value were
largely offset by losses on the tightening of credit
spreads on own debt

Gans less losses from financial investments were
£122 mullion lower than 1n 2008 mainly due to the non-
recurrence of certain disposals 1n that year, including
MasterCard shares, private equity investments and the
remaintng stake in the Hermitage Fund

Net earned insurance premums decreased by 6 per
cent In the UK an insurance hinked Guaranteed Income
Bond offered in 2008 was replaced with an alternative
banking deposit product, giving nise to a decrease in
insurance premium mmcome, with an equivalent
decrease in ‘Net insurance claims incurred and
movement in hiabilities to policyholders™ Adjusting for
the impact of a significant re-insurance transaction in
2008 which passed insurance premiums to a third-party
remsurer, net premiums 1n France increased by 5 per
cent despate a sigmficant reduction 1n the disttibution
network following the disposal of the regional banks
network n July 2008

Other operating mcome mcreased by 18 per cent,
mainly due to the £353 milhon gain on the sale and
leaseback of 8 Canada Square 1n London which was
effected through the disposal of HSBC’s entire
shareholding n the company which 1s the legal owner
of the building and long leasehold interest m 8 Canada
Square In 2008, HSBC recogmised a gain of £265
million representing the equity deposit on a previously
negotiated sale of the buslding which ultimately did not
complete The growth in revenue also reflected lower
costs associated with the provisicn of support to certain
money market funds in the global asset management
business

Net msurance claims incurred and movement n
liabiliies to policyholders ncreased by £1,705 million
The majority of the movement was due to the change in
lhiabilities to policyholders reported above m ‘Financial
mnstruments designated at fair value’, and the large one-
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off resnsurance transaction n France 1in 2008 In
addition, an increase of £200 milhon n claims
reserving was required to reflect a higher incidence and
severity of insurance claims in the UK motor
underwnting business and a higher incidence of credit
protection claims through the remsurance business n
Ireland Risk mitigation measures implemented 1n 2009
included the decision to cease ongmatons of UK motor
insurance premiums This was partly offset by the
decrease 1n labilities following reduced sales of the
personal insurance bond product offering noted above

Loan impawrment charges and other credit risk
provisions increased by £1,506 million, or 81 per cent,
as the impact of weaker econemc conditions across the
region fed through to higher delinquency and default
In Global Banking and Markets, loan impairment
charges and credit nsk provisions increased, with the
charges concentrated among a small number of clients
The emergence 1n the year of cash flow impairment on
certain asset-backed debt securities held within the
available-for-sale portfolios added £745 million to the
charge Impairment booked on these exposures reflects
mark-to-market losses which the bank judges to be
significantly 1n excess of the likely ulimate cash
losses

In Commercial Banking, loan impairment charges
rose from a low base by £318 milhon, reflecting the
general economic downturn with a small number of
larger cases having a material impact In the personal
sector lpan impairments rose by £248 million, with
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detersoration most evident 1n the cards and other
unsecured portfolios as unemployment rose

Operating expenses mcreased by £115 million, or
1 per cent Excluding an accounting gain of
£322 million following a change n the basis of
dehvering death-1n-service, 111 health and early
retirement benefits for some UK employees, operating
expenses increased despite efficiency benefits as higher
performance-related awards were made to reflect
exceptional revenue and profit growth in Global
Banking and Markets

In the UK and Continental Europe Retail
businesses, operational cost savings reflected the
group’s leverage of its global technology platforms and
processes to reduce costs and 1mprove customer
experience, complemented by tight control over
discretionary expenditure and a reduction 1n staff
numbers

In Europe overall, full tme equivalent staff
numbers fell by some 6,000 during the year

The bank’s share of profif in associates and joint
ventures increased by £5 million

The effective tax rate was 21 3 per cent (2008
16 3 per cent) This rate 1s lower than the UK statutory
tax rate of 28 per cent (2008 28 5 per cent) reflecting
the benefit of tax free gains n both years In 2009, the
most significant tax free gain related to the sale of the
bank’s London head office building
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Performance and Business Review

Profit on ordinary activities before tax

UK Retail Banking

Contmnental Europe Retail Banking
Global Banking and Markets
Private Banking

Other

Review of Business Performance

HSBC Bank plc and 1ts subsidiary undertakings reported
a pre-tax profit of £4,014 million, compared with £4,366
million 1n 2008, a decrease of 8 per cent

On an underlying basis pre-tax profits increased by
45 per cent Global Banking and Markets delivered an
exceptional performance with robust revenues across
core countries, driven by higher margins and an increase
in market share Revenues grew faster than operating
expenses, with continued emphasis on active cost
management hmiing the latter to a relatively modest
nse Offsetting this, the Retail busmesses encountered
significant hability margin compression, and higher
impairments and provisions

The commentary that follows 1s on an underlying
basis for each of the principal business segments

UK Retaill Banking
2009 2008
£m £m
Net interest income 3361 3,692
Net fee income 1,913 1,917
Trading income 28 61
Other income 241 770
Net operating income before
imparments and provisions 5,543 6,440
Loan impairment charges
and credst nisk provisions (1,600) (1,095)
Net operating income 3,943 5345
Total operating expenses {2,968) (3,214)
Operating profit 975 2,131
Share of profit m associates
and joint ventures 13 8
Profit on ordinary activities
before tax 988 2,139

The above table 1s on a reported basis UK Retail
Banking reported a profit of £988 million for 2009,
agamst £2,139 milhon i 2008

‘Underlying basis’ 1s adjusted for the £180 million
gan on the disposal of the residual 49 per cent stake
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2009 2008 2009 2008

£m £m £m fm
Reported Reported Underlymg  Underlymg
988 2,139 808 1,924

197 236 197 156

2,511 122 2,511 122
728 726 728 726

(410) 1,143 29 22
4,014 4,366 4,273 2.950

in the UK card acquiring joint venture with Global
Payments Inc in June 2009 The 2008 results
included a £215 million gain realised on the sale of
the first tranche

For UK Retail Banking the following items are
significant in a companson of 2009°s underlying
results to 2008

e achange 1n the basis of delivering death-in-
service, 1l health and early retirement benefits
for some UK employees generated an accounting
gain,

® aloss of £179 million for HSBC Insurance (UK)
Limited, compared with a loss of £19 million in
2008 as the UK motor insurance underwriter was
very sigmificantly affected by adverse claims
expertence during the year

In a challenging year, and despite a domestic
economy in recession, HSBC’s financial strength
enabled the bank te continue to support personal and
commercial customers 1n the UK throughout 2009
making available £15 billien in residential mortgages,
and helping 121,000 business start-ups in the
Commercial sector

HSBC continued to bunld its premium customer
base and the number of UK based International
customers n the Commercial segment Customer
deposit levels increased despite intense competition
and margin compression

On an underlying basis, and excluding the losses
from HSBC Insurance (UK) Limited and the
accounting gain for some UK employee benefits 1n
2009, UK Retail Banking pre-tax profits fell by 63
per cent This was primarily driven by higher
impairments in both the personal and commercial
segments due to deterioration 1n the economic
€nvironment, margin compression impacting hability
spreads and lower fee income, partially as a result of
strategic re-positioning
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Net interest income decreased by 9 per cent,
mainly driven by narrowing of hability spreads
following interest rate cuts The bank has however
built on 1ts strong deposit base 1n 2009, despite fierce
competition for liabihity balances Mortgage balances
also increased as the bank gamed market share 1n the
UK through the success of a new Rate Matcher
mortgage promotion and other campaigns launched in
line with the secured lending growth strategy New
mortgage sales were 1n line with the commitment to
lend made in December 2008 In Commercial
Banking, net lending has reduced from prior year as a
result of muted customer demand Customer
utilisation of commutted overdraft facilities was only
40 per cent at the end of 2009 Asset spreads widened
i the UK as funding costs reduced n a low nterest
rate environment and the pricing of corporate lending
mcreased

Net fee mncome remained flat In hne with strategy
the bank continues to grow the Premier customer base
In Commercial Banking signtficant growth was seen
1n trade revenues which increased 18 per cent on 2008
where the bank responded to the challenge of the
recession by increasing the availability of Trade
Finance to companies trading internationally
However, fees declined overall following the part
disposal of the card-acquiring business to a joint
venture 1n 2008, lower overdraft fees as a result of
reduced utilisation and higher operational hqudity
costs

Other operating income decreased by 89 per cent
primarily due to the income realised as a result of the
sale of Mastercard and Visa shares in 2008 of £191
million not repeated m 2009, a dechine in income of
£134 million 1n the mnsurance brokers business driven
by adverse motor insurance claims experience
mentioned above, Sale and Leaseback profits made in
2008 and not 2009 and the ongoing mmpacts of the
decision in December 2007 to cease selling PP1
products

Loan impairment charges and other credit risk
provisions increased by 46 per cent to £1,600 million
In Commercial Banking, loan impairment charges
rose by £285 mullion, reflecting the general economic
downturn with a small number of large cases having a
matenal impact Exposure to the commercial property
portfolio m the UK dechned by £0 8 bilhon to £10 3
billion during 20089, reflecting HSBC’s efforts to
reduce risk in this sector

In the Personal sector, loan impairment charges
rose by £222 million Stresses were most evident m
cards and other unsecured lending, as unemployment
rose However unsecured lending at £13 4 billon 1s
only 18 4 per cent of the aggregate portfolio, as the
bulk of the portfolio 1s residential mortgage Despite
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declines 1n property values from the peak in 2007,
residential sector impairment charges as a percentage
of total lending remamed low at 0 157 per cent,
reflecting the bank’s conservative lending approach

Operanng expenses decreased by 8 per cent to
£2.968 mulhon Excluding an accounting gain of
£264 mithion following a change n the basis of
delivering death-in-service, 1l] health and early
retirement benefits for some UK employees, operating
expenses were broadly n line with 2008 The UK
business has leveraged global scale and technology
platforms to re-engineer the business This has
improved the customer expenence and has allowed a
reduction of the core operating expenses n the UK
Retail businesses

Continental Europe Retail Banking

2009 2008
£m fm
Net interest income 1,681 1,505
Net fee income 423 532
Trading mncome 28 11
Other income 6 (14)
Net operating mcome before
impairments and provisions 2,138 2,034
Loan impairment charges
and credit nsk provisions (338) 279
Net operating income 1,800 1,755
Total operating expenses (1,603) (1,519}

Operating profit 197 236
Share of profit in associates
and joint ventures = -
Profit on ordinary activities
before tax 197 236

The above table s on a reported basis
Continental Europe Retail Banking reported a profit of
£197 mullion for 2009, agamnst £236 milhon in 2008

Underlying basis 1s adjusted for £80 mullion
operating profit from the seven regional banks n
France that were disposed of n July 2008

On an underlying basis and excluding foreign
exchange movements profit before tax mcreased by
£22 mullion Commercial Banking profits ncreased by
31 per cent as a result of improved lending margins,
partially offset by higher loan impairment charges
reflecting the general economic downturn with a small
number of larger cases having a matenal impact The
bank continued to support smatl business through the
economic cycle, lending £150 million to the SME
sector 1n France and Malta Despite sharp falls in
mternational trade volumes across the region, the
group’s trade business continued to grow with
revenues up 4 per cent on 2008 with particularly
strong growth i key markets such as Poland and
Turkey, and record results 1n Spain, Armenia, Israel
and Ireland Despite steady net interest income

M
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growth, Personal Banking losses increased in 2009
due to a large re-insurance loss of £47 million 1n
Ireland and an increase in impairment charges

Net interest tncome mcreased by 15 per cent
Adjusting for the impact of foreign exchange
movements net interest income 1ncreased by 6 per
cent Net interest spreads improved in Commercial
Banking although the impact was reduced by lower
asset balances reflecting a dechine in customer demand
for credit and a change in investor preference from
bank lending to debt 1ssuance Personal banking net
interest income increased due to a significant growth
1n the Premter customer base, predominantly 1n
France, 1n line with the Premium banking strategy
However this was largely offset by the group’s
dimimished appetite for unsecured lending and by
losses of income resulting from the closure of the
Consumer Finance businesses in Eastern Europe

Net fee mcome decreased by 15 per cent maimnly
dniven by an increase n fee expense due to anise in
business written iIn HSBC Reinsurance through the
HSBC Preferred Strategic partner network, which is
used for certain products mn locations where HSBC
does not have a manufacturing presence This was
partially offset by higher service and arrangement fees
in Turkey due to increased Personal Banking card
volumes

Loan impairment charges and other credit risk
provisions increased by 23 per cent to £338 mallion
Loan impairment charges for commercial loans rose
by £35 million reflecting the general economic
downturn and a small number of larger cases having a
matenal impact Loan impairment charges were £27
million higher in the Personal Banking sector, due in
part to a £16 million write-off relating to a fraud case
in France Despite uncertainty in European property
markets, impairment charges from the residential
sector remained relatively low, benefitting from the
bank’s conservative approach to lending

Operating expenses increased by 8 per cent to
£1,603 milhon Excluding the impact of foreign
exchange movements, £12 milhion additional
investment spend 1n Russia and £18 million write-off
costs relating to a number of Personal Banking and
Consumer Finance withdrawals from Eastern Europe,
operating expenses remained flat reflecting tight cost
contrel across the region
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Global Banking and Markets

2009 2008
£m £m
Net interest income’ 2,849 1,963
Net fee income 1,060 845
Trading mcome’ 1,972 318
Other income 708 (110
Net operating income before
impairments and provisions 6,589 3,016
Loan impmrment charges
and credit nsk provisions (1,405) (453)
Net operating income 5,184 2,563
Total operating expenses (2,674) (2,442)
Operating profit 2,510 121
Share of profit in associates
and joint ventures 1 1
Profit on ordmnary activittes
before tax 2,511 122

t The group’s balance sheet management business, reported
within Global Banking and Markets, provides funding to the
trading busmesses To report Global Banking and Markets
Net trading income on a fully funded basis, Net mterest
tncome and Nef interest income/ fexpense) on trading
actrvities are grossed up to reflect internal fundmng
transactions prior to their ehmination i the intersegment
column (Refer to Note 12}

The above table 1s on a reported basis and there 15
no difference between reported and underlying basis

Global Banking and Markets recorded an
exceptional pre-tax profit of £2,511 million in 2009,
primanly resulting from an outstanding performance
1 Rates and Balance Sheet Management

Net interest income increased by 45 per cent
Balance Sheet Management revenues increased due to
early positioning of balance sheet 1n anticipation of
decisions by central banks to preserve a low base rate
environment Conversely, the payments and cash
management business was adversely affected by
margin compression following interest rate reductions
mn late 2008 and early 2009

Net fee income increased by 25 per centdue toa
rise 1n underwnting fees from an increase 1n
government and corporate debt 1ssuances, and higher
revenues in equity capital markets driven by the return
of client activity and gains in market share

Trading income increased by £1,654 million A
particularly strong performance 1n Rates reflected
increases 1n market share and client trading volumes,
coupled with wider bid-offer spreads Simularly,
revenue 1n the Credit trading business rose as credit
pnices improved and clhient activity increased with the
return of hquidity to the market Foreign exchange
revenue fell, however, reflecting a combination of
reduced customer volumes and relatively lower
market volatility when compared with the exceptional
experience of 2008 Trading income benefited from
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the non-recurrence of write-downs on legacy positions
in credit trading, leveraged and acquisition financing
and monoline exposures, and from the non-recurrence
of a £585 muilhon charge in 2008 following the fraud
at Madoff Securities This was partly offset by losses
on tightening of credit spreads on structured habilities,
compared to gains 1n 2008 The tightening of credit
spreads led to a reduction 1n the carrying value of
credit default swap transacttons held as hedges in parts
of the Global Banking portfolio In 2008, gains were
reported on these credit default swaps following
widening credit spreads

Loan impairment charges and other credi risk
provisions mcreased by £952 million to £1,405
million with charges concentrated among a smalt
number of chents The emergence in the year of cash
flow impairment on certain asset-backed debt
securities held within the available-for-sale portfohos
added £745 mullion to the charge Imparment booked
on these exposures reflects mark-to-market losses
which the bank judges to be significantly n excess of
the likely ultimate cash losses

Operating expenses increased by 10 per cent to
£2.674 milhon as efficiency benefits were offset by
higher performance-related awards made to reflect
exceptional revenue and profit growth

Private Banking

2009 2008

£m £m

Net mterest income 8315 746
Net fee income 626 627
Trading income 210 212

Other 1ncome 28 49
Net operating income before

impairments and provisions 1,679 1,634
Loan impairment charges
and crednt nsk provisions (19) [€]))]
Net operating income 1,660 1,603
Total operating expenses (932) (877)
Operating profit 728 726
Share of profit in asseciates
and jomnt ventures - -
Profit on ordinary activities
before tax 728 726

The above table 1s on a reported basis and there 15
no difference between reported and underlying basis

Private Banking reported pre-tax profit of £728
million for 2009, 1n line with 2008 Chient-related
income decreased as a result of the lower average
value of funds under management and increased client
aversion to sk However, strong cost control and
reduced performance-related costs mitigated the
impact

Net interest income increased by 9 per cent to
£815 milhion, due to foreign currency movements

Excluding these movements net interest ncome
dechined by 3 per cent 1n 2009 due mainly as a result
of tghter spreads and reduced deposit volumes
following aggressive deposit price competition

Net fee income and Trading tcome were both
broadly unchanged

Other income decreased by 43 per cent, primarity
due to the sale of investment 1n Hermitage Fund 1n
2008

Operating expenses increased by 6 per cent to
£932 milhion Excluding unfavourable movements on
foreign exchange, operating expenses were 7 per cent
lower due to a reduction in performance-related costs,
lower staff numbers and savings on discretionary
costs These were partially offset by £12 million of
integration costs relating to the merger of HSBC’s two
Swiss Private Banks and £8 mullion of redundancy

costs
Other
2009 2008
£m fm
Net interest income (192) (108)

Net fee income 55 36

Trading income (35) 264
Other income (152) 1,082
Net operating mncome before

impairments and provistons (324) 1,274

Loan impawrment charges
and credit nisk provisions (2) 3

Net operating income (326) 1271
Total operating expenses (84) (128)
Operating profit (410) 1,143
Share of profit in associates

and joint ventures — -
Profit on ordinary activities

before tax 410) 1,143

Reported loss before tax in Other was £410
million, compared with a profit of £1,143 million n
2008

Other includes

e the change in own credit spread on long-term
debt which resulted 1n a £439 mullion loss 1n
2009 compared with a gain of £477 milhon for
2008,

s the £644 million gain on the disposatl of seven
regional banks mn France i July 2008, and

*  the gain of £353 million on the sale of the
group’s London headquarters building In 2008
the group reported a gain of £265 miihon from
the cancellation of an agreement to sell this
building

17

—— T



HSBC BANK PLC

Report of the Directors (continued)

—— [ - e ey

Share capital

In January 2009, HSBC Holdings plc subscribed

£526 6 million for one ordinary share of £1 credited as
fully paid 1n the ordinary share capital of the bank In
March and May 2009, HSBC Holdings plc subscribed
£500 mullion and £1,750 mullion, respectively, for two
further ordinary shares of £1 credited as fully paid
the ordinary share capital of the bank

Save for this, there have been no other changes to
the 15sued ordinary share capital of the bank in the year
ended 31 December 2009

The concept of authorised share capital was
abolished under the UK Companies Act 2006 with
effect from 1 October 2009 and amendments to the
Company’s Articles of Association were approved by
shareholders in General Meeting on 1 October 2009

Capital management and allocation

Capital management
(Audited)

The Financial Services Authonty (‘FSA’) 1s the
supervisor of the bank and the group and, in this
capacity, recerves information on their capital adequacy
and sets capital requirements Individual banking
subsidianes are directly regulated by their local
bank:ng supervisors, who set and monitor their capital
adequacy requirements

The group calculates capital using the Basel 11
framework of the Basel Committee on Banking
Supervision Basel 11 15 structured around three
‘pillars’ mumimum capital requirements, supervisory
review process and market discipline The Capatal
Requirements Directive (‘CRD’) implemented Basel 11
in the EU and the FSA then gave effect to the CRD by
including the requirements of the CRD 1n its own
rulebooks

It 1s the group’s policy to maintain a strong capital
base to support the development of its business and to
meet regulatory capital requirements at all tzmes

Capntal
The group’s capital 1s divided into two tiers

=  Tier 1 capital 1s divided into core tier 1 and other
tier 1 capital  Core tier 1 capital compnises
shareholders’ equity and related minonity interests
The book values of goodwill and intangible assets
are deducted from core tier 1 capital and other
regulatory adjustments are made for items
reflected in shareholders® equity which are treated
differently for the purposes of capital adequacy
Qualifying hybnd capital instruments such as non-
cumulative perpetual preference shares and
mnovative tier 1 secunties are included in other
tier 1 capital

¢ Tier 2 capital compnises quahfying subordinated
loan capital, related minority interests, allowable
collective impairment allowances and unrealised
gams arising on the fair valuation of equity
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instruments held as-available for-sale Tier 2
capital also includes reserves ansing from the
revaluation of properties

To ensure the overall quahity of the capital base,
the FSA’s rules set limits on the amount of hybrid
capital instruments that can be included 1n tier 1 caputal
relative to core tier 1 capital, and also hhmuts overall tier
2 capital to no more than uer 1 capatal

The basis of consehidation for financial accounting
purposes 1s described on page 41 of the Annual Report
and Accounts 2009 and differs from that used for
regulatory purposes Investments i banking associates,
which are equity accounted in the financial accounting
consolidation, are proportionally consohidated for
regulatory purposes Subsidiaries and associates
engaged 1n insurance and non-financial activities are
excluded from the regulatory consolhidation and are
deducted from regulatory capital The regulatory
consohidation does not include Special Purpose Entities
(‘SPEs’) where sigmficant nisk has been transferred to
third parttes Exposures to these SPEs are risk-
weighted as secuntisation positions for regulatory
purposes

Pilar 1

Pillar } covers the capital resources requirements for
credit risk, market risk and operational risk Credit risk
also covers both counterparty credit risk and
securitisation requirements All these requirements are
expressed 1n terms of Risk Weighted Assets (RWAs)

Credit risk

Basel I provides three approaches of mcreasing
sophistication to the calculation of pitlar 1 credit risk
capital requirements The most basic, the standardised
approach, requires banks to use external credit ratings
to determine the risk weightings applied to rated
counterparties, group other counterparties into broad
categories and apply standardised risk weightings to
these categories The next level, the internal ratings-
based (*IRB’) foundation approach, allows banks to
calculate their credit nsk capital requirement on the
basis of their internal assessment of the probability that
a counterparty will default (‘PD™), but subjects their
quantified estimates of exposure at default (‘EAD’) and
loss given default (‘LGD’) to standard supervisory
parameters Finally, the IRB advanced approach allows
banks to use their own internal assessment 1n both
determining PD and quantifying EAD and LGD

The capital resources requrement, which 1s
intended to cover unexpected losses, 1s derived from a
formula specified in the regulatory rules, which
incorporates these factors and other vanables such as
matunity and correlation Expected losses under the
IRB approaches are calculated by multiplying PD by
EAD and LGD Expected losses are deducted from
capital to the extent that they exceed accounting
impairment atlowances

For credit risk, with the FSA’s approval, the group
has adopted the IRB advanced approach for the
majority of i1ts business, with the remainder on either
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IRB foundation or standardised approaches A rollout
plan 1s 1n place, over the next few years, to extend
coverage of the advanced approaches, for both local
and consolidated group reporting, leaving a small
residue of exposures on the standardised approach As
at December 2009, the corporate portfolio in France
completed the transition from the foundatien to the
advanced IRB approach

Counterparty credit risk

Counterparty credit nisk in both the trading book and
non-trading book 1s the risk that the counterparty to a
transaction may default before completing the
satisfactory settiement of the transaction Three
approaches to calculating counterparty credit risk and
determining exposure values are defined by Basel 11
standardised, mark to market and the internal model
method These exposure values are used to determine
capital requirements under one of the credit risk
approaches, standardised, IRB foundation and IRB
advanced

The group uses mark-to-market and internal model
method approaches for counterparty credit risk Its
longer-term aim 15 to migrate more posihions from
mark-to-market to the internal model method approach

Securitisation

Base! II specifies two methods for calculating credit
nsk requirements for securitisation positions 1n the
non-trading book, being the standardised and IRB
approaches Both approaches rely on the mapping of
rating agency credit ratings to risk weights, whach
range between 7 per cent and 1,250 per cent Positions
that would be weighted at 1,250 per cent are instead
deducted from capital Within the IRB approach, the
group uses the Ratings Based Method (‘“RBM”) for the
majornty of 1ts non-trading book securitisation
positions, and the Internal Assessment Approach
(‘1AA’) for unrated hquidity facilities and programme
wide enhancements for asset-backed secuntisations

The group uses the IRB approach for the majonty
of its non-trading book securitisation positions, while
those in the trading bock are treated like other market
risk positions

Market nsk

Market rsk 1s the nisk that movements i market risk
factors, including foreign exchange, commodity prices,
interest rates, credit spread and equity prices wilk
reduce group’s income or the value of its portfolios
Market risk 1s measured, with FSA permission, using
Value at Risk (‘VAR’) models, or the standard rules
prescribed by the FSA

The group uses both VAR and standard rules
approaches for market risk Its longer-term aim 1s to
mgrate more positions from standard rules to VAR

Operational risk

Basel 11 also includes capital requirements for
operational nisk, again utihsing three levels of
sophistication The capital required under the basic
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indicator approach 15 a sSimple percentage of gross
revenues, whereas under the standardised approach 1t 15
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 Fmally, the advanced
measurement approach uses banks’ own statistical
analysis and modelling of operational nisk data to
determine capital requirements

The group has adopted the standardised approach
in determiming 1ts Group operational nisk capital
requirements

Pillar 2

The second pillar of Basel 11 (Supervisory Review and
Evaluation Process) involves both firms and regulators
taking a view on whether a firm should hold additional
capital against risks not covered in pillar 1 Part of the
pullar 2 process 1s the Internal Capital Adequacy
Assessment Process (1ICAAP) which 1s the firm’s self
assessment of the levels of capital that 1t needs to hold
The pillar 2 process culminates in the FSA providing
firms with Individual Capital Guidance (‘1CG’)} The
1CG 15 set as a capital resources requuirement higher
than that required under pillar 1

Pifar 3

Pillar 3 of Basel II 15 related to market discipline and
aims to make firms more transparent by requiring them
to publish specific, prescribed details of their nisks,
capital and risk management under the Basel 11
framework The group published the first full set of
pillar 3 disclosures for 31 December 2008, including
quantitative tables, as a separate document on the
mvestor relations section of 1ts website The group’s
disclosures for 31 December 2009 will also be
published as a separate document 1n the same location

Future developments

The regulation and supervision of financial institutions
15 currently undergoing a period of sigmficant change
i response to the global financial cnisis Increased
capital requirements for market risk and securntisations
have already been announced by the Basel Commuttee
and are due for implementation in 2011 The Basel
Commuttee 1ssued further proposals 1n a Consultative
Document ‘Strengthening the resilience of the banking
sector’ on 17 December 2009 The Committee’s
proposals are part of global imitiatives to strengthen the
financial regulatory system, and have been endorsed by
the Financial Stability Board and the G20 Leaders A
comprehensive impact assessment will be carried ont
on the proposals in the first half of 2010, with the aim
of developing a fully calibrated set of standards by the
end of 2010 The proposals will be phased in as
financial conditions improve and the economic
recovery is assured, with the aim of implementation by
the end of 2012 Within this context, the Commuttee
will also consider the appropnate transition and
grandfathering arrangements The consultation period
for these proposals closes on 16 April 2010
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Capital structure at 31 December

Composition of regulatory capital (audited)

Shareholders’ equity 2
Shareholders’ equity per balance sheet
Preference share & related premium
Other equity instruments
Deconsolidation of special purpose entities .

Minonty Interests

Regulatory Adjustments to the accounting basis
Unreahsed (gains)/losses on available for sale debt secunties 4
Own credit spread
Defined benefit pension fund adjustment 5
Cash flow hedging reserve
Reserves ansing from revaluation of property & unrealised gains on available-for-sale equities
Other regulatory adjustments

Deducttons
Goodwill capitahsed & intangble assets
50% of secuntisation positions
50% of excess expected losses over impairment allowances
50% of tax credit adjustment for excess expected losses

Core tier 1 capital

Other tier | capital before deductions
Preference shares & related premium
Innovative tier 1 secunties

Deductions
Unconsohdated investments ®
50% of tax credit adjustinent for excess expected losses

Tier 1 capatal

Total qualifying tier 2 capital before deductions
Reserves ansig from unrealised gamns on revaluation of property & available-for-sale equities
Collective impairment allowances ’
Perpetual subordinated debt
Term subordinated debt

Total deductions other than from tier 1 capital
Unconsolidated investments ®
50%6 of securitisation positions
50% of excess expected losses over impairment allowances
Other deductions

Total regulatory capital

Risk-weighted assets (unaudited)

Credit and counterparty nsk
Market nsk
Operational nsk

Total

Capital ratios (unaudited)

Core tier 1 ratio
Tier 1 ratto
Total capital ratio

1 In May 2009 the FSA confirmed changes to the defintion of core equity tier ! capual for disclosure purposes
HSBC Bank's core equuty tier 1 caputal for December 2008 has been restated accordingly for comparison

Inciudes externalily verified prafits for the year to 31 December 2009

th bW

over a 3 year period
Mainly comprise investment mn insurance entities

o e
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S |

31 Dec 31 Dec
2009 2008

£&m £m
restated!
32,248 28585
27,787 19,923
(431} (431
(1,750} (1,750
6,642 11,243
641 738
(562) (2,144)
(109) 825
(168) (365)
695 (469)
(350) 327
(480) (341)
{150) (1,467)
(11,518) (12,011
(10,560) (11,239
(514) (318)
(616) (640)
172 186
20,809 15,568
2,241 2,220
431 431
1,810 1,789
(343) (265)
(515) (451)
172 186
22,707 17,523
11,272 11,442
480 342
368 -
3,320 3,451
7,104 7,649
(2,139) (1.867)
(1,004) (899)
(514) (318)
(616) (640)
(5) o
31,840 27,098
167,259 211,206
12,655 25311
23,367 21,366
203,281 257,883
% %
102 60
112 68
15.7 105

Mainly comprises unrealised losses on available-for-debt securities owned by deconsoitdated special purpose entities
Under FSA rules unrealised gams/losses on available-for-sale debt securities must be excluded from capttal resources
FSA rules permit banks to replace a habihty i a defined benefit pension scheme by the additional funding that will be paid into the scheme

Under Basel I rules coilective impairment allowances on loan portfolios under the standardised approach may be included in tier 2 capital
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Board of Directors

The objectives of the management structures within the
bank, headed by the Board of Directors and led by the
Chairman, are to deliver sustainable value to
shareholders Implementation of the strategy set by the
Board 15 delegated to the bank’s European
Management Committee, and the UK Banking
Management Commuttee

The Board meets regularly and Directors receive
information between meetings about the activities of
committees and developments 1n the bank’s business
All Directors have full and timely access to all relevant
mformation and may take independent professional
advice if necessary

The names of Directors serving at the date of this
report and brief biographical particulars for each of
them are set out on page 2

Independent non-executive Directors are appointed
for three-year terms, subject to their re-election by
shareholders at the subsequent Annual General
Meeting Independent non-executive Directors have no
service contracts

J D Fishburn and D D J John CBE retired as
Darectors on 1 May 2009 and 29 June 2009,
respectively

Dame Mary Marsh was appointed as a Director on
1 January 2009

Board committees

Executive Committee

The Executive Committee meets regularly and operates
as a general management committee under the direct
authority of the Board

Remuneration Committee

The functions of the Remuneration Commuttee are
fulfilled by the Remuneration Commuttee of the Board
of the bank's parent company, HSBC Holdings plc

Internal control

The Board has appointed a number of commuttees
consisting of certain Directors and senior executives

As at the date of this report, the following are the
principal committees

Audrt Committee

The Audit Committee meets regularly with the bank’s
senior financial, internal audit and comphance
management and the external auditor to consider the
bank’s financial reporting, the nature and scope of audit
reviews and the effectiveness of the systems of internal
control and comphance

The members of the Audit Commuttee are ARD
Monro-Davies (Chairman), P M Shawyer and J F
Trueman All of the members of the Andit Commuttee
who served duning 2009 are independent non-executive
Darectors
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The Dhirectors are respensible for internal control 1n the
group and for reviewing its effectiveness Procedures
have been designed for safeguarding assets against
unauthonised use or disposition, for maintaiming proper
accounting records, and for the rehability of financial
mformation used within the business or for publication
Such procedures are designed to manage rather than
eliminate the risk of faillure to achieve business
objectives, and can only provide reasonable and not
absolute assurance against matenial misstatement,
errors, losses or fraud The procedures also enable the
bank to discharge its obligations under the Handbook
of Rules and Guidance 1ssued by the Financial Services
Authonty, the bank’s lead regulater

The key procedures that the Directors have
established are designed to provide effective internal
control within the group and accord with the Internal
Contrel Revised Guidance for Directors on the
Combined Code 1ssued by the Financial Reporting
Council Such procedures for the ongoing
identification, evaluation and management of the
significant risks faced by the group have been 1n place
throughout the year and up to 1 March 2010, the date of
approval of the Annual Report and Accounts 2009 In
the case of companies acquired during the year, the
internal controls in place are being reviewed against the
group’s benchmarks and they are being integrated into
the group’s systems

The group’s key internal control procedures
clude the following

=  Authonty to operate the bank 1s delegated to the
Chairman who has responsibility for overseeing
the establishment and maintenance of approprnate
systems and controls, and has authority to delegate
such duttes and responsibilities as he deems fit
among the Directors and senior management The
appointment of executives to the most semor
posttions within the group requires the approval of
the Board of Directors

«  Functional, operating, financial reporting and
certain management reporting standards are
estabhshed by HSBC Holdings® management for
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application across the whole HSBC Group These
are supplemented by operating standards set by the
bank’s management, as required

¢ Systems and procedures are in place 1n the group
to 1dentify, control and report on the major risks
including credit, changes in the market prices of
financtal instruments, iquidity, operational error,
breaches of law or regulations, unauthornised
activities and fraud Exposure to these risks 1s
momitored by the bank’s or major subsidianes’
executive committees, risk management
committees and the asset and hability management
committees

*  Processes are in place to identify new risks from
changes 1n market practices or customer
behaviours which could expose the group to
heightened risk of loss or reputational damage
During 2009, attention was focused on evolving
best practice in hqudity management and stress
testing, aggregating more efficiently counterparty
risk data and improving the counterparty crsis
management framework, rolling out successfully
piloted ant fraud systems, revised guidance on the
approvalreview of new products and business
initiatives, with greater oversight by the Risk
function, the identification of market pricing
anomalies, changes 1n consumer protection
standards with personal financial services markets
and, more generally, changes in regulation and
public policy towards the financial services
industry, including the impact of government
interventions to address the under capitalisation
and funding difficulties of certain systemically
important financial instifutions

¢  Comprehensive annual financial plans setting out
the key business mtiatives and the likely financial
effects of those imtiatives are prepared, reviewed
and approved by the Board of Directors Results
are monitored regularly and reports on progress as
compared with the related plan are prepared
monthly

e (Governance and oversight arrangements are n
place to ensure that risk analytical models are fit
for purpose, used accordingly and complemented
by a variety of model-specific and enterpnise-wide
stress tests that evaluate the smpact of severe yet
plausible events and other unusual circumstances
not fully captured by quantitative models

e Centralised functional control 1s exercised over all
IT developments and operattons Common systems
are employed where possible for similar business
processes Credit and market nsks are measured
and reported on in the bank and major subsidiaries,
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and aggregated for review of nisk concentrations
on an HSBC Group-wide basis

+  Responsibilities for financial performance agamst
plans and for capital expenditure, credit exposures
and market nsk exposures are delegated with himits
to line management 1n addition, functional
management in HSBC Holdings 1s responsible for
setting policies, procedures and standards in the
following areas of nsk credit nisk, market risk,
hquidity risk, operational risk, IT risk, insurance
nsk, accounting nsk, tax nsk, legal and regulatory
compliance nisk, human resources nisk,
reputational nisk and purchasing nisk, and for
certain global product lines

+ Pohcies and procedures have been established to
guide the bank, subsidiary companies and
management at all levels in the conduct of business
to avoid reputational risk which can arise from
social, ethical or environmental 1ssues, or as a
consequence of operational nisk events Asa
banking group, HSBC’s good reputation depends
upon the way 1in which 1t conducts 1ts business but
1t can also be affected by the way in which clients,
to which 1t provides financial products and
services, conduct their business

¢ The estabhishment and mamntenance of appropriate
systems of internal control 15 pnmarily the
responsibility of business management The
internal audit function, which 1s centrally
controlled, monitors compliance with policies and
standards and the effectiveness of internal control
structures across the group The work of the
internal audit function 1s focused on areas of
greatest nisk to the group as determened by a risk
management approach

Executive management 15 responsible for ensuring
that recommendations made by the internal audit
function are implemented within an appropriate
and agreed timetable Confirmation to this effect
must be provided to internal audit Management
must also confirm annually to internal audit that
offices under their control have taken, or are 1n the
process of taking, the appropnate actions to deal
with all significant recommendations made by
external auditors 1n management letters or by
regulators following regulatory inspections

The Audit Commuttee has kept under review the
effectiveness of this system of internal control and has
reported regularly to the Board of Directors The key
processes used by the Comnuttee 1n carrying out its
reviews include regular reports from the heads of key
nisk functions, the production and regular updating of
summaries of key controls measured against group
benchmarks which cover all internal controls, both
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financtal and nen-financial, 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 Audit Commuttee has reviewed
a ‘Risk Map’ of the status of key areas which impact
the group and has considered the mitigating actions put
in place In addition, where unexpected losses have
ansen or where incidents have occurred which indicate
gaps in the control framework or 1n adherence to Group
policies, the Audit Committee has reviewed 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 Committee, have
conducted an annual review of the effectiveness of the
group’s system of internal control covening all matenal
controls, inchading financial, operational and
compliance controls and nisk management systems The
Audit Commuttee has received confirmation that
management has taken or 1s taking the necessary action
to remedy any faihings or weaknesses identified
through the operation of the group’s framework of
controls

Risk management

The financial risk management objectives and policies
of the bank and 1its subsidiaries, including those in
respect of financial instruments, together with an
analysis of the exposure to such nisks, as required under
the Companies Act and International Financial
Reporting Standards are set out 1n Note 37 ‘Risk
management’ of the Notes on the Financial statements

The group regularly updates its policies and
procedures for safeguarding against reputational,
strategic and operational risks This 1s an evoluhonary
process

The safeguarding of the group’s reputation 1s of
paramount importance to its continued prosperity and is
the responsibihity of every member of staff The group
has always aspired to the highest standards of conduct
and, as a matter of routine, takes account of
reputational risks to 1ts busmness

Reputanional nisks are considered and assessed by
the Board, its commuttees and semior management in
adherence with HSBC Holdings plc standards Policies
on all major aspects of business are set for the group
and for individual subsidiary companies, businesses
and functions These policies, which form an ntegral
part of the internal control systems, are commumcated
through manuals and statements of policy and are
promulgated through intemal communications The
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pohcies cover social, ethical and environmental 1ssues
and set out operational procedures in all areas of
reputational risk, including money laundenng
deterrence, environmental impact, anti-corruption
measures and employee relations The policy manuals
address risk 1ssues 1n detail, and co-operation between
head office departments and businesses 1s required to
ensure a strong adherence to the group’s nsk
management system and its corporate social
responsibility practices

Internal controls are an integral part of how the
group conducts its busmess HSBC Holdings plc’s
manuals and statements of policy are the foundation of
these internal controls There is a strong process in
place to ensure controis operate effectively Any
significant failings are reported through the control
mechanisms, internal audit and compliance functions to
the Audit Commuttee, which keeps under review the
effectiveness of the system of internal controls and
reports regularly to the Board

The rehabihity and securnity of HSBC's information
and technelogy infrastructure and 1ts customer
databases are crucial to maintaining the service
avatlability of banking applications and processes and
to protecting the HSBC brand Critical system fatlure,
any prolonged loss of service availability or any
material breach of data security, particularly involving
confidential customer data, could cause serious damage
to the Group's ability to service 1ts chents, counld breach
regulattons under which HSBC operates and could
cause long term damage to 1ts business and brand

Health and safety

The maintenance of appropriate health and safety
standards throughout the bank remains a key
responsibility of ali managers and the bank 1s
committed actively to managing all health and safety
risks associated with 1t business The bank’s
objectives are to 1dentfy, remove, reduce or centrol
material nisks of fires and of accidents or injunes to
employees and visitors

Group standards, instructions and related policies
and procedures are set by the Group Corporate Real
Estate function of HSBC Holdings plc and are
implemented by Health, Safety and Fire Coordinators
based 1n each country in which the Group operates

Despite the considerable international pressure on
terrorist networks over the past few years, the global
threat from terrorism persists HSBC remains
committed to maintaining its preparedness and to
ensuring the highest standards of health and safety
wherever in the world 1t operates
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HSBC Group Security provides regular risk
assessments 1n areas of increased risk to assist
management in judging the level of terronst threat In
addition, Regional Security functions conduct regular
security reviews to ensure measures to protect HSBC
staff, burldings, assets and informatton are appropriate
for the level of threat

Directors’ emoluments

Details on the emoluments of the Directors of the bank
for 2009, disclosed in accordance with the Compames
Act, are shown 1n Note 7 ‘Employee compensation and
benefits’ 1n the Notes on the Financial statements

Diversity policy: employees with
disabilities

The group continues to be commutted to providing
equal opportunities to employees and to proactively
encourage an inclusive workplace 1n line with cur
brand promtse

We continue to recruit, train and develop disabled
employees and make reasonable adjustments where
employees become chsabled dunng their employment
The bank continues to support the commitments of the
two tick symbol employability campaign to interview
disabled candidates who meet the mimimum job
critenia

The symbol 15 a recogmtion given by Jobcentre
Plus to employers who have agreed to make certain
positive commitments regarding the employment,
retention, tramning and career development of disabled
people

Corporate sustainability

Sustainability 1s central to HSBC’s strategy and culture
HSBC as a whole reports on 1ts progress in developing
and implementing 1ts sustainabihty strategy annually 1n
the HSBC Sustainabihty Report, which 1s externally
verified and prepared using the Global Reporting
Intmative The HSBC Sustainability Report 2009 will
be 1ssued on 28 May 2010 and will be available at
www hsbc com/sustainability

The bank manages its business in accordance with
overarching Group poltcies and adopts the same long-
term approach to managing economuc, social and
environmental 1ssues that are within its abibity to
influence Primarily, this concerns achieving
sustainable profit growth so that the bank can continue
to reward shareholders and employees, build long-
lasting relationships with customers and supphers, pay
taxes and duties in those countries where 1t operates,
and mvest in communities for future growth The
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ability to 1dentify and address certain non-financial
considerations which are matenal to the business, and
to mitigate the nsks and maxmmise the opportunities
ansing from them 1s key to the bank’s continuing
financial success These generally fall into one or more
of the following six broad areas

e  Business Sustainability
¢ Environmental [ssues

¢ Communty Investment
* Employee Engagement
¢ Sustamability Risk

¢ Sustamability Governance

Business Sustamabihity

HSBC aims to build long term customer relationships
around the world through the provision of a consistent
and high quality service and customer experience
HSBC uses the benefits of its scale, financial strength,
geographic reach and strong brand value to achieve
this

HSBC aims to take advantage of the opportunities
and manage the nisks presented by emerging global
trends by leading the development of sustainable
business models to address them As an HSBC Group
member, the bank considers factors such as increased
longevity, the relative growth rates of emerging and
mature economies and the need to move to a lower-
carbon economy when seting 1ts strategy and
considening 1ts product offerings For example, 1n
France legislation has been introduced which makes 1t
mandatory to offer SRI (Socially Responsible
Investment) funds 1n company retirement saving
arrangements As a result HSBC France has seen
significant asset growth 1n 1ts in-house SRI fund range

Environmental Issues

HSBC focuses its environmental initiatives pnmarily
on addressing and responding to 1ssues associated with
chmate change, including energy, water management
and biodiversity Clhimate change has the potential to
materially affect HSBC’s customers and, by extension,
HSBC'’s long-term success, introducing new risks to
business activity However, it alse has the potential to
stimulate a new era of low carbon growth, mnovation
and development

Community Investment

HSBC has a long record of support for the communities
n which it operates and aims to encourage soctal and
economic opportumty through its community
investment activity

-
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During 2009, the bank gave £6 5m 1n charitable
donattons to support community activities in the UK
The donations were used to fund a wide vanety of
mtiatives, as described below, with the main focus on
education, particularly for under-privileged pnmary
and secondary school students, and the environment

While some community activities are managed
centrally, 1n 2009 the bank continued 1ts policy of
allowing employees to propose local projects for
support As aresult, over 200 employee-led projects
were mitiated with financial support exceeding
£650,000 and actively involving over 5,000 employees
In addition, over £3 mlhon was donated to chanities to
match funds raised, or time given, by employees
through our staff charity scheme

Education

In 2007 HSBC 1n the UK launched a £3 4m partnership
with the financial education chanty pfeg (Personal
Finance Education Group) Called What Money Means,
this partnership 1s increasing the qualtty and quantity of
financial capability education in UK primary schools
What Money Means brings pfeg, local authorities and
educationalists together to develop resources and
approaches that are helping primary school teachers
feel more confident in teaching money skills to younger
children In addition to HSBC's financial commitment,
during 2009, around 2,500 HSBC employees were
engaged with What Money Means and by the end of the
year around 29,000 students had participated 1n the
programme

HSBC France has conducted an impact evaluation
of its Fondation HSBC pour I'Education programme, a
youth education scheme This evaluation highlighted
that 96 per cent of employees surveyed have a positive
opinton of the programme, that the NGOs selected are
appropriate and that employee participation 1s viewed
posttively by all partners

Environment

Employees are involved 1n a vanety of projects related
to envircnmental sustainabihity and climate change In
2007, HSBC launched a groundbreaking five-year
partnership (the HSBC Chimate Partnership) between
HSBC and four world-class environmental charities -
The Chimate Group, Earthwatch, Smithsoman Tropical
Research Institute and WWF - to tackle chmate change
Working with these partners, the Partnership aims to
create cleaner, greener cities across the world, create
idividual HSBC climate champions worldwide, help
protect some of the world’s major rivers, and conduct
the world’s largest ever field experiment on the long-
term effects of chmate change on the world’s forests
During 2009, over 1,000 employees took part in
projects across the UK designed to increase their
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personal awareness and understanding of climate
change 120 employees took part 1n a two week long
residential learning experience at a bespoke field centre
near Oxford and became HSBC Climate Champions
As such, their roles are to mspire their colleagues and
local communities to take action to combat climate
change In 2009, HSBC France sponsored a mobile
exhibition that visited 23 cities in France explaiming the
connection between banking and sustainable
development The exhibition provided general
education on such issues to customers and the general
public, including school children, and was visited by
41,000 people

Employee Engagement

‘Employee engagement’ describes employees’
emotional and intellectual commitment to their
organisation and 1ts success and 1s critical to the long-
term ability of the bank to deliver the highest quality of
financial services HSBC's annual surveys of
employees show that they value HSBC’s commitment
to sustainable business practices and view the bank as
being a leader in this regard HSBC has also made
sustamnabibty a key element of the employee induction
and senior management trainmg programmes

As an HSBC Group member, the bank has a well
established framework for employees to provide
feedback and develop action plans at local and national
level to improve the working expertence and
engagement In the HSBC Group annual employee
engagement survey launched in June and July 2009, the
UK achieved a response rate of 91 per cent and the UK
employee engagement score rose from 58 per cent in
2008 to 72 per cent 1n 2009 The strongest
improvement areas included corporate sustainability,
reward and behaviour change which measures the
extent to which changes have been introduced as a
result of the previous year’s survey

The improvement 1n engagement results reflects
the continued commutment of ail levels of leadership
within the bank to deliver local action plans

The key objective for 2010 15 sustaining this high
level of engagement, and prionties for action include
managing and developing people, customer onentation
and collaboration

In response to employee feedback, HSBC
introduced a flexible benefit package 1n July 2009
This comprises a ‘menu’ of benefits from which
employees can choose, including health, finance and
protection, and leisure and lifestyle benefits In the
employee engagement survey, the per cent favourable
response to the statement ‘I am satisfied with the
benefits | receive at HSBC’ rose from 48 per cent 1n
2008 to 64 per cent 1 2009
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In the UK, the bank was recognised as one of the
Top 50 Employers for Women to Work For in 2009 by
The Times newspaper index for the second year
nmnning

In the UK, the bank has continued to use numerous
complementary programmes to involve employees —
‘Best Place to Discuss’, ‘Best Place to Workout’, ‘Best
Place to Blog’, ‘Best Place to Meet’, ‘Best Place to
Bank for Employees’ and in October, the Chief
Executive and his leadership team hosted the “To Be
The Best’ event

Sustainabihity risk

Assessing the environmental and social impacts of
providing finance to the bank’s customers has been
firmly embedded 1nto 1ts overall risk management
processes Sustainability risks arise from the provision
of financial services to companies or projects which run
counter to the needs of sustainable development, 1n
effect this nsk anses when the environmental and
social effects outweigh economic benefits HSBC has
adopted The Equator Principles for project finance
lending and sector-based sustainability policies
covening those sectors with high environmental

or social impacts (forestry, freshwater infrastructure,
chermcals, energy, mining and metals, and defence-
related lending) Where sustainabihity nsks are assessed
to be high, an independent review of transactions 1s
undertaken

Sustainability Governance

The Corporate Sustainabihty Commutiee of the HSBC
Heoldings Board 1s responsible for advising on
corporate sustainability polictes, including
environmental, social and ethical 1ssues

Implementation of these pohcies 1s managed
primarly by Human Resources, Risk, Comphance and
Corporate Sustainabihity At Group level, Corporate
Sustainability exists as a business function, with senior
executives charged with implementing sustainable
business practice 1n all major regions, through
inclusten in the HSBC Greup Standards Manuals, and
through induction and developmental traimming Local
teams are in charge of embedding corporate
sustainability strategies within banking activities In
France for example the team reports directly to the
deputy CEO and coordinate the local quarterly
Corporate Sustainabihity commuittees

Valuation of freehold and leasehold
land and buildings

The group’s freehold and long leasehold properties
were valued 1n 2009 The value of these properties was
£153 mulhion 1n excess of their carrying amount in the
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consohdated balance sheet The group no longer
revalues freehold and leng leasehold properties under
IFRSs

Supplier payment policy

The Company does not currently subscribe to any code
or standard on payment practice It 15 the Company’s
pohicy, however, 10 settle the terms of payment with
those suppliers when agreeing the terms of each
transaction, to ensure that those suppliers are made
aware of the terms of payment, and to abide by the
terms of payment

The amount due to the bank’s trade creditors at
31 December 2009 represented 24 days’ average daily
purchases of goods and services received from those
creditors, calculated 1n accordance with the Companies
Act 2006, as amended by Statutory Instrument
2008/410

Auditor

KPMG Audit Plc has expressed its willingness to
continue 1n office and the Board recommends that it be
reappeointed A resolution proposing the reappointment
of KPMG Audit Plc as auditor of the bank and giving
authorty to the Directors to determine its remuneration
will be submitted to the forthcoming Annual General
Meeting

Conflicts of interest and
indemnification of Directors

The bank’s Articles of Association approved by
shareholders 1n General Meeting give the Board
authonity to approve Directors’ conflicts and potential
conflicts of interest The board has adopted a policy
and procedures for the approval of Director’s conflicts
or potential conflicts of interest The Board’s powers to
authorize conflicts are operating effectively and the
procedures are being followed A review of situational
conflicts which have been authonized, mcluding the
terms of authorisation, will be undertaken annually

The Articles of Association of the Bank provide
that Darectors are entitled to be indemmified out of the
assets of the company against claims from third parties
n respect of certain liabilities arising 1n connection
with the performance of their functions, 1n accordance
with the provisions of the UK Compantes Act 2006
Such indemnity provisicns have been in place during
the financial year but have not been utihized by the
Directors
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Going concern basis

The Financial Statements are prepared on a going
concern basis, as the Directors are satisfied 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 information relating to present and future conditions
Further information relevant to the assessment 1s
provided 1n the Report of the Dhirectors, in particular

A description 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 capital management and
allocation

In addition, the objectives, policies and processes
for managing credit, hqudity and market nisk are set

On behalf of the Board
J H McKenzie, Secretary
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out 1n Note 37 ‘Risk management’ of the Notes on the
Financial Statements

The Directors have also considered future
projections of profitabihty, cash flows and capital
resources 1n making thewr assessment

Disclosure of information to the
Auditor

The Directors who held office at the date of approval of
this Directors’ report confirm that, so far as they are
each aware, there 1s no relevant audit information of
which the bank’s auditors are unaware, and each
Director has taken all the steps that he ought to have
taken as a Director to make himself aware of any
relevant audit information and to estabhish that the
company’s auditors are aware of that information

1 March 2010
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The following statement, which should be read in conjunction with the Auditor’s statement of their responsibihities set out
in their report on the next page, 1s made with a view to disunguishing for shareholders the respective responsibihities of
the Directors and of the Auditors in relation to the financial statements

The Directors are responsible for preparing the Annual Report, the conselidated financial statements of HSBC Bank
plc and its subsidiaries (the ‘group’) and parent company financial statements for HSBC Bank ple (the ‘bank’) 1n
accordance with applicable law and regulations

Company law requires the Directors to prepare group and parent company financial statements for each financtal
year The Dhrectots are required to prepare the group financial statements in accordance with IFRSs as adopted by the EU
and have elected to prepare the bank financial statements on the same basis

The group and bank financial statements are required by law and IFRSs as adopted by the EU to present fairly the
financial position of the group and the bank and the performance for that pertod, the Compames Act 2006 provides in
relation to such financial statements that references in the relevant part of that Act to financial statements giving a true
and fair view are references to their achieving a fair presentation

In preparing each of the group and bank financial statements, the Directors are required to
e select suitable accounting policies and then apply them consistently,

e make judgments and estimates that are reasonable and prudent, and

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

The Durectors are required to prepare the financial statements on the going concern basis unless 1t 1s not appropnate
Since the Directors are satisfied that the group has the resources to continue 1n business for the foreseeable future, the
financial staternents continue to be prepared on a going concern basis

The Directors have responsibility for ensuning that sufficient accounting records are kept that disclose with
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 responsibility 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 wrregularities

The Directors have responsibility for the maintenance and integrity of the Annual Report and Accounts as they
appear on the bank’s website Legislation 1n the UK governing the preparation and dissemination of financial statements
may differ from legislation in other junisdictions

On behalf of the Board
J H McKenzie, Secretary 1 March 2010
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Independent Auditor’s Report to the Member of HSBC Bank plc

We have audited the group and parent company financial statements of HSBC Bank plc (‘the bank”) for the year ended 31
December 2009 set out on pages 30 to 182 The financial reporting framework that has been applied in their preparation 1s
apphcable law and Intemational Financial Reporting Standards {IFRSs) as adopted by the EU and, as regards the parent
company financial statements, as applied 1n accordance with the provisions of the Compantes Act 2006

This report 1s made solely to the bank’s member, as a body, in accordance with Chapter 3 of Part 16 of the
Companies Act 2006 Our audit work has been undertaken so that we might state to the bank's member those matters we
are required to state to them 1n an auditors' report and for no other purpose To the fullest extent permutted by law, we do
not accept or assume responsibility to anyone other than the bank and the bank's member, as a body, for our audit work,
for this report, or for the opinions we have formed

Respective responsibiliies of directors and auditor

As explained more fully 1n the Directors' Responsibilities Statement set cut on page 28, the directors are responsible for
the preparation of the financial statements and for being satisfied that they give a true and fair view Qur responsibility 1s
to audit the financaal statements in accordance with applicable taw and International Standards on Auditing (UK and
Ireland) Those standards require us to comply with the Auditing Practices Board's (APB's) Ethical Standards for
Auditors

Scope of the audit of the financial statements

A descripticn of the scope of an audit of financial statements 1s provided on the APB's web-site at

www frc org uk/apb/scope/UKNP

Opmmoen on finanaal statements

In our epinion

» the financial statements give a true and fair view of the state of the group's and of the parent company’s affairs as at
31 December 2009 and of the group's profit for the year then ended,

» the group financial statements have been properly prepared 1n accordance with IFRSs as adopted by the EU,

* the parent company financial statements have been properly prepared n accordance with 1FRSs as adopted by the EU
and as appled 1n accordance with the provisions of the Companies Act 2006, and

» the financial statements have been prepared 1n accordance with the requirements of the Compames Act 2006 and, as
regards the group financial statements, Article 4 of the IAS Regulation

Opinton on other matter prescribed by the Companies Act 2006

In our opinion the information given in the Directors’ Report for the financial year for which the financial statements are

prepared 1s consistent with the financial statements

Matters on which we are required to report by exception

We have nothing to report in respect of the following matters where the Companies Act 2006 requires us to report {o you
if, 1n our opinion

* adequate accounting records have not been kept by the parent company, or returns adequate for our audit have not
been received from branches not visited by us, or

e the parent company financial statements are not in agreement with the accounting records and returns, or
e certain disclosures of directors' remuneration specified by law ate not made, or

e we have not received all the information and explanations we require for our audit

» Senior Statutory Aunditor
Jora behalf of KPMG Audit Ple, Statutory Auditor

Lokdon, England 29 1 March 2010
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Financial Statements

Consolidated income statement for the year ended 31 December 2009

Interest income
Interest expense

Net interest income

Fee mcome
Fee expense

Net fee income

Trading income excluding net tnterest imcome
Net interest income on trading activities

Net trading income

Net mcome/(expense) from financial instruments designated at fair value
Gains less losses from financial investments

Dividend income

Net camed msurance premiums

Other operating income

Tatal operating mncome
Net msurance claims incurred and movement in hiabilities to policyholders

Net operating income before loan impatrment charges and other credit
risk provisions

Loan impairment charges and other credit nsk provisions
Net operanng income

Employee compensation and benefits

General and administrative expenses

Depreciation and impairment of property, plant and equipment
Amortisation and imparrment of intangible assets

Total operating expenses

Operahng profit

Share of profit 1n associates and joint ventures
Profit before tax

Tax expense

Profit for the year

Profit atinbutable 10 sharehelders of the parent company
Profit attributable to minority interests
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Nores

22
21

i0

2009 2008
£m £m
12,643 18,998
(4,552) (13,301)
8,091 5,697
5560 5,453
(1,483) (1,496)
4077 3,957
970 1,165
1,656 1,802
2,626 2,967
543 (1,097)
(73) 82
29 85
2,716 2,891
1,093 1,593
19,102 16,175
(3.540) {1,835)
15,562 14,340
(3364) (1,861)
12,198 12,479
(4,452) (4,498)
3,114) (3,049)
(482) (466)
(150) (10%)
(8,198) (8,122)
4,000 4357
14 9
4,014 4366
(856) (843)
3,158 3,523
3,002 3,441
66 82
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Consolidated statement of comprehensive income for the year ended 31 December 2009

2009 2008
£m £m
Profit for the year 3,158 3,523
Other comprehensive income
Available-for-sale investments
— fair value gans/ (Josses) 4,666 (11,551)
— fair value losses/ (gains) transferred 10 income statement on disposal 49 (330)
— amounts transferred to the income statement in respect of impairment losses 1,317 429
- Income taxes (248) 558
Cash flow hedges
- fair value gams 133 545
— fair value gams transferred to income statement on 8
- Income taxes a9 (151)
Actuanal losses on defined benefit plans
— before income taxes (2,396) (12%)
— INcome taxes 676 26
Exchange differences and other (848) 3,226
Other comprehensive income/ (expense) for the year, net of tax 3,239 (7,385)
Total comprehensive income/ (expense) for the year 6,397 (3.862)
Total comprehensive income/ (expense) for the year attributable to
— shareholders of the parent company 6,352 (4,062)
— MINonty mnterests 45 200
6,397 (3,862)
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Consolidated statement of financial position at 31 December 2009

2009 2008

Notes £m £m
ASSETS
Cash and balances at central banks 14,274 9,470
Items 1n the course of collection from other banks 2,082 1,917
Trading assets 15 165,008 172,026
Financial assets designated at fair value 16 16,435 13,895
Denvatives 17 118,516 243,084
Loans and advances to banks 3! 46,994 50,719
Loans and advances to customers 31 274,659 298304
Financial mvestments 18 86,695 103,511
Other assets 24 8,013 8,802
Current tax assets 172 215
Prepayments and accrued income 3357 5,625
Interests in associates and joint ventures 20 79 73
Goodwill and mtangible assets 21 11,199 11,780
Property, plant and equipment 22 4,050 4,697
Deferred tax assets 10 355 113
Total assets 751,928 024231
LIABILITIES AND EQUITY
Liabilities
Deposits by banks 31 57,7129 61,431
Customer accounts 3! 332,896 369,880
Items m the course of transrmission to other banks 1,477 1,802
Trading habilities 25 118,881 124 450
Financial habilities designated at far value 26 18,164 15,184
Denvatives 17 118,689 241,031
Debt securnities 1n 1ssue 3! 39,340 52308
Other hiabilities 27 5,867 6,897
Current tax hability 197 197
Liabilittes under insurance contracts 1ssued 28 16,505 16,132
Accruals and deferred income 3,752 5.464
Provisions 29 368 428
Deferred tax habihty 10 158 443
Rettrement benefit habihities 7 2,678 664
Subordinated habilines 30 6,799 7,259
Total habihties 723,500 903,570
Equity
Called up share capital 35 797 797
Share premium account 20,025 17,249
Other equity instruments 35 1,750 1,750
Other reserves (2,920} (7,842)
Retained eammings 8,135 7,969
Total equity attnbutable to shareholders of the parent company 27,787 19,923
Minority interests 641 738
Total equity 28,428 20,661
Total equity and habilities 751,928 924,231

%w

S K Green, Chairman 1 March 2010
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Consolidated cash flow statement for the year ended 31 December 2009

Cash flows from operating activities
Profit before tax

Adjustments for
—non-cash items mncluded in profit before tax
— change 1 operating assets
— change n operating liabihties
— elsmination of exchange differences!
—net gan from investing activities
~ share of profits 1n associates and joint ventures
- distnbutions from associates
— contributions paid for defined benefit plans
- tax pad

Net cash (used in)Ygencrated from operating activitics

Cash flows from investing activines

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 equipment

Purchase of intangible assets

Proceeds from the sale of intangible assets

Net cash outflow from acquisition of and increase in stake of subsidiaries

Net cash outflow from acquisition of and increase n stake of associates

Proceeds from disposal of subsidiaries

Proceeds from disposal of associates

Purchases of HSBC Holdings plc shares to sahsfy share based payment
transactions

Net cash generated from/(used 1n) investing activities

Cash flows from financing activities
Issue of share capital

Issue of capital secunities
Subordinated loan capital 1ssued
Subordinated loan caprtal repad
Dividends pad to shareholders
Dividends paid to minornity interests

Net cash generated from financing activitics

Netincrease/(decrease) in cash and cash equivalents
Cash and cash equivalents at 1 January
Eflect of exchange rate changes on cash and cash equivalents

Cash and cash equivalents at 31 December

2009 2008

Notes £m £m
4,014 4,366

36 4224 2,733
36 25222 (72,242)
36 (53,082) 118,194
9,707 (24,765)

(657) (1,284)

(14) )

8 2

(258) (273)

(923) (795)

{11,759) 25927

(73.475) (102,333}

87,764 71,626

(613) (782)

897 281

(162) (182)

— 18

(247) 28

(16} (1)

- 1,554

215 62

(15) (197)

14,348 (29,982)

2,776 1,750

- 750

- 1,014

(101) (1))

1,067 (2,974)

(N (25}

3,601 464

4,190 (3.591)

60,855 51,235

(4,239) 13211

36 60,806 60,855

| Adustment to bring changes between opening and closing balance sheet amounts to average rates This 1s not done on a line-by-line

basis, as deralls cannot be determined without unreasonable expense
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HSBC BANK PLC

Financial Statements (continued)
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HSBC BANK PLC

HSBC Bank pic statement of financial position at 31 December 2009

ASSETS

Cash and balances at central banks
Items 1n the course of collection from other banks
Trading assets

Financial assets designated at fair value
Dernvatives

Loans and advances to banks

Loans and advances to customers
Fiancial investments

Other assets

Current tax assels

Prepayments and accrued income
Interests 1n associates and joint ventures
Investments in subsidiary undertakings
Goodwill and intangible assets
Property, plant and equipment

Defemed tax assets

Total assets

LIABILITIES AND EQUITY

Lmabilities

Deposits by banks

Customer accounts

Items 1n the course of transmission to other banks
Trading habihties

Financial liabilities designated at fair value
Derivatives

Debt securities in 15sue

Qther Liabilities

Current taxation

Accruals and deferred income

Provisions

Deferred 1ax hiabihity

Retirement benefit habilities

Subordinated habilities

Total habihities

Eqmty

Called up share capital
Share premium account
Other equity instruments

Other reserves
Retamed eamings

Total equity
Total equity and ltabilities

Rl o

S K Green, Chairman

Notes

15
16
17
31
31
18
24

20
23
21
22
i0

31
31

25
26

17
31

29
i0

30

35

35

2009 2008
£m £m
13,130 6,779
1,071 692
123,957 130,205
6,592 4,592
100,800 197,128
20,729 18,295
208,669 217,309
27389 46,608
4,230 3,637
160 291
1,263 2,705
63 53
15,226 15236
632 598
1,280 1,515
779 138
525,970 645,781
39346 54,986
223,652 240,397
595 772
96,821 98,389
10,675 9,429
101,161 197,247
14,636 8,670
2,636 3,163

8 4

1,852 2,585
176 158

2 2

2,524 414
6,955 7,310
501,039 623,526
797 797
20,025 17,249
1,750 1,750
(356) (622)
2,715 3,081
24931 22,255
525,970 645,781

1 March 2010
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H5BC BANK PLC

Financial Statements (continued)

HSBC Bank plc cash flow statement for the year ended 31 December 2009

Cash flows from operating activifies
Profit before tax

Adjustments for
- non-cash items included in profit before tax
— change 1n operating assets
— change in operating liabitities
— ehimination of exchange differences’
— net gain from investing activities
— contributiens paid for defined benefit plans
- tax pad

Net cash (used i)y generated from operating activities

Cash flows from investing activities

Purchase of financial investments

Proceeds from the sale of financial mvestments

Purchase of property, plant and equipment

Proceeds from the sale of property, plant and equipment

Purchase of goodwill and intangible assets

Proceeds from the sale of intangible assets

Net cash outflow from acquisition of and increase in stake of subsidiaries

Net cash cutflow from acqusition of and increase m stake of associates

Net cash inflow due to repayment of capnial in subsidiary

Proceeds from disposal of subsidianies

Proceeds from disposal of associates

Purchases of HSBC Holdings plc shares to satisfy share based payment
transactions

Net cash generated from/(used 1n) investing activities

Cash flows from financing activities
Issue of ordinary share capital

Issue of capital securities
Subordmated loan capital 1ssued
Subordinated loan capital repaid
Dividends paid

Net cash generated from financing activities
Netincrease n cash and cash equivalents

Cash and cash equivalents at 1 January
Effect of exchange rate changes on cash and cash equivalents

Cash and cash equivalents at 31 December

2009 2008
Notes £m im
2,967 3235

36 3,126 1,448
36 14,404 (39,012)
36 (26,542) 70,364
377 (7,301)

(535) (733)

(236) (252)

(461} (365)

(6,900 27,384

(31,309) (77,011)

50,482 48 606

(312) (393)

791 67

(133) (132)

- 16

- 28

(16) (7N

- 1,116

- 224

188 -

= 9%)

19.691 (27,641)

2,776 1,750

- 750

- 1,612

(1,067 (2,974)

1,709 1,138

14,500 881

27,791 22,592

(1,589) 4318

36 40,702 27,791

| Adusiment to bring changes between opening and closing balance sheet amounts to average rates This i1s not done on a hine-by-line

basis, as details cannot be determned without unreasonable expense
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HSBC BANK PLC

Financial Statements (continued)
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HS5BC BANK PLC

Notes on the Financial Statements (continued)

1

Basis of preparation

{a) Compliance with International Financial Reporting Standards

The consohdated financial statements of the group and the separate financial statements of HSBC Bank plc have
been prepared in accordance with International Financial Reporting Standards (‘IFRSs”) as 1ssued by the
International Accounttng Standards Board (‘1ASB’) and as endorsed by the EU EU-endorsed IFRSs may differ
from IFRSs as 1ssued by the IASB 1f, at any point in ime, new or amended IFRSs have not been endorsed by the
EU At 31 December 2009, there were no unendorsed standards effective for the year ended 31 December 2009
affecting these consolidated and separate financial statements, and there was no 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 2009 are prepared 1n accordance with IFRSs as
1ssued by the 1ASB

IFRSs compnise accounting standards 1ssued by the IASB and 1ts predecessor body as well as interpretations
issued by the International Financial Reporting Interpretations Commuttee (‘1FRIC?) and its predecessor body

During 2009, the group adopted the following standards and amendments to standards

e IFRS 8 ‘Operating Segments’ (‘IFRS 8’), which replaced IAS 14 ‘Segment Reporting’ requires an entity to
disclose information about 1ts segments which enables users to evaluate the nature and financial effects of its
business activities and the economic environments 1n which 1t operates The group 1s orgamzed nto five
segments, UK Retail, Continental Europe Retail, Global Banking and Markets, Private Banking and Other
Due to the nature of the group, the chief operating decision-maker regularly reviews operating activity on a
number of bases, including by geography, by custemer group, and by retail businesses and global
businesses The group’s operating segments were determined using the same measures reported to the chief
operating decision-maker, for the purpose of making decisions about allocating resources to the operating
segments and assessing their performance Information provided to the chief operating deciston-maker of the
group to make decisions about allocating resources and assessing performance of operating segments 1s
measured 1n accordance with IFRSs

+ JAS 1 ‘Presentation of Financial Statements’ (‘1AS 17) (Revised 2007} aims to improve users’ ability to
analyse and compare information given in financial statements The adeption of the revised standard has no
effect on the results reported 1n the group’s consolidated financial statements or the separate financial
statements of HSBC Bank plc It does, however, result 1n certain presentational changes in the group’s
consolidated financial statements and the separate financial statements of HSBC Bank plc, includmng

— the presentation of all items of income and expenditure 1n two financial statements, the ‘Consolidated
income statement’ and the ‘Consohidated statement of comprehensive income’, and

— the presentation of the ‘Consohidated statement of changes m equity’ as a financial statement replaces the
previous ‘Equity’ note on the financial statements

During the year the group, adopted a number of amendments to standards and interpretations which had
an insigmficant effect on the consohdated financial statements of the group and the separate financial
statements of HSBC Bank plc These amendments include

*  An amendments to IFRS 7 ‘Financial Instruments Disclosures — Improving Disclosures about Financial
Instruments > The most sighificant additional disclosures required by this amendment in the consolidated
financial statements of the group and the separate financial statement of HSBC Bank Plc include tables of
fair value measurement disclosing the source of inputs using a three level fair value hierarchy, and
reconcihation of the movement between opening and closing balances of Level 3 financial instruments
which are being those measured at fair value using a valuation techmque with significant unobservable
inputs

{b)} Presentation of information

In pubhishing the parent company financial statements together with the group financial statements, the group
has taken advantage of the exemption in 5408 of the Companies Act 2006 not to present its individual income
statement and related notes that form part of these approved financtal statements
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HSEBC BANK PLC

Notes on the Financial Statements (continued)

(c)

(d)

.- - — - LT ommm mThm T oL I L T T

Certain partnerships have taken advantage of the exemption under Regulation 7 of the Partnership (Accounts)
Regulations 2008 from preparing their own financial statements by virtue of being consolidated with these group
financial statements

Capntal disclosures under IAS 1 ‘Presentation of Financial Statements’ have been included 1n the audited
sections of the Report of the Directors on pages 18-20

The functional currency of the bank 1s Sterling, which 1s also the presentation currency of the consolhidated
financial statements of the group

Consolidation

The consolidated financial statements of the group compnise the financial statements of HSBC Bank plc and its
subsidiaries made up to 31 December Subsidianes are consolidated from the date that the group gains control
The purchase method of accounting 1s used to account for the acquisition of subsidiaries by the group The cost
of an acquisition 1s measured at the fair value of the consideration given at the date of exchange, together with
costs directly attributable to that acquisition The acquired identifiable assets, habilities and contingent Liabilities
are measured at their fair values at the date of acquisition Any excess of the cost of acquisihion over the fair
value of the group’s share of the identifiable assets, habilities and contingent habilities acquired 1s recorded as
goodwall If the cost of acquisition 1s less than the fair value of the group’s share of the 1dentifiable assets,
Liabilities and contingent habihties of the busimess acquired, the difference 15 recognised immediately in the
mcome statement

Entities that are contrelled by the group are censolidated until the date that control ceases

In the context of Special Purpose Entities (*SPEs’), the following circumstances may indicate a relationship in
which, in substance, the group controls and, consequently, consolidates an SPE

* the activiies of the SPE are being conducted on behalf of the group according to 1ts specific business needs
so 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’ mechanism, the group has delegated these decision-making powers,

+ the group has nghts to obtain the majority of the benefits of the SPE and therefore may be exposed to risks
incident to the activities of the SPE, or

e the group retains the majority of the residual or ownership nisks related to the SPE or its assets in order to
obtain benefits from 1ts activities

The group performs a re-assessment of consohdation whenever there 1s a change 1n the substance of the
relationship between the group and an SPE Ali intra-group transactions are ehminated on consolidation

The conselidated financial statements of the group alse include the attributable share of the results and reserves
of joint ventures and associates These are based on financial statements made up to dates not earlhier than three
months prior to 31 December, adjusted for the efiect of any significant transactions or events that occur between
that date and the group’s reporting date

Future accounting developments

At 31 December 2009, 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 2009 Those which are expected to have a significant effect on
the group’s consolidated financial statements and the separate financial statements of HSBC Bank Plc are
discussed below

Standards and Interpretations issued by the JASB and endorsed by the EU

A revised [FRS 3 ‘Business Combinations’ and an amended IAS 27 ‘Consolidated and Separate Financial
Statements’, were i1ssued on 10 January 2008 The revisions and amendments to the standards apply
prospectively to business combinations for which the acquisition date 1s on or after the beginning of the first
annual financial reporting period beginming on or after 1 July 2009 The main changes under the standards are
that
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Notes on the Financial Statements {continued)

e e e e e — = e ————— e 2

e acquisition-related costs are recognised as expenses 1n the income statermnent 1n the peniod they are incurred,

* equity interests held prior to control being obtained are remeasured to fair value at the time control 15
obtained, and any gain or loss 15 recogmsed in the income statement,

e changes in a parent’s ownership interest 1n a subsidiary that do not result in a change of control are treated
as transactions between equity holders and reported 1n equity, and

¢ an option is available, on a transaction-by-transaction basis, to measure any non-controfling (previously
referred to as minonity)} interests n the entity acquired either at fair value, or at the non-controlling interests’
proporticnate share of the net 1dentifiable assets of the entity acquired

The effect that the changes will have on the group’s consohdated financial statements and the separate financial
statements of HSBC Bank plc will depend con the incidence and timing of business combinations oceumng on or
after 1 January 2010

Standards and Interpretations 1ssued by the IASB but not endorsed by the EU

IFRS 9 ‘Financial Instruments’ introduces new requirements for the classification and measurement of financial
assets The standard 1s effective for annual penods beginming on or after] January 2013 with early adoption
permitted IFRS 915 required to be apphed retrospectively 1f the standard 1s adopted prior to 1 January 2012, an
entity will be exempt from the requirement to restate pnor penod comparative information IFRS 9 1s subject to
EU endersement, the timing of which 15 uncertain Accordingly, the group 1s unable to provide a date by which 1t
plans to apply IFRS 9 The main changes to the requirements of IAS 39 are summarised below

¢  All financial assets that are currently in scope of IAS 39 will be classified and measured at either amortised
cost or fair value through profit or loss The available-for-sale and held-to-maturity categories will no longer
exist

¢  Classificatron 1s based on an entity’s business model for managing the financial assets and the contractual
cash flow charactenistics of the financial assets Reclassifications between the two categories are prohabited
unless there 1s a change 1n the entity’s business model

* A financial asset 15 measured at amortised cost 1if two critenia are met 1} the objective of the business model
15 to hold the financial asset for the collection of the contractual cash flows, and 1) the contractual cash
flows of the instrument are solely payments of principal and interest on the principal outstanding All other
financial assets are measured at fair value Movements 1n the fair value of financial assets classified at fair
value are recognised in profit or loss, except for equity investment where an entity takes the option to
designate an equity instrument that 1s not held for trading at fair value through other comprehensive income
If this option 1s taken, all subsequent changes in fair value are recogmsed 1n other comprehensive income
with no recycling of gains or losses to the income statement Dividend income would continue to be
recogmsed in the iIncome statement

* An entity 1s only permitted to designate a financial asset otherwise meeting the amortised cost critenia at fair
value through profit or loss 1if doing so sigmificantly reduces or ehminates an accounting mismatch Thas
designation 1s made on inttial recognition and 1s irrevocable

e Financial instruments which contain embedded dervatives are to be classified 1n their entirety either at fair

value or amortised cost depending on whether the contracts as a whole meet the relevant critenia under IFRS
9

IFRS 9 1s the first instalment in the IASB’s planned phased replacement of IAS 39 with a less complex and
improved standard for financial instruments The next steps in the IASB’s project will address the classification
and measurement requirements for financial lhiabilities, the impatrment for financial assets measured at amortised
cost and hedge accounting The JASB has indicated that 1t aims to finalise the replacement of IAS 39 by the end
of 2010 In addition, the IASB 1s working with the US Financial Accounting Standards Board to reduce
inconsistencies between US GAAP and IFRS 1n accounting for financial mstruments The impact of IFRS ¢ may
change as a consequence of further developments resulting from the IASB’s financial instruments project As a

result, 1t 15 impracticable to quantify the impact of IFRS 9 as at the date of publication of these financial
statements
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S T —— P |

2 Summary of significant accounting policies

(a) Interest income and expense

Interest income and expense for all financial instroments except for those classified as held-for-trading or
designated at fair value (other than debt secunties 1ssued by the group and derivatives managed in conjunction
with such debt securities 1ssued) are recogmised 1n ‘Interest income’ and ‘Interest expense’ in the income
statement using the effective interest method The effective interest method is a way of calculating the amortised
cost of a financial asset or a financial hability (or groups of financial assets or financial habilities) and of
allocating the interest tncome or mterest expense over the relevant pertod

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 penod, to the net carrying amount of
the financial asset or financial habihty 'When calculating the effective interest rate, the group estimates cash
flows considering all contractual terms of the financial instrument but not future credit losses The calculation
includes all amounts paid or recetved by the group that are an integral part of the effective interest rate of a
financial instrument, including transachon costs and all other premiums or discounts

Interest on umpaired financial assets 1s recognised using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss

(b} Non interest income

Fee income 15 earned from a diverse range of services provided by the group to 1ts customers Fee income 1s
accounted for as follows

= Income earned on the execution of a sigmificant act 15 recognised as revenue when the act 1s completed (for
example, fees arising from negotiating, or participating 1n the negotiation of, a transaction for a third party,
such as an arrangement for the acquisition of shares or other securities),

* ncome earned from the provision of services 1s recognised as revenue as the services are provided (for
example, asset management, portfolic and other management advisory and service fees), and

o ncome which forms an integral part of the effective mterest rate of a financial instrument 1s recognised as
an adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded n
‘Interest mcome’ {Note 2(a))

Net trading income comprises all gains and losses from changes in the fair value of financial assets and
financial liabilities held for trading, together with related interest income, expense and dividends

Net mcome from financial mstruments designated at fair value includes all gains and losses from changes in
the fair value of financial assets and financial habilities designated at fair value through profit or loss Interest
income and expense and dividend mcome arising on those financial instruments are also included m *Net income
from financial instruments designated at fair value®, except for interest arising from debt securities i1ssued, and
denivatives managed in conjunction with debt securities, which 1s recognised in ‘Interest expense’

Dividend mcome 1s recogmised when the right to recerve payment 1s established This 1s the ex-dividend date for
equity securnties

{c) Segment reporting

The group 1s crgamsed into five segments, UK Retail, Continental Europe Retail, Global Banking and Markets,
Private Banking and Other Due to the nature of the group, the chief operating decision-maker regularly reviews
operating activity on a number of bases, including by geography, by customer group, and by retail busimesses
and global businesses The group’s operating segments were determined using the same measure reported to the
chief operating deciston-maker for the purpose of making decisions about allocating resources and assessing
performance

Measurement of segment assets, habilities, income and expenses 15 based on the group’s accounting policies
Segment income and expenses include transfers between segments and these transfers are conducted on arim’s
length terms and conditions Shared costs are included 1n segments on the basis of the actual recharges made
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(d) Determination of fair value

All financial instruments are recognised nitially at fair value In the normal course of business, the fair value of
a financial instrument on 1nitial recogmtion 1s the transaction price (that 1s, the fair value of the consideration
given or recerved) In certain circumstances, however, the fair value will be based on other observable current
market transactions in the same instrument, without modification or repackaging, or on a valuation techmque
whose vanables include only data from observable markets, such as interest rate yield curves, option volatilities
and currency rates When such evidence exists, the group recognises a trading gan or loss on inception of the
financial mstrument When unobservable market data have a significant impact on the valuation of financtal
instruments, the entire imtial difference in fair value indicated by the valuation model from the transaction price
15 not recognised immediately 1n the income statement but 1s recognised over the life of the transaction on an
appropriate basis, or when the inputs become observable, or the transaction matures or 1s closed out, or when the
group enters into an offsetting transaction

Subsequent to 1nitial recognation, the fair values of financial instruments measured at fair value that are quoted n
active markets are based on bid prices for assets held and offer prices for habilities 1ssued When independent
prices are not available, fair values are determined by using valuation techmques which refer to observable
market data These include comparison with similar instruments where market cbservable prices exist,
discounted cash flow analysis, option pricing medels and other valuation techmques commonly used by market
participants Fair values of financal instruments may be determined in whole or in part using valuation
techmques based on assumptions that are not supported by prices from current market transactions or observable
market data, where current prices or observable market data are not available

Valuation techniques incorporates assumptions about factors that other market participants would use 1n their
valuation, including interest rate yield curves, exchange rates, volahlities, and prepayment and default rates 1f
there are additional factors that are not incorporated within the valuation model but would be considered by
market participants, further fair value adjustments are applied to model calculated fair values These fair value
adjustments :nclude adjustments for bid-offer spread, model uncertainty, credit nisk and medel limitation Where
a financial instrument has a quoted price 1n an active market and 1t 1s part of a portfolio, the farr value of the
portfoho 1s calculated as the product of the number of umts and quoted price and no block discounts are made

If the fair value of a financial asset measured at fair value becomes negative, the financial mstrument 1s recorded
as a financial hiability until its fair value becomes positive, at which trme the financial istrument 15 recorded as a
financial asset

The fair values of financial habilities are measured using quoted market prices where available, or using
valuation techmques These fair values include market participants’ assessments of the appropnate credit spread
to apply to the group’s hiabilities The amount of change during the penod, and cumulatively, in the fair value of
designated financial habihities and loans and advances that 1s attributable to changes n thear credit spread is
determined as the amount of change in the fair value that 1s not attributable to changes in market conditions that
give rise to market nsk

(e} Reclassification of financial assets

Non-denvative financial assets (other than those designated at fair value through profit or loss upon nitial
recognition} may be reclassified out of the far value through profit or loss category 1n the following
circumstances

»  Financial assets that would have met the definition of loans and receivables at iitial recogmition (1f the
financial asset had not been required to be classified as held for trading) may be reclassified out of the fair
value through profit or loss category if there 15 the intention and ability o hold the financial asset for the
foreseeable future or until maturity, and

+  Financial assets (except financial assets that would have met the defimition of loans and receivables at initial
recognition} may be reclassified out of the fair value through profit or loss category and mto another
calegory In rare circumstances

When a financial asset 1s reclassified as described 1n the above circumstances, the financial asset 1s reclassified at
its fair value on the date of reclassification Any gaimn or loss already recognised in the income statement 1s not
reversed The fair value of the financial asset on the date of reclassification becomes 1ts new cost or amortised
cost, as applicable
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A reclassification from the available for sale category to the held to maturity category 15 permitted once any
tamnting period has lapsed, or if there 158 a change 1n mtention or ability or in the rare circumstance that a reliable
measure of fair value 15 no longer available The fair value carrying amount of the financial asset or the financial
liability on that date becomes 1ts new cost or amortised cost, as applicable Any previous gain or loss on that
asset that has been recognised 1n equity shal} be accounted for as follows

|
¢ In the case of a financial asset with a fixed matunty, the gain or loss shall be amortised to profit or loss over }
the remaining life of the held-to-maturity investment using the effective interest method Any difference |
between the new amortised cost and maturity amount shall also be amortised over the remaining life of the
financial asset using the effective mterest method, similar to the amertisation of a premium or a discount If
the financtal asset 1s subsequently impaired, any gain or loss that has been recogmised 1n other
comprehensive income 1s reclassified from equity to profit or loss

e In the case of a financial asset that does not have a fixed maturity (unhkely to be apphicable), the gain or
loss shall be recogmised 1n profit or loss when the financial asset 1s sold or otherwise disposed of [f the
financial asset 1s subsequently impaired, any previous gain or loss that has been recogmsed n other
comprehensive mcome 1s reclassified from equity to profit or loss

Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances originated by the group which are not
classified esther as held for trading or designated at fair value Loans and advances are recognised when cash 1s
advanced to borrowers They are derecognised when either borrower repays thetr obligations, or the loans are
sold or wntten off, or substantially all the risks and rewards of ownership are transferred They are munally
recorded at fair value plus any directly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less impairment losses Where exposures are hedged by denvatives
designated and qualifying 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 commit to underwrite loans on fixed contractual terms for specified periods of time, where the

drawdown of the lean 1s contingent upon certain future events outside the control of the group Where the loan

ansing from the lending commitment 15 expected to be held for trading, the commitment to lend 1s recorded as a

trading denvative and measured at fair value through profit and loss On drawdown, the loan 15 classified as held |
for trading and measured at fair value through profit and loss Where 1t 1s not the group’s intention to trade the !
loan, a provision on the loan commitment 1s only recorded where 1t 1s probable that the group will incur a loss

This may occur, for example, where a loss of principal 15 probable or the interest rate charged on the loan 1s

lower than the cost of funding On inception of the loan, the hold portion 1s recorded at 1ts fair value and

subsequently measured at amortised cost using the effective interest method However, where the imitial fair

value 1s lower than the cash amount advanced (for example, due to the rate of interest charged on the loan bemng

below the market rate of interest), the write down 1s charged to the income statement The wrnite down will be

recovered over the life of the loan, through the recognition of interest income using the effective mterest method,

unless the loan becomes impaired The write down 15 recorded as a reductton to other operating income

Financial assets which have been reclassified out of the fair value through profit and loss category into the loans
and receivables category are imtially recorded at the fair value at the date of reclassification The reclassified
assets are subsequently measured at amortised cost, using the effective interest rate determined at the date of
reclassification

Impairment of loans and advances

Losses for impaired loans are recognised promptly when there 15 objective evidence that impairment of a loan or
portfolio of loans has occurred Impairment losses are calculated on individual loans and on groups of loans
assessed coliectively 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
expected from future events are not recognised
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Indwvidually assessed loans and advances

For all loans that are considered individually significant, the group assesses on a case-by-case basis at each
balance sheet date whether there 1s any objective evidence that a loan 1s impaired For those loans where
objective evidence of impairment exists, impairment losses are determined by considering the following factors

= the group’s aggregate exposure to the customer,

e the viability of the customer’s business model and 1ts capabihity to trade successfully out of financial
difficulties and generate sufficient cash flow to service 1ts debt obhigations,

e the amount and timing of expected receipts and recoveries,
s  the hkely dividend available on Iiquidation or bankruptcy,

s the extent of other creditors’ commitments ranking ahead of, or pan passu with, the group and the
likehhood of other creditors continting to support the company,

*  the complexity of deternning the aggregate amount and ranking of alt creditor claims and the extent to
which legal and insurance uncertainties are evident,

e the realisable value of secunty (or other credit mitigants) and likelithood of successful repossession,
s the hkely deduction of any costs involved 1n recovery of amounts outstanding,

=  the ability of the borrower to obtam, and make payments in, the currency of the loan if not denominated 1n
local currency, and

»  when available, the secondary market price of the debt

Impairment losses are calculated by discounting the expected future cash flows of a loan at 1ts original effective
mnterest rate, and comparing the resultant present value with the loan’s current carrying amount

Collectively assessed loans and advances

Impairment 15 assessed on a collective basis 1n two circumstances

*  to cover losses which have been incurred but have not yet been 1dentified on loans subject to individual
assessment, and

* for homogeneous groups of loans that are not considered individually significant

Incurred but not yet wdentified impairment

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 charactenistics for the purpose of calculating an estimated
collective Joss This reflects impairment losses that the group has incurred as a result of events occurnng before
the balance sheet date, which the group 1s not able to 1dentify on an individual loan basis, and that can be rehably
esttmated These losses will only be individually 1dentified in the future As soon as information becomes
available which 1dentifies 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 into account

s historical loss expenience in portfohos of similar credit nisk characteristics (for example, by industry sector,
loan grade or product),

¢  the estimated peniod between impairment occurming and the loss betng identified and evidenced by the
establishment of an appropnate allowance against the individual lean, and

¢  management’s experienced judgement as to whether current economic and credit conditions are such that
the actual level of inherent losses at the balance sheet date 15 likely to be greater or less than that suggested
by histoncal expenience

The penod between a loss occurring and its identification 1s estimated by local management for each identified
portfolio

46

,,,,, - - P



HSBC BANK PLC

Notes on the Financial Statements (continued)

- e e am 5 R

Homaogeneous groups of loans and advances

Statistical methods are used to determme mimpairment losses on a collective basis for homogeneous groups of

loans that are not considered individually sigmficant, because individual loan assessment 15 impracticable

Losses 1n these groups of loans are recorded on an individual basis when individual loans are written off, at

which point they are removed from the group Two alternative methods are used to calculate allowances on a

collective basis !

*  When appropriate empirical information 1s available, the group uses roll-rate methodology This
methodology employs statistical analyses of hustorical data and experience of delinquency and default to
estimate the amount of loans that will eventually be written off as a result of the events occurring before the
balance sheet date which the group 1s not able te wdentify on an individual loan basis, and that can be
rehably estimated Under this methodology, loans are grouped nto ranges according to the number of days
past due, and statistical analysis 1s used to estimate the likelihood that loans in each range will progress
through the various stages of delinquency and ultimately prove urecoverable The estimated loss 1s the
difference between the present value of expected future cash fiows, discounted at the onginal effective
interest rate of the portfolio, and the carrying amount of the portfoho Current economic conditions are also
evaluated when calculating the appropriate level of allowance required to cover inherent loss In certan '
highly developed markets, sophisticated models also take into account behavioural and account
management trends as revealed i, for example, bankruptcy and rescheduling statistics

»  In other cases, when the portfolio size 1s small or when information 1s insufficient or not reliable enough to
adopt a roll-rate methodology, the group adopts a formulaic approach which allocates progressively higher
percentage loss rates the longer a customer’s loan 1s overdue Loss rates are based on historical expernence

In normal circumstances, historical experience provides the most objective and relevant information from which
to assess inherent loss within each portfolio In certain circumstances, historical loss experience provides less
relevant information about the inherent loss 1n a given portfoho at the balance sheet date, for example, where
there have been changes n economuc, regulatory or behavioural conditions, such that the most recent trends 1
the portfolio nsk factors are not fully reflected m the statishcat models

These additional portfolio risk factors may include recent loan portfolio growth and product mix, unemployment

rates, bankruptcy trends, geographic concentrations, loan product features (such as the abihity of borrowers to

repay adjustable-rate loans where reset interest rates give rise to increases In interest charges), economic

conditions such as national and local trends mn housing markets and interest rates, portfolio seasoning, account

management policies and practices, current levels of write-offs, changes m laws and regulations and other items

which can affect customer payment patterns on outstanding loans, such as natural disasters These nisk factors,

where relevant, are taken 1nto account when calculating the appropriate level of impairment allowances by

adjusting the impairment allowances derived solely from historical loss experience l

Roll rates, loss rates and the expected timing of future recoveries are regularly benchmarked against actual
outcomes to ensure they remain appropriate
Write-off of loans and advances

A loan (and the related impairment allowance account) 1s normally wrntten off, either partially or in full, when
there 1s no realistic prospect of recovery of the principal amount and, for a collateralised loan, when the proceeds
from realising the security have been received

Reversals of impairment

If the amount of an impairment loss decreases 1n a subsequent penod, and the decrease can be related objectively
to an event occurring after the impairment was recognised, the excess 1s written back by reducing the loan
impairment allowance account accordingly The write-back 1s recogmsed 1n the income statement

Reclassified loans and advances

Where financial assets have been reclassified out of the fair value through profit or loss category to the loans and
recetvables category, the effective interest rate determined at the date of reclassification 1s used to calculate any
imparrment losses
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Following reclassificatton, where there 1s a subsequent increase in the estimates of future cash receipts as a result
of increased recoverability of those cash receipts, the effect of that increase 1s recogmised as an adjustment to the
effective interest 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 estimate

Assets acquired in exchange for loans

Non-financial assets acquired 1n exchange for loans as part of an orderly realisation are recorded as assets held
for sale and reported in “Other assets’ The asset acquired 1s recorded at the lower of its fair value (less costs to
sell) and the carrying amount of the loan (net of impairment allowance) at the date of exchange No depreciation
15 charged 1n respect of assets held for sale Any subsequent wnite-down of the acquired asset to fair value less
costs to sell 1s recognised 1n the income statement, 1n ‘Other operating mcome” Any subsequent increase in the
fair value less costs to sell, to the extent this does not exceed the cumulative write down, 15 also recognised 1n
‘Other operating income’, together with any realsed gans or losses on disposal

Renegotiated loans

Loans subject to collective i1mpairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as new loans for measurement purposes once the minimum numbers of payments
required under the new arrangements have been received These renegotiated loans are segregated from other
parts of the loan portfolio for the purpose of collective impairment assessment, to reflect their risk profile Loans
subject to individual impairment assessment, whose terms have been renegotiated, are subject to ongoing review
to determine whether they remain impaired or should be considered past due The carrying amount of loans that
have been classified as renegotiated retatn this classification until maturity or derecogrition

Trading assets and trading habilities

Treasury bills, debt secunities, equity shares, loans, deposits, debt secunities in 1ssue, and short positions in
securities are classified as held for trading if they have been acquired principally for the purpose of selling or
repurchasing in the near term, or they form part of a portfolio of identified financial instruments that are
managed together and for which there 15 evidence of a recent pattern of short-term profit-taking These financial
assets or financial habilities are recognised on trade date, when the group enters into contractual arrangements
with counterparties to purchase or sell financial instruments, and are normally derecogmsed when either sold
(assets) or extinguished (liabilities) Measurement 15 initially at fair value, with transaction costs taken to the
income statement Subsequently their fair values are remeasured, and gains and losses from changes there:n are
recogmsed m the income statement in “Net trading income’

Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified n this category 1f they meet one or more of
the criteria set out below, and are so designated by management The group may designate financial instruments
at fair value when the designation

+ eliminates or sigmficantly reduces measurement or recognition inconsistencies that would otherwise arise
from measuring financial assets or financial habilities, or recognising gains and losses on them, on different
bases Under this criterion, the main classes of financial instruments designated by the group are

Long-term debt 1ssues — The interest payable on certamn fixed rate long-term debt securities 1ssued has been
matched with the interest on ‘receive fixed/pay variable’ interest rate swaps as part of a documented interest
rate nsk management strategy An accounting mismatch would anse if the debt securities 1ssued were
accounted for at amortised cost, because the related dertvatives are measured at fair value with changes in
the fair value recognised in the income statement By designating the long-term debt at fair value, the
movement in the fair value of the long-term debt will also be recognised in the income statement

Financial assets and financial habilities under investment contracts — Liabilities to customers under
hnked contracts are determined based on the fair value of the assets held in the linked funds, with changes
recognised 1n the mcome statement If no designation was made for the assets relating to the customer
habilities they would be classified as available-for-sale and the changes in fair value would be recorded
directly n other comprehensive income These financial instruments are managed on a fair value basis and
mformation 1s provided to management on that basis Designation at farr value of the financial assets and
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liabilsties under investment contracts allows the changes in fair values to be recorded 1in the income
statement and presented 1n the same line

¢ apphes to groups of financial assets, financial habilities or combinations thereof that are managed, and their
performance evaluated, on a fair value basis in accordance with a documented risk management or
investment strategy, and where information about the groups of financial instruments 1s reported to
management on that basis Under this criterion, certain financial assets held to meet habilities under
msurance contracts are the mam class of financial instrument so designated The group has documented risk
management and investment strategies designed to manage such assets at fair value, taking into
consideration the relationship of assets to habihities in a way that mitigates market risks Reports are
provided to management on the farr value of the assets Fair value measurement 1s also consistent with the
regulatory reperting requirements under the appropriate regulations for these msurance operations

s relates to financial mstruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments, including certain debt 1ssues and debt securiies held

The fair value designation, once made, 1s irrevocable Designated financial assets and financial labilities are
recognised when the group enters into the contractual provisiens of the arrangements with counterparties, which
1s generally on trade date, and are normally derecognised when sold (assets) or extingwished (habilities)
Measurement 1s inthally at fair value, with transaction costs taken directly to the income statement
Subsequently, the fair values are remeasured, and gains and losses from changes therein are recogmised 1n “Net
tncome from financial instruments designated at fair value’

{1} Financial iInvestments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value, are classified as available-for-sale or held-to-matunity Financial investments are
recogmised on trade date, when the group enters into contractual arrangements with counterparties to purchase
securities, and are normally derecognised when either the securities are sold or the borrowers repay their
obligations

(1} Available-for-sale financial assets are initially measured at fair value plus directly and incremental
transaction costs They are subsequently remeasured at fair value, and changes theremn are recognised m
other comprehensive income 1n “Available-for-sale investments — farr value gains/ (Josses)” until the
financial assets are exther sold or become impaired When available-for-sale financial assets are sold,
cumulative gains or losses previously recogmsed in other comprehensive mcome are recognised in the
mcome statement as ‘Gains less losses from financial investments’

Interest income 1s recognised on available-for-sale debt secunties using the effective interest method,
calculated over the asset’s expected life Premiums and/or discounts anising on the purchase of dated
investment securnities are included n the calculation of their effective interest rates Dividends are
recogmised 1n the income statement when the right to receive payment has been established

At each balance sheet date an assessment 15 made of whether there 1s any objective evidence of impairment
in the valve of a financial asset Impairment losses are recogmised 1if, and cnly if, there 1s objective evidence
of impairment as a result of one or more events that occurred after the imitial recogmition of the financial
asset (a “loss event’) and that foss event (or events) has an impact on the estimated 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
impairment loss recognised 1n the income statement, 15 removed from other comprehensive income and
recognised 1n the mcome statement

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and
other credit nisk provisions’ 1n the income statement and impairment losses for available-for-sale equity
secunties are recogmsed within ‘Gans less losses from financial investments” 1n the income statement

Once an impairment loss has been recogmsed on an available-for-sale financial asset, the subsequent
accounting treatment for changes in the fair value of that asset differs depending on the nature of the
available-for-sale financial asset concerned
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— For an available-for-sale debt secunty, a subsequent dechine 1n the fair value of the instrument 15
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 15 no further
objective evidence of impatrment, the decline 1n fair value of the financtal asset 1s recogmsed 1n other
comprehensive income If the fair value of the debt security increases in a subsequent period, and the
increase can be objectively related to an event occurning after the impairment loss was recogmsed in the
mcome statement, the tmpairment loss 1s reversed through the income statement to the extent of the
mcrease 1n fair value

-- For an available-for-sale equity security, all subsequent increases in the fair value of the instrument are
treated as a revaluation and are recognsed directly in other comprehensive income Impairment losses
recognised on the equity secunty are not reversed through the income statement Subsequent decreases in
the fair value of the available-for-sale equity security are recogmsed in the income statement, to the
extent that further cumulative impairment losses have been incurred in relation to the acquisition cost of
the equity security

(n) Held-to-matunty investments are non-denvative financial assets with fixed or determinable payments and
fixed maturities that the group positively intends, and is able, to hold until maturity Held-to-maturity
investments are initially recorded at fair value plus any directly attributabie transaction costs, and are
subsequently measured at amortised cost using the effective interest method, less any impairment losses

(k) Sale and repurchase agreements (including stock lending and borrowing}

When securtties are sold subject to a commitment to repurchase them at a predetermmed price (‘repos’), they
remain on the balance sheet and a hability 1s recorded 1n respect of the consideration received Securities
purchased under commitments to sell {*reverse repos’) are not recogmnised on the balance sheet and the
consideration paid 15 recorded in ‘Loans and advances 10 banks’ or ‘Loans and advances to customers’ as
appropriate The difference between the sale and repurchase price i1s treated as nterest and recognised over the
hife of the agreement

Secunities lending and borrowing transactions are generally secured, with collateral taking the form of securities
or cash advanced or recesived 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

Securities borrowed are not recognised on the balance sheet If they are sold on to third parties, an obligation to
return the securities 1s recorded as a trading hability and measured at fair value, and any gains or losses are
included 1n *Net trading income’

(Il Dervatives and hedge accounting

Denvatives are recogmsed iinally, and are subsequently remeasured, at fair value Fair values of exchange-
traded derivatives are obtained from quoted market prices Fair values of over-the-counter derrvatives are
obtained using valuation techniques, including discounted cash flow models and option pricing models

Denivatives may be embedded 1n other financial instruments, for example, a convertible bond with an embedded
conversion opticn Embedded derivatives are treated as separate derivatives when their economic characteristics
and risks are not clearly and closely related to those of the host contract, the terms of the embedded derivative
would meet the defimtion of a stand-alone derivative if they were contained in a separate contract, and the
combined contract 1s not held for trading nor designated at fair value These embedded denvatives are measured
at fair value with changes therein recogmised in the income statement

Derivatives are classified as assets when their fair value 1s positive, or as habilities when their fair value s
negative Derivative assets and liabilities arising from different transactions are offset only if the transactions are
with the same counterparty, a legal right 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 if the latter, the nature of the nsks being hedged All gains and losses
from changes in the fair value of denivatives held for trading are recognised in the mcome statement When
denvatives are designated as hedges, the group classifies them as either (1) hedges of the change 1n fair value of
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recognised assets or lhiabilities or firm commitments (‘fair value hedges’), (1) hedges of the variability in hughly
probable future cash flows attributable to a recogmsed asset or hability, or a forecast transaction (‘cash flow
hedges’) Hedge accounting 1s apphed to derivatives designated as hedging instruments 1in a fair value, cash flow
or net investment hedge provided certawn criteria are met

Hedge accounting

At the inception of a hedging relationship, the group documents the relationship between the hedging
instruments and hedged 1tems, 1ts nsk management objective and 1ts strategy for undertaking the hedge The
group also requires a documented assessment, both at hedge inception and on an ongoing basis, of whether or
not the hedging instruments, primanly denivatives, that are used in hedging transactions are highly effective in
offsetting the changes attributable to the hedged risks 1n the fair values or cash flows of the hedged 1items
Interest on designated quahifying hedges 1s included 1n “‘Net interest income’

Fair value hedge

Changes in the fair value of denivatives that are designated and qualify as fair value hedging instruments are
recorded in the income statement, along with changes 1n the fair value of the hedged assets, habilities or group
thereof that are attributable to the hedged risk

If a hedging relationship no longer meets the criteria for hedge accounting, the cumulative adyustment to the
carrying amount of the hedged item 1s amortised to the income statement based on a recalculated effective
interest rate over the residual peried to maturity, unless the hedged item has been derecogmised, in which case 1t
1s released to the income statement immedaately

Cash flow hedge

The effective portion of changes 1n the fair value of derivatives that are designated and qualfy as cash flow
hedges 1s recognised 1n other comprehensive income within the “Cash flow hedging reserve” Any gain or loss 1n
farr value relating to an neffective portion 1s recognised immediately in the income statement

The accumulated gains and losses recognised 1n other comprehensive income are reclassified to the income
statement 1n the periods in which the hedged item will affect profit or toss However, when the forecast
transaction that 1s hedged results 1n the recognition of a non-financial asset or a non-financial hability, the gains
and losses previously recognised in other comprehensive income are reclassified are removed from equity and
included 1n the imtial measurement of the cost of the asset or hability

When a hedging instrument expares or 1s sold, or when a hedge no lenger meets the crnitenia for hedge accounting,
any cumulative gain or loss existing 1n other comprehensive income at that time remains separately 1n equity
unt1] the forecast transaction 1s eventually recognised in the income statement When a forecast transaction 1s no
longer expected to occur, the cumulative gain or loss that was reported in other comprehensive income 1s
immediately reclassified to the income statement

Hedge effectiveness testing

To qualify for hedge accounting, the group requires that at the inception of the hedge and throughout 1ts life,
each hedge must be expected to be highly effective (prospective effectiveness) and demonstrate actual
effectiveness (retrospective effectiveness) on an ongoing basis

The documentation of each hedging relationship sets out how the effectiveness of the hedge 1s assessed The
method a group entity adopts for assessing hedge effectiveness will depend on 1ts nsk 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 nisk during the period for which the hedge 1s
designated For actual effectiveness to be achieved, the changes in fair value or cash flows must offset each other
in the range of 80 per cent to 125 per cent

Hedge effectiveness 1s recogmsed n the income statement 1n ‘Net trading income’
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Derivatives that do not quahfy for hedge accounting

AH gamns and losses from changes 1n the fair values of derivatives that do not qualify for hedge accounting are
recogmised immedsately 1n the income statement These gains and losses are reported i “Net trading income”,
except where derivatives are managed in conjunctton with financial instruments designated at fair value (other
than denivatives managed in conjunction with debt secunties 1ssued by the group), in which case gaing and losses
are reported 1n ‘Net income from financial instruments designated at fair value® The interest on denivatives
managed m conjunction with debt securities 1ssued by the group which are designated at fair value 15 recogmised
in ‘Interest expense’ All other gains and losses on these denvatives are reported in ‘Net income from financial
mstruments designated at fair value’

{m) Derecognition of financial assets and habilities

(n}

(o)

{p)

Financial assets are derecognised when the contractual nght to recerve cash flows from the assets has expired, or
when the group has transferred 1ts contractual night to recerve the cash flows of the financial assets, and either

s  substantially all the nisks and rewards of ownership have been transferred, or

* the group has neither retained nor transferred substantially all the risks and rewards, but has not retained
control

Financial habilities are derecognised when they are extinguished, that 1s when the obligation 1s discharged,
cancelled or expires

Offsetting financial assets and financial habihities

Financial assets and financial habilities are offset and the net amount reported 1n the balance sheet when there 1s
a legally enforceable nght to offset the recognised amounts and there 1s an intention to settle on a net basis, or
realise the asset and settle the hallity simultaneocusly

Subsidiaries, associates and joint ventures

The group classifies investments 1n entities which 1t controls as subsidianies Where the group 15 a party to a
contractual arrangement whereby, together with one or more parties, 1t undertakes an economic activity that 1s
subject to joint control, the group classifies 1ts interest in the venture as a joint venture The group classifies
mvestments 1n entittes over which it has signtficant influence, and that are neither subsidiaries nor Jjomnt ventures,
as associates For the purpose of determiming this classification, controt 1s considered to be the power to govern
the financial and operating policies of an entity so as to obtain benefits from its activities

The bank’s investments 1n subsidiaries are stated at cost less any impairment losses An impairment loss
recognised 1n the prior peried shall be reversed through profit and loss if, and only if, there has been a change in
the estimates used to determine the investment 1n subsidiary’s recoverable amount since the last impairment loss
was recogmsed

Investments 1n associates and interests 1n joint ventures are recogmsed using the equity method Under this
method, such investments are imtially stated at cost, including attributable goedwill, and are adjusted thereafter
for the post-acquisitton change n the group’s share of net assets

Profits on transactions between the group and its associates and joint ventures are eliminated to the extent of the
group’s nterest 1n the respective associates or Joint ventures Losses are also eliminated to the extent of the
group’s interest n the associates or jomnt ventures unless the transaction provides evidence of an impairment of
the asset transferred

Goodwill and intangible assets

(1) Goodwill anses on business combinations, including the acquisition of subsidianies, and on the acquisition of
interests in joint ventures and associates, when the cost of acquisition exceeds the fair value of the group’s
share of the 1dentifiable assets, labilities and contingent habilities acquired 1If the group’s interest in the fair
value of the identifiable assets, habihties and contingent liabilities of an acquired business 1s greater than the
cost of acquisition, the excess 1s recogmsed immediately 1n the income statement

[ntangible 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
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Goodwll s 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 unmt may be
impaired, by comparing the recoverable amount from a cash-generating unit with the carrying amount of its
net assets, ncluding attnbutable goodwill The recoverable amount of an asset 1s the higher of its fair value
less cost to sell and 1ts 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 impairment losses

Goodwill en acquisitions of mnterests in joint ventures and associates 1s included in ‘Interests in associates
and joint ventures’

At the date of disposal of a business, attributable goodwill 15 included in the group’s share of net assets 1n the
calculaticn of the gain or loss on disposal

{1) Intangible assets include the present value of in-force long-term nsurance business, computer software,
trade names, customer lists, core deposit relationships, credit card customer relationships and merchant or
other loan relationships Intangible assets are subject to impairment review 1f there are events or changes in
circumstances that indicate that the carrying amount may not be recoverable

— Intangible assets that have an indefinite useful hife, or are not yet ready for use, are tested for impairment
annually This impairment test may be performed at any time during the year, provided 1t 1s performed at
the same time every year An intangible asset recogmised during the current peniod s tested before the
end of the current year

— Intangible assets that have a finite useful hfe, except for the present value of in-force long-term tnsurance
business, are stated at cost less amortisation and accumulated impairment losses and are amortised over
their estimated useful lives Estumated useful life 1s the lower of legal duration and expected useful hife
The amortisation of mortgage servicing nights 1s included within ‘Net fee income’

For the accounting policy goverming the present value of in-force long-term insurance businesses, see
note 2{y)

(1n) Intangible assets with fimite useful hives are amortised, generally on a straight-line basis, over their useful
lives as follows

Trade names 10 years

Intemally generated software between 3 and 5 years
Purchased software between 3 and 5 years
Customer/merchant relationships between 3 and 10 years
Other generally 10 years

{g) Property, plant and equipment

Land and buildings are stated at historical cost, or fair value at the date of transition to IFRSs (‘deemed costs’),
less any impairment losses and depreciation calculated to write off the assets over their estimated useful lives as
follows

¢ freehold land 15 not depreciated,

s freehold buildings are depreciated at the greater of two per cent per annum on a straight-line basis or over
their remaining useful lives, and

s leaschold buildings are depreciated over the unexpired terms of the leases, or over their rematning useful
lives

Equipment, fixtures and fittings (including equipment on operating leases where the group 1s the lessor) are
stated at cost less any impairment losses and depreciation calculated on a straight-line 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 equpment 1s subject to an impairment review 1f there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable
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The group holds certain properties as investments to earn rentals or for capital appreciation, or both Investment
properties are included in the balance sheet at fair value with changes therein recognised in the income statement
in the period of change Fair values are determined by independent professional valuers who apply recognised
valuation techmques

Finance and operating leases

Agreements which transfer to counterparties substantially all the risks and rewards incidental to the ownership of
assets, but not necessarily legal title, 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 1n ‘Loans and
advances to banks’ or ‘Loans and advances {0 customers’, as appropriate The finance income receivable 1s
recognised 1n ‘Net interest income’ over the periods of the leases so as to give a constant rate of return en the net
investment 1n the leases

When the group 15 a lessee under finance leases, the leased assets are capitalised and included in ‘Property, plant
and equipment’ and the corresponding liability to the lessor 15 included 1n ‘Other habilities’ A finance lease and
1ts corresponding hability are recognised initially at the fair value of the asset or, if lower, the present value of
the mimmum lease payments Finance charges payable are recogmsed 1n ‘Net interest income’ over the period of
the lease based on the interest rate implicit 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 1n ‘Property, plant and equipment’ and accounts for them accordingly Impairment losses are
recognised to the extent that residual values are not fully recoverable and the carrying value of the assets 1s
thereby impaired When the group 1s the lessee, leased assets are net recognised on the balance sheet Rentals
payable and recervable under operating leases are accounted for on a straight-line basis over the periods of the
leases and are included in “General and administrative 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
resulting lease 1s classified exther as a finance lease or an operating lease and 1t s accounted for accordingly Ifa
sale and leaseback transaction results in the recognition of a finance lease, any excess of sales proceeds over the
carrying amount 1s deferred and amortised 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 recognised
immediately If the sale price 1s below fair value, any prefit or loss 15 recognised immediately except that, (f the
loss 1s compensated for by future lease payments below market price, 1t 1s deferred and amortised in proportion
to the lease payments over the pertod for which the asset 1s expected to be used If the sale price 1s above fair
value, the excess over fair value 1s deferred and amortised over the period for which the asset 1s expected to be
used

Income tax

Income tax comprises current tax and deferred tax Income tax 1s recognised in the income statement except to
the extent that 1t relates to 1tems recognised 1n other comprehensive income or directly 1n equity, in which case 1t
15 recogmsed 1n the same statement 1n which the related item 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 n respect of previous
years Current tax assets and lhiabilities are offset when the group mtends to settle on a net basis and the legal
right to offset exists

Deferred tax 1s recogmsed on temporary differences between the carrying amounts of assets and liabihities in the
balance sheet and the amounts attributed to such assets and ltabilities for tax purposes Deferred tax habilities are
generally recognised for all taxable temporary differences and deferred tax assets are recognised to the extent
that 1t 1s probable that future taxable profits will be available against which deductible temporary differences can
be utihsed

Deferred tax 15 calculated using the tax rates expected to apply n the periods 1n which the assets will be realised
or the habilities settled based on tax rates and laws enacted, or substantively enacted, by the balance sheet date
Deferred tax assets and habilities are offset when they arise in the same tax reporting group and relate to income
taxes levied by the same taxation authonty, and when the group has a legal night to offset
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Deferred tax relating to actuarial gains and losses on post-ecmployment benefits i1s recogmsed durectly m other
comprehensive income Deferred tax relating to share-based payment transaction 1s recognised directly in other
comprehensive income 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 remeasurement of avaslable-for-
sale investments and cash flow hedging instruments which are charged or credited directly to other
comprehensive income, 1s also credited or charged directly to other comprehensive income and 1s subsequently
recogmsed 1n the income statement when the deferred fair value gain or loss 1s recognised in the income
stalement

Pension and other post-employment benefits

The group operates a number of pension and other post-employment benefit plans These plans include both
defined benefit and defined contribution plans and various other post-employment benefits such as post-
employment healthcare

Payments to defined contribution plans and state-managed retirement benefit plans, where the group’s
obligations 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 obligations are calculated at the
reporting date by the scheme’s actuaries using the Projected Unit Credit Method The net charge to the income
statement mamnly compnses the current service cost, plus the unwinding of the discount rate on plan ltalities,
less the expected return on plan assets, and 1s presented in operating expenses Past service costs are charged
immediately to the income statement to the extent that the benefits have vested, and are otherwise recogmsed on
a straight-line basis over the average period until the benefits vest Actuarial gains and losses comprise
experience adjustments (the effects of differences between the previous actuanial assumptions and what has
actually occurred), as well as the effects of changes n actuanal assumptions Actuanal gains and losses are
recognised in other comprehensive income and presented 1n the Statement of Other Comprehensive Income in
the period 1in which they arnse

The defined benefit Liability recognised 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 Iimuted to unrecogmised past service costs plus the present value of available refunds
and reductions in future contributions to the plan

The costs of obligations 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

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-line basis over the
vesting period, with corresponding credit to Retained Earmings The vesting pertod 1s the period during which all
the specified vesting conditions of a share-based payment arrangement are to be satisfied The fair value of
equity instruments that are made avalable immediately, with no vesting penod attached to the award, are
expensed immediately

Farr value 1s determined by using appropriate valuation models, taking into account the terms and conditions
upon which the equity instruments were granted Vesting conditions include service conditions and performance
condiions Market performance cenditions are taken into account when estimating the fair value of equity
mstruments at the date of grant, so that an award 1s treated as vesting irrespective of whether the market
performance condition or non-vesting condition 15 satisfied, provided all other conditions are satisfied

Vesting conditions, other than market performance conditions, are not taken into account 1n the imtial estimate
of the fair value at the grant date They are taken into account by adjusting the number of equity instruments
included n the measurement of the transaction, so that the amount recognised for services received as
consideration for the equity mstruments granted shall be based on the number of equity instruments that
eventually vest On a cumulative basis, no expense 1s recogmsed for equity instruments that do not vest because
of a failure to satisfy non-market performance or service conditions
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Where an award has been modified, as a mimimum the expense of the onginal award continues to be recognised
as 1f it had not been modified Where the effect of a modification 1s 1o increase the fair value of an award or
increase the number of equity instruments, the incremental fair value of the award or incremental far value of
the extra equity instruments 1s recognised 1n addition to the expense of the original grant, measured at the date of
modification, over the modified vesting period

A canceltation that occurs during the vesting penod 1s treated as an acceleration of vesting, and recogmsed
immediately for the amount that would otherwise have been recognised for services over the vesting period

FOI’EIQ n currencies

Items included 1n the financial statements of each of the group’s entities are measured using the currency of the
primary economic environment 1n which the entity operates (‘the functional currency”)

Transactions 1n foreign currencies are recerded 1n the functional currency at the rate of exchange prevailing on
the date of the transaction Monetary assets and liabihities denommated m foreign currencies are translated nto
the functional currency at the rate of exchange ruling at the balance sheet date Any resulting exchange
differences are included 1n the 1ncome statement Non-monetary assets and habilities that are measured at
histonical cost n a foreign currency are translated into the functional currency using the rate of exchange at the
date of the in1tial transaction Non-monetary assets and habilities measured at fair value 1n a foreign currency are
translated nto the functional 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 recognised 1n other comprehensive income 1f
the gain or loss on the non-monetary 1tem 1s recognised in other comprehensive income Any exchange
component of a gain or loss on a non-monetary 1tem 1s recognised in the income statement

In the consohdated financial statements, the assets, including related goodwill where applicable, and habilities of
branches, subsidianies, jomnt ventures and associates whose functional currency 1s not sterling, are translated into
the group’s presentational currency at the rate of exchange ruling at the balance sheet date The results of
branches, subsidiaries, jomnt ventures and associates whose function currency 1s not sterling are translated into
sterling at the average rates of exchange for the reporting peried Exchange differences anising from the
retranslation of opening foreign currency net nvestments, and exchange differences arising from retranslation of
the result for the reporting period from the average rate to the exchange rate prevaihing at the penod end, are
recognised 1n other comprehensive income Exchange differences on a monetary item that 1s part of a net
investment 1n a foreign operation are recogmsed 1n the income statement of the separate financial statements In
consohidated financial statements these exchange differences are recognised in other comprehensive income On
disposal of a foreign operation, exchange differences relating thereto and previously recognised in other
comprehensive mcome are recogmsed 1n the income statement

{w) Provisions

{x)

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 ansen as a result of past events, and for which a reliable
estimate can be made of the amount of the obligation

Contingent habilities, which include certain guarantees and letters of credit pledged as collateral security, are
possible obligations 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
obligations that have ansen from past events but are not recogmsed because it not probable that settlement will
require outflow of economic benefits, or because the amount of the oblhigations cannct be reliably measured
Contingent habilities are not recogmsed 1n the financial statements but are disclosed unless the probability of
settlemnent 1s remote

Financial guarantee contracts

Liablities under financial guarantee contracts not classifted as insurance contracts are recorded imtially at thear
fair value, which 1s generally the fee receirved or receivable Subsequently, the financial guarantee liabilities are
measured at the higher of the initial fair value, less cumulative amortisation, and the best estimate of the
expenditure required to settle the obligations

HSBC Bank plc has 1ssued financial guarantees to other group entittes Where it has previously asserted
exphicitly that it regards such contracts as insurance contracts and has used accounting apphicable to insurance
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contracts, the group may elect to account for guarantees as insurance contracts This election 1s made on a
contract by contract basis, but the elecuon for each contract 1s irevocable Where these guarantees have been
classtfied as insurance contracts, they are measured and recognised as insurance liabilities

Insurance contracts

Through its insurance subsidiaries, the group 1ssues contracts to customers that contain mnsurance nsk, financial
risk or a combination thereof A contract under which the group accepts sigmificant insurance nsk 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 if the insurance nsk 1s signtficant White investment contracts with discretionary participation features
are financial instruments, they continue to be treated as insurance contracts as permitted by IFRS 4

Insurance contracts are accounted for as follows

Premiums

Gross msurance premiums 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 unearned premium (the
proportion of the business underwritten in the accounting year relating to the penod of risk after the balance
sheet date) 15 calculated on a daily or monthly pro rata basis

Premiums for hife assurance are accounted for when receivable, except in umit-hinked insurance contracts where
premiums are accounted for when habilities are established

Reinsurance premiums are accounted for in the same accounting persod as the premiums for the direct insurance
contracts to which they relate

Claims and remnsurance recoveries

Gross msurance claims for non-life insurance contracts include paid claims and movements in outstanding
claims Liabilities

Gross msurance claims for life insurance contracts reflect the total cost of claims arising during the year,
including claim handling costs and any policyholder bonuses allocated 1n anticipation of a bonus declaration
Claims ansing n the year include maturities, surrenders and death claims

Matunity claims are recognised when due for payment Surrenders are recogmsed when paid or at an earhier date
on which, following notification, the policy ceases to be included within the calculation of the related insurance
habilities Death claims are recognised when notified

Reinsurance recoveries are accounted for in the same period as the related claim

Liabihties under insurance contracts

Outstanding claims liabihties for non-life insurance contracts are based on the estimated ultimate cost of ali
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 other recovenies Liabihties for claims
incurred but not reported are made on an estimated basis, using approprate statistical techniques

Liabiliies under non-linked life insurance contracts are calcutated by each life insurance operation based on
Iocal actuanal principles

Liabilities under unit-linked hfe 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

A hability adequacy test 15 cartied out on nsurance habitities to ensure that the carrying amount of the habihties
1s sufficient m 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 hability When a shortfall 1s
identified 1t 1s charged immedsately to the income statement
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Present value of mn-force long-term mmsurance business

The value placed on tnsurance contracts that are classified as long-term msurance business or long term
mvestment contracts with discretionary participating features (“DPF”) and are 1n force at the balance sheet date
15 recogrused as an asset The asset represents the present value of the shareholders” interest 1n the profits
expected to emerge from these contracts written at the balance sheet date

The present value of in-force long-term msurance business and long term investment contracts with DPF,
referred to as ‘PVIF’, is determined by discounting the shareholders’ interest in future profits expected to emerge
from business currently 1n force using appropriate assumptions 1n assessing factors such as future mortality,
lapse rates and levels of expenses and a nsk discount rate that reflects the nsk premium attributable 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 attnibutable tax n the balance sheet and movements
i the PVIF asset are included in “Other operating mcome’ on a gross of tax basis

Future profit participation

Where contracts provide discretionary profit participation benefits to policyholders, liabilities 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 1n
connection with the assets backing the contracts, as well as other expenence factors such as mortahty, lapses and
operational efficiency, where appropriate This benefit may anse from the contractual terms, regulation, or past
distnbution policy

In the case of net unrealised investment gain on contracts whose discretionary benefit principally reflect the
actual performance of the portfolio, the corresponding increase 1n the liabilities 1s recognised n either the
mncome statement or other comprehensive income, following the treatment of the unrealised gains on the relevant
assets In the case of net unrealised losses, a deferred participating asset 1s recognised only to the extent that its
recoverability 1s highly probable Movement 1n the habilines ansing from realised gains and losses on relevant
assets are recognised 1n the income statement

Investment contracts

Customer liabilities under linked and certam non-linked investment contracts and the corresponding financial
assets are designated at fair value Movements in fair value are recognised 1n ‘Net expense/income from

financial instruments designated at fair value® Premiums recervable and amounts withdrawn are accounted for as
mcreases or decreases i the hiability recorded mn respect of investment contracts

Liabihities under linked investment contracts are at least equivalent to the surrender or transfer value which s
calculated by reference to the value of the relevant underlying funds or indices

Investment management fees receivable are recognised 1n the income statement over the period of the provision
of the investment management services, 1n ‘Net fee income’

The incremental costs directly related to the acquisition of new investment contracts or renewing existing
investment contracts are deferred and amortised over the period during which the investment management
services are provided

Debt secunties in 1ssue and deposits by customers and banks

Financial ltabilities are recogmsed when the group enters into the contractual provistons of the arrangements
with counterparties, which 1s generally on trade date, and imitially measured at fair value, which 1s normally the
proceeds received net of directly attributable transaction costs incurred Subsequent measurement of financial
hiabihities, other than those measured at fair value through profit or loss and financial guarantees, 1s at amortised
cost, using the effective interest rate method to amortise the difference between proceeds recerved, net of directly
attributable transaction costs incurred, and the redemption amount over the expected life of the instrument

{aa)Share capital and other equity instruments

Shares are classified as equity when there 15 no contractual obligation to transfer cash or other financial assets
Incremental costs directly attributable to the 1ssue of equity mstruments are shown in equity as a deduction from
the proceeds, net of tax
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(bb}Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly liquid investments that are
readily convertible to known amounts of cash and which are subject to an msigmificant risk of change in value
Such investments are normally those with less than three months” maturity from the date of acquisition, and
include cash and balances at central banks, treasury bills and other ehigible bills, loans and advances to banks,
ttems 1n the course of collection from or in transmussion to other banks and certificates of deposit

Use of assumptions, estimates and judgement

The resulis of the group are sensitive to the accounting policies, assumptions and estimates that underhe the
preparation of 1ts consolidated financial statements The accounting policies used in the preparation of the
consolidated financial statements are described in detail in Note 2

When preparing the financial statements, it 1s the Directors’ responsibility under UK company law to select suitable
accounting policies and to make judgements and estimates that are reasonable and prudent

The accounting policies that are deemed cnitical to the group’s results and financial position, in terms of the
matenahty of the items to which the policy 1s apphed, or which involve a high degree of judgement including the use
of assumptions and esttmation, are disclosed below

Impairment of loans and advances

The group’s accounting policy for losses ansing from the impairment of customer [oans and advances 1s described in
Note 2(g} Further information can be found 1n Note 37 ‘Risk Management’ Loan impairment allowances represent
management’s best estimate of losses incurred 1n the loan portfolios at balance sheet date

Management 1s requared to exercise judgement 1n making assumptions and estimations when calculating loan
impairment allowances on both individually and collectively assessed loans and advances The most sigmficant
Judgemental area 1s the calculation of collective impairment allowances

The group uses two alternative methods to calculate collective impairment allowances on homogeneous groups of
loans that are not considered individually significant

*  When appropriate empirical information 1s available, the group uses roll-rate methodology This methodology
employs statistical analysis of historical data and experience of delinquency and default to estimate the
Iikelihood that leans will progress through the various stages of delinquency and ultimately prove irrecoverable
The estimated loss 1s the difference between the present value of expected future cash flows, discounted at the
ongnal effective interest rate of the porifohio, and the carrying amount of the portfohio, and

« In other cases, when the portfolio size 15 small or when information 1s insufficient or not rehable enough to adopt
a roll-rate methodology, the group adopts a formulaic approach which allocates progressively higher percentage
loss rates the longer a customer’s loan 1s overdue Loss rates are based on historical experience

Both methodologies are subject to estimation uncertainty, 1n part because 1t 15 not practicable to 1dentify losses on an
ind1vidual loan basis because of the large number of individually insignificant loans 1n the portfolio

In addition, the use of statistically assessed historical information 15 supplemented with significant management
Judgement to assess whether current economic and credit conditions are such that the actual level of inherent losses 1s
likely to be greater or less than that suggested by historical experience In normal circumstances, historical
expernence provides the most objective and relevant information from which to assess inherent loss within each
portfoho In certain circumstances, histoncal loss experience provides less relevant information about the inherent
loss 1n a grven portfolio at the balance sheet date, for example, where there have been changes in economic,
regulatory or behavioural conditiens such that the most recent trends 1n the portfolio nisk factors are not fully
reflected i the statistical models In these circumstances, such risk factors are taken into account when calculating
the appropniate levels of impairment allowances, by adjusting the impairment allowances derived solely from
historical loss expenence

This key area of judgement 1s subject to uncertainty and 1s highly sensitive to factors such as loan portfolio growth,
product mix, unemployment rates, bankruptcy trends, gecgraphic concentrations, loan product features, economic
conditions such as national and local trends 1n housing markets, the level of interest rates, portfolio seasoning,
account management policies and practices, changes n laws and regulations, and other factors that can affect
customer payment patterns Different factors are apphed in different regions and countries to reflect different
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economic conditions and laws and regulations The assumptions underlying this judgement are highly subjective The
methodology and the assumptions used 1n calculating impairment losses are reviewed regularly 1n the hight of
differences between loss estimates and actual loss experience For example, roll rates, loss rates and the expected
timing of future recovenes are regularly benchmarked against actual outcomes to ensure they remain appropriate

The total amount of the group’s impairment allowances on homogenecus groups of loans is inherently uncertamn
because 1t 1s highly sensitive to changes in economic and credit conditions across a large number of geographical
areas Economic and credit conditions within geographical areas are influenced by many factors with a high degree of
interdependency so that there 15 no one single factor to which the group’s loan impairment allowances as a whole are
particularly sensttive It 1s possible that the outcomes within the next financial year could be different from the
assumptions built into the models, resulting 1n a material adjustment to the carrying amount of loans and advances

Goodwill impairment

The group’s accounting policy for goodwill 1s described in Note 2(p) The process of tdentifying and evaluating
goodwill impairment i3 inherently uacertain because 1t requires significant management judgement i making a seres
of estimations, the results of which are highly sensitive to the assumptions used The review of goodwill impairment
represents management’s best estimate of the factors below

e the future cash flows of the cash-generating umts (‘CGUSs’) are sensitive to the cash flows projected for the
perieds for which detailed forecasts are available, and to assumptions regarding the long-term pattern of
sustamable cash flows thereafter Forecasts are compared with actual performance and venfiable econemic data
mn future years, however, the cash flow forecasts necessanily and appropriately reflect management’s view of
future business prospects 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
mdividual CGU, and can have a significant effect on the CGU’s valuation The cost of capital percentage 1s
generally denived from a Capital Asset Pnicing Model, which incorporates inputs reflecting a number of financial
and economic variables, including the risk-free interest rate in the country concerned and a premium to reflect
the inherent nisk of the business being evaluated These variables are subject to fluctuations n external market
rates and economic conditions outside of management’s control and are therefore established on the basis of
significant management judgement and are subject to uncertainty

When this exercise demonstrates that the expected cash flows of a CGU have declined and/or that 1ts cost of capatal
has increased, the effect 15 to reduce the CGU’s estimated recoverable amount If this results in an estimated
recoverable amount that 1s fower than the carrying value of the CGU, a charge for impairment of goodwill will be
recognised 1n the group’s mmcome statement for the year

The accuracy of forecast cash flows 15 subject to a ugh degree of uncertainty 1n volatile market conditions In such
market conditions, management retests goodwill 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 concluded that the recoverable amount of the CGUs to which goodwill has been allocated exceeded its
carrymng value However, 1n the event of further significant deterioration in the economic and credit conditions
beyond the levels already reflected by management in the cash flow forecasts for the CGUSs, a matenal adjustment to
a CGU’s recoverable amount may occur which may result in the recognition of an impairment charge in the income
statement

Note 21 includes details of the CGUs with significant balances of goodwill, states the key assumptions used to assess
the goodwill 1n each CGU for impairment, and provides a discussion of the sensitivity of the carrying value of
goodwill to changes n key assumptions

Valuation of financial instruments

The group’s accounting policy for valuation of financial instruments 1s described 1n Note 2(d) on the Financial
Statement The best evidence of fair value 15 a quoted price in an actively traded market In the event that the market
for a financial instrument is not active, a valuation techmique 1s used The majonty of valuation techniques empioy
only observable market data, and so the rehability of the fair value measurement 1s high However, certain financial
instruments are vatued on the basis of valuation techniques that feature one or more sigmificant market inputs that are
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uncbservable Valuation techniques that rely to a greater extent on unobservable inputs require a higher level of
management judgement to calculate a fair value than those based wholly on observable inputs

Valuation techniques used to calculate fair values include comparisons with similar financial instruments for which
market observable prices exist, discounted cash flow analysis, option pricing models and other valuation techniques
commonly used by market participants Valuation techniques 1ncorporate assumptions that cther market participants
would use n their valuations, including assumptions about nterest rate yield curves, exchange rates, volatilities, and
prepayment and default rates When valuing instruments by reference to comparable instruments, management takes
into account the matunty, structure and rating of the instrument with which the position held 1s being compared

The main assumptions and estimates which management considers when applying a model with valuation
techniques are

* the hkehhood and expected tming of future cash flows on the mstrument These cash flows are usually governed
by the terms of the instrument, although management judgement may be required when the ability of the
counterparty to service the instrument in accordance with the contractual terms 1s 1n doubt Future cash flows
may be sensitive to changes 1n market rates,

e selecting an appropnate discount rate for the instrument Management bases the determination of this rate on 1ts
assessment of what a market participant would regard as the appropniate spread of the rate for the instrument
over the appropriate nsk-free rate, and

e judgement to determine what model to use to calculate fair value in areas where the choice of valuation model 1s
particularly subjective, for example, when valuing complex denvative products

When applying a model with unobservable inputs, estimates are made to reflect uncertainties in fair values resulting
from a lack of market data inputs, for example, as a result of ilhquidity n the market For these instruments, the fair
value measurement 15 less rehable Inputs into valuations based on unobservable data are inherently uncertain
because there are little or no current market data available from which to determine the level at which an arm’s length
transaction would occur under normal business condinons However, 1n most cases there are some market data
available on which to base a determuination of fair value, for example historical data, and the fair values of most
financial instruments will be based on some market observable inputs even where the unobservable inputs are
sigmificant

Disclosure of types and amounts of fair value adjustments made 1n determining the fair value of financial instruments
measured at fair value using valuation techniques 1s provided 1n Note 31 In addition a sensitivity analysis of fair
value for financial instruments with significant unobservable inputs to reasonably possibly alternative assumption
and a range of assumption can be found in Note 31 Given the uncertainty and subjective nature of valming financial
mnstruments at fair value, it 1s possible that the outcomes within the next financial year could differ from the
assumptions used, and this would result 1n a material adjustment to the carrying amount of financial instruments
measured at fair value

Impairment of available-for-sale financial assets

The group’s accounting policy for impatrment on available-for-sale financial assets 1s described in Note 2()) on the
Financial Statements

Management 1s required to exercise judgement in determining whether there 15 objective evidence that an impairment
loss has occurred Once an impairment has been 1dentified, the amount of impairment 1s measured 1n relation to the
fair value of the asset More information on assumptions and estimates requiring manageinent judgement relating to
the determination of fair values of financial instruments 1s provided above 1n ‘Valuatien of financial instruments’

The objective evidence required to determine whether an available-for-sale debt security 15 impared comprises
evidence of the occurrence of a loss event, and evidence that the loss event results 1n a decrease n estimated future
cash flows Where cash flows are readily determinable, a low level of judgement may be involved Where
determination of estimated future cash flows requires consideration of a number of varnables, some of which may be
unobservable in current market condttions, more significant judgement 1s required

The most significant judgements concern more complex instruments, such as asset-backed securities (‘ABSs”), where
1t 1s necessary to consider factors such as the estimated future cash flows on underlying pools of collateral, the extent
and depth of market price declines and changes in credit ratings The review of estimated future cash flows on

underlying collateral 15 subject to estimation uncertamnties where the assessment 1s based on historical infermation on
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pools of assets, and judgement 15 required to determine whether historical performance 1s likely to be representative
of current economic and credit conditions

There 15 no single factor to which the group's charge for impairment of available-for-sale debt securities 1s
particularty sensitive, because of the range of different types of secunities held, the range of geographical areas in
which those securities are held, and the wide range of factors which can affect the occurrence of loss events and the
cash flows of securities, including different types of collateral

1115 reasonably possible that outcomes 1n the next financial year could be different from the assumptions and
estimates used n 1dentifying impairment on available-for-sale debt securities, as a result of which, evidence of
impairment may be 1dentified 1n available-for-sale debt secunties which had previously been determined not to be
impatred It 1s possible that this could result in the recognition of material impairment losses 1n the next financial
year

Pensions

The assumptions used are disclosed in Note 7 ‘Employee compensation and benefits®

Share-based payments

The assumptions used are disclosed in Note 9 ‘Share-based payments’

Consolidation

The circumstances under which the group consolidates special purpose entities are outlined 1n Note 1(c) and
disclosed in Note 37 ‘Risk Management’

4 Net earned insurance premiums

Investment
contracts with
Life  discretionary

Nown-hfe  Lafe insurance msurance participation
insurance (non-hnked) (linked) features Total
£m £m £m £m £m
2005

Gross written premiums 275 551 198 1,784 2,808
Movement in uneamed premiums 143 (43) - - 100
Gross earned premiums 418 508 198 1,784 2,908
Gross written premuiums ceded to remsurers (43) (134) (6) - (183)

Rensurers’ share of movement in uneamed
premiums (10) 1 - - %)
Remsurers’ share of gross ezrned premiums (53) (133) (6) - (192)
Net carned nsurance premiums 365 375 192 1,784 2,716

2008

Gross written premiums 418 1,252 238 1,500 3,408
Movement 1n unearned prermums 42 (84) = iy (42)
Gross earned premiums 460 1,168 238 1,500 3,366
Gross written premiums ceded to reinsurers {63) (423) 3 - (439)

Remsurers’” share of movement in unearned
premiums (2) 16 - — 14
Remnsurers’ share of gross eamed premiums {65) (407 (3) - (475)
Net earned insurance premiums 395 761 235 1,500 2,391
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Net insurance claims incurred and movement in liabilities to policyholders

2009
Clamms, benefits and surrenders paid
Movement in itabthties

Gross claims incurred and movement 1in
habihties

Remsurers’ share of claims, benefits and
surrenders paid
Remnsurers’ share of movement in liabihihes

Reinsurers’ share of claims incurred and
movement in hiabilities

Net msurance claims incurred and movement
n habilities to policyholders

2008
Claims, benefits and surrenders paid
Movement 1n Liabihities

Gross claims incurred and movement 1n
habihties

Reinsurers’ share of claims, benefits and
surrenders paid
Retnsurers’ share of movement in laiabilities

Remsurers” share of claims incurred and
movement 1n liabilsties

Net mnsurance claims incurred and movement
n hiabilities 1o polhicyholders

Investment
contracts with
Life discretionary
Non-hfe  Life insurance msurance participation
nsurance (non-linked) (linked) features Total
£m £m £m £m £m
358 802 134 1,154 2,448
159 (561) 266 1,331 1,195
517 241 400 2,485 3,643
(45) (7 (5) - (129)
1 35 (10 - 26
(44) (44) (15) - (103)
473 197 385 2,485 3,540
318 374 135 1,047 1,874
{8) 682 (189) (138) 347
310 1,056 (54) 909 2,221
(46) (83) &) - (136}
42 (313 21 - (250)
1C)] (396) 14 - {(386)
306 660 (40) 909 1,835
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6 Net operating income

Net operating mcome 15 stated after the following items of income, expense, gains and losses

2009 2008
£m £m
Income
Interest recogmsed on impaired financial assets 53 21
Fees earned on financial assets or liabihities not held for trading nor designated at fair value,
other than fees included in effective interest rate calculations on these types of assets and
liabilities 3,065 2,997
Fees eamed on trust and other fiduciary activities where the group holds or invests assets on
behalf of its customers 684 751
Expense
Interest on financral mstruments, excluding mnterest on financial habilities held for trading
or designated at farr value 4,325 12,968
Fees payable on financial assets or hiabilities not held for tradmg nor designated at fair value,
other than fees included 1n effective interest rate calculations on these types of assets and
Liabilities 614 6006
Fees payable on trust and other fiduciary activittes where the group holds or invests assets on
behalf of its customers 2 21
Gans/{losses)
(Loss)/gawn on disposal of assets held for sale (1 53
Impairment of available-for-sale equity shares (164) (282)
Gamn on disposal or settlement of loans and advances 8 -
Garn on financial habthties measured at amortised cost 110 15
Gatns on disposal of property, plant and equipment, intangible assets and non-financial
mvestments
— Gan on disposat of French regional banks (see note 23) - 644
— Gamn on disposal of HSBC Merchant Services LLP 180 215
— Onher 33 60
— Gain on disposal of 8 Canada Square (see note 22) 353 -
Gain on financing & Canada Square (see note 22) - 265
Loan impaiwrment charge and other credit risk provisions
Net impairment charge on loans and advances (2,619) (1,716)
Net mpawrment of available-for-sale debt secunties (745) (147)
Net reversal/(impairment) 1n respect of other credit risk provisions = 2
(3.364) (1,861}
7 Employee compensation and benefits
Total employee compensation
The group The bank
2009 2008 2009 2008
£m £m £m £m
Wages and salaries 3,853 3,758 2,025 1,985
Social secunty costs 542 495 201 197
Post-employment benefits 57 245 (60) 178
4,452 4,498 2,166 2,360
The average number of persons employed by the group during the year was as follows'
2009 2008
UK Retail 41,969 44107
Continental Europe Retail 17,827 19,740
Global Banking and Markets 10,597 11,592
Private Banking 5,436 5,345
Other* 6,467 6,708
Total 82,296 87,492

1 This disclosure reflects the organsation of the group’s segments from I January 2009, as described m Note 12
2 Employees included within ‘Other’ are employees of central functions who provide services to a number of the group business segments
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Both the UK and French governments announced n late 2009 their intention to introduce one-off taxes 1n respect of
certain bonuses payable by banks and banking groups In both countries the tax, a hability of the employer, 1s to be
levied at 50 per cent on bonuses, whether in cash or shares, awarded in a certain period and over a threshold amount

Our current best estimate of these taxes mn respect of our UK and French business 1s £219 milhien n the UK and €30
million n France The hability for these taxes will be recogmsed 1n 2010 once the enabling legislation has been
enacted The taxes will be payable in 2010

Post-employment benefit plans

Income statement charge

The group The bank
2009 2008 2009 2008
£m £m £m £m

Defined benefit pension plans

— HSBC Bank (UK) Pension Scheme (116) 140 (116) 140
— Other plans K} 3 2 -
Defined contnibution pensien plans 136 110 48 30
51 253 (66) 170
Defined benefit healthcare plans 6 &) 6 8
57 245 (60) 178

Defined benefit post-employment benefit plans

Net habilities recognised on balance sheet in respect of defined benefirt plans

The group The bank
2009 2008 2009 2008
£m £m £m £m

Defined benefit pension plans

— HSBC Bank (UK) Pension Scheme 2,354 269 2,354 269
— Other plans 17 265 17 15
Defined benefit healthcare plans 153 130 153 130
2,678 664 2,524 414

Pension plans

The extant plans are funded defined benefit plans with assets held 1n trust or similar funds separate from the group
The plans are reviewed at least annually or in accordance with local practice and regulations by qualified actuanes
The actuanal assumptions used to calculate the defined benefit obligations and related current service costs vary
according to the economic conditions of the countries in which the plans are situated

Defined benefit penston arrangements for bank employees are provided by the HSBC Bank (UK) Pension Scheme
(the ‘Scheme’}, the assets of which are held 1n a separate trust fund The Pension Scheme 135 admimistered by a
corporate trustee, HSBC Bank Pension Trust {UK) Limited (the ‘Trustee’), whose Board 1s comprised of 13
Drrectors, four of whom are elected by employees and two by pensioners The Trustee Directors of the Pension
Scheme are required to act in the best interest of the Scheme's beneficiaries

Healthcare benefit plans

The group provides post-employment healthcare benefits under plans 1n the Umted 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 in accordance with local practice and regulatiens by qualified actuanes The actuanal
assumptions used to calculate the defined benefit obligation and related current service cost vary according to the
economic conditions of the countries in which they are situated The group’s total healthcare cost for the year was a
cost of £6 million (2008 credit of £8 million)
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Post-employment defined benefit plans’ principal actuarial assumptions

The principal actuarial financial assumptions used to calculate the group’s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2009 were as follows These assumptions will also

form the basis for measuring pertodic costs under the plans 1n 2010

Rate of

mcrease for

pensions in

payment —

Rate of active

mcrease for members
pensions and Healthcare
Discount Inflation  pzyment— deferred Deferred Rate of pay cost treand
rate rate pensioners pensioners revaluation increase rates
% % Y% % % % %
UK 570 370 3.50 350 370 420 770
France 5.50 200 2.00 200 20 3 n/a
Swiatzerland 3.25 150 n/a n/a n/a 250 nfa
Germany 5.50 200 200 200 200 Ky n/a

The principal actuanal financial assumptions used to calculate the group’s obligations under 1ts defined benefit
pension and post-employment healthcare plans at 31 December 2008, were as follows These assumptions also

formed the basis for measuring periodic costs under the plans m 2009

Rate of

ingcrease for

penstons m

payment —

Rate of active

increase for members
Pensions m and Healthcare
Dhscount Inflation  payment — deferred Deferred Rate of pay cost trend
rate rate  pensioners  pensioners revaluation increase rates
Y % Y% % % % %
UK 650 290 300 2 80 290 340 690
France 575 200 200 200 200 300 600
Swatzerland 260 150 nfa n/a n/a 250 nfa
Germany 575 200 200 200 200 300 n/a

The group determines the discount rates to be apphed to its obligations 1n consultation with the plans’ local actuaries,
on the basis of the current average yield of high quality (A A rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obligations The expected rate of return on plan assets represents the best
estimate of long-term future asset returns, which takes into account historical market returns plus additional factors

such as the current rate of inflation and interest rates

The mortality tables and average life expectancy at 65 used at 31 December 2009 were as follows

Life expectancy at
age 65 for a male

Life expectancy at
age 65 for a female

Mortality table member currently member currently
Aged 65 Aged 45 Aged 65 Aged 45
UK SAPS S1' 223 242 233 252
France TG 05 232 260 267 296
Switzerland BVG 2005 179 17.9 210 210
Germany Heubeck 2005 G 183 210 224 250

1 Adyusted SAPS 81 with medium cohort improvements and a [ per cent minimum annual improvement
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The mortality tables and average hife expectancy at 65 used at 31 December 2008 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 a5 Aged 65 Aged 45
UK PAS2! 2080 22 80 2410 2620
France TG 05 2310 2590 26 60 2940
Switzerland BVG 2005 17 90 1790 2098 2098
Germany Heubeck 2005 G 18 00 2070 2210 24 70

1 PA92 with standard improvements to 2003 and medwum cohort with 1 per cent murumum annual improvement thereafier

Actuartal assumption sensitivities

The discount rate 15 sensitive to changes 1n market conditions arising during the reporting period The mortality rates
used are sensitive to 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

HSBC Bank (UK) Pension Scheme

2009 2008
£m £m

Discount rate
Change 1n pension obligation at year end from a 25bps increase (542) (383)
Change 1n pension obligation at year end from a 25bps decrease 583 408
Change 1n following year pension cost from a 25bps increase (8) (6)
Change 1n following year pension cost from a 25bps decrease 8 7
Rate of inflation
Change m pension obligation at year end from a 25bps increase 594 360
Change in pension obligation at year end from a 25bps decrease (559) (338)
Change in following year penston cost from a 25bps increase 40 3
Change m following year pension cost from a 25bps decrease (39) (28)
Rate of increase for pensions in payment and deferred revaluation
Change in pension obligation at year end from a 25bps increase 493 239
Change in pension obligation at year end from a 25bps decrease (472) {225)
Change in following year pension cost from a 25bps increase 31 20
Change in following year pension cost from a 25bps decreasc (30) (16)
Rate of pay increase
Change n pension obligation at year end from a 25bps increase 120 118
Change 1n pension obligation at year end from a 25bps decrease (107) (115)
Change 1n following year pension cost frem a 25bps increase 11 11
Change 1 following year pension cost from a 25bps decrease (10) (10}
Investment return
Change 1n following year pension cost from a 25bps increase’ 27) (25)
Change n followng year pension cost from a 25bps decrease’ 27 25
Mortahty
Change 10 pension obligation from each additional year of longevity assumed 300 250

1 Prior period balances have been re-presented on a consistent basis wih the current year presentation

The following table shows the effect of changes in the mortahty rates on defined benefit plans other than the
principal plan

Other plans
2009 2008
£m fm
Increase 1n pension obhigation from each additional year of longevity assumed 12 13
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Defined benefit pension plans

Value recognised on the balance sheet

HSBC Bank (UK) Pension Scheme

2009 2008
Expected rates Expected rates

of return Value of retum Value

% £m Y £m

Faur value of plan assets 10,908 10,191
Equities 84 1,707 81 1,536
Bonds 53 7,762 57 7.541
Property 77 926 69 812
Other 53 513 42 302
Defined benefit obligation (funded) (13,262) (10,460}
Net hability’ 2,354 269

Other plans
2009 2008
Expected rates Expecied rates

of return’ Value of return? Value

% £m % £m

Fair value of plan assets 649 617
Equities 74 216 74 128
Bonds 40 312 42 368
Property 54 16 53 13
Other 46 105 50 108
Defined benefit obhgation (805) {889)
Present value of funded obligations (681) (750
Present value of unfunded obligations (124) (139
Effect of imit on plan surpluses 21 -
Unrecognised past service cost 6 7
Net hability' 17 265

1 £2,371 rullion of the net habity for defined benefit pension plans relates to the bank (2008 £284 million)
2 The expected rates of return are weighted on the basis of the fair value of the plan assets

The principal plan has entered into demvative transactions with the bank to manage the nisks arising from is
portfolio These derivatives comprise interest rate (London Interbank Offered Rate -~ ‘LIBOR’) swaps and inflation
(UK Retail Prices Index — ‘RPT’) swaps Under the terms of these swaps, the plan 1s committed to making LIBOR-
related interest payments in exchange for cash flows paid mnto 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 41 ‘Related party
transactions’
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Changes n the present value of defined benefit obligations

At 1 January
Current service cost
Interest cost
Contributtons by employees
Actuanal (gams)losses
Benefits pad
Past service cost
— vested immediately
— unvested benefits
Acquisitions
Reduction 1 Liabilities resulting from curtailments
Liabilities extinguished on setitements
Exchange differences

At 31 December

Changes in the farr value of plan assets

At 1 January

Expected return on plan assets
Normat contributions by the group
Contributions by employees
Expenience gams/losses)

Benefits paid

Assets distnibuted on settlements
Exchange differences

At 31 December

2009 2008
HSBC Bank HSBC Bank
{UK) Pension (UK) Penston
Scheme Other plans Scheme Other plans
£m £m £m £m
10,460 889 11,719 643
168 3 211 23
651 32 670 27
3 9 - 20
2,861 (40) (1,664) 53
(559) (57) (476) (43)
- 2 - 5
- - - 6
- - - 2
- “) — -
(322) - - 40
- (57) — 193
13,262 805 10,460 389
2009 2008
HSBC Bank HSBC Bank
(UK) Pension {UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
10,191 617 11,316 557
613 30 741 31
236 22 252 21
3 9 - 20
424 41 (1,643) (130)
(559) 33) (475) 33)
- - - (19)
- 37 - 170
10,908 649 10,15t 617

The actual return on plan assets for the year ended 31 December 2009 was a positive return £1,108 million (2008
negative return of £1,001 million) The group expects to make £217 million of contnbutions to defined benefit

pension plans during 2010

Total expense recognised 1n the income statement in ‘Employee compensation and benefits’

Current service cost

Interest cost

Expecied retumn on plan assets
Past service cost

Gains on curtailments

Gains on settlements

Total (gain)/ expense

2009 2008
HSEBC Bank HSBC Bank
(UK) Pensicn (UK} Pension
Scheme Other plans Scheme Other plans
£fm £m £m £m
168 31 211 23
651 32 670 27
(613) (30) (741} (31}
- 2 - 5
- ) - -
{322) - - 20
(116) 31 140 3
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Total net actuarial (losses)/gans

2009 2008
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £fm £m £m
Expenience (losses)/gamns on plan labilities (143) 15 N (6)
Experience gamns/{losses) on plan assets 424 41 (1,643) (130}
(Losses)gans from changes in actuanal
assumptions (2,718) 25 1,671 47
Total net actuarial gamns/(losses) (2,437) 81 21 (183)

Total net actuanal losses recognised 1n equity since transition to IFRSs are £1,783 million The total effect of the
Iimit on plan surpluses recogmsed within actuarial losses in other comprehenstve income during 2009 was a loss of
£20 milhion (2008 gain of £25 million)

UK regulation requires pensicn schemes be valued formally every three years and a funding plan agreed between the
trustee and scheme sponsor The most recent trienmal actuanal valuation of the UK Scheme performed by the
Scheme Actuary on behalf of the Trustee has been carned out as at 31 December 2008 At that date, the market value
of the Scheme’s assets was £10,191 million The market value of the plan represented 76 per cent of the amount
expected to be required, on the basis of the assumptions adopted, to provide the benefits accrued to members after
allowing for expected future increases i earnings, and the resulting deficit amounted to £3,200 milhon The method
adopted for this valuation was the projected umit method

The expected cash flows from the plan were projected by reference to the UK Retail Prices Index (“RPI”) swap
break-even curve at 31 December 2008 Salary increases were assumed to be 0 5 per cent per annum above RPI and
inflationary pension mcreases, 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 1n
lme with RPI The projected cash flows were discounted at the LIBOR swap curve at 31 December 2008 plus a
margin for the expected return on the mvestment strategy of 190 basis points per annum

The mortality expenence of the Scheme’s pensioners over the three year period since the previous valuation was
analysed and the mortality assumption set on the basts of this, using the SAPS §1 series of tables with adjustment for
the specific mortality experience of the Scheme Allowance for future improvements in longevity was made 1n line
with the medium cohort effect with mimimum improvements of 1 75% for males and 1 25% for females

The bank has agreed with the Trustee to reduce the deficit of the Scheme by meeting a schedule of additional future
funding payments, as set out below, unless a mutually agreed alternative 1s adopted by 30 June 2010

£m
2009 !
2010 nil
2011 m!
2012 465
2013 465
2014 465
2015 630
2016 630
2017 630
2018 630

The payments of £465 miihon 1n each of 2012, 2013 and 2014 reflect the funding payments agreed following the
2005 tniennial valuation process

The group considers that the contnibution set out above, together with investment 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 2009 over the
agreed period At each subsequent actuanal valuation, the group has agreed with the Trustees that any shortfall 1n
Ivestment returns relative to this expected level, subject to a maximum of 50 basis points per annum, will be
elimmated by payment of equal cash instalments over the remaining years to the end of this recovery plan period

The bank will also make ongoing contributions to the Scheme in respect of future benefit accrual for defined benefit
section members at the rate of 34 per cent of pensionable salanes from Apnl 2010 until the completion of the next
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actuarial valuation, to be calculated as at 31 December 2011 Duning 2009, the bank paid contributions at the rate of
38 per cent of pensionable salaries

As part of the 31 December 2008 valuation, calculations were also carried out as to the amount of assets that might
be needed to meet the habihties 1f the Scheme was discontinued and the members’ benefits bought out with an
msurance company (although in practice this may not be possible for a plan of this s1ze) or the Trustee continued to
run the plan without the support of the bank The amount required under this approach was estimated to be £19,400
mullion as at 31 December 2008 In estimating the solvency position for this purpose, a more prudent assumption
about future mertality 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 appropriately matched portfolio of cash and interest and inflation swaps
An explicit allowance for expenses was also included

Summary
HSBC Bank (UK) Pension Scheme
2009 2008 2007 2006 2005
£m £m £m £m £m
Defined benefit obhgation (13,262) (10,460) (11,719} (12,392) (11,961)
Fair value of plan assets 10,908 10,191 11,316 10,485 10,107
Effect of hmut on plan surpluses - = = = -
Net deficit (2,354) (269) (403} (1,907 (1,854)
Experience gams/(losses) on plan habilities (143) ) [€1))} 100 40
Expenence gans/(losses) on plan assets 424 (1,643) [ - 905
Gans/(losses) from changes in actuanal
assumpons (2,718} 1,671 1,238 (298) (1,166)
Total net actuarial gamns/(losses) (2,437} 21 1,214 2 (221)
Other plans
2009 2008 2007 2006 2005
£m £m £m £m £m
Defined benefit obligation (805) (889) (643) (627) (601)
Farr value of plan assets 649 617 557 460 404
Effect of it on plan surpluses (21) - {21 2 -
Net deficit (177) (272) (107 {165) (197)
Expernience gams/(losses) on plan habihibies 15 {6) (4) 1 3
Expernence gamns/(losses) on plan assets 41 (130) 3 7 9
Gains/(losses) from changes 1n actuanial
assumptions 25 (&) 53 14 {71}
Total net actuarial gams/(losses) 81 (183) 52 22 {59
Defined benefit healthcare plans
Liability recogmised on the balance sheet
2009 2008
£m £m
Present value of unfunded obhgations 153 130
Net liability* 153 130

1 £153 million of the net hability for defined benefit healthcare plans relates to the bank (2008 £130 milfion)
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Changes in the present value of defined benefit obligations

2009 2008
£m £m
At 1 January 130 164
Interest cost 6 9
Actuarial gang 20 (8)
Benefits pard (3) 21
Liabilities extinguished on settlements - {an
Exchange differences - 3
At 31 December 153 130

Total expense recognised m the mcome statement in ‘Employee compensation and benefits’

2009 2008

£m £m

Interest cost 6 (8)
Total expense 6 (8)

Total net actuarial (losses)/gains

Year ended 31 December

2009 2008
£m £m
Expenence gams/(losses) on plan liabilities 4 (5}
(Losses)/gains from changes in actuanal assumptions (24) 13
Total net actuanal (losses)gains (20) 8

The actuanal assumptions of the healthcare cost trend rates have a sigmficant effect on the amounts recogrused A
one percentage point change in assumed healthcare cost trend rates would have the following effects on amounts
recogmsed m 2009

1% mmcrease 1% decrease

£m £m

Increase/(decrease) of the aggregate of the current service cost and mterest cost 1 m
Increase/{decrease) of defined benefit obligation 20 (16)

Post-employment benefit plans (the bank)

Employees of the bank who are members of defined benefit pension plans are principally members of the HSBC
Bank (UK) Pension Scheme, as disclosed above
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Directars’ emoluments

The aggregate emoluments of the Directors of the bank, computed 1n accordance with Part I of Schedule 5 of the
Companies Act 2006 were

2009 2008

£000 £000

Fees 335 452
Salanes and other emoluments 1,114 2,706
Bonuses' 1,628 3,430
3.077 6,588

Gains on the exercise of share options — 13
Vesting of Restricted Share Plan awards 248 1621

1 2009 includes the sum of £1,176,800 (2008 £2,357,019) deferred into shares which are not subject to performance condittons bul are
sulyect to a resinicted period.

No awards were made to Directors under long-term mcentive plans in respect of qualifying services rendered 1n 2009
(2008 no awards)

Retirement benefits accrue to one Director under a defined benefit scheme and to one Director under a money
purchase scheme There were no contributions during the year to money purchase arrangements in respect of
Directors” quahfying services (2008 £65,000)

In addition, there were payments under retirement benefit agreements with former Directors of £771,84% (2008
£742,874), including payments 1n respect of unfunded pension obligations to former Directors of £653,137 (2008
£628,946) The provision as at 31 December 2009 n respect of unfunded pension obhgations to former Directors
amounted to £10,806,455 (2008 £8,071,356}

Dhscretionary bonuses for Directors are based on a combimation 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
conditional awards under the HSBC Heldings Restricted Share Plan 2000 and The HSBC Share Plan are recogmsed
through an annual charge based on the fair value of the awards and the hkely level of vesting of shares, apportioned
over the pertod of service to which the award relates Details of The HSBC Share Plan and performance conditions
are contained within the Directors’ Remuneration Report of HSBC Holdings plc

Of these aggregate figures, the following amounts are attributable to the highest paid Director

2009 2008

£000 £000

Fees — -
Salanes and other emoluments 483 608
Bonuses' 1,000 1,493

1 2009 includes the sum of £0 8 mullion (2008 £1 1 million} deferred mnto shares which are not subject to performance conditions but are
subyect to a restricted period

The highest paid Director received 16,291 shares as the result of awards under long-term incentive plans that vested
during the year The highest paid Director did not exercise any share options over HSBC Holdings plc ordinary
shares during the year

No pension contributions were made by the bank 1 respect of services by the highest paid Director during the year

The Remuneration Commuittee of the bank's parent company, HSBC Holdings ple, has decided that the highest paid
Director will not recerve a conditional award of HSBC Holdings plc ordinary shares under The HSBC Share Plan m
respect of services rendered as a Director during the year
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8 Auditors’ remuneration

Auditors’ remuneration n relation to the statutory audit amounted to £10 2 milhon (2008 £9 8 million)

The following fees were payable by the group to the group’s principal auditor, KPMG Audit Plc and 1ts associates
(together ‘KPMG’)

2009 2008
£m fm
Audt fees for HSBC Bank ple statutory audst
~ fees relating to current year 23 23
— fees relating to pnor year 01 02
24 25
Fees payable to KPMG for other services provided to the group
Audit-related services
— audit of the group’s subsidiaries, pursuant to legslation 75 71
— audnt of pension schemes associated with the group, pursuant to legislation 04 03
— other services pursuant to legislation 45 54
Tax services 04 04
Other services
— services relating to information technology 02 02
— services relating to corporate finance transactions - 02
— all other services 07 14
137 150
Total fees payable 161 175

‘Audit fees for HSBC Bank plc statutory audit’ 1s fees payable to KPMG Audit plc for the statutory audit of the
consolidated financial statements of the group and the separate financial statements of HSBC Bank plc It excludes
ameunts payable for the statutory audit of HSBC Bank plc’s subsidianes, which have been included in ‘Fees payable
to KPMG for other services provided to the group’

Fees payable to KPMG for non-audit services for HSBC Bank plc are not disclosed separately because such fees are
disclesed on a consolidated basis for the group

9 Share-based payments

During 2009, £191 millton was charged to the income statement n respect of equity-settled share-based payment
transactions (2008 £225 milhon) This expense, which was computed from the fair values of the share-based
payment transactions when contracted, arese under employee share awards made 1n accordance with the HSBC
Group’s reward structures

Calculation of fairr values

Fair values of share options/awards, measured at the date of grant of the option/award are calculated using a binomial
lattice model methodology that 1s based on the underlying assumptions of the Black-Scholes model When modelling
options/share awards with vesting dependent on HSBC's Total Shareholder Return (*'TSR”) over a penod, the TSR
performance targets are incorporated into the model using Monte-Carlo simulation The expected hife of options
depends on the behaviour of option holders, which 1s incorporated 1nto the option model on the basis of historic
observable data The fair values calculated are inherently subjective and uncertain due to the assumptions made and
the limitations of the medel used
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The sigrificant weighted average assumptions used to estimate the fair value of the options granted were as follows

1-year Savings-
Related Share

2009 Option Plans
Rusk-free interest rate' (%) 07
Expected hife? (years) 1
Expected volatility® (%%) 50
Share price at grant date (£} 465
2008

Risk-free interest rate’ (%) 45
Expected hife’ (years) 1
Expected volatihity® (%) 25
Share price at grant date (£) 8 80

3-year Savings-
Related Share
Option Plans

21
3
35
465

45

3
25
8 80

5-year Savings-
Related Share
Option Plans

24
5

30
465

45
5
25
880

1 The risk-free rate was determined from the UK gilts yield curve for the UK Savings-Related Share Option Plans A similar yield curve

was used for the Overseas Savings-Related Share Optron Schemes

2 Expected life 1s not a single input parameter but a function of various bekavioural assumptions
3 Expected volatihiy is estimated by considering both historic average share price volatility and vmplied volaniny derived from traded

options over HSBC shares of stmilar maturity to those of the employee options

The expected US dollar denominated dividend yield was determined to be 4 5 per cent per annum 1n hine with
consensus analyst forecasts Prior to 2009, HSBC adopted a dividend growth model and incorporated expected
dividends nto the valuation model for share options and awards In 2008, the expected dividend growth was

determined to be 7 per cent for the first year and 8§ per cent thereafter

The HSBC Share FPlan

The HSBC Share Plan was adopted by the Group 1n 2005 Under this plan, Performance Share awards, restricted
share awards and share option awards may be made The aum of the HSBC Share Plan 1s to align the interests of
executives with the creation of shareholder value and recogmise individual performance and potential Awards are

also made under this plan for recruitment and retention purposes

Performance Share awards

Performance share awards are awarded to executive Directors and other senior executives after taking inte account
individual performance n the previous year Each award 15 divided into two equal parts for testing attainment against
pre-determined benchmarks One half of the reward 1s subject to a TSR measure, based on HSBC’s ranking agamst a
comparator group of 28 major banks, the other half of the award 1s subject to an earnings per share target For each
element of the award, shares are released to the employee on a shiding scale from 30 to 100 per cent of the award,
depending on the scale of achievement against the benchmarks, providing that the mmimimum criteria for each
performance measure have been met These shares vest after three years to the extent that the vesting conditions are

satisfied

Outstanding at | January
Adjustment for nghts 1ssue
Granted in the year
Released in the year
Forfeited 1n the year

Outstanding at 31 December'

1 The above table mcludes the bank employee awards of 111,349 (2008 809,522)

2009 2008
Number Number
(0007s) {000’s)
1,228 2,184
156 -

- 167

(354) (809)
(830) _G19)
200 1,228

No performance shares were awarded by HSBC 1n 2009  The weighted average fair value of shares awarded by the

group for Performance Share Awards in 2008 was £8 56
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Restricted share awards

Restnicted shares are awarded to other employees on the basis of their performance, potential and retention
requirements, to aid recruitment or as a part-deferral of annual bonuses Shares are awarded without corporate
performance conditions and generally vest between one and three years from the date of award, providing the
employees have remained continuously employed by the group for this period

2009 2008

Number Number

(000’s) (000°s)

QOutstanding at 1 January 42 881 29,590
Adjustment for nghts issue 9,343 -
Granted in the year 48,750 25202
Released in the year (19,997) (9,328)
Forfeited n the year (9,197) (2,583)
Qutstanding at 31 December 71,780 42 881

The weighted average fair value of shares awarded by the group for Restricted Share Awards in 2009 was £4 00
(2008 £8 56)

Share options

Share options were granted in 2005 under the HSBC Share Plan to employees in France on the basis of their
performance in the previous year The share options are subject to the corporate Performance Conditions, which
consists of an absolute Earnings Per Share measure and a TSR measure based on the Group’s ranking against a
comparator group of 28 major banks The options may vest after three years Options granted in June 2005 are
exercisable up to the fourth anniversary of the date of grant, after which they will lapse Options granted in
September 2005 are exercisable up to the tenth anmiversary of the grant, after which they will lapse

2009 2008
Weighted average Weighted average
Number exercise price Number exercise price
(000°s) £ (000’s) £
Ouistanding at 1 January 300 889 525 8385
Adjustment for nghts 1ssue 44 775 - -
Forfeited in the year (258) 7 66 (225) 879
Outstanding at 31 December 86 7 99 300 8 89

No options were granted 1n 2009 apart from those to compensate for the nghts 1ssue (2008 Nil) The weighted
average remaining contractual hife of options outstanding at the balance sheet date was 5 8 years (2008 2 1 years)
All of the options were exercisable

Savings-related share option plans

Savings-related share option plans invite ehgible employees to enter into savings contracts to save up to £250 per
month, with the option to use the savings to acquire shares The aim of the plans 1s to align the interests of all
employees with the creation of sharehelder value The options are exercisable within three months following the first
anmversary of the commencement of a one-year savings contract or within six months following either the third or
the fifth anniversary of the commencement of three-year or five-year contracts, respectively The exercise price 1s set
at 20 per cent (2008 20 per cent) discount to the market value immediately preceding the date of invitation

76




HSBC BANK PLC

Notes on the Financial Statements (continued)

2009 2008
Weighted average Weighted average
Number exercise price Number €XercIse pnee
(000°s) £ {000’s) £
Qutstandmng at 1 January 37,115 694 41,029 659
Adjustment for nghis 1ssue 4,276 700 - -
Granted 1n the year 64,018 330 13,718 682
Exercised in the year (3,116) 549 (13,273) 573
Transferred in the year (23,476) 625 {1,404) 720
Expired in the year (1,477) 6.33 (2,955 702
Outstanding at 31 December'* 77340 524 37.115 694

1 The above table includes the bank employee options of 33,404,227 outstanding at [ January 2009 (2008 34,569,476), 37,743,478
options granted i the year (2008 12,085 353} and 69,911,144 options outstanding at 31 December 2009 (2008 33,404,227}

2 The weighted average exercise price for bank employees at 1 January 2009 was £6 94 (2008 £6 57) and at 31 December 2009 was
£3 192008 £6 94}

The weighted average fair value of options granted during the year was £1 37 (2008 £2 17) The weighted average
share price at the dates the share options were exercised was £5 86 (2008 £7 99) The number of options, weighted
average exercise price, and the weighted average remaming contractual life for options outstanding at the balance
sheet date, analysed by exercise price range, were as follows

The group
2009 2008
Exercise price range (£) £5.34-£9 77 £535-£8 02
Weighted average remaiming contractual hife (years) 310 219
Of which exercisable
— number (000’s) 4,007 605
— weighted average exercise price (£) 623 591
The bank
2009 2008
Exercise price range (£) £534-£9 77 £535-£8 02
Weighted average remaining contractual hife (years) 312 226
Of which exercisable
— number {000’s) 3,793 485
— weighted average exercise price (£) 621 583

HSBC Holdings Restrnicted Share Plan 2000

Performance share awards made under the HSBC Holdings Restricted Share Plan 2000 (the ‘Restricied Share Plan’)

Performance share awards under the Restricted Share Plan were granted to semor executives from 1996 to 2004 The
aim of the plan was to align the interests of executives with the creation of shareholder value This was achieved by
setting certain TSR targets against a peer group of major banks which would normally have to be attained in order for
the awards to vest In addition to these performance conditions, none of the outstanding awards will vest unless the
Group’s Remuneration Commuittee 15 satisfied that, during the performance penod, HSBC has achieved sustained
growth Fellowing adoption of the HSBC Share Plan 1n 2003, no further awards will be made under this Plan other
than from reinvested scrip dividends

2009 2008

Number Number

(000°s) (000°s)

Outstanding at | January - 1,052
Granted n the year - 23
Released in the year - (985)
Transferred in the year - (90}

Outstandming at 31 December - -

| Additions during the prior year comprised remvested scrip dvidends
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Restricted share awards made under the HSBC Holdings Restricted Share Plan 2000

Restricted share awards under the Restricted Share Plan were granted to ehigible employees from 2000 to 2005, after
taking into account the employees’ performance in the previous year, their potential and retention requirements
Restnicted shares were also awarded as part-deferral of annual bonuses or for recruitment purposes Shares are
awarded without corporate performance conditions and generally vest between one and three years from the date of
award, providing the employees have remamned continuously empleyed by the group for the peried

—— T L

2009 2008

Number Number

(000°s) (0007s)

Cutstanding at 1 Janvary 153 6,111
Adjustment for nghts 1ssue 21 -
Addiions duning the year' 3 223
Released n the year (164) (5,896)
Forfeited in the year - (304)
Transferred in the year 15 19
Outstanding at 31 December’ 28 153

1 Addurons during the year comprised reimvested scrip drvidends

2 The above table includes bank emplovee shares of 85,051 owtstanding at 1 January 2009 (2008 3,569,950), nil shares granted in the

year (2008 mil} and 27 868 outstanding at 31 December 2009 (2008 85,051)

No shares were awarded by the group for the HSBC Holdings Restricted Share Plan 2000 1n 2009 or 2008

The weighted average remaining vesting perod as at 31 December 2009 was 3 months (2008 5 months)

The HSBC Holdings Group Share Option Plan

The HSBC Holdings Group Share Option Plan was a long-term incentive plan under which certain group employees
between 2000 and 2005 were awarded share options The aim of the plan was to align the interests of those gher-
performing employees with the creation of shareholder value This was achieved by setting certain TSR targets which
would normally have to be attained 1n order for the awards to vest Options were granted at market value and are
normally exercisable between the third and tenth anniversanes of the date of grant, subject to vesting conditions

Options granted after May 2005 are made under the HSBC Share Plan

2009 2008
Weighted average Weighted average
Nember exercise price Number €XETCISE price
(000°s) £ {000°s) £
Outstanding at 1 January 40,223 787 42222 786
Adjustment for nghts 15502 6,014 7.86 - -
Exercised in the year (779) 6.26 (1,596) 716
Transferred n the year 661 794 2,059 778
Forfeited and expired 1n the year (1,727) 734 (2,462) 8§09
Outstanding at 31 December 44,392 6 85 40,223 787

The weighted average share price at the date the share options were exercised was £6 85 (2008 £7 87) No share
options were awarded by the group for the Group Share Option Plan 1n 2009 (2008 mil) The number of opticns,
weighted average exercise price, and the weighted average remaining contractual hfe for options outstanding at the

balance sheet date, analysed by exercise price range, were as follows
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The group
2009 2008

Exercise price range (£) £6.00-£6 99 £7 00-£7 99 £6 00-£8 00 £8 01-£10 00
Number (000°s) 13,934 30,458 12,611 27,612
Weighted average exercise price (£) 602 723 691 830
Of which exercisable

— number {000°s) 13,934 30,458 12,611 27,612

— weighted average exercise price (£) 602 723 691 830
The bank

2009 2008

Exercise price range (£) £6 00-£6 99 £700-£799 £6 00-£8 00 £8 01-£10 00
Number (000's) 6,823 14,568 6,169 13,165
Weighted average exercise price (£) 602 722 691 §29
Of which exercisable

— number {000's) 6,823 14,568 6,169 13,165

- weighted average exercise price (£) 602 722 691 829

HSBC France and subsidiary company plans

Before i1ts acquisition by the group in 2000, HSBC France and certain of 1ts subsidiaries operated employee share
plans under which share options were granted over their respective shares

Opnions over HSBC France shares granted between 1994 and 1999 vested upon anncuncement of the group’s
agreement to acquire HSBC France and were therefore included in the valuation of HSBC France

HSBC France granted 909,000 options in 2000 after the pubhc announcement of the acquisition and these optiens did
not vest as a result of the change in control The options were subject to continued employment and vested on 1
January 2002 The HSBC France shares obtained on exercise of the options are exchangeable for HSBC’s ordinary
shares of US$0 50 each in the same ratio as the Exchange Offer for HSBC France shares (13 ordinary shares of
US$0 50 for each HSBC France share) Options are granted at market value and are exercisable withmn 10 years of
the date of grant

2009 2008
Number Exercise price Number Exercise price
(000°s) € (000°s) €
Outstanding at 1 January 604 142 50 604 142 50
Exercised in the year - 142 50 — 142 50
Ouistanding and exercisable at 31 December 604 142 50 604 142 50

The weighted average remamning contractual hfe for options outstanding at the balance sheet date was 4 months
(2008 1 3 years)

At the date of 1ts acquisition 1n 2000, certain of HSBC France’s subsidiary companies also operated employee share
option plans under which options could be granted over their respective shares On exercise of certain of these
options, the subsidiary shares are exchanged for HSBC ordinary shares The total number of HSBC Holdings
ordinary shares exchanged under such arrangements in 2009 was 70,257 (2008 12,810)

Pre-IFRS 2 awards

Detailed below are the share-based payment awards made before the date of application of IFRS 2 on 7 November
2002 and therefore not accounted for within the balance sheet or income statement
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The HSBC Holdings Group Share Option Plan

Quistanding at 1 January
Adjustment for nights 1ssue
Exercised 1n the year
Transferred in the year
Expired in the year

Outstanding at 31 December’ ?

2009 2008
Weighted average Weighted average
Number exercise price Number EXErCISe price
(000’s) £ (000’s) £
30,942 830 34,411 §20
4,626 831 - -
(773) 744 (2,281) 692
881 838 368 851
{3.514) 608 (1,556) 320
32,162 7.38 30,942 8 30

| The above includes the bank employee awards of 17,857,524 options oulstanding at | Jaruary 2009 {2008 20,236,879), and
17,324,442 options ousstanding at 31 December 2009 (2008 17 857,524)
2 The weighted average exercise price for bank employees was £8 17 at 1 January 2009 (2008 £8 02) and £7 35 at 31 December 2009

(2008 £8 17)

The number of options, weighted average exercise price, and the weighted average remaining contractual hfe for
options outstanding at the balance sheet date, analysed by exercise price range, were as follows

The group

Exercise price range (£)

Number (006's)
Wetghted average exercise price (£}
Of which exercisable
- number (000°s)
— weighted average exercise price (£)

The bank

Exercise price range (£)

Number (000°s)
Weighted average exercise price (£)
Of which exercisable
— number (000's)
— weighted average exercise price (£)

Savings-Related Share Option Plan

Outstanding at 1 January
Exercised in the year
Transferred in the year
Expired in the year

Outstanding at 31 December”

2009 2008
£5.56-£6 50 £6 51-£8 40 £638-£7 46 £747-£954
2,553 29,609 4,801 26,142
6350 746 692 856
2,553 25,609 4,801 26,142
6.50 746 692 856
2009 2008
£5.56-£6.50 £6.51-£8 40 £638-£7 46 £747-£954
2,002 15,322 4,240 13,618
6.50 7 46 692 856
2,001 15322 4,240 13,618
650 7 46 692 856
2009 2008

Waeighted average

Weighted average

Number eXercise price Number EXErciSe Price
(000’s) £ (000°s) £
- - 103 632

- - (85) 632

- - 2 659

- - 20y 632

V  The weighted average exercise price for bank emplovees was vl at I January 2009 (2008 £6 32) and nil ar 31 December 2009 (2008

nil)
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10 Tax expense

2009 2008
£m £m
Current taxatron

UK corporation tax charge — on current year profit 446 592
UK corporation tax charge — adjustments i respect of prior years 14 22)
Overseas tax — on current year profit 409 208
Overseas tax ~ adjustment 1n respect of pnor years 4 1
865 869

Deferred taxation
Ongination and reversal of temporary differences 24) (16}
Effect of changes in the tax rates 3) -
Adjustment 1n respect of prior years 18 (10}
) (26}
Tax expense 856 843

The UK corpoeration tax rate applying to HSBC Bank ple and its subsidianies was 28 per cent (2008 30 per cent to 31
March 2008 and 28 per cent thereafter) Other overseas subsidianes 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

tax rate
2009 2008
Percentage of Percentage of
overall tax charge overall tax charge
£m % £m %
Taxation at UK corporate tax rate of 28% (2008
285 %) 1,124 280 1,244 285
Effect of taxing overseas profit in principal
locations at different rates (50) 2 (51) {12)
Tax-free gains (116) 29) (333) (76)
Adjustment 1n respect of prior peniod habilities 28 07 (3hH {07
Effect of profits 1n associates and joint
ventures 4) ¢1) 2) -
Effect of previously unrecognised temporary
differences (4) ©n 27 06}
Relcase of deferred tax consequent on the
disposal of the group’s London headquarters
building (20} 23 — -
Deferred tax temporary difference not provided 9 02
Other items ) (10 43 09
Overall tax expense 856 213 843 193

1 The change in the UK corporation tax rate from 30 per cent to 28 per cent with effect from [ April 2008 gave rise to a blended tax rate
Jor 2008 of 28 5 per cent

In addition to the amount charged to the income statement, the aggregate amount of current and deferred taxation
relating to 1items that are taken directly to equity was a £414 million increase in equity (2008 £438 million increase
In equity)
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Movement in deferred taxation duning the year

The group The bank
2009 2008 2009 2008
£m fm £m fm
At | January 330} 252) 136 513
Income statement credit/(charge) 9 26 (79 {223)
Other comprehensive income
- available-for-sale investments (147} 121 - 2
— cash flow hedges (19) (151) 29 (153)
- share-based payments 5 5 5 5
- actuanal gains and losses 676 26 688 (9
Disposal of subsrdiary - (44) - -
Loss of future deduction on restructuring of a
partnership interest - {32) - -
Foreign exchange and other adjustments 3 (9) (2} 1
At 31 December 197 (330) 777 136

The amount of deferred taxation accounted for in the balance sheet, before netting off balances within countries,
compnised the following deferred tax assets and habilities

The group The bank
2009 2008° 2009 2008*
£m £m £m £m
Deferred tax assets
Retirement benefits 735 194 698 135
Loan impairment allowances 116 137 44 56
Unused tax losses - 3 - -
Property, plant and equipment 76 9 65 -
Available-for-sale investments 13 116 - -
Cash flow hedges 10 61 - -
Share-based payments 63 40 46 24
Other temporary differences 298 238 69 133
1,311 798 922 348
Deferred tax liabihities
Assets leased to customers 438 499 - -
Revaluation of property 78 82 1 11
Property, plant and equipment 2 39 - 37
Available-for-sale investments 77 16 1 2
Cash flow hedges 132 160 131 160
Other temporary differences 387 332 2 2
1,114 1,128 145 212
Net deferred tax asset/(hability) before offsetung
balances within countries 197 (330) 777 136

2 Prior period balances have been re-presented on a consistent basis with the current year presentation

For the group, the amount of temporary differences for which no deferred tax asset 1s recogmsed in the balance sheet
15 £36 mullion (2008 £61 mullion) This amount 15 1n respect of unrealised capital losses where the recoverability of
potential benefits 1s not constdered likely

For the bank, there are no temporary differences for which no deferred tax asset 1s recognised in the balance sheet
(2008 £55 million) The comparative amount was 1n respect of unrealised capital fosses where the recoverability of
potential benefits was not considered likely
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After netting off balances within countries, the balances as disclosed in the accounts are as follows

The group The bank
2009 2008 2009 2008
£m £m £m £m
Deferred tax assets 355 113 779 138
Deferred tax habihties (158) (443) (2) (2)
197 (330% 777 136

Deferred tax 15 not recogmised in respect of the group’s investments 1n subsidiaries and branches where remittance is
not contemplated, and for associates and interests 1n joint ventures where 1t has been determined that no additional
tax will anise The aggregate amount of temporary differences associated with such investments 1s ml (2008 £7,477
million} Following the change 1n 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 meaningfu) amount of temporary differences associated with such investments
can be disclosed

Dividends

12

Dhvidends to shareholders of the parent company were as follows

2009 2008
Dividends declared on ordinary shares £ per share Total£m £ per share Total £m
Second mtenm dividend in respect of previous
year - - 125 1,000
First intenim divadend 1 respect of current
year 055 441 104 825
Second mterrm dividend in respect of current
year 063 500 130 1,037
118 941 359 2,862
2009 2008
Dhividends on preference shares classified
as equity £ per share Total £m £ per share Total £m
Dividend on HSBC Bank plc non-cumulative
third dollar preference shares 113 40 117 41
113 40 1137 41
2009 2008
Coupons on capital secuntes classified as equity £m £m
Coupon 1n respect of the first quarter of the year 11 18
Coupon 1n respect of the second quarter of the year 66 18
Coupon n respect of the third quarter of the year 5 17
Coupon 1n respect of the fourth quarter of the year 4 18
86 71

Segment analysis

The factors used to 1dentify the group’s reporting segment are discussed in “Accounting Policies” on page 43

UK Retail Banking

Retail Banking compnises two customer groups, Personal Financial Services (‘PFS’) and Commercial Banking
(*CMB’} UK Personal Financial Services provides current accounts, savings, personal loans, mortgages, cards,
financial planming, as well as hife and general msurance to UK personal customers through a vanety of distribution
channels under various HSBC brands, including first direct, Marks & Spencer Money and partnership card™ UK
Commercial Banking provides a wide range of products and services to commercial orgamsations, from sole
propnetors to quoted compames These include current and savings accounts, payments, electronic banking, trade
finance, loans, overdrafts, asset finance, foreign exchange and other treasury and capital markets instruments, wealth
management services and general insurance
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Continental Europe Retail Banking

Continental Europe Retail Banking provides a comprehensive range of retail financial services to local and expatriate
personal and commercial customers in Europe The principal Retail Banking operations are 1in France, Turkey,
Germany and Malia, with a growing PFS network in Russia and Poland which supports an existing extensive
Commercial Banking network across the region

Global Bankmmg and Markets

Global Banking and Markets provides taslored financial solutions to major government, corporate and instituttonal
clients worldwide The business 1s managed as four principal business hnes Global Markets, Global Banking,
Pnncipal Investments and HSBC Global Asset Management This 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 clients

Private Banking

Private Banking reflects the operations of HSBC Private Banking Holdings (Swisse) SA and its subsidianes Private
Banking helps individuals and famihes meet their complex international financial needs by offering product
leadership in areas such as credit, hedge funds advisory, estate planning, and imnvestment advice

Other

Activities or transactions which do not relate directly to the business segments are reported in Other The main items
reported under Other include gan on sale of the French regional banks in 2008, movements 1n the fair value of own
debt, certaan central funding costs and the gain 1n respect of the sale of HSBC’s London headquarters
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Profit/ (loss) for the year

Year ended 31 December 2009

Global
Contiental Banking
Europe and Private Inter
UK Retall Retail Markets Banking Other Segment Total
£fm £m £m £m im £m £m
Net inferest income 3,361 1,681 2,849 815 (192) (423) 8,091
Net fee income 1,913 423 1,060 626 55 - 4,077
Net trading income 28 28 1,972 210 (35) 423 2,626
Net {expense)mncome from financial
instruments designated at fair value 181 509 227 - (374) - 543
Gains less losses from financial
wnvestments' 4} £S5 39 (0} (125) - (73)
Dividend income 2 2 19 6 - - 29
Net earned insurance premiwms 468 2,250 (N - [0))] - 2,716
Other operating income 311 49 424 23 349 ©3} 1,093
Total operating income 6,263 4,957 6,589 1,679 (323) (63) 19,102
Net insurance claims incurred and
movement i habilities to
policyholders (720) (2,819) — — (1} — (3,540)
Net operating income before loan
impairment charges and other
credit risk provisions - 5,543 2,138 6,589 1,679 (324) (63) 15,562
Loan impairment charges and other
credit nisk provisions’ (1,600) (338) (1,40%) (19) {2) - (3,364)
Net operating income . 3.943 1,800 5,184 1,660 (326) (63) 12,198
Employee compensation and benefits (1,011} (843) 1,452) (629) 517 - (4,452)
General and administrative expenses (1,675) (646) (1,021} (279) 444 63 (3,114)
Depreciation and impairment of
property, plant and equipment (187 97 (174) 23 (¢)] - (482)
Amortisation and impairment of
intangible assets' (95) (n @n (1) (10) - (150)
Total operating expenses . .o (2,968) {(1,603) (2,674) (932) (84) 63 (8,198)
Operanng profit . . .. 975 197 2,510 728 {410) - 4,000
Share of profit in associates and yoint
ventures 13 - 1 - - - 14
Profit before tax P R 988 197 2,511 728 (410) - 4,014
Tax expense (192} 2m (531) (86) 27 - (856)
Profit for the year . e e 796 177 1,980 642 (437} — 3,158

1 Significant non-cash item
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Year ended 31 December 2008

Contmental Global
Europe Banking and Private Inter
UK Retail Retail Markets Banking Other Segment Total
fm £m £m £m £m £m fm
Net nterest income 3,692 1,505 1,963 746 (108) (2,101) 5,697
Net fee imcome i,917 532 845 627 36 - 3,957
Net trading income 61 11 318 212 264 2,101 2,967
Net (expense)/income from financial
instruments designated at fair value (129) {885) 377 - 204 - (1,097)
Gains less losses from financial
mvestments’ 133 83 (18) 17 (133) - 82
Dividend mcome 59 8 14 3 1 - 85
Net eamed mnsurance premums 1,376 1,516 - - (1) - 2,891
Other operating income 375 55 27 29 921 (58) 1,593
Total operating mneome 7,484 2,825 3m6 1,634 1,274 (58) 16,175
Net insurance claims incurred and
movement i habihities to
policyholders (1,044) (791) - - — - (1,835}
Net operating income before loan
impairment charges and other credit
risk provisions 6.440 2,034 3,016 1,634 1,274 (58) 14,340
Loan mpairment charges and other
credit nisk provisions’ (1,095) (279) (453) (€28} (3) - (1,861}
Net operating income 5,345 1,755 2,563 1,603 1,271 (58) 12,479
Employee compensation and benefits (1,325) (827) (1,209) (571) (566) - (4,498)
General and administrative expenses (1,653) (599) (1,038) (287) 470 58 (3,049}
Depreciation and impairment of
property, plant and equipment’ (166) (82) (174) a7 (1)) - {466}
Amortisation and impairment of
intangible assets’ (70 (1) (v3)) (2) ) - (109)
Total operating expenses {3,214) (1,519} (2,442) (877) (128) 58 {8,122)
Operating profit 2,131 236 121 726 1,143 - 4,357
Share of profit in associates and joint
ventures 8 — | - — — 9
Profit before tax 2,139 236 122 726 1,143 - 4,366
Tax expense (387 @ 38) (85) (312) - (843)
Profit for the year 1,752 215 84 641 831 - 3,523

2 Significant non-cash em
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Orther information about the profit/(loss) for the year

Year ended 31 December 2009
Net operating income

External

Inter-segment

Year ended 31 December 2008
Net operating income

External

Inter-segment

Performance ratios

Year ended 31 December 2009
Share of the group’s profit before tax
Cost efficiency ratio

Year ended 31 December 2008
Share of the group’s profit before tax
Cost efficiency raug

Balance sheet mformation

Year ended 31 December 2009

Loans and advances to customers (net)

Investment i associates and joint
venture

Total assets

Customer accounts

Total habilities

Capital expenditure incurred®

Year ended 31 December 2003

Loans and advances to customers (net)

Investment in associates and joint
venture

Total assets

Customer accounts

Total Liabthities

Capital expenditure incurred’

Global
Continental Banking
Europe and Private Inter
UK Retatl Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
3,943 1,800 5,184 1,660 (326) (63) 12,198
4,004 1,760 5,384 1,311 (261) - 12,198
(61) 40 (200) 349 (65) (63) -
5,345 1,755 2,563 1,603 1,271 (58) 12,479
4,498 1,768 3,968 1,080 1,165 - 12,479
847 (13) (1,405) 523 (106} (58) —
Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets Bankmng Other Segment Total
£fm £m £m £m £m £m £m
988 197 2,511 728 (410) - 4,014
53.55% 74 98% 40.58% 5551% - - 52 68%
2,139 236 122 126 1,143 - 4,366
4991% 74 68% 80 97% 5367% - - 56 64%
Global
Continental Banking
Europe and Private 1nter
UK Retall Retail Markets Banking Other Segment Total
£m £m £m £m £m fm £m
111,251 33,136 110,580 19,091 601 - 274,659
31 3 35 1 9 - 79
152,935 61,628 578,994 69,514 12,650  (123,793) 751,928
134,707 30,102 113,602 54,482 3 - 332,896
144,306 51,807 570,874 62,252 15,959  (121,698) 723,500
343 74 33 14 31 - 778
106,516 38,578 131,149 21,604 457 - 298,304
31 3 36 2 i - 73
145,753 69,928 781,992 88,676 5,187  {167,305) 924,231
129,108 33,784 140,813 66,049 126 - 369,880
139,584 58,255 737,775 81,306 13,454  (126,804) 903,570
418 139 366 21 14 - 958

3 Expenditure incurred on property, plant and equipment and other mtangible assets Excludes assets acquired as part of business

combination and goodwill
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Other financial information

Net operating income by customer group and global business

Global
Personal Banking
Financial Commercial and Private Inter
Services Banking Markets  Banking Other Segment Total
£m £m £m £m £m fm £m
Year ended 31 December 2009
Net operating mcome 3,441 2302 5,184 1,660 (326) (63) 12,198
Externat 3,544 2,220 5384 1,311 (261) - 12,198
Inter-segment (103} 82 (200) 349 (65) _ (63 -
Year ended 31 December 2008
Net operating income 4,139 2,961 2.563 1,603 1,271 (58) 12,479
External 3,173 3,093 3,968 1,080 1,165 - 12,479
Inter-segment 966 (132} (1,405) 523 (106) {58) -
Information by country
31 Degember 2009 31 December 2008
External net External net
operating income’ Non-current assets’  operating mmcome’  Non-curmrent assets’
£m £m im £m
United Kingdom 7,594 5327 7,744 5,251
France 2,119 6,579 2,743 7,405
Switzerland 512 2,590 341 2,767
Other countnies 1973 1,001 1,651 1,009
TOTAL 12,198 15,497 12,479 16,522

4 Net operating income 1s attributed to countries on the basis of the customers’ location
5 Non current assets consist of property, plant and equipment, goodwili, other intangible assets and certaun other assets expected to be
recovered more than twelve months afier the reporting period

13 Analysis of financial assets and liabilities by measurement basis

The following tables analyses the carrying amount of financial assets and lrabilities by category as defined 1n IAS 39
and by balance sheet heading
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14 Reclassification of financial assets

Reclassification from Available for Sale to Held to Maturity

On 7 January 2009, the group reclassified £6 0 billion of financial assets from the available for sale category to the
held to matunty 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 Recervables/Available for Sale

In October 2008, the group and the bank reclassified £5 0 billion and £0 2 bilhion of financial assets classified as held
for trading assets into the loans and receivables and available for sale categones respectively, with effect from 1 July
2008 Dunng November and December 2008, the group and the bank reclassified £0 9 billion and £1 4 billion of
financial assets classified as held for trading into loans and receivables and available for sale respectively These
latter reclassifications took effect prospectively

The reclassifications were made as a result of sigmificant reduction 1in market hquidity for these assets, and a change
n the group’s intention to held the assets for the foreseeable future or to matunty These circumstances form part of
the wider context of market turmei] and are considered a rare event and, as such, the reclassification 1s permitted
under the amendment to 1AS 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

At 31 December 2009 Al 31 December 2008

Carrying amount Fair value Carrying amount Fair value
£m £m £m £m

Reclassification to loans and receivables
ABSs 3872 2,994 4,292 3,207
Trading loans — commercial mortgage loans 341 312 403 383
Leverage finance and syndicated loans 2,346 2,183 2,432 1,877
6,559 5,489 7,127 5,467

Reclassification to available for sale

Corporate debt and other securities 847 847 1,592 1,592
7406 6,336 8,719 7,059

If these reclassifications had not been made, the group’s profit before tax 1n 2009 would have been increased by £587
muilion from £4,014 miltlion to £ 4,601 nullion (2008 a reduction of £1,793 mullion from £4,366 million to £2,573
mullion) The changes in group profit would have been entirely in the Global Banking & Markets segment

The following table shows the fair value gains and losses recognised 1 the income statement from the date of
reclassification The effect on the income statement pre reclassification for 2008 was a loss of £618 million

Effect on wncome statement for 2009 Effect on income statement for 2008

Recordedin  Assumingno  Neteffect of Recordedin  Assumingno  Net effect of
the mncome reclassification reclassification
statement

the income reclassification reclassification

statement
£fm £m £m £m £m £m
Financial asset reclassified to loans and
recervables
ABS 229 361 (132) 167 918} 1,085
Trading Joans — commercial mortgage loans 19 9 10 11 (%) 20
Leverage finance and syndicated loans 179 540 {361) 77 (478) 555
427 210 (483) 255 {1,405) 1,660
Financial assets reclassified to available for
sale
Corporate debt and other secunties 76 180 (104) 13 {120) 133
503 1,090 (587) 268 (1,525) 1,793
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Trading assets

16

The group The bank
2009 2008 2009 2008
£m £m £m £m

Trading assets

—which may be repledged or resold by counterparties 55,528 50,364 24,013 16,903
— not subject to repledge or resale by counterparties 109,480 121,662 99,944 113,302
165,008 172,026 123,957 130,205
Treasury and other eligible bills 789 21 74 7
Debt securities 75,566 77,241 35314 32,132
Equity securities 19,404 13,126 18,793 11,050
Loans and advances 1o banks 30,857 37,898 34,111 45,299
Loans and advances to customers 38,392 43,740 34,998 41717
165,008 172,026 123,957 130 205

Included within the above figures for the group are debt secunties 1ssued by banks and other financial institutions of
£21,952 million (2008 £24,371 milhon), of which £3,740 million (2008 £831 million) are guaranteed by various
governments

Included within the above figures for the bank are debt securities 1ssued by banks and other financial mstitutions of
£11,752 muilhon (2008 £14,140 million), of which £1,113 mulhion (2008 £37 mullion) are guaranteed by vanous
govermnments

Financial assets designated at fair value through profit or loss

The group The bank
2009 2008 2009 2008
£m £m £m £m
Financial assets designated at fair value
— not subject to repledge or resale by
counierparties 16,435 13 895 6,592 4,562
Treasury and other eligible bills 35 43 - -
Debt secunities 8,706 7,380 6,515 4514
Equuty secunities 6,955 5,822 - -
Loans and advances to banks 214 153 77 78
Loans and advances to customers 525 497 — -
16,435 13,855 6,592 4,592
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17 Derivatives

Fair values of derivatives by product contract type held

The group
At 31 December 2009
Assets Liabihties
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign exchange 25,056 - 25,056 (25,713} (9) (25,722)
Interest rate 114,875 1,671 116,546 (114,452) (1,349 (115,801)
Equity 9,388 - 9,388 (10,487} - (10,487)
Crednt 8,345 - 8,345 (7,563) - {7,563)
Commodity and other 348 - 348 (272} - (272)
Gross total fair values 158,012 1,671 159,683 (158,487) (1,358) (159,845)
Netting (41,167) 41,156
Total 118,516 (118,689)
At 31 December 2008
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign exchange 59,121 11 59,132 (59,891) (10} (59,901)
Interest rate 179,467 1,941 181,408 (177,398) (1,627} (179,025)
Equity 11,260 — 11,260 (12,383) - (12,383)
Credit 29,972 - 29972 (28,331) - (28.331)
Commodity and other 621 - 621 (695) - (695)
Gross total fair values 280,441 1,952 282,393 (278.,698) (1,637 (280,333)
Netting (39,309) 39,304
Total 243,084 (241,031)
The bank
At 31 December 2009
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign exchange 24,479 - 24,479 (25,757) - {25,757)
Interest rate 89,253 1,066 90,319 (87,984) (488) (88,472)
Equity 8,240 - 8,240 (10,144) - (10,144)
Crednt 8,350 - 8,350 (7.449) - (7.449)
Commodity and other 451 — 451 (378) — (378)
Gross total fair values 130,773 1,066 131,839 (131,712) (488) (132,200)
Netting (31,039) 31,039
Total 100,800 (101,161)
At 31 December 2008
Assets Liabihities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m fm
Foreign exchange 58,265 - 58,265 (59,163) - (59,163)
Interest rate 140,700 1,370 142,070 (139,759) (698) (140,457
Equity 1,134 - 1,134 (3,575) - (3,575)
Credn 29,667 - 29,667 (27,988) - (27,988)
Commedity and other 864 - 864 (936) - (936)
Gross total fair values 230,630 1,370 232,000 (231,421) (698) (232,119)
Netung (34,872) 34,872
Total 197,128 (197,247)
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Use of derivatives

The group transacts denvatives for three pnimary purposes to create risk management solutions for chients, for
proprietary trading purposes, and to manage and hedge the group’s own risks Denvatives (except for denivatives
which are designated as effective hedging instruments as defined in IAS 39) are held for trading The held for trading
classification includes two types of derivanves those used 1n sales and trading activities, and those used for risk
management purposes but which for various reasons do not meet the qualifying criteria for hedge accounting The
second category includes derivatives managed 1n conjunction with financial instruments designated at fair value
These activities are described more fully below

The group’s derivative activities give rise to significant open positions 1n portfolios of dervatives These positions
are managed constantly to ensure that they remain within acceptable nisk levels, with matching deals being 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 credit exposures that are used for traditicnal lending

Trading derivatives

Most of the group’s denivative transactions relate to sales and trading activities Sales activities include the
structuring and marketing of dertvative products to customers to enable them to take, transfer, modify or reduce
current or expected risks Trading activities in derivatives are entered into principally for the purpose of generating
profits from short-term fluctuations sn price or margin Positions may be traded actively or be held over a pertod of
time to benefit from expected changes 1n currency rates, iterest rates, equuty prices or other market parameters
Trading includes market-making, positiomng and arbitrage activities 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 nsk positions 1n the expectation of benefiting from favourable movements in prices, rates or
indices, arbitrage involves identifying and profiting from price differentials between markets and products

As menticned above, other derivatives classified as held-for-trading include non-quahifying hedging derivatves,
meffective hedging derrvatives and the components of hedging denvatives that are excluded from assessing hedge
effectiveness Non-qualifying hedging derivatives are entered into for nsk management purposes but do not meet the
criteria for hedge accounting These include denvatives managed 1n conjunction with financial instruments
designated at fair value

Gains and losses from changes in the fair value of derivatives, including the contractual interest, that do not qualify
for hedge accounting are reported in “Net trading income’, except for derivatives managed 1n conjunction with
financial instruments designated at fair value, where gains and losses are reported in ‘Net mmcome from financial
mstruments designated at fair value’, together with the gains and losses on the hedged items Where the denivatives
are managed with debt securities i 1ssue, the contractual interest 1s shown n “interest expense’ together with the
interest payable on the 1ssued debt

Notional contract amounts of derivatives held for trading purposes by product type

At 31 December

The group The bank
2009 2008 2009 2008
£m £m £m £m
Foreign exchange 1,250,874 1,490,980 1,204,294 1,366,091
Interest rate 7,428,567 6,971,748 5,587,747 4,860,786
Equity 162,637 133,737 144,659 23,059
Crednt 400,712 655,423 403,569 659,262
Commodity 22,666 28,937 21,947 28,550
Total denvatives 9,265,456 9,280,825 7.362,216 6,937,748

The notional or contractual amounts of these instruments indicate the nominal value of transactions outstanding at the
balance sheet date, they do not represent amounts at risk
Derwvatives valued using models with unobservable mputs

The difference between the fair value at initial recognition (the transaction price) and the value that would have been
denived had valuation techniques used for subsequent measurement been applied at imitial recogmition, less
subsequent releases, 1s as follows
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The group The bank
2009 2008 2009 2008
£m £m £m £m
Unamortised balance at 1 Jannary 98 90 54 59
Deferral on new transactions’ 85 123 76 37
Recogmsed 1n the income statement duning the
period
— amortisation (47) (46) (14) (16)
— subsequent 10 unobservable inputs
becoming observable (1) “@7n [410)] 7
— maturnity or terrmanation, or offsetting
denvative @n (32) (8) (19
Exchange differences 3 11 (2) i
Risk hedged - ()] - (1)
Unamortised balance at 31 December’ 101 98 96 54

1 The bank 2009 balance includes £40m on an intra-group business transfer to the bank
2 This amount is yet to be recogrused 1 the income statement

Hedging instruments

The group uses derivatives (principally nterest rate swaps) for hedging purposes in the management of 1ts own asset
and hability portfolios and structural positions This enables the group to optimise the overall cost to the group of
accessing debt capital markets, and to mitigate the market nsk which would otherwise arise from structural
imbalances 1n the matunity and other profiles of 1ts assets and habilities

Notional contract amounts of derivatives held for hedging purposes by product type

The notional contract amounts of these nstruments indicate the nerminal value of transactions outstanding at the
balance sheet date, they do not represent amounts at nisk

The group
At 31 December 2009 At 31 December 2008
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
Exchange rate 182 444 197 585
Interest rate 97,749 11,083 92,661 6,478
The bank
At 31 December 2009 At 31 December 2008
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m im £m
Interest rate 47038 1,398 43,810 943

Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in the
fair value of fixed-rate long-term financial instruments due to movements in market interest rates For qualifying fair
value hedges, all changes in the fair value of the dernivative and in the fair value of the item 1n relation to the risk
being hedged are recognised in the income statement 1f the hedge relationship 1s terminated, the fair value
adjustment to the hedged item continues to be reported as part of the basis of the 1tem and 1s amortised to the income
statement as a yield adjustment over the remainder of the hedging pertod
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The group
At 31 December 2009 At 31 December 2008
Assets Liabihihes Assets Liabilities
£m £m £m £m
Foreign exchange - - - 9)
Interest rate 55 (399) 87 (423)
55 {399) 87 (432}
The bank
At 31 December 2009 At 31 December 2008
Assets Liabilitres Assets Liabilities
£m £m £m £m
Interest rate 24 L - (93)
24 (1) - (93)
Gains or losses arising from the change n fair value of fair value hedges
The group The bank
2009 2008 2009 2008
£m £m £m £m
Gains/ (losses)
— on hedging instruments 7 (189) 45 (49)
—on hedged items attmbutable to the hedged
nsk 28) 196 57 50

The gams and losses on meffective porttons of fair value hedges are recogmsed immediately in ‘Net trading income’

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and cross-currency swaps that are used to protect
against exposures to variability in future nterest cash flows on non-trading assets and liabilities which bear interest at
variable rates or which are expected to be re-funded or reinvested 1n the future The amounts and timing of future
cash flows, representing both principal and interest flows, are projected for each portfolio of financial assets and
liabilhities on the basis of their contractual terms and other relevant factors, including estimates of prepayments and
defauits The aggregate principal balances and interest cash flows across all portfolios over ime form the basis for
identifyaing gains and losses on the effective portions of dersvatives designated as cash flow hedges of forecast
transactions Gatns and losses are initially recogrised in other comprehensive income, 1n the cash flow hedging
reserve, and are transferred to the income statement when the forecast cash flows affect the income statement

Fair value of derivanves designated as cash flow hedges

The group
At 31 December 2009 At 31 December 2008
Assets Liabihhes Assels Liabilities
£m £m £m fm
Foreign exchange - ) 11 ()
Interest rate 1,616 (950) 1,854 (1,204}
1.616 (959) 1,865 (1.205)
The bank
At 31 December 2009 At 31 December 2008
Assets Liabihities Assets Liabilities
£m £m £m £m
Interest rate 1,042 (487) 1,370 (605)

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December 5 as
foliows
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The group
At 31 December 2009
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£fm £m £m £m
Assets 43,520 46,485 25874 24
Liabilities (22,3583) (26,413) {10,906) (1,631)
Met cash inflow/(outflow) exposure 21,167 20,072 14,968 (1,607)
At 31 December 2008
More than 5 years or less
3 months 3 months but but more More than
or less less than | year than 1 year 5 years
fm £m £m £m
Assets 41,517 32,994 29,743 42
Liabilities (20,624) (20,985) (18,170) (1,836)
Net cash inflow/(outflow) exposure 20,893 12,009 11,573 (1,794)
The bank
At 31 December 2009
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year § years
£m £m £m £m
Assets 35,006 32,478 20,190 -
Liabilities {(12,371) (10,790} (7,691} {735)
Net cash inflow/(outflow) exposure 22,635 21,688 12,499 ~ {735)
At 31 December 2008
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£m £m £m fm
Assels 28,892 26,477 22,777 41
Liabilities (12,825) (12,707) {11,350) {190)
Net cash inflow/(outflow) exposure 16,067 13,770 11,427 (149)

The gains and losses on ineffective portions of such derivatives are recognised immediately 1n *Net trading income’
During the year to 31 December 2009, a loss of £4 million (2008 loss of £3 million) was recogmised due to hedge
meffectiveness
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18 Financial investments

The group The bank
2009 2008 2009 2008
£m £m £m £m
Financial investments
— which may be repledged or resold by
counterpartics 5,718 6,558 2,852 5,843
— not subject to repledge or resale by
counterparties 80,977 96,953 24,537 40,765
86,695 103,511 27,389 46,608
The group The bank
2009 2008 2009 2008
£fm £m £m £m
Treasury and other ehgible bills 2,34% 10,562 799 9818
— available-for-sale 2,349 10,562 799 9818
— held-to-maturity - - - -
Debt secunties 82,030 90,281 25,653 35,701
— avaitable-for-sale 77,179 90,256 25,653 35,701
— held-to-maturity 4,851 25 - -
Equity securities 2,316 2,668 937 1,08%
— available-for-sale 2316 || 2,668 | 937 || 1,089 |
Total financial tnvestments 86,695 103,511 27,389 46,608

For the group, £14,998 million (2008 £12,364 million), and for the bank, £10,045 million (2008 £10,607 million),
of the debt securities 1ssued by banks and other financial institutions are guaranteed by various governments

19 Repurchase agreements and securities lending agreements

The group enters mto transactions in the normal course of business by which 1t transfers recognised financial assets
directly to third parties or to special purpose entities These transfers may give nise to full or parhial derecognition of
the financial assets concerned

Transfers that do not quahfy for derecogmtion

The majority of financial assets that do not quahfy for derecognition are (1) debt securities held by counterparties
under repurchase agreements or (n) equity securities fent under securities lending agreements The following table
analyses the carrying amount of financial assets as at 31 December that did not quahfy for derecognition during the
year and their associated financial habilities

The group
2009 2008
Carrymng amount  Carrying amount Camrying amount  Carrying amount of
of assets of associated of assets  associated habilities
habihties

£m £m £m £m

Nature of transaction
Repurchase agreements 57,124 57,388 53,965 52,531
Secunties lending agreements 4,087 4,087 2,989 2,977
Total 61,211 61,475 56,954 55,508
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The bank
2009 2008
Carrying amount

Carrying amount of associated Carrymng amount  Carrying amount of
of assets liabilities of assets  associated habilities
£m £m £m £m

Nature of transaction
Repurchase agreements 22,778 23,048 19,993 18,655
Securities lending agreements 4,087 4,087 2,753 2,753
Total 26865 27.135 22 746 21 408

Interests Iin associates and joint ventures

Principal associates of the group

At 31 December 2009 At 31 December 2008

Carrying amount Carrying amount

£m £m

VocaLink Holdings Ltd 54 39
54 39

At 31 December 2009

Country of
1ncerporation Principal activity
Vocal.nk Holdings Ltd England Electromic payments
and transaction
services

Summarised aggregate financial information on associates

The group's share of

Assels
Liabilities
Revenue
Profit after tax

Interests 1n significant joint ventures

The group’s

interest in Issued equuty
eqmty capital capital
1522% £133m

2009 2008

fm £m

92 44

65 36

57 26

I @

At 31 December 2009

Issued equity

The group’s interest 1n capital/ Partnership

Principal activity equity capital equity interest

Vaultex UK Limited Cash management 50% £10m
Investment Holdings and

Holmwoods Termbme Credit Linted management 50% £1

On 12 June 2009 the bank sold 1ts remaming 49% stake in HSBC Merchant Services LLP to Global Payments Inc,
the joint venture partner The joint venture commenced in 2068 when the bank and Glebal Payments Inc

commenced the card processing joint venture, with the bank acquiring a 49% stake
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2009 2008
£m £m
Current assets 130 159
Non current assets 13 17
Current habilihes 125 149
Non cumrent habihities 10 10
Income 51 83
Expense (C)) (6%
21 Goodwill and intangible assets
The group The bank
2009 2008 2009 2008
£m £m £m £m
Goodwill 10,015 10,649 299 296
Present value of in-force long-term assurance
busimess (‘PVIF?) 630 579 - -
Other intangible assets 554 552 333 302
11,199 11,780 632 598
Goodwill
The group
2009 2008
£m £m
Gross amount and Carrying amount
At | January 10,649 8,974
Additions 157 6
Disposals’ - (747)
Exchange differences (762) 2419
Other changes (29} &)
At 31 December 10,015 10,649
1 2008 disposals are related to the sale of the French regional banks
The bank
2009 2008
£m £m
Gross amount and Carrying amount
At 1 January 296 291
Addmons 3 <
Other changes - 5
At 31 December 299 296

During 2009, no goodwill impairment was recognised (2008 nmil) Impairment testing in respect of goodwill 1s
performed annually by comparing the recoverable amount of cash-generating units (*CGUSs’) determined as at 1 July
2009 based on a value-in-use calculation That calculation uses cash flow estimates based on management’s cash
flow projections, extrapolated 1n perpeturty using a nominal long-term growth rate based on current market
assessments of GDP and inflation for the countries within which the CGU operates Cash flows are extrapolated
perpetuity due to the long-term perspective within the group of the business units making up the CGUs The discount
rate used ts based on the cost of capital the group allocates to investments in the countries within which the CGU

operates

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a sigmificant
effect on 1ts valuation The cost of capital percentage 1s generally derived from an appropriate capital asset pricing
model, which itself depends on inputs reflecting a number of financial and economic vanables including the risk-free
rate 1n the country concerned and a premium or discount to reflect the inherent nisk of the business being evaluated
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These variables are established on the basis of management judgement and current market assessments of economic
variables

The review of goodwill impairment represents management’s best estimaies of the factors set cut in Note 3 These
values are sensitive to the cash flows projected for the periods for which detailed forecasts are available, and to
assumptions regarding the long-term sustainable pattern of cash flows thereafter While the acceptable range within
which underlying assumptions can be applied 1s governed by the requirement for resulting forecasts to be compared
with actual performance and verifiable economic data in future years, the cash flow forecasts necessarily and
appropriately reflect management’s view of future business prospects The process of 1dentifying and evaluating
goodwill impairment i1s inherently uncertain because 1t requires sigmificant management judgement in making a series
of estumations, the results of which are highly sensitive to the assumptions used

As a result of adopting IFRS 8§, the group has reallocated goodwill across the new segments based on their relative
net asset values The following CGUs include 1n their carrying value goodwill that 1s a significant proportion of total
goodwill reported by the group These CGUs do not carry on their balance sheet any intangible assets with indefinite
useful lives, other than goodwiil

Nomnal growth rate

Goodwill at beyond 1mtial cash

1 July 2009 IDiscount rate flow projections

£fm % %

Global Banking and Markets 5,604 11.0 36

Private Banking 2,865 90 27
Total goodwill in the CGUs histed above 8.469

As at 1 July 2009, aggregate goodwill of £1,214 million (1 July 2008 £694 million) had been allocated to CGUs that
were not considered individually significant These CGUs do not carry on their balance sheets any significant
intangible assets with indefinite useful hves other than goodwill

Nominal 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 2008 and 2009 are taken as an average of the last
10 years

Discount rate the discount rate used to discount the cash flows 1s based on the cost of capital assigned to each CGU,
which 1s derived using a Capital Asset Pnicing Model ("CAPM’) The CAPM depends on inputs reflecting a number
of financial and economic variables including the risk-free rate in the country concerned and a premium to reflect the
mherent risk of the business being evaluated These variables are based on the market’s assessment of the economic
varnables and management’s yjudgement In addition, for the purposes of testing goodwll for impairment,
management supplements this process by comparing the discount rates derrved using the internally generated CAPM
with cost of capital rates produced by external sources The group uses the externally-sourced cost of capital rates
where, 1n management’s judgement, those rates reflect more accurately the current market and economic conditions

The present value of in-force long-term assurance business

Movement on the PVIF

The group
2009 2008
£m £m
At 1 January 579 444
Addition from current year new business 104 105
Movement from in-force busmess (including investment retum vanances and
changes in investment assumptions) (34) o4
Exchange differences and other movements (19) 124
At 31 December 630 579
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PVIF-specific assumptions

The key assumptions used in the computation of PVIF for the group’s mamn hfe insurance operations were

2009 2008
France UK Life France UK Life
Risk free rate 3 46% 3 50% 403% 430%
Rusk discount rate 800% 7 00% 8 00% 8 00%
Expenses inflation 200% 3 50% 200% 3 50%

The PVIF represents the value of the shar¢holders’ interest in the in-force business of the life insurance operations
The calculation of the PVIF 15 based upon assumptions that take into account nisk and uncertainty To project these
cash flows, a variety of assumptions regarding future experience 1s made by each insurance operation which reflects
local market conditions and management’s judgement of local future trends

Other intangible assets

The analysis of the movement of other intangible assets, was follows

The group
Customer/
Internally merchant
Trade generated  Purchased relation-
Names software Software ships Other Total
£m £m £m £m £m £m
Cost
A1l January 2009 16 949 160 209 12 1,346
Addiions' - 135 17 - 10 162
Amounts written-off - (3) (H - - 4
Exchange differences [1)] ) {12) {H (4] 25)
Other changes = - (2) ()] - »
At31 December2009 ... . .. .. 15 1,071 162 207 21 1,476
Accumulated amortisanon and impairment
At 1 January 2009 (8) (624) (90) 71 (1 (794)
Amortisation charge for the year® {2) (103) (20} <zn () (147)
Imparrment charge for the year® - - 3) - - @)
Amounts written-off 3 1 - - 4
Exchange differences 1 10 7 - - 18
Other changes {2) 2 — 1 (1) -
At 31 December 2009 {11} (712) (105) 1) 3) (922)
Net carrying amount at 31 December 2009 4 359 57 116 18 554
Cost
At 1 January 2008 15 788 78 204 12 1,087
Additions' - 148 20 2 6 176
Acquisition of subsidiaries - - 33 - - 33
Disposals - (20) 3) (N 3 27
Exchange differences 1 33 35 4 I 74
Other changes - - (3) - (4} (7)
At 31 December 2008 16 949 160 209 12 1,346
Accumulated amortisation and impairment
At | January 2008 (7 (526) (51) (52) ) (638}
Amortisation charge for the year® )} (75) (15) (18) - (109)
Disposals - 7 3 - 1 11
Exchange differences - (33) (20) n - (54)
Other changes - 3 [¢))] - - (4)
At 31 December 2008 (8) (624) (90) {(71) (1) (794)
Net carrying amount at 31 December 2008 8 325 70 138 11 552

1 A4t 3] December 2009, the group did not have any contractual commtments to acquire intangible assets (2008 mi}
2 The amornsation and impairment charges for the year are recogrmised within the income statement under ‘Amortisation and impairment
of intangible assets’
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The bank

Cost

At 1 January 2009
Addmons'

Amounts written-off’

At 31 December 2009

Accumulated amortisation and impairment
At 1 January 2009

Amortisation charge for the year’

Impairment charge for the year

Amounts written-off

At 31 December 2009

Net carrying amount at 31 December 2009

Cost

At 1 January 2008
Addtions’
Disposals

At 31 December 2008

Accumulated amortisation and impairment
At 1 January 2008

Amortsation charge for the year®
Disposals

Other changes

At 31 December 2008
Net carrying amount at 31 December 2008

Internally
generated
software Other Total
£m £m £m
780 - 780
125 5 130
3) = 3
902 5 907
(478) - (478)
95) - (95)
- ) 4
3 - 3
(570) (4) (574)
332 1 333
668 3 671
132 - 132
20) 3) 23)
730 — 780
(420) (2) 422)
(68) - (68)
7 2 9
3 - 3
(478) - (478)
302 — 302

1 At 3] December 2009, the bark did not have any contractual commitments to acquire intangible assets (2008 milj
2 The amorusation and impairment charges for the year are recognised within the income statement under *Amorusation and impairment

of intangible assets’
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22 Property, plant and equipment

The group
Long Short Equipment
Freehold leaschold leasehold  Equipment, on
land and land and land and fixtures operating
buldmgs’ bwildings bulldings and fittings' leases Total’
£m £m £m £m £m £m
Cost or fair value
At 1 January 2009 1,044 323 453 3323 3.117 8,260
Additions at cost’ 117 3 38 268 187 613
Reclassified to held for sale (243) - - {38) - (281)
Farr value adjustmenis 5) - - - - 5
Disposals 29) (295) (¥)] (218) 77 (626)
Exchange differences (42) (5) -] (84) - (123)
At 31 December 2009 842 26 492 3.251 3227 7.838
Accumulated depreciation and
impairment
At | January 2009 (11%) (33} (204) (2,157) (1,050) (3,563)
Depreciation charge for the year 19 (€] (39) (298) {107) 470)
Reclassified to held for sale 17 - - 18 - 35
Disposals 7 28 6 162 H 204
Impairment losses recogmsed % - (18] 2) - (12)
Exchange differences 4 1 1 S2 - 58
At 31 December 2009 (1% (11 (237) (2,225) (1,156) (3,748)
Net carrying amount at
31 December 2009 723 15 255 1,026 2,071 4,090

Including assets held on finance leases with a carrying amount of £151 million (2008 £139 mullion)

Including assets with a carrying amount of £160 mullion (2008 £143 pullion) pledged as security for habilities

3 At 31 December 2009, the group had £232 million (2008 £367 milion) of contractual commitments 1o acquwre property, plant and
equipment

4 Including the investment properties on page 109

[ -
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i

Long Short Equipment
Freehold leasehold leasehold  Equipment, on
land and land and land and fixtures operating
buildings’ buildings buldings  and fitings' leases Totaf®
£m fm fm £m £fm £m
Cost or fair value
At 1 January 2008 924 45 357 2,903 3,005 7,234
Additions at cost’ 87 2 79 421 193 782
Reclassified from held for sale 31 300 - 63 - 394
Acquisition of subsidianes - - - 1 - 1
Fair value adjustments 5 - - - - %)
Disposals (102) (3} (£3] (220} (81) (414)
Transfers 22 22) - - - -
Exchange differences 87 1 25 155 - 268
A1 31 December 2008 1,044 323 453 3,323 3,117 8,260
Accumulated depreciation and impanrment
At 1 January 2008 {75) (15) (169 {1,888) (968) (G115
Depreciation charge for the year (19} (13) (29) (297) (101} (459}
Reclassified from held for sale (13) (12) - 20 - (45)
Dhsposals 6 - 4 130 19 159
Transfers 7 7 - - - -
Impairment losses recognised 7 - - - - (€)]
Exchange differences 4) - (10) (82) - (96)
At 31 December 2008 119 (33) (204) (2,157) (1,050) (3,563)
Net carrying amount at
31 December 2008 925 290 249 1,166 2,067 4,697
The bank
Long Short
Freehold leasehold leasehold Equmpment,
land and land and land and fixtures
buldings buildings buildings and fithngs Total
£m £m fm £m £m
Cost or fair value
At 1 January 2009 322 328 373 2,408 3,450
Additions at cost' 111 1 22 178 312
Reclassified from held for sale 1 - - [13) —
Disposals (M (295) {5) (173) (480)
Exchange differences 4 (5) 15 [U)] 13
At 31 December 2009 431 29 405 2411 3,276
Accumulated depreciation and impairment
At 1 January 2009 (63) 33 (169) (1.651) (1,916)
Depreciation charge for the year (8) 7 29 (183} 227)
Disposals 2 238 3 122 155
Impairment losses recognised (5) - [1)] 3) 9
Exchange differences - 1 (1)) 1 1
At 31 December 2009 (74) an (197) (1,714) (1,996)
Net carrying amount at 31 December 2009 357 18 208 697 1,280
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Long Short
Freehold leaschold leasehold Equipment,
land and land and land and fixtures
buildings buildtngs buildings and fittings Total
£m £m £m £m £m
Cost or far value
At 1 Jannary 2008 22t 50 3 2,206 2,788
Additions at cost' 60 - 65 268 393
Reclassified from held for sale 31 300 - 63 394
Disposals (13) - (6) (137 (156)
Transfers 22 (22) - - -
Exchange differences 1 - 3 8 12
At 31 December 2008 322 328 373 2,408 3,431
Accumulated depreciation and impairment
At | January 2008 (3% (15) (147} {1,513) (1,710)
Depreciation charge for the year (10 (13) 24) {197) (244)
Disposals 2 - 4 34 90
Reclassified as held for sale (13) (12) - 20 (43)
Transfers () 7 - - -
Exchange differences - - (2) 5 _
At 31 December 2008 (63) (33) (169} (1,651) (1,916
Net carrying amount at 31 December 2008 259 295 204 757 1,515

1 At 31 December 2009 the bank had £42 million (2008 £84 rillion) of contractual commuments to acquire property, plant and
equipment

On 13 November 2009, the group entered nto a contract for the sale and leaseback of the building and long

leasehold land compnising 8 Canada Square, London to the National Pension Service of Korea ('NPS') for £772 5

mullion 1n cash The transaction was effected through the sale of the bank's 100 per cent shareholding 1n Project

Maple Ii B V (PMII') to a wholly-owned subsidiary of NPS, PMII being the Jegal owner of the building and tong

leasehold interest in 8 Canada Square

Under the terms of the agreement, the group 1s leasing the building back from PMII and retams full control of
occupancy for the remaining 17 5 years of the existing 20 year leaseback period at a current annual rent of £46 3
milhion, with annual upward-only rent reviews linked to the UK Retail Prices Index (‘RPI’) and subject to an annual
maximum and mimimum increase of 6 per cent and 2 5 per cent respectively

On completion of the transaction on 30 November 2009, 'Property, plant and equipment’ of £307 million and
'Prepayments and accrued income’ (representing the long leasehold on the land) of £106 million were derecognised
from the group’s balance sheet A gan of £353 million was recognised in the group's operating profit for the year,
within 'Other operating income’

On 31 May 2007, the group had entered into a previous contract for the sale and leaseback of 8 Canada Square to
Metrovacesa, however the group had retained a significant interest by virtue of a bridging loan provided to
Metrovacesa preventing immediate recogmition of the sale As a result, at 31 December 2007 the net proceeds
received were recogmsed as deferred income on the balance sheet and these net proceeds were released to the mcome
statement only when the group took back ownership on 4 December 2008 by acquiring PMII, the subsidiary of
Metrovacesa which iegally owned 8 Canada Square The impact on the group's operating profit for the year ended 31
December 2008 was a net gain of £244 million, comprising a gain of £265 million included within 'Other operating
income' and a charge of £21 million included within 'Depreciation and rmpairment of property, plant and equipment’
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The composition of the investment properties at fair value in the year was as follows

The group

Fair value

At 1 January 2009

Fair value adjustments
Exchange and other changes

At 31 December 2009

Fair value

At 1 January 2008
Additions at cost

Fair value adjustments
Exchange and other changes

Al 31 December 2008

1 Included m ‘Property, plant and equipment' on page 106

Freehold land and
buldings’
£m

105
(5
49
86

152
21
(5)

(63)

105

Investment properties are valued on an open market value basis as at 31 December each year by independent
professional valuers who have recent experience in the location and type of properties

Included within ‘Other operating income’ was rental income of £3 mullion (2008 £2 mallion) earned by the group on
1ts nvestment properties Direct operating expenses of £n1l (2008 ml) incurred in respect of the investment
properties during the year were recognised 1n *General and admimstrative expenses’ Direct operating expenses
arising 1n respect of investment properties that did not generate rental income during the year amounted to £ nil
milhon (2008 mil) Net exchange differences on translation of mvestment properties were £10 million (2008 £67

million)

The bank

The bank had no mnvestment properties at 31 December 2009 or 2008

Group properties leased to customers

The group properties leased to customers included £6 mithion at 31 December 2009 (2008 £4 mullion) let under
operating leases, net of accumulated depreciation of £11 million (2008 £6 million} None was held by the bank
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23 Investments in subsidiaries

Principal subsidiary undertakings of HSBC Bank plc

Country of

Incorporation or

registration

HSBC France France
HSBC Asset Fmance (UK) Limited England
HSBC Bank A S Turkey
HSBC Bank Intematicnal Limited Jersey
HSBC Bank Maltaplc Malta
HSBC Invoice Fmance (UK} Limited England
HSBC Life (UK) Limuted England
HSBC Rail (UK) Limated England
HSBC Pnivate Bank (C I} Limited Guemnsey
HSBC Private Bank (Smsse) S A Switzerland
HSBC Pnivate Bank (UK) Limited England
HSBC Trinkhaus & Burkhardt AG Germany
HSBC Trust Company (UK) Limited England
Marks and Spencer Retail Financial Services Holdings England

Limmted

HSBC Bank ple’s
tnterest 1n
equity capital

%

9999
100 00
100 6O

99 87
68 25
100 00
100 00
100 00
99 87

99 87
99 87
78 60
100 00
100 00

Shave
class

Ordwmnary €500
Ordinary £1
A-Common TRLI
B-Common TRL1
Ordinary £1
Ordinary €0 30
Ordmary £1
Ordinary £1
Ordinary £1
Ordinary US$1
Preference US$0 10
Ordinary CHF 1,000
Ordinary £10
Shares of no par value
Ordnary £5
Ordinary £1

Details of all HSBC Bank plc subsidiaries will be annexed to the next Annual Return of HSBC Bank plc filed wrth

the UK Registrar of Companies

Special purpose entities (‘SPEs’) consolidated where the group owns less than 50 per cent of the voting rights

Carrying value of total
consohdated assets

£bn
Banon Funding Limited 27
Bryant Park Funding LLC 23
Malachite Funding Limited 27
Mazann Funding Limated 70
Metrix Funding plc 23
Metrix Secunities ple 26
Regency Assets Limited 42
Solitaire Funding Lamited 80
Turquorse Recewvables Trustee Ltd 03

All the above make their financial statements up to 31 December

Acquisitions

Nature of SPE

Securities investment condmt
Conduit

Securities mvestment conduit
Securimes mvestment conduit
Securimsation vehicle
Securitisahion vehicle
Conduit

Securities mvestment condwit
Securitisation vehicle

The group made acquisitions of subsidiary undertakings, and increased its investment n existing subsichary
undertakings, during 2009 These transactions were accounted for by applying the purchase method and goodwill of

£157 milhon arose (2008 £6 mllion)

Disposals

On 1 December 2009, the group completed the sale of HSBC Actuaries and Consultants Limited to Jardine Lloyd
Thompson UK Holdings Lid for £27 2 million On 30 November 2009, the aggregate total asset attribute to HSBC
Actuanies and Consultants Limited were £15 million, and the entity generated a net loss after tax of £3 milhon for the
penod to 30 November 2009 The group’s pre-tax profit on sale was £12 million

On 2 July 2008, the group completed the sale of seven French regional banks to Banque Fédérale des Banques
Populaires for €2 1 bilhion (£1 7 billion) On 2 July 2008, the aggregate total assets attnbutable to these French
regional banking subsidianies were £5 8 billion, and they generated net profits after tax of £48 mullion for the penod

to 2 July 2008 The group’s pre-tax profit on sale was £644 million

o
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24 Other assets
The group The bank
2009 2008 2009 2008
£m fm £m im
Bullion 778 570 688 423
Assets held for sale 297 70 40 56
Reinsurers’share of liabilities under insurance 407 618 - -
contracts
Endorsements and acceptances 352 370 191 24
Other accounts 6,179 7,174 3311 2,934
8,013 8,302 4,230 3,637
Assets held for sale
The group The bank
2009 2008 2009 2008
£m £m £m £m
Non-current assets held for sale
Property, plant and equmpment 294 62 40 56
Financial assets 1 7 - -
Other 2 1 - -
Total assets classified as held for sate 297 70 40 56
On 21 December 2009, the group entered into a contract for the sale of 103 Champs Elysées and 15 Rue Vernet in
Pans for a combined consideration of EUR 400 milion Under the terms of the arrangement, the group will lease the
buildings back for a peniod of 9 years The carrying amount included 1 assets held for sate at 31 December 2009 was
EUR 257 milhion (£228 million) The transaction completed on 25 February 2010 Neither a gamn nor a loss was
recogmised on reclassifymg these assets as held for sale during the year
Also included within property plant and equipment classified as held for sale 1s repossessed property that had been
pledged as collateral by customers These repossessed assets are expected to be disposed of within 12 months of
acquisition
25 Trading liabilities
The group The bank
2009 2008 2009 2008
£m £fm £m £m
Deposits by banks 29,661 43,882 36,723 46,928
Customer accounts 29,038 29347 24,900 25039
Other debt securities in1ssue 19,306 15677 16,088 12,152
Other liabilities — net short positions 40,876 35,544 19110 14,270
118,881 124 450 96.821 98,389
26 Financial habilities designated at fair value
The group The bank
2009 2008 2009 2008
£m £fm £m £m
Deposits by banks 3,911 4,357 3,749 4,162
Liabilities to customers under investment
contracts 4,039 3,641 - -
Debt securities m 1ssue 6,597 3,584 3,304 1,658
Subordinated habihities 3,363 3,374 3,622 3,609
Preference shares 254 228 — -
18,164 15,184 10,675 9,429

The carrying amount at 31 December 2009 of financial habilities designated at fair value was £194 miliion higher for
the group (2008 £491 million higher) (the bank 2009 £48 million lower, 2008 £439 million higher) than the
contractual amount at matunty At 31 December 2009, the accumulated amount of change 1n fair value attributable to
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changes in credit nsk was a gain of £233 nullion for the group (2008 £672 million gamn) (the bank 2009 £323

mllion gain, 2008 £623 million gain)

27 Other liabilties
The group The bank
2009 2008 2009 2008
£m £m £m fm
Amounts due to investors in funds consohdated
by the group 491 782 - -
Obligations under finance leases 291 332 - -
Endorsements and acceptances 352 367 191 224
Share based payment hiability to HSBC
Holdings 221 199 123 100
Other habilities 4,512 5217 2,322 2,839
5,867 6 897 2,636 3163
28 Liabilities under insurance contracts
At 31 December 2009
Gross Remnsurers® share Net
£m £m £m
Non-hfe insurance habtilities
Unearned premium provision 168 (%) 159
Notified claims 342 (89) 253
Claims ncurred but not reported 201 az) 189
Other 48 (2) 46
759 {112) 647
Life insurance habihties to policyholders
Life {non-linked) 1,506 (278) 1,228
Investment contracts with discretionary participation 12,930 - 12,930
features'
Life {linked) 1,310 (7 1,293
15,746 (295) 15,451
Total habilities under insurance contracts 16,505 (407) 16,098
At 31 December 2008
Gross Reinsurers” share Net
fm £fm £m
Non-hife insurance liabilittes
Uneamed premium provisicn 445 an 374
Nonfied claims 345 (109) 236
Clamms incurred but not reported 77 (i9) 58
Other 16 {H) 15
883 (200) 683
Life insurance liabilities te policyholders
Life (non-hnked) 2,031 (411) 1,620
Investment contracts with discretionary participation
features' 12,157 - 12,157
Life (linked) 1,061 (7) 1,054
15,249 {418) 14,831
Total lialmlities vnder insurance contracts 16,132 (618) 15,514

| Though investment contracts with discretionary participation features are financal instruments, the group continued to treat them as

msurance contracts as permitted by IFRS 4

The movement of habihties under insurance contracts during the year was as follows
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Non-hfe insurance habtlities

Unearned premium reserve ({UPR’)

At 1 January

Changes in UPR recognised as (income)/expense
— gross writlen premiums
— gross earned premiums

Exchange differences and other movements

At 31 December

Notified and incurred but not reported claims
At 1 January

— notified claims

— clamms mcurred but not reported

Claims paid in current year

Claims mcurred in respect of current year
Claims incurred in respect of prier years
Exchange differences and other movements

At 31 December
— notified claims
— claims incurred but not reported

Other

Total non-hfe insurance Liabilities

Uneamned premium reserve (‘UPR™)

At 1 January

Changes in UPR recognised as (income)/expense
— gross written premiums
— gross camed premiums

Exchange differences and other movements

At 31 December

Notified and incurred but not reported claims
At | January

— notified claims

— claims wcurred but not reported

Claims paid in current year

Claims incurred 1n respect of current year
Claims ncurred in respect of prior years
Exchange differences and other movements

At 31 December
— noufied claims
~— claims incurred but not reported

Other

Total non-life insurance habilities

2009
Gross Remnsurers’ share Net
£m £m £m
445 () 374
(143) 10 (133)
275 “3) 232
(418) 53 {365)
(139) 52 (82)
168 ()] 159
422 (128) 294
345 (109) 236
77 9 58
(358) 45 313
277 (44) 233
240 - 240
(38) 26 (12)
543 (101) 442
342 (89 253
201 (12) 189
48 2) 46
759 (112) 647

2008
Gross Reinsurers’ share Net
im im £m
387 (48) 339
(42) 2 {40y
418 (63) 355
(460) 65 (395)
100 25 73
445 (71) 374
413 (144) 269
301 (129) 172
112 (15) 97
(318) 46 (272}
152 (43) 109
66 ) 65
109 14 123
422 (128) 294
345 {109) 236
77 (19) 58
16 (1) 15
883 (200) 683
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Life insurance habihties to policyholders

2009
Gross Rewnsurers’ share Net
£m £m £m
Life (non-hnked)
At 1 January 2,031 411) 1,620
Benefits paid (802) 79 {723)
Increase in abilities to policyholders 241 44) 197
Exchange differences and other movements 36 98 134
At 31 December 1,506 (278) 1,228
Investment contracts with discretionaxy participation
features
At 1 January 12,157 - 12,157
Benefits pad (1,154) - (1,154)
Increase tn habilittes to policyholders 2,485 - 2,485
Exchange differences and other movements' (558) - (558)
At 31 December 12,930 - 12,930
Life (linked)
At | January 1,061 7} 1,054
Benefits paid (134) 5 (129)
Increase 1n hiabilities to policyholders 400 (15) 385
Exchange differences and other movements® (1n - (17
At 31 December 1,310 (17 1,293
Total hiabihties to pohicyholders 15,746 (295) 15,451
2008
Gross Remnsurers® share Net
fm £m fm
Life (non-linked)
At | January 1,128 (290} 838
Benefits pard (374} 83 (291)
Increase in Liabilihies to policyholders 1,056 (396) 660
Exchange differences and other movements 221 192 413
At 31 December 2,031 “1bh 1,620
Investment contracts with discretionary participation
features

At 1 January 9,447 - 9,447
Benefits pad (1,047} - (1,047)
Increase in habilities to policyholders 908 - 909
Exchange differences and other movements' 2,848 = 2,848
At 31 December 12,157 - §2,157
Life (linked)
At 1 January 858 (28) 830
Benefits pard (135) 7 (128)
Increase m hiabihities to policyholders (54) 14 40
Exchange differences and other movements® 392 - 392
At 31 December 1,061 D 1,054
Total liabiliies to policyhotders 15,249 (418) 14,831

1 Includes movement in habilittes relating to discretionary profit participation benefits due to policyholders arising from ret unrealised
vestment gains recognised in other comprehenstve income
2 Includes amounts arising under reimsurance agreements

The increase i liabihities to policyholders represents the aggregate of all events giving rise to additional habilities to
policyholders in the year The key factors contributing to the movement in policyholder habilities include death
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claims, surrenders, lapses, the setting up of policyholder habilities at the mitial inception of the policy, the
declaration of benuses and other amounts attributable to policyholders

29 Provisions

The group
Provisions
2009 2008
£m £m
At 1 January 428 427
Additional provisions/increase in provisions' 103 140
Acquisition of subsidiaries - 4
Provisions utilised 94) (143)
Amounts reversed (62) (3%
Exchange differences and other movements (7) 39
At 31 December 368 428

1 Includes unwinding of discounts of £2 million (2008 £1 million) in relation to vacant space provisions

Included above are

(1) A provision of £35 mullion (2008 £35 milhion) for the possible cost of redress relating to the sale of certain
personal pension plans and mortgage endowment pehicies and a provision for indemnity clawbacks The
provision 1s based on an actuanal calculation extrapolated from a sample of cases The timing of the expenditure
depends on settlement of individual claims

(1) Provisions of £78 millton (2008 £84 million) for the estimated cost of redress in relation to provision of services
to a number of trusts by a subsidiary of the bank The bank has undertaken to reimburse the subsidiary n respect
of the 1nitial esttimated cost of redress The total provision 1s based on a calculation extrapolated from a sample
of cases Uncertainties anse from factors affecting the tmimg of notifying and reimbursing those affected

The bank
Provisions
2009 2008
£m £m
At 1 January 158 163
Additional provisions/increase in provisions' 49 30
Provisions utilised 19) (22)
Amounts reversed (16) (14}
Exchange differences and other mevements 4 1
At 31 December 176 158

| Includes unwinding of discounis of £2 muliton (2008 £1 millton) in relation to vacans space provisions

Included in the above are provisions for onerous property contracts of £38 million (2008 £27 mithon) relating to the
discounted future costs associated with leasehold properties that have became vacant The provisions cover rent voids
while finding new tenants, shortfalls 1n expected rent receivable compared with rent payable, and the cost of
refurbishing the buildings to attract tenants Uncertainties anse from movements 1n market rents, delays in finding
new tenants and the ttiming of rental reviews
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30 Subordinated liabilities

The group The bank
2009 2008 2009 2008
£m £m £m £m
Subordinated habilities
— At amortised cost 6,799 7,259 6,955 7,310
Subordinated habilities 4,412 4,741 6,955 7310
Preference shares 2,387 2,518 — —
- Designated at fair value 3,617 3,602 3,622 3,609
Subordinated habihies 3,363 3374 3,622 3,609
Preference shares 254 228 - -
10,416 10,861 10,577 10,919
Subordinated borrowings of the group
Carrymng amount
2009 2008
£m £m
US$300m 6 95% Subordinated Notes 2011 198 222
€250m Floating Rate Subordmated Loan 2015 222 239
€600m 4 25% Callable Subordinated Notes 2016' 557 570
€800m Callable Subordinated Floating Rate Notes 2016 710 765
£350m Callable Subordinated Vanable Coupon Notes 2017 375 355
€1,000m Floating Rate Subordinated Loan 2017 888 957
£500m 4 75% Callable Subordmated Notes 2020° 484 463
€500m Callable Subordinated Floating Rate Notes 2020 394 389
£350m 5% Callable Subordinated Notes 2023* 339 330
£300m 6 5% Subordinated Notes 2023 298 299
US3300m 7 65% Subordinated Notes 2025 192 263
£350m 5 375% Callable Subordmated Step-up Notes 2030° 327 316
£500m 5 375% Subordinated Notes 2033 478 452
£390m 6 9% Subordinated Loan 2033 390 390
€900m 7 75% Non-cumulative Subordmated Notes 2040 799 861
£225m 6 25% Subordinated Notes 2041 224 223
£600m 4 75% Subordinated Notes 2046 592 592
£700m 5 844% Non-cumulative Step-up Perpetual Preferred Secunities® 700 700
£300m 5 862% Non-cumulative Step-up Perpetual Preferred Secunties’ 254 228
UJS$750m Undated Floatng Rate Primary Capital Notes 462 514
USE500m Undated Floating Rate Pnmary Capital Notes 308 343
US$300m Undated Floating Rate Pnimary Capital Notes (Senies 3) 185 206
£350m 7 9% Perpetual Subordinated Debt 350 350
£250m 7 991% Perpetual Subordinated Debt 250 250
Cther subordinated liabihities less than £200m 440 584
10,416 10,861

1 The interesi raie on the 4 25% Callable Subordinated Notes 2016 changes in March 2011 to three month EURIBOR plus 1 05%
2 The mnterest rate on the Callable Subordmnated Variable Coupon Notes 2017 15 fixed at 5 75% until June 2012 Thereafier, the rate per

annum is the sum of the gross redemption yield of the then prevailing five year UK gilt plus 1 70%

3 The interest rate on the 4 75% Callable Subordinated Notes 2020 changes in September 2015 to three month sterling LIBOR plus

082%

4 The interest rate on the 5% Callable Subordinated Notes 2023 changes in March 2018 to become the rate per annum which 1s the sum

of the gross redemption yield of the then prevaling five year UK gilt plus 1 80%

5 The mterest rate on the 5 375% Callable Subordinaied Step-up Notes 2030 changes in November 2025 to three month sterling LIBOR

plus 1 50%

6  The distribution rate on the 5 844% Non-cumulative Step-up Perpetual Preferred Securities changes in November 2031 1o six month

sterling LIBOR plus | 76%

7 The disiribution rate on the 5 862% Non-cumulative Step-up Perpetual Preferred Securities changes in April 2020 to stx month sterfing

LIBOR plus I 85%

Footnotes I to 7 all relate to notes that are repayable at the option of the borrower on the date of the change of the interest rate, and at
subsequent interest rate reset dates and interest payment dates in some cases, subject 1o the prior non-obection of the Financral

Services Authority
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31 Fair value of financial instruments

Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or vahidated, by a
function independent of the rnisk-taker To this end, ultimate responsibility for the determination of fawr values lies
with Finance, which reperts functionally through the group’s Chief Financial Officer to the HSBC Group Finance
Director Finance establishes the accounting policies and procedures governing valuation, and 1s responsible for
ensuring that they comply with all relevant accounting standards

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determimation or validation 1s utilised In inactive markets, direct
observation of a traded price may not be possible In these circumstances, the group will source alternative market
information to validate the financial instrument’s fair value, with greater weight given te information that 1s
considered to be more relevant and rehiable The factors that are considered 1n this regard are, inter alia

e the extent to which prices may be expected to represent genuine traded or tradable prices,

* the degree of similarity between financial instruments,

* the degree of consistency between different sources,

¢ the process followed by the pricing provider to dertve the data,

& the elapsed time between the date to which the market data relates and the batance sheet date, and
¢ the manner 1n which the data was sourced

Models provide a logical framework for the capture and processing of necessary valuation inputs For fair values
determimned using a valuation model, the control framework may include, as applicable, independent development or
validation of (1) the logic within valuation models, (11) the inputs to those models, (111) any adjustments required
outside the valuation models, and, (1v) where possible, model outputs Valuation models are subject to a process of
due dibgence and calibration before becoming operational and are calibrated against external market data on an
ongoing basis

The results of the independent validation process are reported to, and considered by, Valuation Committees
Valuation Commuttees are composed of valuation experts from several independent support functions (Product
Control, Market Risk Management, Dernivative Model Review Group and Finance) in addition to senior management
The members of each Valuation Committee consider the appropriateness and adequacy of the fair value adjustments
and the effectiveness of valuation models If necessary, they may require changes to model calibration or calibration
procedures The Valuation Committees are overseen by the Valuation Committee Review Group, which consists of
Heads of Global Banking and Markets’ Finance and Risk Functions

Determination of fair value
Fair values are determined according to the following hierarchy

(a) Level I — quoted market price financial instruments with quoted prices for identical instruments 1n active
markets

(b) Level 2 — valuation techmque using observable inputs financial instruments with quoted prices for similar
nstruments in active markets or quoted prices for identical or similar instruments in inactive markets and
financial instruments valued using models where all sigmficant inputs are observable

(¢) Level 3 —valuation technmgque with significant unobservable inputs financial instruments valued using models
where one or more sigmficant inputs are uncbservable

The best evidence of fair value 1s a quoted price in an actively traded market In the event that the market for a
financial instrument 15 not active, a valuation technique 1s used The judgement as to whether a market 1s active may
include, but 1s not restricted to, the consideration of factors such as the magnitude and frequency of trading activity,
the availability of prices and the size of bid/offer spreads In inactive markets, obtaining assurance that the
transaction price provides evidence of fair value or determining the adjustments to transaction prices that are
necessary to measure the fair value of the instrument requires additional work during the valuation process
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The majonty of valuation techmques employ only observable market data, and so the reftability of the fair value
measurement 1s high However, certarn financial instruments are valued on the basis of valuation techmques that
feature one or more significant market inputs that are unobservable, and for them, the denvation of fair value 1s more
Judgmental An nstrument 1n 1ts entirety 1s classified as valued using sigmificant unobservable mputs if, in the
opinion of management, a sigmificant proportion of the instrument’s carrying amount and/ or inception profit (“day 1
gam and loss™) 1s driven by unobservable inputs ‘Unobservable’ in this context means that there 1s little or no current
market data available from which to determine the level at which an arm’s length transaction would be likely to
occur [t generally does not mean that there 1s no market data available at all upon which to base a determunation of
fair value (consensus pricing data may, for example, be used) Furthermore, 1n some cases the majonty of the fair
value derived from a valuation technique with significant unobservable snputs may be attributable to the observable
mputs Consequently, the effect of uncertainty n the determining unobservable inputs will generally be restnicted to
uncertainty about the overall fair value of the financial instrument being measured To help in understanding the
extent and the range of this uncertainty, additional information 1s provided 1n the section headed “Effect of changes in
significant unobservable assumption to reasonably possible alternatives® below

In certain circumstances, primarily where debt 1s hedged with interest rate derivatives or structured notes issued, the
group uses fair value to measure the carrying value of its own debt in 1ssue The group records its own debt in 1ssue
at fair value, based on quoted prices 1n an active market for the specific instrument concerned, 1f available When
quoted market prices are unavailable, the own debt in 1ssue 15 valued using valvuation techniques, the inputs for which
are either based upon quoted prices 1n an inactive market for the instrument, or are estimated by comparison with
quoted prices in an active market for simular instruments In both cases, the fair value includes the effect of applying
the credit spread which 1s appropriate to the group’s habihities For all 1ssued debt securities, discounted cash flow
modelling 1s used to separate the change 1n fair value that may be attributed to the group’s credit spread movements
from movements 1n other market factors such as benchmark interest rates or foreign exchange rates Specifically, the
change 1n fair value of tssued debt securities attributable to the group’s own credit spread 1s computed as follows for
each secunty at each reporting date, an externally venfiable price 1s obtained or a price 1s derived using credit spreads
for similar secunties for the same 1ssuer Then, using discounted cash flow, each security is valued using a risk-free
discount curve The difference 1n the valuations 1s attnbutable to the group’s own credit spread This methodology 1s
apphied consistently across all securities

Structured notes 1ssued and certain other hybnd instrument habilities are included within trading habilhities and are
measured at fair value The credit spread apphed to these instruments 1s denved from the spreads at which the group
1ssues structured notes These market spreads are significantly smaller than credit spreads observed for plain vanilla
debt or tn the credit default swap markets

Gains and losses ansing from changes n the credit spread of habilities 1ssued by the group reverse over the
contractual hfe of the debt, provided that the debt 1s not repaid early All net positions in non-denivative financial
instruments, and all derivative portfolios, are valued at bid or offer prices as appropriate Long positions are marked
at bid prices, short positions are marked at offer prices

The fair value of a portfolio of financial instruments quoted 1n an active market 15 calculated as the product of the
number of units and 1ts quoted price and no block discounts are made

Transaction costs are not included in the fair value calculation, nor are the future costs of admirustering the OTC
denvative portfolio These, along with trade onigination costs such as brokerage fees and post-trade costs, are
included eirther in fee expense or 1n operating expenses

A detailed description of the valuation techniques applied to instruments of particular interest follows
s Private equity

The group’s private equity positions are generally classified as available for sale and are not traded 1n active
markets In the absence of an active market, an investment’s fair value 15 estimated on the basis of an analysis of
the investee’s financial position and results, nisk profile, prospects and other factors, as well as by reference to
market valuatiens for similar entities quoted in an active market, or the price at which similar compames have
changed ownership The exercise of judgment s required because of uncertainties inherent 1n estimating far
value for private equity mvestments

118




HSBC BANK PLC

Notes on the Financial Statements (continued)

o Debt securtties, treasury and other eligible biils, and equaties

The fair value of these instruments 1s based on quoted market prices from an exchange, dealer, broker, industry
group or pricing service, when available When unavailable, the fair value 1s determined by reference to quoted
market prices for similar snstruments, adjusted as appropniate for the specific circumstances of the instruments

Hhiqudity and a lack of transparency in the market for asset- backed securities has resulted in less observable
data being available While quoted market prices are generally used to determine the fair value of these
securities, valuation models are used to substantiate the reliability of the limited market data available and to
wdentify whether any adjustments to quoted market prices are required

In the absence of quoted market prices, fair value 1s determined using valuation techmques based on the
calculation of the present value of expected future cash flows of the assets The inputs to these valuation
techmques are denived from observable market data and, where relevant, assumptions in respect of unobservable
mputs In respect of ABSs’ and mortgages, the assumptions may include prepayment speeds, default rates and
loss severity based on collateral type, and performance as appropnate The valuation output 1s benchmarked for
conststency against observable data for securities of a similar nature

s Dermvatives

OTC (1 & non-exchange traded) denivatives are valued using valuation models Valuation models calculate the
present value of expected future cash flows, based upon ‘no-arbstrage’ principles For many vanilla derivative
products, such as interest rate swaps and European options, the modeling approaches used are standard across
the industry For more complex denvative 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 prnicing Certain mnputs may not be observable mn the
market directly, but can be determuned from observable prices via model calibration procedures Finally, some
imputs are not observable, but can generally be estimated frem historical data or other sources Examples of
inputs that are generally observable include foreign exchange spot and forward rates, benchmark interest rate
curves and volatility surfaces for commonly traded option products Examples of mputs that may be
unobservable include volatility surfaces, in whole or in part, for less commonly traded option products, and
corretations between market factors such as foreign exchange rates, interest rates and equity prices

»  Loans including leveraged loans and loans held for securitisation

Loans held at fair value are vatued from broker quotes and/or market data consensus providers when available
In the absence of an observable market, the fair value 1s determined using valuation techmques including
discounted cash flow models, which incorporate assumptions regarding an appropriate credit spread for the loan
denived from other market 1nstruments 1ssued by the same or comparable entities

»  Swructured notes

The fair value of structured notes using a valuation techmque 1s derived from the fair vatue of the underlying
debt secunity as descnibed above, and the fair value of the embedded denvative 1s determined as described 1n the
paragraph above on derivatives

Bases of valuing financial assets and habilities measured at fair value

The table below provides an analysis of the various bases described above which have been deployed for valuing
financial assets and financial liabilities measured at fair value in the consolhidated financial statements The movement
tn the balances of assets and liabilities measured at fair value with significant unobservable inputs was mainly
attributable to a decrease in the far value of derivative assets, loans held for securitisation and the disposal of
securities in other portfolios
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The group

At 31 December 2009

Assets

Trading assets

Fiancial assets designated at fair value
Denivatives

Fmancial investments available-for-sale

Liahihities

Trading habihties

Financial habilities at fair value
Dernvatives

At 31 December 2008

Assets

Trading assets

Financial assets designated at fair value
Denvatives

Financial mvestments available-for-sale

Liabihities

Trading hiabilities

Financial liabihities at fair value
Denvatives

The bank

At 31 December 2009

Assets

Trading assets

Financial assets designated at fair value
Denvatives

Financial investments available-for-sale

Liabilities

Trading habilities

Fmancial liabilities at fair value
Denvatives

At 31 December 2008

Assets

Trading assets

Financial assets designated at fair value
Derivatives

Fmancial investments available-for-sale

Liabilities

Trading habihties

Financial habilities at fair value
Denvatives

Level }
Quoted market
price

£m

107,883
10,870
795
33,163

60,735
6,694
714

100,829
7,530
4,366

38201

58,226
4,174
6,093

Level 1

Quoted market
price

£m

57388
2,820
246
9,463

32,093
3,298
173

50,175
424
270

21416

38,274
1,658
564

120

Valuation technigues

Level 2 Level 3
using observable with sigmificant non-
mputs  observable inputs
£m fm
55,615 1,510
5,565 -
116,121 1,600
50,258 3274
55362 2,784
11,470 -
114,963 3,012
69,001 2,196
6,365 -
236,090 2,128
60,942 4,368
63,815 2409
11,010 -
233,961 977
Valuation techniques
Level 2 Level 3
using ohservable with significant non-
mputs  observable inputs
£m £m
63,383 2,686
3,772 -
99,030 1,524
15,248 2,678
61,944 2,784
1377 -
97,767 3,221
77,834 2,196
4,168 -
194,901 1,957
23,040 2,152
57,706 2,409
1,771 -
195,836 847

Total
£m

165,008
16,435
118,516
86,695

118,881
18,164
118,689

172,026

13,895
243,084
103,511

124,450
15,184
241,031

Total
£m

123,957
6,592
100,800
27,389

96,821
10,675
101,161

130,205
4,592
197,128
46,608

98,385
9.429
197,247
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Financial instruments measured at fair value using a valuation technigue with significant
unobservable inputs - Level 3

The group
Assels Liabilihes
Designated Designated
at fawr value at fawr value
through through
Avallable Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 31 December 2009
Private equity investments 1,115 — - - - - -
Asset-backed securities 2,092 128 - - - - -
Leverage finance - 42 - - - - 15
Structured notes - - - - 2,097 - —
Denvatives with monolines - - - 164 - - -
Other dervatives - - - 1,436 - - 2,997
Other portfolio 67 1,340 — — 687 — —
3274 1,510 — 1.600 2,784 - 3,012
At 31 December 2008
Private equity investments 1,138 - - - - - -
Asset-backed secunties 3,018 402 - - - - -
Leverage finance - 234 - - - - 23
Structured notes - - - — 2,409 - -
Denvatives with monolines - - - 756 - - -
Other derivabives - - - 1,372 - - 954
Other portfolio 212 1,560 -~ = = - -
4,368 2,196 — 2,128 2,400 — 977
The bank
Assets Liabilities
Designated Designated
at farr value at far value
through through
Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Dervatives
£m £m £m £m £m £m £m
At 31 December 2009
Private equity mvestments 708 - - - - - -
Asset-backed securities 1,903 1,304 — - - - -
Leverage finance - 42 - - - - 15
Structured notes - - — - 2,097 - -
Denvatives with monolines - - - 164 - - -
Other dertvatives - - - 1,360 - - 3,206
Other portfoho 67 1,340 - - 687 - =
2,678 2,686 - 1,524 2,784 — 3221
At 31 December 2008
Private equity investments 798 - - - - - -
Asset-backed securities 1,305 402 - - - - -
Leverage finance - 234 - — - - 23
Structured notes - - - - 2,409 - -
Dernivatives with monolines - - - 756 - - -
Other denvatives - - - 1,201 - - 824
Other portfoho 49 1,560 — — — - —
2,152 2,196 — 1,957 2,409 — 847
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Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The group
Assets Liabihities
Designated Designated
at fair value at fair value
through through
Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m fm £m £m
At 1 January 2009 4,368 2,196 - 2,128 2,409 - 977
Totat gains or losses recogmsed in profit
or loss (80) (36) - (903) {103) - 279)
Total gains or losses recognised 1n other
comprehensive mcome 34 - - - - - -
Purchases 349 158 - - 4 - -
Issues - - - - 365 - -
Sales (82) (378) - - - - -
Settlements 84) (129) - 46 (405) - (61)
Transfer out (1,803) (512) - (406) 29 - {178)
Transfer tn 685 369 - 827 617 - 2.563
Exchange differences (113 (158) - {92) (€L}) — (1L0)]
At 31 December 2009 3,274 1,510 — 1,600 2,784 — 3,012
Total gains or losses recogmsed m profit
or loss relating to those assets and
liabilities held at the end of the
reporting penod (81} 1) - (911) (102) - 15
The bank
Assets Liabihties
Designated Designated
at fair value at fair value
through through
Avalable Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m im £m £m
At | January 2009 2,152 2,196 - 1,957 2,409 - 847
Total gains or losses recogmsed m profit (34) (36) - (893) (103} - (312)
or loss
Total gamns or losses recognised in other 93) — - - - - -
comprehensive iIncome
Purchases 43 158 - - 4 - -
Issues - — - - 365 - -
Sales (55) (378) - - - - -
Settlements (10) (129) - 44 {405) - (62)
Transfer out (948) (512) - (350) (29) - (178)
Transfer i 1,696 1,548 - 910 617 - 2,667
Exchange differences (73) (161) - (76} (74) - {2)
Other (reclassification) — — — (68) - - 261
At 31 December 2009 2,678 2,686 - 1,524 2,784 — 3,221
Total gans or losses recognised in profit
or loss relating to those assets and
liabilittes held at the end of the
reporting penod 31) (42) - (786) (102) - 15

During 2009, there were no sigmficant transfer between Level 1 and 2

For assets and habilities classified as held for trading, realised and unrealised gains and losses are presented n the
ncome statement under ‘Trading mcome excluding net interest mncorne’ Fair value changes on long-term debt
designated at fair value and related derivatives are presented in the income statement under ‘Changes in fair value of
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long-term debt 1ssued and related derivatives’ The income statement line item “Net income/(expense) from other
financial instruments designated at fair value’ captures fair value movements on all other financial instruments

designated at fair value and related denvatives

Realised gains and losses from available-for-sale securites are presented under ‘Gains less losses of financial
investments’ 1n the income statement while unrealised gains and losses are presented in ‘Fair value gains/(losses)

taken to equity” within ‘Available-for-sale investments’ in other comprehensive income

Effects of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial instruments are, n certain circumstances, measured using valuation
techmques that incorporate assumptions that are not evidenced by prices from observable current market transactions
in the same nstrument and are not based on observable market data The following table shows the sensitivity of far

values to reasonably possible alternative assumptions

Reflected 1n equaty

The group
Reflected n profit/(loss)
Favourable Unfavourable
changes changes
£m £m
At 31 December 2009
Derivatves/trading assets/trading habilities' 292 (153)
Financial assets and habihties designated at fair
value
Financial investments available-for-sale - -
At 31 December 2008
Denvativesftrading assets/trading habilities! 182 (250)
Financral assets and habhties designated at fair
value

Financial investments available-for-sale - —

Favourable Unfavourable
changes changes
£m £m

543 (543)

519 (519}

Reflected 1n equuty

The bank
Reflected m profit/(loss)
Favourable Unfavourable
changes changes
£m £m
At 31 December 2009
Derivatives/trading assets/trading liabilities’ 415 277
Financial assets and habilities designated at fair
value
Financial investments available-for-sale - -
At 31 December 2008
Denvatives/trading assets/trading habilities' 155 (239)
Financial assets and habihities designated at fair
value

Financial investments available-for-sale - -

Favourable Unfavourable
changes changes

£m £m

465 (465)

344 (344)

1 Derwvatives, trading assets and trading labilities are presented as one category to reflect the manner in which these financial

instrumentis are risk-managed

Principal assumptions used wn the valuation of financial instruments with sigrificant unobservable inputs

Reflected i profit or loss

Reflected 1n equity

Favourable Unfavourable
changes changes
£m £m

At 31 December 2009
Private equity investments - -
Asset-backed secunties 15 (16)
Denvatives with monolines 56 3
Other denivatives 101 (96)
Other portfolto 120 (44)
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Favourable Unfavourable
changes changes
£m £m

112 (112)

418 (418)
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Reflected 1n profit or loss Reflected in equity

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
fm £m £m fm

At 31 December 2008
Privale equity investments - - 84 (84)
Asset-backed securnities 51 (51} 433 (433)
Leverage finance 2 (2) - -
Denvatives with monolines 42 (1830) - -
Other denvatives 53 16 - -
Other portfolio 34 (33) ) )

Fair values of financial instruments not carried at fair value

Fair values at the balance sheets date of the assets and habilities set out below are estimated for the purpose of
disclosure at follows

(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 15 estimated using discounted cash flow models Performing loans
are grouped, as far as possible, mto homogeneous pools segregated by matunity and coupon rates In general,
contractual cash flows are discounted using the group’s estimate of the discount rate that a market participant
would use n valuing instruments with similar matunty, repricing and credit nsk characteristics

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date and estimates of market
participants’ expectations of credit losses over the hfe of the loans For impaired loans, fair value 1s estimated by
discounting the future cash flows over the time period m which they are expected to be recovered

(1) Fmancial investments

The fair values of listed financial investments are determimed using bid market prices The fair values of unlisted
financial investments are determuned using valuation techniques that take into consideration the prices and future
earnings streams of equivalent quoted securities

() 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 estimated using discounted cash flows, applying current rates offered for deposits of
similar remamning maturities The fair value of a2 deposit repayable on demand 1s assumed to be the amount
payable on demand at the balance sheet date

(1v) Debt securines i 1ssue and subordinated habilties

Fair values are determined using quoted market prices at the balance sheet date where avatlable, or by reference
to quoted market prices for similar instruments

The fair values 1n this note are stated at a specific date and may be significantly different from the amounts which
will actually be pard on the matunty or settlement dates of the instruments In many cases, 1t would not be possible to
realise immedtately the estimated fair values given the size of the portfolios measured Accordingly, these fair values
do not represent the value of these financial instruments to the group as a going concern

For all classes of financial mstruments, fair value represents the product of the value of a single instrument,
multiplied by the number of instruments held No block discount or premium adjustments are made The fair values
of intangible assets related to the businesses which originate and hold the financial instruments subject to fair value
measurement, such as values placed on portfolios of core deposits, credit card and customer relationships, are not
included above because they are not classified as financial mstruments Accordingly, an aggregation of fair value
measurements does not approximate the value of the orgamisation as a going concern

The following table lists financial instruments whose carrying amount 1s a reasonable approximation of fair value
becanse, for example, they are short-term in nature or reprice to current market rates frequently
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Assets Liabihties

Cash and balances at central banks

Items n the course of collection from other banks
Endorsements and acceptances Investment contracts with discretionary participation features
Short-term recervables within ‘Other assets’ Short-term payables wathin ‘Other labilities’

Accrued ncome Accruals

Items 1n the course of transrmission 1o other banks
Endorsements and acceptances

Fair values of financial instruments which are not carried at fair value on the balance sheet

The group
At 31 December 2009 At 31 December 2008
Carrying Far Carrying Farr
amount value amount value
£m £m £m £m
Assets
Loans and advances to banks 46,994 46,970 50,719 50,703
Loans and advances to customers 274,659 269,542 298304 252,059
Financial investments debt secunties 4,851 5,235 25 25
Liabwhities
Deposits by banks 57,729 57,730 61,431 61,454
Customer accounts 332,896 333,039 369,880 369,857
Debt securities in 1ssue 39,340 38,702 52,308 51,461
Subordinated Liabhties 6,799 6,381 7.259 6,589
The bank
At 31 December 2009 At 31 December 2008
Carrymg Fair Carmrying Fair
amount value amount value
£m £m £m £m
Assels
Loans and advances to banks 20,729 20,729 18,295 18,297
Loans and advances to customers 208,669 203,855 217,309 211,958
Liabihties
Deposits by banks 39346 39346 54,986 54,981
Customer accounts 223,652 224,363 240,397 240,393
Debt securities 1n 1ssue 14,636 14,638 8,670 8,624
Suberdinated hiabilities 6,955 6,516 7,310 6,623
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32 Maturity analysis of assets and liabilities

The following is an analysis, by remaining contractual maturities at the balance sheet date, of undiscounted cash
flows payable under financial abilities

The group
Due Due
between between
Due within Jand 12 land 5 Due after
On demand 3 months months years 5 years Total
£m £fm £m £m £m £m
At 31 December 200%
Deposits by banks 14,476 48,265 8,989 2,203 705 74,638
Customer accounts 227,086 105,528 17,347 2,631 1,000 353,592
Trading habihties 118,881 - — - - 118,881
Financial iabilities designated
at fair value 4,107 161 367 8315 10,815 23,765
Dervatives 119,345 22 347 287 10 120,011
Debt securities n 1ssue - 22,290 8,817 8,962 228 40,297
Subordinated habitities 27 47 9 1,724 7,610 9,487
Other financial Liabihties 1,646 5,942 1,452 571 499 10,110
485,568 182,255 37,398 24,693 20,867 750,781
Loan commutments 33,463 33,043 15,080 22,347 12,150 116,083
Financial guarantee contracts - 6,943 5,418 3,487 2,144 17,992
519,031 222,241 57,896 50,527 35,161 884,856
At 31 December 2008
Deposits by banks 14,375 49,561 3,521 2,510 3,129 73,096
Customer accounts 231,596 129,687 17,117 1,934 1,393 381,727
Trading liabilities 124,450 - - - - 124,450
Financial hatnhiies designated
at fair value 3,627 59 208 4,904 9,478 18,276
Denivatives 239,394 130 1,098 1,661 243 242,526
Debt secunties n 1ssue 235 25,880 18,371 9217 2,858 56,561
Subordinated Liabilities 63 69 182 1,229 9,162 10,705
Other financial liabilities 1,957 6,205 1,124 646 511 10,443
615,697 211,591 41,621 22,101 26,774 917,784
Loan commitments 38,036 41,965 27422 36,067 10,901 154,391
Financial guarantee contracts - 5,310 8,173 3,592 3218 20,293
653,733 258,866 77216 61,760 40,893 1,092,468
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The bank
At 31 December 2009
Deposits by banhks 12,746 24,554 1,897 138 49 39,384
Customer accounts 185,937 26,788 9,577 1,170 610 224,082
Trading habilities 96,821 - - - - 96,821
Financial habihties designated
at fair value 83 119 330 4,483 10,236 15,251
Derivatives 101,161 21 340 106 3 101,631
Debt securities n 1ssue - 4,667 5,733 4,361 - 14,761
Subordinated liabihities - 46 829 2,227 4911 8,013
Other financial liabihties 184 3,943 318 124 117 4,686
396,932 60,138 19,024 12,609 15,926 504,629
Loan commitments 13,611 30326 17,867 10,928 10,799 83,531
Financial guarantee contracts - 4,654 4,074 1,992 1,461 12,181
410,543 95,118 40,965 25,529 28,186 600,341
At 31 December 2008
Deposits by banks 12,589 40,673 1,555 152 152 55,121
Customer accounts 192,570 35643 8.218 625 786 237,842
Trading habilities 98,389 - - - - 98,389
Financial habihities designated
at fair value - 44 187 2,469 8,824 11,524
Denivatives 196,549 55 275 339 105 197,323
Debt securities i issue 47 6,264 2,243 394 - 8,948
Subordinated hahilities — 60 71 2,688 6,245 9,064
Other financial habilities 28 4,608 20 15 1 4.672
500,172 87,347 12,569 6,682 16,113 622,883
Loan commitments 13,660 38,337 17,531 25488 8.471 103,487
Financial guarantee contracts - 3,808 3,896 1,844 1,484 11,032
513,832 129,492 33,996 34,014 26,068 737,402

Trading habilities and trading denvatives have been included in the ‘On demand’ time bucket, and not by contractual
maturity, because trading hiabilities are typically held for short periods of time The undiscounted cash flows on
hedging denvative hiabilities are classified according te therr contractual maturity The undiscounted cash flows
potentially payable under financial guarantee contracts are classified on the basis of the earhiest date they can be
drawn down

The following 1s an analysis by remaining contractual maturities at the balance sheet date, of assets and hability line
1temns that combine amounts expected to be recovered or settled within one year and after more than one year

Trading assets and habilities are excluded because they are not held for collection or settlement over the period of
contractual maturity
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The group
At 31 December 2009
Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value 774 15,661 16,435
Loans and advances to banks 45,278 1,716 46,994
Loans and advances to customers 139,453 135,206 274,659
Financial investments 15,428 71,267 86,695
Other financial assets 7,565 2,068 9,633
208,498 225918 434,416
Liabilities
Deposits by banks 56,456 1273 57,7129
Customer accounts 329,146 3,750 332,896
Financial Liabihties designated at fair value 642 17,522 18,164
Debt securities in 1ssue 31,286 8,054 39340
Other financial habilities 5,565 1,511 7.076
Subordinated liabilities 5 6,794 6,799
423,100 38,904 462,0{4
At 31 December 2008
Due within Due after more than
one year one year Total
fm £m £m
Assets
Financial assets designated at farr value 1,634 12,261 13,895
Loans and advances to banks 48,242 2,477 50,719
Loans and advances to customers 160,300 138,004 298,304
Fmancial investments 37,199 66,312 103,511
Other financial assets 7,954 1,757 9,711
255,329 220,811 476,140
Liabihities
Deposits by banks 59,517 1,914 61,431
Customer accounts 366,547 3,333 369,880
Financial hiabtlities designated at fair value 376 14,808 15,184
Debt securities 1n tssue 41,115 11,193 52,308
Other financial habilities 6,705 1,545 8,250
Subordinated habihties 71 7.188 7,259
474331 39,981 514,312
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The bank
At 31 December 2009
Due within Due after more than
one year one year Total
£m £m £m
Assets

Financial assets designated at fair value 153 6,439 6,592
Loans and advances to banks 19,178 1,551 20,729
Loans and advances to customers 105,397 103,272 208,669
Financial investments 4,833 22,556 27,389
Other financial assets 3914 1,588 5,502
133,478 135,406 268,881

Liabihties
Deposits by banks 38,455 891 39346
Customer accounts 218,493 5,159 223,652
Financial lrabihties designated at farr value 267 10,408 10,675
Pebt securities i 15sue 10316 4,320 14,636
Other financial habilities 2,800 582 3,382
Subordinated hiabilities 799 6,156 6,955
271,130 27,516 298,646

At 31 December 2008

Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value 78 4,514 4,592
Loans and advances to banks 15,810 2,485 18,295
Loans and advances to customers 111,970 105,339 217,309
Financial investments 27.894 18,714 46,608
Other financial assets 3,254 1,531 4,785
159 006 132,583 291,589
Liabilihes
Deposits by banks 54,215 771 54,686
Customer accounts 234,572 5,825 240,397
Financial habihties designated at fair value 241 9,188 9,429
Debt securities in 15sue 8,345 325 8,670
Other financial Liabilities 3,292 524 3,816
Subordinated hiabilities — 7310 7.3160
300,665 23,943 324,608

Further discussion of the group’s hquidity and funding management can be found 1n Note 37 ‘Risk management’

33 Foreign exchange exposures

Structural 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 subsichary undertakings, branches, joint ventures and associates

The group’s management of structural foreign currency exposures 1s discussed in Note 37
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Net structural currency exposures

Currency of structural exposure

Euro

US dollars

Swiss francs

Turkish lira

Russian rouble

Others, each less than £100 million

Total

he Financial Statements (continued)

2009 2008
£m £m
12,743 11,040
1,916 (1,384)
1,792 1,499
1,073 1,032
182 184
155 154
17.861 12,525

Assets charged as security for liabilities and collateral accepted as security for assets

35

Financial assets pledged to secure habilities are as follows

Loans and advances to banks
Loans and advances to customers
Debt securities

Equity shares

Group assets pledged at 31 December

Bank assets pledged at 31 December

2009 2008 2009 2008
£m £m £m £m
3,381 2,521 3,168 2359
31,901 18,623 22,688 5,826
108,383 106,633 54,635 51,003
4,173 2,801 4,087 2,747
147,838 130,578 84,578 61,935

These transactions are conducted under terms that are usual and customary to 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 permitted to sell or repledge n the absence of
default 15 £175,084 milhon (2008 £137,354 million) (the bank 2009 £95,662 million, 2008 £77,713 mill:on) The
fair value of financial assets accepted as collateral that have been sold or repledged 1s £100,631 million (2008
£72,569 mlhon) (the bank 2009 £31,18% mullion, 2008 £34,053 million) The group 15 obliged 1o return these assets

These transactions are conducted under terms that are usual and customary te standard stock borrowing and lending

activities

Called up share capital and other equity instruments

Authonised

The concept of authorised share capital was abolished under the UK Compames Act 2006 with effect from 1 Qctober
2009 and amendments to the Company’s Articles of Association were approved by shareholders at a General Meeting

on 1 October 2009

At 31 December 2008, the authonsed ordinary share capital of HSBC Bank plc was £1,000 million, divided into
999,999,999 ordinary shares of £1 each and 1 preferred ordinary share of £1

At 31 December 2008, the authonsed preference share capital of HSBC Bank plc was £150 mullion and US$ 2 44
milhion, divided 1nte 150,000,000 sterling preference shares of £1 each, 200,000,000 non-cumulative US dollar
preference shares of US$ 0 01 each, 4,000,000 non-cumulative second US dollar preference shares of US$ 0 01 each

and 40,000,000 non-cumulative third US dollar preference shares of US$ 0 01 each
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Issued

HSBC Bank plc ordimary shares

Number £m
At 1 January 2009 796,969,104 797
Shares 1ssued 3 —
At 31 December 2009 796,969,107 797
At 1 January 2008 796,969,102 797
Shares 1ssued 2 -
At 31 December 2008 766,969,104 797
HSBC Bank plc non-cumulative third dollar preference shares

Number £7000
At 1 Janvary and 31 December 2009 35,000,000 172
At 1 January and 31 December 2008 35,000,000 172

The bank has no obligation to redeem the preference shares but may redeem them n part or 11 whole at any tune,
with the prior non-objection of the FSA Dividends on the preference shares in 1ssue are paid annually at the sole and
absolute discretion of the Board of Directors The Board of Directors will not declare a dividend on the preference
shares n 1ssue 1f payment of the dividend would cause the bank not to meet the capital adequacy requirements of the
FSA or the profit of the bank available for distribution as dividends 15 not sufficient to enable the bank to pay in full
both dividends on the preference shares in 1ssue and drvidends on any other shares that are scheduled to be paid on
the same date and have an equal nght to dividends or f payment of the dividend 15 prohibited by the rights attached
to any class of shares 1n the capital of the bank, excluding ordinary shares The preference shares in 1ssue carry no
rights to conversion 1nto ordinary shares of the bank Hcelders of the preference shares i 1ssue 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 nghts 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 1n 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 busiess then, in such
circumstances, holders of preference shares will be entitled to vote on al! matters put to general meetings In the case
of unpaid dividends the holders of preference shares i 1ssue will be entitled to attend and vote at any general
meetings until such time as dividends on the preference shares have been paid in full, or a sum set aside for such
payment an full, in respect of one dividend period

All shares 1n tssue are fully paid

HSBC Bank plc perpetual subordinated debt

£m
At 1 January 2009 1,750
Issued during the year -
At 31 December 2009 1,750
At | January 2008 1,000
Issued during the year 750
At 31 Pecember 2008 1,750

Interest on HSBC Bank plc perpetual subordinated debt 1s paid quarterly at the sole and absolute discretion of the
Board of Directors The perpetual subordinated debt may only be redeemed at the option of the bank and cames no
rights to conversion mnto ordinary shares of the bank
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36 Notes on the cash flow statement

Non-cash items included in profit before tax

The group The bank
2005 2008 2009 2008
im £m im fm
Depreciation, amortisation and impairment 632 575 336 312
Share-based payment expense 191 225 107 129
Profit on repayment of capial in subsidiary - - - (280)
Gam on financing 8 Canada Square - (244) - (244)
Loan impatsinemt 1osses gross of recovernes 3364 1,861 1,784 1328
Provisions raised 40 103 33 16
Impairment of financial investments 164 282 65 50
(Gan on)/charge for defined benefit plans 79 135 (108) 148
Accretion of discounts and amortisation of
premiums (88) (204) (91) an
4,224 2.733 3,126 1448
Change n operating assets
The group The bank
2009 2008 2009 2008
£m £fm fm £m
Change tn prepayments and accrued income 2,162 455 1,336 896
Change mn net trading securities and net
denivatives (6,301) {15,976) (5,852) 15375
Change m loans and advances to banks 8,339 9,704 14,389 8510
Change n loans and advances to cusiomers 22,527 (64,643) 7,049 (60,016)
Change n financial assets designated at fair
value (2,516) 1,575 (2,000) (2,004)
Change in other assets 1,011 (3357) (518) (1,773)
25,222 (72,242} 14,404 (39.012)
Change in operating habilities
The group The bank
2009 2008 2009 2008
£m £m £m £m
Change 1n accruals and deferred income (1,703) (771} (733) (1,354)
Change 1n deposits by banks (3,702) 12,645 (15,640) 13,925
Change in customer accounts (36,984) 101,611 (16,831) 55,498
Change in debt securities mn 1ssue (12,938) 1,695 5,966 553
Change in financial hiabilities designated at fair
value 2,982 (474) 1,246 1,347
Change in other habihittes (737) 3,488 (550) 395
(53,082) 118,194 (26,542) 70,364
Cash and cash equivalents
The group The bank
2009 2008 2009 2008
£m £m fm £m
Cash and batances at ceniral banks 14,274 9,470 13,130 6,779
Items n the course of coltection from other 1,917 692
banks 2,082 1,0M
Loans and advances to banks of one month or 37,448 8,021
less 42,076 24802
Treasury bills, other bills and certificates of 13,822 13,07
deposit less than three months 34851 2,294
Less items n the course of transmission to (1,802) (772
other banks (1477) {595)
Total eash and cash equivalents’ 60.806 60,833 40,702 27.791

1 Total cash and cash equivalents inciude the following amounis that are not available for use by the group £13 million held by foreign
subsidiaries and subject to foreign exchange conirol restrictions (2008 nil), and £1,451 million subject to other restrictions (2008
£2,175 milfion)

Total nterest paid by the group during the year was £7,626 millton (2008 £17,126 million) Total interest received
by the group duning the year was £18,153 million (2008 £17,815 milhon) Total dividends received by the group
during the year was £567 millhion (2008 £837 milhon)
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37 Risk management

All the group’s activities involve, to varying degrees, the analysis, evaluation, acceptance and management of nsks or
combinations of nnsks The most important nisk categones that the group 1s exposed to are credit risk (including
cross-border country nigk), market nisk, hquidity risk and insurance sk Market risk includes foreign exchange,
interest rate and equity price nsks

The management of these various risk categories 15 discussed below Insurance nisk 1s managed by the group’s
msurance businesses together with their own credit, liquidity and market nisk functions, distinct from those covering
the rest of the group due to the different nature of their activities They remain under risk oversight at group level

Credit risk

Credit risk 1s the nsk of financial loss 1f a customer or counterparty fails to meet an obligatien under a contract It
anses principally from direct lending, trade finance and leasing business, but also from off-balance sheet products
such as guarantees and credit derivatives, and from the group’s holdings of debt secunties Amongst the nsks in
which the group engages, credit nsk generates the largest regulatory capital requirements

Credit risk management

HSBC Holdings plc 1s responsible for the formulation of high-level credit risk policies and provides high-level
centralised oversight and management of credit risk for HSBC worldwide In addition 1ts responsibihities include

+  Controlling exposures to sovereign entihes, banks and other financial institutions HSBC’s credit and settlement
nsk hmuts to counterparttes in these sectors are approved and managed by Group Credit Risk, to optimise the use
of credit availability and avoid excessive risk concentration

e  Monitoring intra-Group exposures to ensure they are maintained within regulatory hmits Plans are in place to
adopt the FSA’s new ‘Integrated Groups® regime i accordance with the agreed transition timetable

e Controlling cross-border exposures, through the imposition of country limuts with sub-himits by maturity and
type of business Country limits are determined by taking into account economic and political factors, and
applying local business knowledge Transactions with countries deemed to be higher nisk are considered case by
case

Within the Bank, the Credit Risk function 1s headed by the European Chief Risk Officer and reports to the Chief
Executive Officer, with a functional reporting hine to the HSBC Group Chief Risk Officer Its responsibilities
include

* Formulating and recording detailed credit policies and procedures, consistent with HSBC policy

*  Issuing policy gutdehnes to subsidianes and offices on appetite for credit nsk exposure to specified market
sectors, activities and banking products

¢ Undertaking independent review and objective assessment of nsk Credit Risk approves all commercial non-
bank credit facilities and exposures — including those embedded in denivatives — that are originated or renewed
by subsidiaries and offices over designated limits

*  Montoring the performance and management of retail portfolios

¢ Mantaining policy on large credit exposures, ensuring that concentrations of exposure by counterparty, sector ot
geography do not become excessive in relation to the group’s capital base and remain within mnternal and
regulatory hmits

+  Maintaining and developing the govemance and operation of HSBC’s risk rating framework and systems, to
classify exposures

e  Stress testing oversight, economic capital measurement and the refinement and reporting of key nsk indicators

* Reporting to senior executives on aspects of the Bank’s credit nisk portfolio These executives, as well as the
European Risk Management Committee, Audit Commuttee and the Board of Directors of the bank receive a
variety of regular and ad hoc reports covering

— sk concentrations,

—  retail portfolio performance,
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—  specific higher-risk portfolio segments, for example, real estate, banks, and automotive sector,

— arnisk map of the status of key risk areas, with associated preventive and mitigating actions,

— individual large impaired accounts, and impairment allowances/charges for all customer segments,
— country lhimits, cross-border exposures and related impairment allowances,

— performance of the Bank’s credit rating systems employing Basel 2 metrics, and

—  stress testing results and recommendatiens

+  Where appropniate, estabhishing speciahist units to provide intensive management and control to support
customers n financial difficulty and maximise recoveries of doubtful debts

* Managing and directing credit risk management systems 1nitiatives

¢ Providing advice and gmdance to offices and subsidiaries to promote best practice on credit-related matters such
as

regulatory developments,
— nsk modelling,
— collective impairment allowances,
— new products, and
—  credit nsk reporting
e Acting on behalf of the group as the prnimary interface, for credit-related 1ssues, with external parties including
the Bank of England, the FSA, rating agencies, corporate analysts, trade associations etc
Credit guality

The group’s credit sk rating systems and processes differentiate exposures in order to highhight those with greater
nisk factors and higher potential severity of loss In the case of individually sigmificant accounts, risk ratings are
reviewed regularly and any amendments are implemented promptly Within the group’s retail business, risk 1s
assessed and managed using a wide range of nsk and pricing models to generate portfolio data

A credit review and nisk identification team has been established reporting directly to the European CRQ, and 1t
reviews the robustness and effectiveness of key risk measurement, monitoring and control activities

Impairment Assessment

When impairment losses occur, the group reduces the carrying amount of loans and advances through the vse of an
allowance account When impairment of available-for-sale financial assets and held-to-matunity financial investments
occurs, the carrying amount of the asset 1s reduced directly For further details on the accounting policy for
tmpairment of available-for-sale debt and equity secuniies, see accounting policies on pages 49 and 50

Impairment allowances may be assessed and created either for indhvidually sigmficant accounts or, on a collective
basis, for groups of individually significant accounts for which no evidence of impairment has been individually
rdentified or for ugh-volume groups of homogeneous loans that are not considered individually sigmficant It s the
group’s policy that each operating company creates allowances for impaired loans promptly and consistently

Management regularly evaluates the adequacy of the established allowances for impaired loans by conducting a
detailed review of the loan portfolio, comparing performance and delinquency statistics with historical trends and
assessing the impact of current economic condition
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Maximum exposure to credit risk

The following table presents the maximurmn exposure to credit sk from balance sheet and off-balance sheet financial
mstruments, before taking account of any collateral held or other credit enhancements (unless such credit
enhancements meet offsetting requirements) For financial assets recogntsed on the balance sheet, the exposure to
credit risk equals their carrying amount, for financial guarantees granted, it 1s the maximum amount that the group
would have to pay 1f the guarantees were called upon For loan commitments and other credit-related commitments
that are urevocable over the hife of the respective facilities, the maximum exposure to credit nisk 1s the full amount of
the commtted facilities

The group
At 31 December 2009 At 31 December 2008
Maximum Offset Exposure Maxamum Offset Exposure
exposure to credit exposure to credit
risk (net) nsk (net)
£m £m £m £m £m £m
Cash and balances at central banks 14,274 - 14,274 9.470 - 9470
Items 1n the course of collection from
other banks 2,082 - 2,082 1,517 - 1,917
Trading assets 145,604 (3,800) 141,804 158,900 (6,945) 151,955
— treasury and other eligible bills 789 - 789 21 - 21
— debt secunities 75,566 - 75,566 77,241 - 77,241
— loans and advances to banks 30,857 - 30,857 37,898 - 37,898
— loans and advances to customers 38,392 (3.800) 34,592 43,740 (6,945) 36,795
Financial assets designated at far value 9,480 — 9,480 8,073 — 8,073
— treasury and other eligible bills 35 - 35 43 - 43
— debt secunities 3,706 - 8,706 7,380 - 7,380
— loans and advances to banks 214 - 214 153 - 153
— loans and advances to customers 525 — 525 497 - 497
Dernivatives 118,516 (81,508) 37,008 243,084 (173,522) 69,562
Loans and advances held at amorised
cost 321,653 (52,530) 269,123 349023 {54,890) 294,133
— loans and advances to banks 46,994 67 46,927 50,719 (82) 50,637
— loans and advances to customers 274,659 (52,463) 222,196 298,304 (54,808 243,496
Financial investments 84,379 - 84,379 100,843 - 100,843
— treasury and other similar bills 2,349 - 2,349 10,562 - 10,562
- debt secunittes B 82,030 - 82,030 90281 - 90,281
Other assets 9,449 — 9,449 12616 — 12,616
— endorsements and acceptances 352 - 352 370 - 370
— accrued income and other 9,097 - 9,097 12,246 — 12,246
Financial goarantees 17,992 - 17,992 20,293 - 20,293
Loan commitments and other credit-
related commitments 116,083 - 116,083 154,391 — 154,391
839,512 ~ {137,838) 701,674 1,058,610 (235,357} 823 253
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The bank

Cash and balances at central banks
Items in the course of collection from other
banks

Trading assets

— treasury and other eligible bills
— debt secunities

— loans and advances to banks

— loans and advances 10 customers

Financial assets designated at fair value
— debt secunttes
— loans and advances to banks

Denvatives

Loans and advances held at amortised cost
- loans and advances to banks
— loans and advances to customers

Fancial investments
— treasury and other similar bills
— debtsecurities

Other assets
— endorsements and acceptances
- accrued income and other

Financial guarantees
Loan commitments and other credit-related
commitments

At 31 December 2009

At 31 December 2008

Maximum Offset Exposure to Maximum Offset  Exposure to
exposure credit risk exposure credit nsk
(net) (net)

£m £m £m £m £fm £m
13,130 - 13,130 6,779 - 6,779
1,071 - 1,071 692 - 692
105,164 {3,800y 101364 119,155 (6,945) 112,210
741 - 741 7 - 7
35314 - 35314 32,132 - 32,132
34,511 - 34111 45209 - 45,299
34,998 (3,800) 31,198 41,717 (6,945} 34,772
6,592 = 6,592 4,592 - 4,592
6,515 - 6,515 4514 - 4,514
77 — 77 78 - 78
100,800 (52,553) 48,247 197,128 (120,488) 76,640
229,398 (38,748) 190,650 235,604 (47,501) 188.103
20,729 - 20,729 18,295 - 18,295
208,669 (38,748) 169,921 217,309 (47,501) 169,808
26,452 - 26,452 45,519 -~ 45,519
799 - 799 9,818 - 9,818
25,653 - 25,653 35,701 - 35,701
4,696 - 4,696 5,700 - 5,700
191 - 191 224 - 224
4,505 - 4,505 5,476 = 5,476
12,181 - 12,181 11,032 - 11,032
83,531 - 83,531 103,487 - 103,487
583.015 (95,101) 487,914 729,688 (174,934) 554,754
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i e

Collateral and other credit enhancements

Collateral held against financial instruments presented above 1n the maximum exposure to credit risk table 15
described in more detatl below

Items 1n the course of collecion from other banks

Settlement risk arises in any situation where a payment 1n cash, securities or equities 15 made in the expectation of a
corresponding receipt in cash, securities or equities Daily settlement imits are established for counterparties to cover
the aggregate of group’s transactions with each one on any single day Settlement risk on many transactions,
particularly those mnvolving securities and equities, 1s substantially mitigated by settling through assured payment
systems, or on a delivery-versus-payment basis

Treasury, other ehgible bills and debt securities

Collateral held as secunty for financial assets other than loans and advances ts determned by the nature of the
instrument Debt securities, treasury and other eligible bills are generally unsecured, except for ABSs and similar
instruments, which are secured by pools of financial assets

Derwvatives

The ISDA Master Agreement 15 the group’s preferred agreement for documenting denvatives activity It provides the
contractual framework within which dealing activity across a full range of over-the-counter products 1s conducted,
and contractually binds both parties to apply close-out netting across all outstanding transactions covered by an
agreement 1f either party defaults 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 [ISDA Master
Agreement Under a CSA, collateral 1s passed between the parties to mitigate the market-contingent counterparty risk
mherent 1n the outstanding positions

L.oans and advances

It 1s the group’s policy, when lending, to do so within the customer’s capacity to repay, rather than rely primarily on
the value of security offered Depending on the customer’s standing and the type of product, facilities may be
provided unsecured Whenever available, collateral can be an important mitigant of credit nsk

The gmdelnes applied by operating companies 1n respect of the acceptability of specific classes of collateral or credit
risk mitigation, and the determination of valuation parameters are subject to regular review to ensure that they are
supported by empirical evidence and continue to fulfil their intended purpose The principal collateral types
employed by the group are as follows

* n the personal sector, mortgages over residential properties,
e n the commercial and industrial sector, charges over business assets such as premises, stock and debtors,
s inthe commercial real estate sector, charges over the properties being financed, and

+ 1n the financtal sector, charges over financial instruments such as debt secunities and equities n support of
trading facilihes

In addition, credit derivatives, including credit default swaps and structured credht notes, and secuntisation structures
are used to manage credit risk in the group’s loan portfolio

The group does not disclose the fair value of collateral held as security or other credit enhancements on loans and
advances past due but not tmpaired, or on individually assessed impaired loans and advances, as 1t 15 not practicable
to do so
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Concentrations of credit risk exposure

Concentrations of credit nisk arise when a number of counterparties or exposure have comparable economic
charactenistics, or such counterparties are engaged 1n similar activihies, or operate 1n the same geographical areas or
industry sectors, so that their collective ability to meet contractual obligations 1s umformly affected by changes in
economic, political or other condrtions

The group
2009 2008
% %
United Kingdom 47 42
France 16 16
Germany 6 [
Rest of Continental Europe 17 20
Continentat Europe 39 42
United States 6 8
Rest of the world 8 b
14 16
100 100

The bank

2009 2008
% %
United Kingdom 63 58
France 4 3
Germany 2 2
Rest of Continental Europe 16 20
Continental Europe 22 25
United States 4 7
Rest of the world 11 10
15 17
100 100

The group provides a diverse range of financial services both 1n the Umited Kingdom and internationally As a result,
its portfcho of financial instruments with credit risk 1s diversafied, with no expesures to individual industries or
economic groupings totalling more than 10 per cent of consohidated total assets, except as follows

=  the bank’s position as one of the principal UK clearning banks means that the majonity of the group’s exposure to
credit nsk 1s concentrated in the United Kingdom Within the United Kingdom, the group’s credit risk 1s
diversified over a wide range of industrial and economic groupings, and

¢ the group’s position as part of a major internaticnal banking group means, that 1t has a sigmificant concentration
of exposure to banking counterparties The majority of credit risk to the banking industry at 31 December 2009
and 31 December 2008 was concentrated in Europe (including the United Kingdom)
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Loans and advances to customers by industry sector

The group

Personal
Residential mortgages
Other personal

Corporate and commercial
Commercial, industnial and international
trade
Commercial real estate
Other property-related
Govemment
Other commercial

Financial
Non-bank financial institutions
Settlement accounts

Asset-backed securities reclassified

Total gross loans and advances

The bank

Personal
Residential mortgages
Other personal

Corporate and commercial
Commercial, industnal and international
trade
Commercial real estate
Other property-related
Government
Other commercial

Financial
Non-bank financial institutions
Settlement accounts

Asset-backed securities reclassified

Total gross loans and advances

At 31 December 2009

At 31 December 2008

Gross loans by

Gross loans by

Gross loans and  ndustry 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 %

68,028 24 45% 60,240 20 03%
33,588 1207% 38412 12 77%
101,636 3652% 98,652 32 80%
69,211 24 88% 83,163 27 65%
20,987 754% 22,563 7 50%
3.840 1.38% 5,301 1 76%

1,357 0 48% 1,275 041%
29,858 10 73% 38,915 12 94%
125,253 45 01% 151,217 50 26%
47,008 16 89% 45,891 15 26%

502 018% 754 0 25%

47,510 17 07% 46,645 1551%
3.872 1 40% 4.292 1 43%
278,251 100 00% 300,806 100 00%

At 31 December 2009

At 3] December 2008

Gross loans and

Gross loans by
mdustry sector as

Gross loans and

Gross loans by
industry sector as

advances to a % of total advances to a % of total
customers gross loans customers gross loans
£m %o £m %
60,642 28 66% 52,230 23 88%
11,097 525% 12,396 5 67%
71,739 3391% 64,626 29 55%
51,242 2422% 60,957 2787%
12,981 613% 13,660 625%
2,852 1.35% 4,057 186%

858 041% 757 035%
21,115 998% 28,428 13 00%
89,048 42 09% 107,859 49 33%
46,839 2215% 41,489 18 97%

47 002% 411 019%

46,386 2217% 41,900 19 16%
3.872 183% 4,292 1 96%
211,545 100 00% 218,677 100 00%

There are no special collateral requirements relating to industrial concentrations, with the exception of exposures to
the property secter The majonty of exposures to the property and construction industry and the residential mortgage
market are secured on the underlying property
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Renegotiated loans

Restructuring activity 1s designed to manage customer relationships, maximise coellection opportunities and, 1f
possible, avoid foreclosure or repossession Such activities include extended payment arrangements, lower interest
rates, approved external debt management plans, deferring foreclosure, modification, loan rewnites and/or deferral of
payments pending a change in circumstances Restructuring 1s most commonly applied to consumer finance
portfolios

Following restructurning, an overdue consumer account 1s normally reset from delinquent to current status
Restructuring pohcies and practices are based on indicators or criteria which, 1n the judgement of local management,
mndicate that repayment will probably continue These policies are required to be kept under continual review and
their application varies according to the nature of the market, the product, and the availability of empirically based
data Critena vary between products, but typically include receipt of two or more quahifying payments within a
certain period, a minimum lapse of ime from onginatton before restructuring may occur, and restrictions on the
number and/or frequency of successive restructunings When empirical evidence indicates an increased propensity to
default on restructured accounts, the use of roll rate methedology ensures this factor 1s taken mnto account when
calculating impairment allowances

Renegotiated loans that would otherwise be past due or impaired

The group
At 31 December
2009 2008
£m £m
Loans and advances to custemers 1,545 1,298
The bank
At 31 December
2009 2008
£m £m
Loans and advances to customners 1,423 1,181

Credit qualty of financial instruments

The five credit quahty classifications set out and defined below describe the credit quality of the group’s lending,
debt secunities portfolio and derivatives Since 2009, the medium classification has been subdivided into “medium-
good” and medium-satisfactory™ to provide further granulanty These classifications each encompass a range of more
granular, internal credst raung grades assigned to wholesale and retail lending business, as well as the external rating,
attributed by external agencies to debt secuniies There 1s no direct correlation between the internal and external
ratings at granular level, except to the extent each falls within a single quality classification

Credit quality of HSBC 's debt securities and other bills

External credit rating
(based on ratings of
Standard & Poor’s)
Quality classification

Strong A-and above
Medium - Good BBB+ to BBB-
Medium — Satisfactory BB+ to B+ and unrated
Sub - standard B and helow
Imparred Impaired
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Credit quality of HSBC's wholesale lending and dervatives

Quahty classification

Strong

Medium - Good
Medium — Satisfactory
Sub - standard
Impaired

Credit quality of HSBC's retail lending

Quality classification

Strong

Medium - Good
Medum - Satisfactory
Sub — standard
Impaired

Internal credit ratng  Probabihity of default %

CRR1 10 CRR2
CRR3

CRR4 TO CRR5
CRR6 TO CRRS
CRR9 TO CRR10

0-0169
0170 -0 740
0741 -4914

4915 -999%%
100

Internal credit rating'

ELi TOEL2
EL3

EL4 TO ELS
EL6 TO EL8
EL9 TOELIOD

Expected loss %

0—-0999

1 000 — 4 999
5000 - 19999
20 000 — 99 999
100 or more

| HSBC observes the disclosure convention that, in addition to those classified as EL? 1o ELID, retml accounts classified as EL! 1o EL8
that are delinguent by 90 days or more are considered impawed unless mdraidually they have been assessed as not impaired

Qualty classification definmitions

‘Strong’ Exposures demonstrate a streng 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

‘Medium - Good' Exposures require closer monitorng and demonstrate a good capacity to meet financial
commitments, with low default nsk Retail accounts typically show only short periods of delinquency, with any
losses expected to be mimimal following the adoption of recovery processes

‘Medium - Satisfactory’ Exposures require closer monitoring and demonstrate an average to fair capacity to meet
financial commitments, with moderate default nsk Retail accounts typically show only short periods of delinguency,
with any losses expected to be minor following the adoption of recovery processes

‘Sub-standard’ Exposures require varying degrees of special attention and default risk 15 of greater concern Retail
portfolio segments show longer delinquency periods of generally up to 90 days past due and/or expected losses are
higher due to a reduced abihity to mitigate these through security realisation or other recovery processes

‘Impaired’ Exposures have been assessed, individually or collectively, as impaired

Risk rating scales

Compared with previous years, the basis of reporting has been changed to replace the former umiform seven grade
portfolio quality scale, in order both to extend range of financial instruments covered 1n the presentation of portfoho
quality to reflect the more risk-sensitive rating systems mtroduced under the group’s Basel 11 programme

The Customer Risk Rating (*CRR’} 10-grade scale above summarises a more granular underlying 22-grade scale of
obligor probability of default (‘PD*) All distinct customers Group-wide are rated using one of these two PD scales,
depending on the degree of sophistication of the Basel 11 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 segments, this combines obligor and facihity/product risk factors in a composite measure

For debt securities and certain other financial instruments, external ratings have been aligned to the five quality
classifications The ratings of Standard and Poor’s are cited, with those of other agencies being treated equivalently
Debt securities with short-term 1ssue ratings are reported against the long-term rating of the 1ssuer of those securities
If major rating agencies have different ratings for the same debt securities, a prudent rating selection 1s made 1n line

with regulatory requirements
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For the purpose of the foltowing disclosure, retail loans which are past due up to 89 days and are not otherwise
classified as ELS or EL10, are separately classified as past due but not impaired The following tables set out the
group’s distribution of financial instruments by measures of credit quality

Distribution of financial instruments by credit quality

The group
31 December 2009

Neither past due nor impaired

Past
Mediim Sub- due not Imparrment
Strong Good Satisfactory Standard impaired Impaired  allowances Total
£m £m £m £m £m £m £m £m

Cash and balances at

central banks 14,274 - - - - - - 14,274
Items in the course of

collection from other

banks 2,082 - - - - - - 2,082
Trading assets 115,484 13,436 16,202 482 - - - 145,604
— treasury and other
eligible bills 747 42 - - - - - 789
- debt securities 66,516 2,781 5877 392 - - - 75,566
— loans and advances
to banks 22,268 5,754 2,807 28 - - - 30,857
— leoans and advances
to customers 25,953 4,859 7,518 62 — - - 38,392
Financial assets
designated at fair value 5,217 63 4,200 - - - - 9,480
— treasury and other
ehigible bills 35 - - - - - - 35
— debt securities 4,450 63 4,193 - - - - 8,706
~ loans and advances
to banks 207 - 7 - - - - 214
- loans and advances
0 customers 525 - — - — — - 528
Denvatives 82,706 27368 6,465 1,977 - - - 118,516
Loans and advances held
at amortised cost 186,225 69,142 49,533 11,625 2,154 6,623 (3,649) 321,653
- loans and advances
to banks 36,545 71,546 2,443 420 - 97 (5T 46,994
- loans and advances
1o customers 149,680 61,596 47,090 11,205 2,154 6,526 (3,592) 274,659
Financial investments 76,591 1,790 3,260 1,336 - 1,402 - 84,379
— treasury and other
ehgible bills 2345 - - 1 - 3 - 2,349
— debt secunities 74,246 1,790 3,260 1,335 — 1,399 - 82,030
Other assets 5.846 894 2,238 405 16 50 9,449
— endorsements and
acceptances 190 64 98 - - - - 352
— accrued ncome and
other 5,656 830 2,140 405 16 50 - 9,097
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The group
31 December 2008

Nesther past due nor impatred

Past
Medium Sub- due not Impamrment
Strong Good  Satisfactory Standard impaired Impaired allowances Total
fm £m £m £m £m £m £m £m

Cash and balances at

central banks 9,470 - - - - - - 9,470
Items i the course of

collection from other

banks 1,917 - - - - - - 1,917
Trading assets 117,335 17,614 23.208 743 - - - 158,900
— treasury and other
ehgible bills - 21 - - - - - 21
- debt securities 66,272 1,580 9,389 - - - - 77,241
- loans and advances
to banks 32,006 3,480 2,412 - - - - 17,898
— loans and advances
0 cCustomers 19,057 12,533 11,407 743 — - - 43,740
Financial assets
designated at fair
value 1,649 1,611 4,813 - — — — 8,073
— treasury and other
ehgible bills 22 21 - - - - - 43
— debt secunties 977 1,59¢ 4813 - - - - 7,380
— loans and advances
to banks 153 - - - - - - 153
— loans and advances
10 customers 497 - - - - - - 497
Denvatives 201,340 28,406 12,930 408 - - - 243 084
Loans and advances
held at amortised cost 195,187 73,656 65,180 11,462 2,339 3,744 (2,545) 349,023
— loans and advances
to banks 41,824 5,998 2,658 240 - :y) 43) 50,719
~ loans and advances
10 customers 153,363 67,658 62,522 11,222 2,339 3,702 (2,502) 298,304
Financial investments 94,540 1,419 4,099 521 — 264 = 100,843
— treasury and other
eligible bills 10,551 - - 11 - - - 10,562
-~ debt secunties 83,989 1,419 4,09% 510 - 264 - 90,281
Other assets 4,705 1,752 5,572 586 - 1 - 12,616
— endorsements and
acceptances 165 186 5 13 - 1 - 370
— accrued income
and other 4,540 1,566 5,567 573 - — - 12,246
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The bank

Cash and balances at
central banks

Items 1n the course of
collection from other
banks

Trading assets

- treasury and other
eligible bills

— debt securities

- loans and advances
to banks

- loans and advances
to customers

Financial assets
designated at fair value
— debt secunities
— loans and advances
to banks

Denvatrves

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

Financial investments
- treasury and other
smnilar bills
- debt secunities

Other assets
- endorsements and
acceptances
— accrued income and
other

31 December 2009

Neither past due nor impaired

Past

Medum Sub- due not Impairment
Strong Good  Satisfactory Standard impawred  Impaired allowances Total
£m im £m £m fm £fm £m £m
13,130 - - - - - - 13,130
1,071 - - - - - - 1,071
80,457 11,015 13,224 468 - — - 105,164
699 42 - - - - - 741
29.121 1,443 4,360 390 - - - 35314
26,657 4,844 2,594 16 - - - 34,111
23,980 4,686 6,270 62 - - - 34,998
2,788 77 3,727 — - - -~ 6,592
2,788 - 3,727 - - - - 6,515
- 77 - - - - - 77
80,403 14,782 3964 1,651 - - - 100,800
139,798 44,485 32,231 9,985 797 4,293 (2,191) 229,398
14,882 4,261 1,254 324 - 35 27 20,729
124,916 40,224 30,977 9,661 797 4258 (2,164) 208,669
24,246 266 1,600 221 - 119 — 26452
799 - - - - - - 799
23447 266 1,600 221 - 119 - 25,653
3338 779 573 6 - - - 4,696
33 61 97 - - - - 171
3,305 718 476 [ - - - 4,505
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The bank

31 December 2008

Neither past due nor impaired

Past
Medium Sub- due not Impairment
Strong Good  Sausfactory Standard impatred Impaired allowances Total
£m £m £m £fm £m £m £fm £m

Cash and balances at

central banks 6,779 - - - - - - 6,779
Items 1n the course of

collection from other

banks 692 - - - - - - 692
Trading assets 86,776 16,839 14,797 743 - — — 119,155
— treasury and other
ehigible bills 7 - - - - - - 7
— debt securities 26,552 1,519 4,061 - - - - 32,132
— loans and advances
1o banks 40,333 3,025 1,941 - - - - 45,299
— loans and advances
to customers 19,884 12,295 8,795 743 — - - 41,717
Financial assets
designated at fair
value 502 — 4,090 - — — - 4592
— debt secunties 424 - 4,090 - - - - 4,514
— loans and advances
to banks 78 - - - - — — 78
Derivatives 173,828 18,593 4,304 394 - 9 - 197,128
Loans and advances
held at amortised cost 141,771 42,634 40,846 7,758 1,220 2,786 (1,411) 235,604
— loans and advances
to banks 16,125 1,243 780 146 - 41 43) 18,295
— loans and advances
10 customers 125,646 41391 40,066 7,609 1,220 2,745 {1,368) 217,309
Financial investments 43851 36 1,579 - - 53 — 45,519
— treasury and other
simlar hills 93818 - - - - - - 9,818
— debt securitics 34,033 36 1,579 - - 53 — 35,701
Other assets 3,387 1,496 786 30 — 1 — 5,700
— endorsements and
acceptances 34 178 - 11 - 1 - 224
— accrued Income
and other 3,353 1318 786 19 - — - 5,476
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Agemg analysis of days past due but not impaired gross financial instruments

Examples of exposures past due but not ympaired include overdue loans fully secured by cash collateral, mortgages
that are individually assessed for inpairment and that are 1n arrears more than 90 days, but whetre the value of
collateral 1s sufficient to repay both the principal debt and all potential interest for at least one year, and short-term
trade facilities past due more than 30 days for technical reasons such as delays in documentation, but where there 1s
no concern over the creditworthiness of the counterparty

The group
Up to 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2009
Loans and advances held at amortised
costs 1,518 366 235 19 16 2,154
Other assets 4 - 8 3 1 16
1,522 366 243 22 17 2,170
Upto 30-59 60-89 90-179 Qver
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2008
Loans and advances held at amortised |
costs 1,220 437 257 198 227 2,339
1,220 437 257 198 227 2,339
The bank
Up to 30-59 60-89 90-17% Over
29 days days days days 180 days Total
£m £m £m £m im £m
At 31 December 2009
Loans and advances held at amortised
costs 440 204 152 1 - 797
440 204 152 |3 — 797
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
A131 December 2008
Loans and advances held at amortised
costs 555 260 191 161 17 1,220
555 266 191 191 17 1220

Collateral and other credit enhancements obtained

The group obtamed assets by taking possesston of collateral held as secunty, or calling upon other credit
enhancements, as follows

The group The bank |
2009 2008 2009 2008
£m £m £m £m
Nature of assets
Residential property 75 67 72 67

Repossessed properties are made available for sale in orderly fashion, with the proceeds used to reduce or repay the
outstanding indebtedness If excess funds anise after the debt has been repaid, they are made available either to repay
other secured lenders with lower pniority or are returned to the customer The group does not generally occupy the
repossessed properties for its business use
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1
Impairment allowances as a percentage of gross loans and advances to banks and customers

The group
At 31 December
2009 2008
% %

Banks
Indwidually assessed impairment altlowances 026 017
Customers
Individually assessed impairment allowances 095 050
Collectively assesscd impairment allowances 052 041

173 108

I Net of reverse repo transactions, settlement accounts and stock borrowings

The bank
At 31 December
2009 2008
% %
Banks
Individually assessed impairment allowances 019 033
Customers
Individually assessed impasrment allowances 117 031
Collectively assessed impairment allowances 0.31 027
167 091
Movement in impairment allowances
The group
Banks Customers
Tndividually Individually Collectrvely
assessed assessed assessed Total
£m £m £m £fm
At 1 January 2009 43 1,380 1,122 2,545
Amounts written off 21} (440) (1,119} (1,580)
Recovernies of loans and advances wrnitten off in
previous years 4 40 126 170
Charge to Income statement 35 1,408 1,176 2,619
Foreign exchange and other movements (4) {76) (25) (105)
At 31 December 2009 57 2312 1,280 3,649
At | Jannary 2008 3 920 873 1,796
Amounts written off - (222) (928) (1,150)
Recoveries of loans and advances wntten off in
previous years' - 22 135 157
Charge 10 income statement’' 35 656 1,025 1,716
Foreign exchange and other movements 5 4 17 26
At 31 December 2008 43 1,380 1,122 2,545
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The bank
Banks Customers
Indwidually Individually Collectively
assessed assessed assessed Total
£m £m £m £m
At 1 January 2009 43 808 560 1,411
Amounts wnitten off (20) (314) (964) (1,298)
Recovenes of loans and advances writien off in
previous years 4 49 132 185
Charge to income statement 5 1,754 883 2,642
Foreign exchange and other movements (4) (30) 3) 37
At 31 December 2009 28 2,267 608 2,903
At 1 January 2008 3 356 478 837
Amounts wntten off - (160) (823) (985)
Recovertes of loans and advances written off in
previous years' - 12 143 162
Charge to income statement’ 35 543 764 1,342
Foreign exchange and other movements 5 50 - 55
At 31 December 2008 43 808 560 1,411

1 Prior period balances have been re-presented on a consistent basis with the current year presentation

Liquidrty and funding management

Liquidity nisk 1s the nisk that the group does not have sufficient financial resources to meet its obligations as they fall
due, or will have to do so at an excessive cost This risk arises from mismatches 1n the iming of cash flows Funding
nisk (a ferm of hiquidity risk) arises when the hquidity needed to fund 1lliqund asset posittons 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, rcluding deposit withdrawals, can be met when due, and that access to the wholesale markets 15 co-
ordmated and cost-effective To this end, the group maintains a diversified and stable funding base comprising core
retail and corporate customer deposits and mstitutional balances This 1s augmented with wholesale funding and
portfolios of haghly hqund assets diversified by currency and maturity which are held to enable the group to respond
quickly and smoothly 10 unforeseen hquidity requirements

The group requires 1ts operating enttties to maintain strong hiquidity positions and to manage the hquidity profiles of
their assets, habilities and commitments with the ebjective of ensuring that their cash flows are balanced
appropnately and that all their obligations can be met when due

The group adapts 1ts hquidity and funding sk management framework 1n response to changes in the max of business
that 1t undertakes, and to changes 1n the nature of the markets 1n which 1t operates The group has continuously
monitored the impact of recent market events on the group’s liquidity positions and introduced more conservative
assumptions where justified The hiquidity and funding nsk management framework will continue to evolve as the
group assimilates knowledge from the recent market events

Maturity analyses of assets and liabilities are provided m Note 32

Policies and procedures

The management of liquidity and funding 1s primarily undertaken locally 1n the group’s eperating entities in
comphance with practices and limits set by the Group’s Risk Management Meeting (‘RMM?) These linuts vary
according to the depth and hiquidity of the market in which the entities operate [t 1s HSBC’s general policy that each
banking entity should be self-sufficient when funding 1ts own operations Exceptions are permutted for certain short-
term treasury requirements and start-up operatrons or branches which do not have access to local deposit markets
These entities are funded under limits from the group’s largest banking operations and clearly defined nternal and
regulatory guidelines and limits which serve to place formal imitations on the transfer of resources between group
entities and are necessary to reflect the range of currencies, markets and time zones within which the group operates
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The group’s iqudity and funding management process includes

s projecting cash flows by major currency under varnous stress scenarios and considening the level of hquid assets
necessary 1n relation thereto,

e monitoring balance sheet liguidity and advances to deposits ratios against internal and regulatory requirements,
e mamntaimng a diverse range of funding sources with adequate back-up facilities,

+ managing the concentration and profile of debt maturities,

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

s mantainng debt financing plans,

s monitoring depositor concentration n order to avold undue rehiance on large individual depositors and ensure a
satisfactory overall funding mix, and

=  mantaining hquidity and funding contingency plans These plans identify early ndicators of stress conditions
and describe actions to be taken in the event of difficulties arising from systemic or other crises, while
minimtsing adverse fong-term implications for the business

Primary sources of funding

Current accounts and savings deposits payable on demand or at short notice form a sigmificant part of the group’s
funding, and the group places considerable importance on maintaining their stability

For deposits, which are a primary source of funding, stabihty depends upon preserving depositor confidence mn the
group’s capital strength and hquidity, and on competitive and transparent pricing

The group also accesses professional markets in order to provide funding for non-banking subsidiaries that do not
accept deposits, to matntain a presence 1n local money markets and to optimuse the funding of asset maturities not
naturally matched by core deposit funding

Of tota! hiabilities of £724 billion at 31 December 2009, funding from customers amounted to £333 tllion, of which
£329 bitlion was contractually repayable within one year -

An analysis of cash flows payable by the group and bank under financial liabitities by remaining contractual
maturities at the balance sheet date 15 included 1n Note 32

Assets available to meet these habilities, and to cover outstanding commutments to lend (£752 billion), included cash,
central bank balances, items 1n the course of collection and treasury and other biils (£20 billion), loans to banks (£47
billion, including £45 bilhion repayable within one year), and loans to customers (£275 bilhon, including £139
billion repayable within one year) In the normal course of business, a proportion of customer loans contractually
repayable withm one year will be extended In addition, the group held debt secunties marketable at a value of £166
billion Of these assets, some £108 billion of debt securities and treasury and other bills had been pledged to secure
liabilities

Advances to deposits ratio

The group emphasises the importance of core current accounts and savings accounts as a source of funds to finance
lending to customers, and discourages reliance on short-term professional funding This 1s achieved by placing limuts
on group banking entities which restrict their ability to increase loans and advances to customers without
corresponding growth 1n current accounts and savings accounts This measure 15 referred to as the ‘advances to
deposits’ ratio The ratio describes loans and advances to customers as a percentage of the total of core customer
current and savings accounts and term funding with a remaining term to maturity in 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 hquud, are excluded from the advances to deposits ratio, as are current accounts and savings
accounts from custemers deemed to be ‘non-core” The definition of a non-core deposit includes a consideration of
the size of the customer’s total deposit balances The distinction between core and non-core deposits means that the
group’s measure of advances to depostits 1s more restnictive than that which could be inferred from the published
financial statements For example, the group consolidated advances to deposits measure at 31 December 2009 based
only on published information was 82 5 per cent (2008 82 6 per cent)

149




Notes on the Financial Statements (continued)

HSBC BANK PLC

Advances to deposits ratios

The proup The bank
2009 2008 2009 2008
% % % %
Year-end 893 8860 102.3 106 0
Maximum 917 534 107 7 106 7
Minimum 888 864 1017 9735
Average 901 906 1051 1015

Advances to deposits ratto limits are set by the RMM

The group would meet any unexpected net cash outflows by selling secunties and accessing additional funding
sources such as interbank or collateralised lending markets

The group also uses measures other than the advances to deposits ratio to manage liquidity risk, including the ratio of
net hiquid assets to customer liabilities and projected cash flow scenano analyses

Ratio of net hqurd assets to customer habiimes

Net liqund assets are liquid assets less all funds maturing in the next 30 days from wholesale market sources and from
customers who are deemed to be professional For this purpose, the group defines liquid assets as cash balances,
short-term nterbank deposits and highly-rated debt secunties available for immediate sale and for which a deep and
hqutd market exists Customers are deemed ‘professional” according to the size of their deposits

Limnits for the ratio of net liquid assets to customer habilities are set for each bank operating entity

Ratio of net hquud assets to customer liabilities

The group The bank
2009 2008 2009 2008
% % % %
Year-end 160 154 88 71
Maxsmum 194 179 136 i41
Minimum 148 129 6.5 69
Average 173 151 102 100

Projected cash flow scenario analyses

The group uses a number of standard projected cash flow scenarios designed to model both group-specific and
market-wide liquidity cnises, in which the rate and nming of deposit withdrawals and drawdowns on committed
lending facilities are varied and the ability to access interbank funding and term debt markets and generate funds
from asset portfolios 1s restricted The scenarios are modelled by all group banking entities The appropnateness of
the assumptions under each scenaro 1s regularly reviewed In addition to the group’s standard projected cash flow
scenanos, individual entities are required to design their own scenarios tailored to reflect specific local market
conditions, products and funding bases.

Limits for cumulative net cash flows under stress scenanos are set for each banking entity

Both ratio and cash flow limits reflect the local market place, the diversity of funding sources available and the
concentration nsk from large depositors Compliance with entity level limits 15 monitored and reported regularly to
the RMM

Contingent hquidity risk

In the normal course of business, the group provides customers with committed facilities, including committed
backstop lines to conduit vehicles sponsored by the group and standby facilities to corporate customers These
facilities increase the funding requirements of the group when customers choose to raise drawdown levels over and
above their normal utihsation rates The hquidity nisk consequences of increasing levels of drawdown are analysed in
the form of projected cash flows under different stress scenanos The RMM also sets total notional limits for non-
cancellable contingent funding commitments by group entity after due consideration of the entity’s ability to fund
themn The hmits are split according to the borrower, the hiquidity of the underlying assets and the size of the
committed line
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The group's contractual exposures as at 31 December monutored under the contingent hquudity risk Iimut structure

The group The bank
2009 2008 2009 2008
£bn £bn £bn £bn
Conduits
Chent-ongmnated assets'
- total lines 46 38 31 21
— largest individual lines 06 07 06 07
Assets managed by the group® 179 239 179 239
Single-issuer hqudity facilities
— five largest® 28 41 28 34
— largest market sector* 48 50 48 50

1 These exposures relate to consolidated multi-seller conduits These vehicles provide funding to group customers by issumng debt secured
by a diversified pool of customer-originated assets

2 These exposures relate to consolidated securiies investment conduits, primarily Soltaire and Macarin These vehuicles issue debt
secured by highly-rated asset-backed securtties which are managed by the group

3 These figures represent the five largest committed hquidity factlities provided to customers other than those facilities to conduits

4 These figures represent the total of all comnutted liquidity factisties provided to the largest market sector other than those facilines fo
conduits

In times of market stress, the group may choose to provide non-contractual hiquidity support to certain group-
sponsored vehicles or group-promoted products This support would only be provided after careful consideration of
the potenttal funding requirement and the impact on the entity’s overall liquidity, and 1s not included in the group’s
hqudity risk measures until such time as the support becomes legally binding

Market risk management

The objective of the group’s market rnsk management 1s to manage and control market risk exposures in order to
optimise return on risk while maintaining a market profile consistent with the group’s status as a premier provider of
financial preducts and services Market risk 15 the risk that movements 1n market nsk factors, including foreign
exchange rates and commodity prices, interest rates, credit spreads and equity pnices will reduce the group’s income
or the value of its portfolios

The group separates exposures to market nisk into trading or non-trading portfolios Trading portfolios include those
positions ansing from market-making, position-taking and other marked-to-market positions so designated Non-
trading portfolios include positions that anise from the interest rate management of the group’s retail and commercial
banking assets and habilities, financial investments designated as available-for-sale and held-to-maturity, and
exposures arising from the group’s insurance operations For market risk ansing in the group’s wnsurance business,
refer to page 162

The management of market nisk 1s principally undertaken in Global Markets using risk limits approved by the HSBC
Group Management Board Limuits are set for portfohios, products and nisk types, with market hiquidity being a
principal factor i determining the level of limits set Group nisk, an independent unit within the Group Management
Office of HSBC Holdings plc, develops HSBC’s market nsk management policies and measurement techniques
Each major operating entity has an independent market risk management and control function which 1s responsible
for measuring market rnisk exposures 1n accordance with the policies defined by Group risk, and monitoring and
reporting these exposures against the prescribed limits on a daily basis

Each operating entity 1s required to assess the market risks which arise on each preduct 1n 1ts business and to transfer
these risks to either its local Global Markets umit for management, or to separate books managed under the
supervision of the local Asset and Liabality Management Commuttee {*ALCOQO") The aim 15 to ensure that all market
risks are consolidated within operations which have the necessary skills, tools, management and governance to
manage such nisks professionally In certain cases where the market risks cannot be adequately captured by the
transfer process, simulation modelling 15 used to identify the impact of varying scenarios on valuations and net
interest income

The group uses a range of tools to montor and limit market risk exposures These include value at nsk (‘VAR’),
sensitivity analysis and stress testing
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Sensitivity analysis

Sensitivity measures are used to momtor the market risk pesitions within each risk type, for example, present value
of a basis point movement 1n interest rates, for interest rate risk Sensitivity limuts are set for portfolios, products and
nisk types, with the depth of the market being one of the principal factors in determining the level of limats set

Value at risk (*VAR")

VAR 15 a techmque that estimates the potential losses that could occur on risk positions as a result of movements 1n
market rates and prices over a specified time horizon and to a given level of confidence

The VAR models used by the group are predominantly based on historical simulation The historical simulation
models denve plausible future scenarios from historical market rate and price time senes, taking account of inter-
relationships between different markets and rates, for example between interest rates and foreign exchange rates The
models also imncorporate the impact of option features in the underlying exposures

The historical simulation medels used by the group incorporate the following features
e potential market movements are calculated with reference to data from the last two years,

e lhistorical market rates and prices are calculated with reference to foreign exchange rates and commodity prices,
interest rates, equity prices and the associated volatihties,

* VAR s calculated to a 99% per cent confidence level, and
+ VAR s calculated for a one-day holding period

The group routinely validates the accuracy of 1ts VAR models by back-testing the actual daily profit and loss results,
adjusted to remove non-modelled 1tems such as fees and commissions, aganst the corresponding VAR numbers
Statistically, the group would expect to sec losses n excess of VAR only one per cent of the time over a one-year
peniod The actual number of excesses over this period can therefore be used to gauge how well the models are
performing

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

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

= the use of a one-day holding peniod assumes that all positions can be hquidated or the nisks offset 1n one day
This may not fully reflect the market nsk arising at times of severe 1lhquidity, when a one-day holding period
may be insufficient to hquidate or hedge all positions fully,

» the use of a 99% per cent confidence level, by defimtion, does not take into account losses that might 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

* VAR5 unlikely to reflect loss potential on exposures that only arise under sigmificant market movements

Stress testing

In recognition of the hmitations of VAR, the group augments VAR with stress testing to evatuate the potential impact
on portfolio values of more extreme, although plausible, events or movements 1n a set of financial vanables

The process 1s governed by the ‘Stress Testing Review Group’ forum This co-ordinates the group’s Stress testing
scenanos in conjunction with the regional nsk managers Considering actual market nsk exposures and market
events 1n determining the stress scenarios to be applied at portfelio and consolidated level, as follows

* sensitivity scenarios, which consider the impact of market movement on any single risk factor or a set of factors
For example, the impact resulting from a break of a currency peg that 1s unlikely to be captured within the VAR
models,

» techmical scenanos, which consider the largest move in each risk factor, without consideration of any underlying
market correlation,
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*  hypothetical scenarios, which consider potential macro economic events including the ‘Globat Pandemic’
scenano, and

+ histoncal scenarios, which incorporate mstorical observations of market mevement during previous periods of

stress which would not be captured within VAR

Stress testing results provide senior management with an assessment of the financial impact such events would have
on the profit of the bank The daily losses expenenced during 2009 were within the stress loss scenarnos reported to
sentor management

Sensitivity analysis

The following table provides an overview of the reporting of risks within this section

Portfoho
Trading Non-trading
Rusk type
Foreign exchange and commodity VAR VAR!
Interest rate VAR VAR
Equity VAR Sensiivity
Credit spread VAR VAR?

1 The reporting of commoduty risk is consolidated with foreign exchange risk and is not applicable to non-trading portfolios
2 Non-Tradmg Credut Spread for AFS posifions only

Value at risk of the trading and non-trading portfolios

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

£m

Total
At 31 December 2009 53.5
At 31 December 2008 144 5
Average Minimum Maximum
£m £m £m
2009 896 497 166.1
2008 612 225 151 6

The VAR for the overall trading and non-trading as at 31 December 2009 1s lower than 1n 2008 The decrease has
been driven primarily by the interest rate component due to reduced levels of undertying exposure in both the trading
and non-trading books

The figures 1n the tables above exclude non-trading credit VAR Including non-trading credit VAR for AFS positions
only, the total VAR at 31 December 2009 was £222 5 milhon (2008 £238 7 nulhon)
Trading portfohos

The group’s control of market risk 1s based on a policy of restricting individual operations to trading within a list of
permussible instruments authorised for each site by Group Rusk, of enforcing rigorous new product and approval
procedures, and of restnicting trading 1n the more complex derivative products only to offices with appropnate levels
of product expertise and robust control systems

Market-making and position-taking 1s undertaken within Global Markets The VAR for such trading activity at 31
December 2009 was £42 rmullion (2008 £67 7 million) This 15 analysed below by risk type
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Total trading VAR by risk type

Foreign
exchange and
commodsty Interest rate Equity Credit Total'
£m £m £m £m £m
At 31 December 2009 1o 344 113 254 420
At 31 December 2008 174 442 116 271 677
Average
2009 12¢ 371 71 285 489
2008 100 257 80 262 351
Mimmum
2009 64 241 29 14.5 284
2008 42 92 40 137 130
Maximom
2009 330 686 134 553 857
2008 576 1038 204 631 800

1 The total VAR 1s non-additive across risk types due to diversification effects

The VAR for the overall trading activity as at 31 December 2009 15 lower than 1n 2008 The decrease has been driven
prnimanly by the interest rate component due to reduced levels of underlying exposure 1n the trading book

Gap nsk

For certain transactions which are structured so that the risk to the group 1s negligible under a wide range of market
conditions or events, but there exists a remote possibility that a significant gap event could lead to loss A gap event
could anse from a change in market price from one level to another with no accompanying trading opportunity where
the price change breaches the threshold beyond which the risk profile changes from having no open risk to having
full exposure to the underlying structure Such movements may occur for example, when adverse news
announcements turn the market for a specific investment 1lliquid, making hedging impossible

Given the characteristics of these transactions, they will make little or no contribution to VAR or to tradihonal
market risk sensitivity measures The group captures the nisks for such transactions within the stress testing scenarios
Gap nisk ansing 1s monitored on an ongoing basis, and the group mcurred no gap losses ansing from movements in
the underlying market price on such transacttons in 2009

ABS/MBS positions

The ABS/MBS expesures within the trading portfolios are managed within sensitivity and VAR himits, as descnbed
on page 152

Non-trading portfolios
The principal objective of market nisk management of non-trading portfolios 15 to optimise net interest income

Interest rate nsk in non-trading portfolios arises principally from mismatches between the future yield on assets and
therr funding cost as a result of interest rate changes Analysis of this nsk 1s complicated by having to make
assumptions on embedded optionality within certamn product areas, such as the incidence of mortgage prepayments,
and from behavioural assumptions regarding the economic duration of habilities which are contractually repayable on
demand such as current accounts The prospective change in future net interest income from non-trading portfolios
will be reflected in the current realisable value of these positions should they be sold or closed prior to matunty In
order to manage this nsk optimally, market rtsk in non-trading portfolios 1s transferred to Global Markets or to
separate books managed under the supervision of the local the ALCO

The transfer of market nsk to trading books managed by Global Markets or supervised by the ALCO 1s usually
achieved by a senies of internal deals between the business units and these books When the behavioural
characteristics of a product differ from its contractual characteristics, the behavioural charactenstics are assessed to
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determine the true underlying interest rate nsk Local ALCOs regularly momtor all such behavioural assumptiens
and nterest rate risk positions, to ensure they comply with interest rate risk hmats established by the HSBC Group
Management Board

In certain cases, the non-linear characteristics of products cannot be adequately captured by the nisk transfer process
For example, both the flow from customer deposit accounts to alternative investment products and the precise
prepayment speeds of mortgages will vary at different interest rate levels In such circumstances simulation
modelling 15 used 10 idenufy the impact of varying scenarios on valuations and net interest income

Once market risk has been consohdated in Global Markets or ALCO managed books, the net exposure 1s typically
managed through the use of interest rate swaps within agreed limits The VAR for these portfolios 1s included within
the group VAR

Fixed-rate securities

The principal non-trading risk which 1s not included 1n the VAR reported for Global Banking and Markets arises out
of Fixed Rate Subordinated Notes The VAR related to these instruments was £30 6 million at 31 December 2009
(2008 £34 2 million), whilst the average, mimimum and maximum during the year was £31 6 million, £29 4 million
and £34 7 mullion respectively (2008 £17 7 mallion, £13 3 million and £34 4 million}

Equity securities held as availlable-for-sale

Market risk arises on equity securities held as available-for-sale The fair value of these securnities at 31 December
2009 was £2,316 million (2008 £2,668 milhon) and included private equity holdings of £1,125 million (2008
£1,183 million) Investments 1n private equity are pnmarly made through managed funds that are subject to lints on
the amount of investment Potential new commitments are subject to risk appraisal to ensure that industry and
geographical concentrations remain within acceptable levels for the portfolio as a whele Regular reviews are
performed to substantiate the valuation of the investments within the portfolto, and Finance 15 responsible for
reviewing the carrying value of the investments Money market funds represented £75 muithon (2008 £151 million)
and typically related to funds held for short-term cash management Investments held to facilitate ongoing business,
such as holdings in government-sponsored enterprises and local stock exchanges, represented £186 mtllion (2008
£187 million)

The fair value of the constituents of equty secunties held as available-for-sale can fluctuate considerably A 10 per
cent reduction in the value of the available-for-sale equities at 31 December 2009 would have reduced equity by
£203 mullion (2008 £231 million) For details of the impairment incurred on available-for-sale equity securities see
the accounting policies in Note 2(3)

Defined benefit pension scheme

Market risk also anises within the group's defined benefit pension schemes to the extent that the obligations of the
schemes are not fully matched by assets with determinable cash flows Pension scheme obligations fluctuate with
changes in long-term interest rates, inflation, salary increases and the longevity of scheme members Pension scheme
assets will include equities and debt securities, the cash flows of which change as equity prices and interest rates
vary There are risks that market movements 1n equity prices and interest rates could result 1n assets which are
msuffictent over time to cover the level of projected obligations and these, in turn, could increase with a nse 1n
mflation and members hving longer Management, together with the trustees who act on behalf of the pension
scheme beneficiaries, assess these risks using reports prepared by independent external actuaries and takes action
and, where appropniate, adjust investment strategies and contribution levels accordingly

The present value of the group’s defined benefit pension schemes’ habihities was £14 1 bilhion at 31 December 2009
compared with £11 3 billion at 31 December 2008 Assets of the defined benefit schemes at 31 December 2009
compnsed equity investments 17 per cent (15 per cent at 31 December 2008), debt securities 70 per cent (73 per cent
at 31 December 2008) and other (including property) 13 per cent {11 per cent at 31 December 2008)

Sensitivity of net interest income

A principal part of the group’s management of market risk wn non-trading portfolios 1s to monitor the sensittvity of
projected net interest income under varying interest rate scenarios (simulation modelling) The group aims, through
its management of market risk i non-trading portfolios, to mitigate the impact of prospective interest rate
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movements which could reduce future net interest income, while balancing the cost of hedging such activities on the
current revenue stream

For simulation modeiling, businesses use a combination of scenarios relevant to local businesses and local markets
and standard scenanos which are required throughout the group The standard scenarios are consolidated to illustrate
the combined proforma effect on the group’s consohdated portfolio valuations and net interest income

Structural foreign exchange exposures

Structural foreign exchange exposures represent net investments 1n subsidiaries, branches or associated undertakings,
the functional currencies of which are currencies other than the sterling

Exchange differences on structural exposures are recorded 1n the consolidated statement of recognised income and
expense The main operating (or functional) currencies of the group’s subsidianes are sterling, eure, US dollars,
Swiss francs and Turkish hira

The group’s policy 15 to hedge structural foreign currency exposures only m limited circumstances The group’s
structural foreign currency exposures are required to be managed with the primary objective of ensuring, where
practical, that the group’s consohdated capital ratios and the capital ratios of individual banking subsidiaries are
protected from the effect of changes in exchange rates This 1s usually achieved by ensunng that, for each subsidiary
bank, the ratio of structural exposures 1n a given currency to risk-weighted assets denominated 1n that currency 1s
broadly equal to the capital ratio of the subsidiary 1n question

Concentrations of market risk exposures

Analysis of asset backed securities

During the period a total valuation increase of £4,666 milhon on available for sale assets was recogmised n other
comprehensive income This primarily relates to valuation gains on asset backed securities The table shows the
group’s market risk exposure to asset backed securities (including those carried at fair value through profit and loss
and those classified as available for sale)
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Asset Backed Securities

31 December 2009 31 December 2008
Net Net

Gross CDSgross  Principal  Carrymng Gross  CDS gross Principal Carrying

pru'u'.lpal2 prmectlon3 cxposnre‘ ' Amount’ ' principal protection exposure'" Amount'®

£m £m £m £m fm £m £m £fm

- High grade' 28,161 5,367 22,794 18,466 38,161 2,917) 35,244 24,917

-ratedCto A 14,696 564 14,132 6,832 10,328 (409) 5919 4,055

— not publicly rated 121 — 121 62 3,629 (3,498) 131 90
Total asset-backed

securities 42,978 5,931 37,047 25360 52,118 {6.824) 45,294 29 062

Gross fair value Reclassified from

movements equity on

Gross fair value Other Realised mpairment,

movements comprehensive  gains/(losses) in the disposal or

Income statement® mcome’  income statement’ payment®

im £m £m £m

— High grade’ 106 1,671 26 783

—rated Cto A 54 451 (200) 1,658

— not publicly rated 8 (»n 2 [&)]

Total asset-backed securities 168 2,109 (172) 2,432

—

High grade assets rated AA or A4A

2 The gross principal 1s the redemption amount on maturily or, in the case of an amortising instrument, the sum of the future redemption
amounts through the residual life of the security

3 A CDS s acredit default swap CDS protection principal 15 the gross principal of the underlymg mstrumeni thai 1s protected by CDSs

4 Net principal exposure 1s the gross prinapal amount of assets that are not protected by CDSs It includes assets that benefit from
monoline protection, except where this protection 1s purchased with a CDS

5  Carrying amount of the net principal exposure

6 Gains and losses on the net principal exposure (see footnote 4) recogmsed during the year in the mcome statement as a result of
changes n the farr value of the asset

7 Realised geuns and losses on the net principal exposure (see footmote 4) recogmsed during the year in the income statement as a result
of the disposal of asset or the receipt of cash flows from assets

8 Includes impairment losses recognised in the income statement in respect of the net principal amount (see footnote 4) of avarlable-for-
sale and held-to-maturity assets Payments are receipt of the contractual cash flows on the assets

9  Fair value gamns and losses on the net principal exposure (see jootnote 4) recogrised tn equity during the year as a result the changes
in the fair value of available-for-sale asseis

10 The asset backed securines are primartly US dollar (*'USD’} denommated Principal and carrying amounts are converted wnto sterfing

(‘GBP’) ai the prevauling exchange rates at 31 December (2009 [GBP USD ] 623 2008 IGBP USD I 459)

Included 1n the above table 1s carrying amount of £8,642 million held through SPEs that are consolidated by the
group Atlthough the group includes these assets in full on 1ts balance sheet, sigmficant first foss risks are borne by
third party investors, through the 1nvestors’ holdings of capital notes subordinate to the group’s holdings
Impairments losses recogmsed by capital note helders for the year ended 31 December 2009 amounted to £408
milhon (2008 £160 miilion}
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Risk management of insurance operations

The group operates a bancassurance model which provides msurance products for customers with whom the group
has a banking relationship Many of these products are manufactured by group subsidianes, but where the group
considers 1t operationally more effective, third parties are engaged to manufacture insurance products for sale through
the group’s banking network The group works with a mited number of market-leading partnets to provide these
products These arrangements earn the group a commussion When manufacturing products, the group underwrites
the insurance nisk and retans the risks and rewards associated with writing insurance contracts, retatning both the
underwniting profit and the commission paid by the manufacturer to the bank distribution channel within the group
Where the group chooses 1o manage 1ts exposure to msurance nsk through the use of third party reinsurers, the
associated revenue and manufacturing profit will be passed on The group’s exposure to risks associated with
manufacturing insurance contracts in 1ts subsidiaries and 1ts management of these nsks are discussed below

The group sells surance products across all its customer groups, mainly utilising its retail branches, the internet and
phone centres Personal Financial Services customers attract the majonty of sales and comprnise the majority of
policyholders The group offers its customers a wide range of insurance and investment products, many of which
complement other bank and consumer finance products

The group’s bancassurance business operates across Europe with 9 legal entities manufacturing msurance products
The majority of these insurance operations are subsidiaries of banking legal entities, which set their management
control procedures In addition to local management requirements, the insurance operations follow guidelines 1ssued
by the HSBC Group Insurance Head Office The role of Group Insurance Head Office includes forming and
communicating the strategy for Insurance, setting the control framework for monitoring and measunng insurance nsk
in line with Group practices, and drawing up nsurance-specific policies and guidehnes for inclusion in the Group
Instruction Manuals

The Regional Insurance Head Office (UK, Europe & Middle East) 1s headed by the Regional Chief Executive Officer
(‘CEO’), supported by a Deputy Regional CEQ, Regional Chief Financial Officer (‘CFO’) and Regional Chief Risk
Officer (‘CRO} The role of the Regional Insurance Head Office includes overseeing the effective implementation of
HSBC policies and gmdelines and momtonng and measuring Insurance Risk in line with HSBC practices

The control framework for monitoning nisk includes the HSBC Group Insurance Risk Commuttee, which oversees the
status of the significant risk categories in the msurance operations Five sub-commuttees report to the Committee,
focusing on products and pricing, market and hiquidity nisk, crednt risk, operational risk and insurance nsk The
group’s framework and the Regional Risk Commuittee murror this HSBC framework All insurance products, whether
internally manufactured or provided by a third party manufacturer, are required to follow a detailed product approval
process

The processes and controls employed to momitor individual nisks are described under their respective headings below

Insurance nisk of insurance operations

Insurance nisk 1s a nisk, other than financial risk, transferred from the holder of a contract to the 1ssuer The pnin¢ipal
msurance nsk faced by the group 1s that, over time, the combined cost of claims, benefits admenistration and
acquisition of the contract may exceed the aggregate amount of premiums received and investment income The cost
of claims and benefits can be influenced by many factors, including mortahity and morbidity experience, lapse and
surrender rates and, 1f the policy has a savings element, the performance of the assets held to support the lhiabilities
Performance of the underlying assets 1s affected by changes 1n both interest rates and equity prices This nisk 15
discussed further in the Market Risk sectron below

Life and non-life business insurance risks are controlled by high level policies and procedures set centrally,
supplemented as appropriate with measures which take account of specific local market conditions and regulatory
requrements Specifically, the group manages 1ts exposure to msurance risk by applying formal underwriting,
reinsurance and claims-handhng procedures designed to ensure compliance with regulations This 1s supplemented
with stress-testing [n addition, manufacturing entities are required to obtain authorisation from the HSBC Group
Insurance Head Office to write certain classes of business, with restrictions applying particularly to commercial and
hability non-hife insurance

The nsurance contracts sold by the group relate, primanly, to core underlying banking activities, such as savings,
mvestment or lending products The group’s manufacturning focuses on personal lines, 1 e contracts written for
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individuals The focus on the higher volume, lower individuat value personal lines contributes to diversifying
msurance risk

Remsurance 1s also used as a means of mitigating exposure, 1n particular to aggregations of catastrophe risk
Although reinsurance provides a means of managing insurance risk, such contracts expose the group to counterparty
nisk, the risk of default by the reinsurer This risk 1s discussed further in the Credit Risk section below

A principal tool used by the group to manage 1ts exposure to insurance risk, in particular for life insurance contracts,
1s asset and hability matching Of particular importance 1s the need to match the expected pattern of cash inflows
with the benefits payable on the underlying contracts, which can extend for many years

The following tables provide an analysis of the group’s insurance risk exposures by type of business

Life business tends to be longer-term 1n nature than non-life business and frequently involves an element of savings
and investment 1n the contract Accordingly, separate tables are provided for life and non-life businesses, reflecting
theirr distinctive risk charactenistics The Life insurance risk table provides an analysis of msurance hiabilities as the
best available overall measure of msurance exposure, because provisions for hife contracts are typically set by
reference to expected future cash outflows relating to the underlying policies The table for non hife business uses
written premiums as the best available measure of risk exposure because policies are typically priced by reference to
the risk being underwritten

Analysis of life insurance risk — labilities to policyholders

2009 2008
£m £m

Life (non-linked)
Insurance contracts with DPF ' 695 696
Credit hie 247 73
Annuities 278 260
Term assurance and other long-term contracts 286 962
Total hfe (non-linked) 1,506 2,031
Life (hinked) 1,310 1,061
Investment contracts with DPF ' ? 12,930 12,157
Insurance hiabilities to policyholders 15,746 15,249

|
1 Insurance contracts and investment contracts with discretionary participation features ('DPF '} gve policyholders the contractual right |
to recerve, as a supplement to their guaranteed benefits, addinonal benefits that are ltkely to be a significant portion of the total ‘
contractual benefits, but whose amount or tuning s contractually at the discretion of the group These additional benefits are
contractually based on the performance of a specified pool of contracts or assets or the profit of the company issuing the contracts |
2 Although investment contracts with DPF are financial investments, the group continues to account for them as insurance contracts as
pernutted by IFRS 4

The most significant products are investment contracts with DPF 1ssued in France, and umit-linked contracts 1ssued
the UK

The habilities for long-term contracts are set by reference to a range of assumptions which include lapse and
surrender rates, mortality and expense levels These assumptions typically reflect each entity’s own experience |
Economic assumptions, such as investment returns and interest rates, are wsually based on observable market data ‘
Changes 1 underlying assumptions affect the hiabilities The sensitivity of profit after tax and shareholders’ equity to |
changes 1n both economuc and non-economic assumpttons are considered below 1n *Sensitivity of the group’s |
msurance subsidiaries to nisk factors’ and ‘Sensitivity to changes in non-economic assumptions’ !

|

Insurance risk arising from hfe insurance depends on the type of business, and varies considerably The principal
risks are mortality, morbidity, lapse, surrender and expense levels

The main contracts which generate exposure to mortality and morbidity risks are term assurance contracts and
annuities These nsks are monitered on a regular basis, and are primanly mitigated by medical underwnting and by
retaiming the ability in certain cases to amend premiums in the hght of expenience The risk associated with lapses
and surrenders 1s generally mitigated through management actions such as managing the level of bonus payments to
pohicyholders Expense risk 1s generally managed through pricing The level of expenses n the contract will be one
of the factors considered when setting premium rates
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Analysis of non-life insurance risk — net written insurance premitms’

2009 2008

£m £m

Acoident and health 60 8
Motor 82 190
Fire and other damage 46 80
Credit (non-life) 22 51
Marine, aviaton and transport 5 -
Other (non-lsfe) 17 26
Total net wntten insurance premiems 232 355
Net insurance claims incurred and movement 1n Liabilities to policyholders (473) __(306)

1 Net written insurance premiums represent gross written premmms less gross written premiums ceded to remsurers

The above table of non-life net written 1nsurance premiums provides an overall summary of the non life insurance
activity of the group Motor business 1s wnitten predommantly in the UK, however following the decision to close to
new business in the second half of 2009, the UK motor book 15 now 1n run off

The main risks associated with non-hfe business are underwriting risk and claims expenience rnisk Underwnting risk
15 the nisk that the group does not charge premiums appropnate to the cover provided and claims expenence risk 1s
the risk that portfolio experience differs from expectation The group manages these nsks through pncing (for
example, imposing restrictions and deductibles 1n the policy terms and conditions), product design, risk selection,
claims handling, investment strategy and reinsurance policy The majonty of non-life insurance contracts are
renewable annually and the underwriters have the nght to refuse renewal or te change the terms and conditions of the
contract at the time

Financial risks of insurance operations

The group’s insurance businesses are exposed to a range of financial nisks, including market nisk, credit nsk and
hqudity nisk, for example when the proceeds from financial assets are not sufficient to fund the obligations ansing
from non-linked insurance and investment contracts The nature and management of these nisks 1s descnibed below

In addition to policies provided for HSBC-wide apphication through the Group Instruction Manuals, msurance
manufacturing substdiartes may implement addiienal nisk management procedures which reflect local market
conditions and regulatory requirements

Local regulatory requirements prescribe the type, quality and concentration of assets that the group’s isurance
manufacturing subsidiaries must maintain to meet insurance hiabilities Within each subsichary, ALCOs are
responsible for ensuring that exposures to financial nsks remain within local requirements and nsk mandates (as
agreed with HSBC Group Insurance Head Office), and ensure comphiance with the control framework established
centrally through the Group Instruction Manuals

The following table analyses the assets held in the group’s insurance manufacturing subsidianes at 31 December
2009 by type of contract, and provides a view of the exposure to financial nsk
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Notes

Financial assets held by insurance manufacturing subsidiaries

At 31 December 2009

Lafe hnked Life non-linked Non-hfe

contracts contracts 1nsurance Other assets Total
£m £m £m £m £m

Financial assets designated at fair value
Treasusy bills 28 5 - 2 35
Debt securities 1,145 308 - 156 2,109
Equity secunties 3,645 2,769 - 531 6,945
4,818 3,582 - 689 9,089

Financial mvestments avarlable-for-sale
Treasury bills - - 130 51 181
Other elhigible bills - 16 78 78 172
Debt secunties - 9217 - 716 9,933
Equity securities - - - 18 18
- 9,233 208 863 10,304
Denvatives 185 89 — 1 275
Other financial assets 293 817 400 281 1,791
5,296 13,721 608 1,834 21,459

At 31 December 2008

Life hinked Lafe non-linked Non-hife

contracts contracts insurance Other assets Total
£m £m £m £m im

Financial assets designated at far value
Treasury bills 21 17 - 5 43
Debt securittes 1,578 502 - 709 2,789
Equity securities 2,681 2,895 - 231 5,807
4,280 3,414 - 945 8,639

Fmancial investments available-fer-sale
Treasury biils - — 83 82 165
Other eligible bills - - 187 86 273
Debt securities - 9,044 14 5 9,063
Equity securities - - - 18 18
- 9,044 284 161 9,519
Denvatives 118 42 - 17 177
Other financial assets 359 1,002 387 826 2,574
4,757 13,502 671 1,979 20,509

The table demonstrates that for linked contracts, the group typically designates assets at fair value For non-linked
contracts, the classification of the assets 15 driven by the nature of the underlying contract, for example, by taking into
consideration whether the benefit payable to the policyholder 1s determined by reference to the underlying assets

The table also shows that approximately 56 per cent of financial assets was invested in debt securities at 31
December 2009 (2008 57 per cent), with 32 per cent invested 1n equity securities (2008 28 per cent)

In hfe hinked insurance, premium mcome less charges levied 1s invested 1n a portfolio of assets The group manages
the financial risks of this product on behalf of the policyholders by holding appropnate assets in segregated funds or
portfolios to which the habihties are linked The group typically retains some exposure to market risk as the market
value of the hinked assets influences the fees charged by the group and thereby affects the recoverability of expenses
incurred by the group in managing the product The assets held to support hife inked habilhities represented 25 per
cent of the total financial assets of the group’s insurance manufacturing substdiaries at the end of 2009 (2008 23 per
cent)

161



HSBC BANK PLC

Notes on the Financial Statements (continued)

Market risk of msurance operations
Market risk includes interest rate risk, equity risk and foreign exchange nisk

The main features of products manufactured by the group’s insurance manufacturing substdiartes which generate
market nsk, and the market nsk to which these features expose the subsidianes, are discussed below

Long-term nsurance or investment products may incorporate either investment return or capital repayment
guarantees or a combination thereof Subsidiaries manufacturing products with guarantees are usually exposed to
falls in market nterest rates as they result in lower yields on the assets supporting 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 secunties in order to provide customers with the potential for enhanced returns Subsidianes with
portfolios of such products are exposed to the nisk of falls 1n the market price of equity securities when they cannot
be fully reflected 1n the discretionary bonuses An increase in market volatility could also result in an increase in the
value of the guarantee to the policyholder

Long-term insurance and mvestment products typically permut the policyholder to sumrender the pohicy or let it lapse
at any time When the surrender value 1s not linked to the value realised from the sale of the associated supporting
assets, the subsidiary 1s exposed to market nisk

For unit-linked contracts, market risk 1s substantially borne by the policyholder, but the group typically remains
exposed to market risk as the market value of the linked assets influences the fees the group eamns for managing
them

The group’s insurance manufacturing subsidiartes manage market nisk by using some or all of the following
techniques

+  for products with DPF, adjusting bonus rates to manage the liabilities to policyholders,
s as far as possible, matching assets to habilities,
¢ using derivatives in a hmited number of instances,

» when designing new products with investment guarantees, evaluating the cost of the guarantee and considering
this cost when determining the level of premiums or the price structure,

e penodically reviewing products identified as higher nsk, which contain guarantees and embedded optionality
features hinked to savings and investment products,

« ncluding features designed to mitigate market risk in new products, and
* exiting, to the extent possible, investment portfolios whose risk 1s considered unacceptable

Group Insurance Head Office includes a Chief Market and Liquidity Risk Officer reporting to the Chief Risk Officer
The Regional Insurance Head Office also includes an individual responsible for market and Liquidity nsk

The group’s insurance manvfacturing subsidiaries monmitor exposures against mandated lirmits regularly and report

these quarterly to Group Insurance Head Office Exposures are aggregated and reported to sentor nsk management
forums n the Group, including the Group Insurance Market and Liquidity Risk Committee, Group Insurance Risk

Commuttee and the Group Stress Test Review Group

The standard measures used to quantify the market risks are as follows

= for interest rate risk, the sensitivities of the net present values of asset and expected hability cash flows, n total
and by currency, to a one basis point parallel upward shift in the discount curves used to calculate the net present
values,

* for equity 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 shornt foreign exchange position and the net foreign exchange positions by
currency

Although these measures are relatively straightforward to calculate and aggregate, there are limitations with them
The most significant hmitation 1s that a paralle] shift 1n yield curves of one basis point does not capture the non-linear
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relationshtps between the values of certain assets and liabilities and interest rates Non-linearity anses, for example,
from investment return guarantees and certain product features such as the ability of policyholders to surrender their
pohicies

The group recogmises these hmitations and augments 1ts standard measures with stress tests which examine the effect
of a range of market rate scenarios on the aggregate annual profits and total equity of the insurance manufacturing
subsidiaries The group’s insurance manufacturing subsidiaries report the results of their stress tests every quarter to
Group Insurance Head Office, where the reports are consolidated and reviewed by the Group Insurance Market and
Liqudity Risk Meeting and the Group Stress Test Review Group

The following table 1llustrates the effect on the aggregated profit for the year and total equity under various interest
rate, equity price and credit spread scenanos Where appropriate, the impact of the stress on the PVIF 15 included in
the results of the stress tests The relationship between the values of certain assets and liabihities and the risk factors
may be non-linear and, therefore, the resulis disclosed cannot be extrapolated to measure sensitivities to different
levels of stress The sensitivities are stated before allowance for the effect of management actions which may
mitigate changes in market rates, and for any factors such as policyholder behaviour that may change n response to
changes in market nsk

Sensitivity of the group's insurance subsidiaries to risk factors

2009 2008
Effect on Effect on Effect on Effect on
profit for total profit for total
the year equity the year equuty
£m £m £m £m
+ 100 basis points parallel shaft in yield curves 10 (12) 32 10
— 100 basis points parallel shift in yield curves (14) 10 (38) un
10 per cent increase in equity prices 7 7 3 3
10 per cent decrease 1n equity prices {7) (7 (4) %)
Sensitivity to credit spread increases (n (5) (#3) (8)

The sensmivity of the net profit after tax of the group’s insurance subsidiaries to the effects of increases in credit
spreads 1s a fall of £1 milhon (2008 £2 million fall) The sensitivity s calculated using simplhified assumptions based
on a one-day movement n credit spreads over a two-year period A confidence level of 99 per cent, consistent with
the Group’s VAR, has been applied There was some volatlity i credit spreads but generally credit spreads have
improved during 2009

Credit risk of insurance operations

Credit nsk can give nse to losses through default and can lead to volatility in income statement and balance sheet
figures through movements in credit spreads, principally on the 11 3 tillion (2008 10 7 billion) non-linked bond
portfolio The exposure of the income statement to the effect of changes 1n credit spreads 1s small (see table above)
91 per cent (2008 89 per cent) of the financial assets held by insurance subsidiaries are classified as available for
sale, and consequently any changes 1n the fair value of these financial investments would have no impact on the
profit after tax to the extent that the financial assets are not deemed impaired

The HSBC Group Insurance Head Office includes a Chief Credit Risk Officer reporting to the Chief Risk Officer
The Regional Insurance Head Office also includes an individual responsible for credit sk

The exposure to credit risk products and the management of the risks associated with credit protection products are
mcluded in the analyses of hfe and non-life insurance risk 1n ‘Insurance risk” above

Management of the group’s msurance manufacturing subsidianes 1s responsible for the credit nsk, quahty and
performance of their investment portfolios Investment credit mandates and himits are set locally by the insurance
manufacturing subsidianies and approved by their local insurance ALCO and Credit Risk function before being
submitted to HSBC Group Credit Risk for concurrence The form and content of the mandates must accord with
centrally-set investment credit risk gmdance regarding credit quality, industry sector concentration and hiquidity
restrictions, but allow for local regulatory and country-specific conditicns The assessment of creditworthiness of
tssuers and counterparties 1s based primanly upon internaticnally recognised credit ratings and other publicly
available information

Investment credit exposures are monitored agaimst himits by the local insurance manufacturing subsidiaries, and are
aggregated by the Regional Head Office and reported to the HSBC Group Credit Risk function, the Group Insurance
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Credit Risk Meeting and the Group Insurance Risk Commuttee Stress testing 1s performed by the HSBC Group
Insurance Head Office on the investment credit exposures using credtt spread sensitivities and default probabilities
The stresses are reported to the HSBC Group Insurance Credit Risk Commaittee

Under certain circumstances the group 1s able to dilute the effect of investment losses by sharing them with
policyholders However, when, for example, a contract includes a guarantee, losses which would result 1n a breach of
the guaranteed benefits due to the pohicyholder are borne by the group

A number of tools are used to manage and monitor credst risk These include an Early Warning Report which 1s
produced on a weekly basis to 1dentify investments which may be at risk of future impairment This report 1s
circulated to sentor management 1n Group Insurance Head Office and the Regional Chief Risk Officers, and risk
reduction strategies are implemented when considered appropriate Similarly a Watch List of investments with
current credit concemns 1s circulated weekly

Credit quality

The following table presents an analysis of treasury bills, other eligible bills and debt securities within the group’s
msurance business by measures of credit quality The defimtions of the four credit quality classifications are provided
on pages 140 and 141 Only assets supporting non-linked liabtlities are included in the table as financial risk on
assets supporting linked lrabilities 15 predominantly bome by the policyholder

Treasury bills, other eligible bills and debt securities in the group’s insurance subsidiaries

Neither past due nor impaired

Past due
Sub- not Impairment
Strong Medium  standard mpaired Impared’ allowances Total
£fm £im £m £m im £m £m
At 31 December 2009
Supporting habihites under non-lhnked
insurance and mvestment contracts
Financial assets designated at faur value 430 383 - — — — 813
— treasiry and other ehgible balls 5 - - - - - 5
— debt secunities 425 383 -~ - - - 808
Financial investments 9,164 277 — — — — 9,441
— treasury and other similar bills 224 - - - - - 224
= debt secunties 8,940 277 - - - — 9247
9,554 660 - - - - 10254
Supporting sharcholders’ funds’
Fmancial assets designated at fair value 79 79 = - - — 158
— treasury and other ehgible bills 2 - - - - - 2
— debt securities 77 79 — - - = 156
Financial investments 845 - - - - = 845
— treasury and other similar bills 129 - - - - - 129
= debtsecunties 716 - - — - — 716
924 79 - — — = 1,003
Total
Financial assets designated at fair value 509 462 - - - - 971
— treasury and other eligible bills 7 - - - - - 7
— debt securities 502 462 - - - - 964
Financial investments 10,009 277 - — - — 10,286
~ treasury and other stmiltar bills 353 - - - - - 353
— debt securities 2,656 277 - - - - 9,933
10,518 739 - - - — 11257
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Neither past due nor impaired

Past due
Sub- not Impairment
Strong Medium standard impaired  Impaired’ allowances Total
£m £m £m £m fm £m £m
At 31 December 2008
Supporting habilies under non-linked
msurance and investment contracts
Financial assets designated at fair value 368 151 - — - - 519
— treasury and other ehigible bills 17 - - - - - 17
— debt secunities 351 151 — - - - 502
Financial investments 9133 195 — - — - 9328
— treasury and other similar bills 270 - - - - - 270
— debt secunties 8,863 195 — - - - 9058
9,501 346 - - — - 9,847
Supporting shareholders’ funds®
Financial assets designated at fair value 702 12 - - - - 714
— treasury and other ehgible bills 5 - - - - - 5
— debt securities 697 12 - - - - 706
Financial investments 173 - - — — — 173
— treasury and other simitar bills 168 - - - - - 168
— debt securities 5 - - — — — 5
875 12 - - - - 887
Total
Fmnancial assets designated at fair value 1,070 163 — - — - 1,233
— treasury and other ehigible bills 22 - - - - - 22
~ debt securities 1,048 163 — — — — 1,211
Financial investments 9,306 195 — — — - 9,501
— treasury and other simular hills 438 - - - - - 438
— debt secunties 8,868 195 - - - - 9063
10376 358 — — - - 10,734

1 Impairment is not measured for debt securities designated at far value, as assets in such portfolios are managed according 1o
movements in fair value, and the fair value movement is taken directly through the income statement
2 Shareholders’ funds comprise solvency and unencumbered assets

Issuers of treasury bills, other eligible bills and debt securities in the group's msurance subsidiaries

Treasury Other eligible Debt
hills hills securities Total
£m £m £m £m
At 31 December 2009
Govermments 106 4 3,198 3,308
Local authonties - - 173 173
Corporates and other 82 168 7,526 7,776
188 172 10,897 11,257
Treasury Other eligible Debt
hulls bilts securities Total
£m £m £m £m
At 31 December 2008
Governments 187 16 2,361 2,564
Local authonties - - 151 151
Corporates and other - 257 7,762 8,019
187 273 10,274 10,734
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Crednt nisk also nses when part of the insurance risk incurred by the group is assumed by reinsurers The credit nisk
exposure to remsurers 1s monitored by the Regional Insurance Office and the HSBC Group Insurance Head Office
and 1s reported quarterly to the Group Insurance Risk Committee and the Group Insurance Credit Risk Meeting The
spht of liabilities ceded to rensurers and outstanding reinsurance recovernes, analysed by credit qualty, 1s shown
below The definitions of the four credit quality classifications are provided on pages 140 and 141 The group’s
exposure to third parties under the reinsurance agreements 1s included n this table

Remsurers’ share of habilities under imsurance contracts

Neither past due nor impaired

Past due
Sub- not Impairment
Strong Medmm  standard Impawed Impaired allowances Total
£m £m £m £m £m £m £m
At 31 December 2009
Linked msurance contracts 17 - - - - - 17
Non-linked insurance contracts 380 8 2 - - - 390
Total 397 8 2 — - — 407
Remsurance debtors 9 - - 1 - - 10
At 31 December 2008
Linked insurance contracts 7 - - - - - 7
Non-tinked 1nsurance contracts 602 9 - — - - 611
Total 609 9 — — — - 618
Remsurance debtors 1 - - - - - 11

Liguidity nisk of msurance operations

It 15 an inherent charactenstic of almost all insurance contracts that there 15 uncertainty over the amount of claims
habihities that may anse, and the timing of their settlement, and this leads to hquidity risk There 15 a greater spread
of expected maturities for the life business where, 1n a large proportion of cases, the hqudity nisk 1s borne in
conjunction with pelicyholders (wholly n the case of unit-linked business)

To fund the cash outflows arising from claims habilities, group’s insurance manufacturing substdianies pnmarily
fund cash outflows from the following sources

e  premiums from new business, policy renewals and recurring premium products,

+ nterest and dividends on investments and principal repayments of maturing debt investments,
e cashresources, and

+ the sale of investments

The group’s insurance manufacturing subsidiaries manage hiquidity risk 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 hiability matching techniques such as duration matching,

s mamtaming sufficient cash resources,
¢ nvesting in good credit-quality investments with deep and hquid markets to the degree to which they exist,

* monitoring Investment concentrations and restricting them where appropnate, for example, by debt 1ssues or
issuers, and

e establishing commutted contingency borrowing facilibes
Every quarter, the group’s insurance manufacturing subsidiaries are required to complete and submit hquadity nisk
reports to Group Insurance Head Office for collation and review by the Group Insurance Market and Liquidity Risk

Meeting In addition, each insurance operation 1s required to maintain a Liqudity Contingency Plan reviewed at least
annually by the relevant ALCO
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The following tables show the expected undiscounted cash flows for insurance contract Liabihibes and the remaining
contractual maturity of investment contract liabilities

Expected maturity of insurance contract lhabiities

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15years  Over 15 years Total
£m fm £m £m £m
At 31 December 2009
Non-life insurance 3%6 336 27 - 759
Life msurance (non-linked) 364 600 445 268 1,677
Life insurance (hinked) 90 248 562 628 1,528
Total 850 1,184 1,034 896 3,964
At 31 December 2008
Non-hfe insurance 456 407 19 - g82
Life insurance (non-linked) 732 618 570 301 2,221
Lafe msurance (linked) 80 233 475 4353 1,241
Total 1,268 1,258 1,064 754 4,344

Remaming contractual maturity of investment contract iabilities

Liabilities under investment contracts by insurance underwrnting subsidianes

Linked Non-hkinked Investment
mvestment investment contracts
contracts contracts with DPF Total
£fm £m £m £m
At 31 December 2009
Remaining contractual maturity
— due within 1 year 287 - - 287
— due between 1 and 5 years 558 - - 558
— due between 5 and 10 years 400 - — 400
— due after 10 years 1,290 - - 1,290
— undated’ 1,445 26 12,930 14,401
Total 3,980 26 12,930 16,936
At 31 December 2008
Remaining contractual matunty
— due within | year 117 - — 117
— due between 1 and 5 years 419 - - 419
— due between 5 and 10 years 330 - - 330
~ due after 10 years 1,123 - - 1,123
- undated' 1,627 24 12,157 13,808
Total 3,616 24 12,157 15,797

1 incases pohcyholders have the option to terminate thewr contracts at any time and recerve the surrender values of thewr policres These
may be significantly lower than the amounts shown above

Present value of in-force long-term mnsurance business

The group’s hfe insurance business 1s accounted for using the embedded value approach which, inter alia, provides a
comprehensive framework for the evaluation of insurance and related risks The present value of the in-force long-
term (‘PVIF") asset at 31 December 2009 was £630 million (2008 579 million) The present value of the
shareholders” interest in the profits expected to emerge from the book of in-force policies at 31 December can be
stress-tested to assess the abihity of the hife business book to withstand adverse developments A key feature of the
life insurance business 1s the importance of managing the assets, liabalities and risks in a coordinated fashion rather
than indsvidually This reflects greater interdependence of these three elements for life insurance than 1s generally the
case for non-life insurance

The following table shows the effect on the PVIF of reasonably possible changes in the mamn economic assumptions,
namely the risk-free and risk discount rates, across all insurance manufacturing subsidianes
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Sensitivity of PVIF to changes in economic assumpltions

PVIF at 31 December

2009 2008

£fm im

+ 100 bas:s points shift in nisk-free rate 17 15
— 100 basis pownis shift 1n nisk-free rate (18) (14)
+ 100 basis ponts shift in nsk discount rate (22) (26)
— 100 basts points shift 1n nsk discount rate 27 28

Due to certain characteristics of the contracts, the relationships may be non-linear and the results of the stress-testing
disclosed above should not be extrapolated to higher levels of stress In calculating the various scenarios, all
assumptions are held stable except when testing the effect of the shift in the nsk-free rate, when consequential
changes to investment returns, nsk discount rates and bonus rates are also incorperated The sensitivities shown are
before actions that could be taken by management to mitigate effects and before consequential changes in
policyholder behaviour

Non-economic assumptions

The policyholder habilities and PVIF are determined by reference to non-economic assumptions which include, for
non-hfe manufacturers, claims costs and expense rates and, for ife manufacturers, mortality and/or morbidity, lapse
rates and expense rates The table below shows the sensitivity of profit for the year to, and total equity at, 31
December 2009 to reasonably possible changes in these non-econoemic assumptions at that date across all insurance
manufacturing subsidianes, with comparatives for 2008

The cost of claims 1s a risk associated with non-life insurance business An increase in ¢laims costs would have a
negative effect on profit

Mortality and morbidity risk 1s typically associated with life insurance contracts The effect of an increase n
mortality or morbidity on profit depends on the type of business being written For a portfolio of term assurance
contracts, an increase 1n mortality usually has a negative effect on profit as the number of claims increases For a
portfolio of annuity contracts, an increase in mortality rates typically has a positive effect on profit as the period over
which the benefit 15 being paid to the policyholder 1s shortened However, when an annwity contract includes life
cover, the positive effect on profit of the increase in mortality may be offset by the benefits payable under the life
mnsurance

Sensitivity to lapse rates 1s dependent on the type of contracts being written For isurance contracts, the cost of
claims 15 funded by premiums received and income earned on the investment portfolio supporting the habihties Fer
a portfolio of term assurance, an increase 1n lapse rates typically has a negative effect on profit dus to the loss of
future premium income on the lapsed policies For a portfolio of annuty contracts, an increase 1 lapse rates has a
positive effect on profit as the obligation to pay future benefits on the lapsed contracts 15 extinguished

Expense rate nsk 15 the exposure to a change 1n expense rates To the extent that increased expenses cannot be passed
on to policyholders, an increase in expense rates will have a negative impact on profits

Sensitavity to changes in non-economic assumptions

Profit for Profit for

the year to Total equity at the year to Total equity at

31 December 2009 31 December 2009 31 December 2008 31 December 2008

£fm £m £m £m

20 % increase in claims costs (69) (69) (34) (34)

20 % decrease in claims costs 69 69 34 34
10 % increase 1n mortality and/or morbidity

rates 15) (15) {2) @)
10 % decrease 1n mortality and/or morbidity

rates 15 14 4 4

50 % increase 1n lapse rates (107 (107 (84) (84)

50 % decrease i lapse rates 169 170 130 130

10 % increase in expense rates (19) 20) (19) (1%)

10 % decrease 1n expense rates 20 20 18 18
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Special purpose entities {including on-and off-balance sheet arrangements)

The group enters mto certamn transactions with customers n the erdinary course of business which involve the
establishment of special purpose entities (‘SPEs’) to facilitate or secure customer transactions, some of which have
been included 1n the group’s consolidated balance sheet The group’s structures that utilise SPEs are authonised
centrally when they are established to ensure appropriate purpose and governance The activities of SPEs
admimistered by the group are closely monitored by semor management

The group sponsors the formation of entities which are designed to accomplish certain narrow and well-defined
objectives, such as securitising financial assets or affecting a lease, and this requires a form of legal structure that
restricts the assets and habihities within the structure to the single purpose for which it was established The group
conschidates these SPEs when the substance of the relationship indicates that the group controls them In assessing
control, all relevant factors are considered, including qualitative and quantitative aspects The group re-assesses the
required consolidation accounting tests whenever there 1s a change 1n the substance of the relationship between the
group and an SPE The most significant categories of SPE are discussed 1n more detail below

Structured investment vehicles and conduits

Structured Investment Vehicles (*SIVs’)

SIVs are SPEs which invest 1n diversified portfolios of interest-carning assets, generally funded through issues of
commercial paper (‘CP’), medium term notes (“MTN) and other senior debt to take advantage of the spread of
differentials between the assets in the SIV and the funding cost Prior to the implementation of Basel 11, 1t was capita!
efficient to many bank vestors to invest m highly-rated investment securities m this way The group sponsored
establishment of two SIVs, Cullinan Finance Limited (‘Cullinan’) and Asscher Finance Limited (‘Asscher”) which
are now In the process of voluntary liquidation following completion of the transfer of their portfohios of investment
securities and denivatives to the three new Structured investment conduns (*SIC’s) estabhished 1n 2008 1n order to
remove the risk of having to make forced asset sales Mazarin funding Limited (*Mazarin’) an asset backed CP
conduit and Barion funding Limited (‘Barion’) a term funding vehicle were set up in respect of Cullinan, and
Malachite funding Limiated {‘Malachite”) a term funding vehicle was set up in respect of Asscher

At 31 December 2009, all the capnal notes 1n Cullinan and Asscher had been redeemed and replaced by capital notes
in the new SICs (2008 8 7 per cent of Asscher’s capital notes remained outstanding)
Conduits

The group sponsors and manages two types of conduits which 1ssue CP, multi-seller conduits and SICs The group
has consolidated these conduits from inception because 1t 15 exposed to the majonty of nisks and rewards of
ownership

Securmes investment conduits

Solitaire purchases highly rated ABSs to facihitate taslored investment opportunities The group’s other SICs,
Mazarin, Barion and Malachite, evolved from the restructuring of the group’s sponsored S1Vs as discussed above
Muln-seller conduits

These vehicles were established for the purpose of providing access to flexible market-based sources of finance for
the group’s clients for example, to finance discrete pools of third-party originated trade and vehicle finance loan
receivables

Money market funds

The group has established, manages and has investments 1n a number of money market funds which seek to provide
customers with taillored mvestment epportunities with a set of narrow and well-defined objectives The group
consolidates a fund when the group’s holding 1s of sufficient size to represent the majonity of the risks and rewards of
ownership or when the substance of the relation indicates that the group controls the fund
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Securitisations

The group uses SPEs to secunitise custorner loans and advances 1t has originated, manly in order to diversify 1its
sources of funding for asset origination and for capital efficiency purposes The SPEs are not consohdated when the
group 1s not exposed to the majonty of risks and rewards of ownership

Other SPEs

The group also establishes, 1n the normal course of business for a number of purposes, for example, structured crednt
transactions for customers and to provide finance to public and private sector infrastructure projects and for asset and
structured finance transactions

Structured credit transactions

The group provides structured credit transactions to third party professional and mstitutional investors who wish to
obtain exposure, sometimes cn a leveraged bass, 10 a reference portfolio of debt instruments In such structures, the
investor recerves returns referenced to the underlying portfehe by purchasing notes 1ssued by the SPEs The group
enters into contracts with the SPEs, generally in the form of denvatives, i order to pass the required risks and
rewards of the reference portfolios to the SPEs The group’s nisk in relation to the derivative contracts with the SPEs
1s managed within the group’s trading market nsk framework

Other uses of SPEs

The group participates 1 Public-Private Partnerships to provide financial support for infrastructure projects initiated
by government authonties The funding structure 1s commonly achieved through the use of SPEs The group
consolidates these SPEs when 1t 1s exposed to the majority of risks and rewards of the vehicles

The group’s Asset and Structured Finance (‘ ASF’) business specialises in leasing and arranging finance for aircraft
and other physical assets, which 1t ts customary to ring-fence through the use of SPEs, and 1n structured loans and
deposits, where SPEs introduce cost efficiencies The group consolhidates these SPEs when the substance of the
relationship indicates that the group controls the SPE

Third party sponsaored SPEs

The group’s exposure to third party sponsored SIVs, conduits and securitisations have ansen through normal banking
arrangements on standard market terms

Other off-balance sheet arrangements

Financial guarantees, letters of credit and similar undertakings

Note 38 describes various types of guarantees and discloses the maximum potenhal future payments under such
arrangements

Commitments to lend

The group generally has the nght to change or terminate any conditions of a personal customer’s overdraft, credit
card or other credit hne upon noufication to the customer In respect of corporate commitments to lend, 1n most cases
the group’s position wall be protected through restrictions on access to funding in the event of matenal adverse
change

Leveraged finance transactions

Loan commitments 1n respect of leveraged finance transactions are accounted for as derivatives where 1t 1s the
group’s ntentien to sell the loan after origination
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38 Contingent habilities, contractual commitments and guarantees

The group The bank
2009 2008 2009 2008
£m fm £m fm
Guarantees and other ¢contingent habihties
Guarantees and irevocable letters of crednt
pledged as collateral secunty 20,971 21310 13,507 13,787
Other contingent habilities 32 110 - _
21,003 21,420 13,507 13,787
Commitments'
Documentary credits and short-term trade-
related transactions 1,515 2,204 495 861
Forward asset purchases and forward forward
deposits placed 492 493 - -
Undrawn formal standby facilities, credit lines
and other commitments to lend? 114,076 151,694 83,036 102,626
116,083 154,391 83,531 103,487

1 Excluding capital commitments, which are separately disclosed below
2 Based on original comtractual maturity

The table above discloses the nominal principal amounts of commitments, guarantees and other contingent liabthities
They are mainly credit-related instruments which include both financial and non-financial guarantees and
commitments to extend credit Nominal principal amounts represent the amounts at nsk should contracts be fully
drawn upon and clients default As a significant portion of guarantees and commitments 1s expected to expire without
being drawn upon, the total of these nominal principal amounts 1s not representative of future hquidity requirements

Contingent liabihties ansing from litigation against the group are disclosed in Note 40

Financial Services Compensation Scheme

The Financial Services Compensation Scheme (‘FSCS’} has provided compensation to consumers following the
collapse of a number of deposit takers such as Bradford & Bingley plc, Henitable Bank plc, Kaupthing Singer &
Friedlander Limited, Landsbank: ‘Icesave’, London Scottish Bank ple and Dunfermline Building Society The
compensation paid out to consumers 1s currently funded through loans from the Bank of England and HM Treasury
The bank could be hable to pay a proportion of the outstanding borrowings that the FSCS has borrowed from HM
Treasury which at 30 September 2009 stood at approximately £20 bilhon The bank 1s also obligated to pay its share
of forecast management expenses based on the bank’s market share of deposits protected under the FSCS

The bank has expensed £142 million to date, as at 31 December 2009, 1n respect of the share of forecast management
expense, including interest costs, for the 2008/9, 2009/10 and 2010/11 levy years The fee 1n respect of the 2008/9
levy year was paid during the second half of 2009

At 31 December 2009, the bank had accrued £112 million in respect of the 2009/10 and 2010/11 levy years, based on
the bank’s estimated share of total market protected deposits at 31 December 2008 and 2009, respectively

At 31 December 2008, the bank had accrued £86 million 1n respect of the 2008/9 and 2009/10 levy years, based on
the bank’s estimated share of total market protected deposits at 31 December 2007 and 2008, respectively

However, the ulimate FSCS levy to the industry as a result of the 2008 (and 2009) collapses cannot currently be
estimated reliably as 1t 1s dependent on various uncertain factors including the potential recoveries of assets by the
FSCS and changes n the interest rate, the level of protected deposits and the population of FSCS members at the
time
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Payment Protection Insurance Sales

On 1 July 2008 the Financial Ombudsman Service (‘FOS’) wrote to the Financial Services Authonity (*FSA’) to draw
to its attention under the *Wider Implications’ process the i1ssues anising from past payment protection insurance
(‘PPI’) sales The FOS considered that there was evidence of widespread and regular failure on the part of many
firms to comply with the FSA’s rules and insurance law tn the sale of PPI and that, in the circumstances, simply
allowing consumers individually to bring complaints was not the right way to tackle what 1t regarded as a systemic
problem The FOS therefore called upon the FSA to frame and implement an appropnate regulatory solution which
would ensure that firms took appropriate and proportionate remedial action

On 29 September 2009, the FSA published a Consultation Paper (*CP (09/23)’} setting out proposals, and draft Rules
and Guidance, on how firms should assess PPI complaints and, where they upheld such complaints, calculate redress
At the same time, 1t also published an open letter to eight trade associations, including the British Bankers
Association, setting out what 1t constdered to be common faillings by firms in sales of PP When announcing the
publication of CP (09/23), the FSA also reported that 1t had obtained agreement from firms representing 40 per cent
of the market for face to face single premium PPI sales te review all such sales since July 2007 No HSBC company
was included in that group of firms

The Consultation Paper anticipated new FSA rules and gwidance covering how firms should deal with PPI complants
with effect from the beginning of 2010 However, the FSA subsequently announced that, ow:ng to the large number
of responses 1t had received to the Consultation Paper, this date would be deferred to give 1t suffictent epportunity to
fully consider those responses

On 2 February 2010, the FSA stated that the course of action 1t will take 1n relation to PPI remains under
consideration and that no final decision on the matter has yet been taken The precise form and content of the FSA’s
final rules and gmdance n relation to PPI complaint handling therefore remains unclear at this stage In the
circumstances, 1t 1s not possible for the bank to determine what impact, 1f any, the FSA’s proposals will eventually
have

In December 2007, the bank decided to cease selling PPI (but not short-term income protection products) under its
HSBC, first direct and M&S Money brands A phased withdrawal was completed across these brands and channels n
2008

Data Secunty

HSBC Private Bank {Suisse) 1s currently continuing to investigate a theft of client data which was widely reported in
December 2009 as having been supplied to the French authorities The theft appears to have taken place duning a
peried preceding March 2007 The bank 1s working closely with the Swiss authorities and its regulator to establish
the extent of data involved 1n the theft in order to protect the interests and rights of its chients and of the group and to
further enhance 1ts security policies and data protection practices

Guarantees

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
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 potential amount of future payments which the group could
be required to make at 31 December, were as follows
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The group

At 31 December 2009 At 31 December 2008

Guarantees 1n

Guarantees by the
group 1 favour of

Guarantees in

Guarantees by the
group 1n favour of

favour of third other group favour of third other group
parties entities parties entibes
£m fm £m fm
Guarantee type
Financial guarantee contracts’ 10,051 927 9,972 996
Standby letters of credit which are financial
guarantee contracts’ 1,791 1 791 57
Other direct credit substitutes’ 314 39 244 3
Performance bonds* 2,048 51 2,395 43
Bid bonds® 45 3 75 2
Standby letters of credit related to particular
transactions’ 444 - 486 -
Other transaction-related guarantees® 4,803 18 5,891 26
Other items 468 - 439 —
Total 19,964 1,039 20,293 1127
The bank
At 31 December 2009 At 31 December 2008
Guarantees by the Guarantees by the
Guarantees i bank 1 favour of Guarantees in bank in favour of
favour of thard other group favour of third other group
parties entities partics entities
£m £m £m £m
Guarantee type
Financial guarantee contracts’ 7,535 2,311 7.057 2,693
Standby letters of credit which are financial
guaraniee contracts’ 5 - 5 -
Performance bonds’ 734 48 898 36
Bid bonds* 12 3 17 2
Standby letters of credit related to particular
transactions’ 107 - 76 -
Other transaction-related guarantees’ 2,290 26 2,651 24
Other items 436 - 328 -
Total 11,119 2,388 11,032 2,755

| Financial guarantees contracts are contracts that require the 1ssuer to make specified payments to reumburse the holder for a loss
tncurred because a specified debtor fails to make payment when due m accordance with the original or modified terms of a debt
instrument The amounts in the above table are nominal principal amounts
2 Standby letters of credit which are financial guarantee contracts are irrevocable obligations on the part of the group and/or the bank to
pay third parties when customers fail to make payments when due
3 Other direct credit substitutes include reinsurance letters of credit and trade-related letiers of credit issued without provision for the
wssuing entily to retain title to the underlying shipment
4 Performance bonds, bid bonds, standby letters of credi and other transaction-related guarantees are undertakings by which the
obligation on the group and/or the bank to make payment depends on the outcome of a future event

The amounts disclosed 1n the above table reflect the group’s maximum exposure under a large number of individual
guarantee undertakings The risks and exposures anising from guarantees are captured and managed 1n accordance
with the group’s overall credit risk management policies 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 2009 the group had contractual commitments to
purchase, within one year, land and buildings and other fixed assets from a number of suppliers for a value of £239

mullion (2008 £368 milhion)

The group had no contingent habilities or commitments 1n relation to joint ventures or associates, incurred jontly or

otherwise
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39 Lease commitments

Finance lease commitments

The group leases land and bwnldings (including branches) and equipment from third parties under finance lease
arrangements to support its operations

2009 2008
Total future Total future

MiRImum Interest Present mrmum Interest Present

payments charges value payments charges value

£m fm £im im £fm fm

No later than one year 22 19 3 21 (20) 1
Later than one year and ne later than five

years 103 D 26 97 (92) §

Later than five years 372 (110) 262 504 (178) 326

497 (206) 291 622 (290) 332

At 31 December 2009 future minimum sublease payments of £315 milhon (2008 £314 mullion) were expected to be
recerved under non-cancellable subleases at the balance sheet date
Operating lease commitments

At 31 December 2009, the group was obligated under a number of non-cancellable operating leases for propenies,
plant and equipment for which the future minimum lease payments extend over a number of years

Land and bmldings

2009 2008
£im £m

Future minimum lease payments under non-cancellable operating leases expiring
- ho later than one year 173 122
— later than one year and no later than five years 608 394
- later than five years 1,182 533
1,963 1,049

In 2009, £113 million (2008 £105 million) was charged to ‘General and administrative expenses’ 1n respect of lease
and sublease agreements, all of which related to minimum lease payments

Finance lease recewvables

HSBC leases a vanety of assets to third parties under finance leases, including transport assets (such as aircraft),
property and general plant and machinery At the end of lease terms, assets may be sold to third parties or leased for
further terms Lessees may participate in any sales proceeds achieved Lease rentals ansing duning the lease terms
will either be fixed 1n quantum or be varied to reflect changes 1n, for example, tax or interest rates Rentals are
calculated to recover the cost of assets less their residual value, and earn finance income

2009 2008
Total Total

future Unearned future Unearned
mimmom finance Present minimum finance Present
payments meome value payments Income value
£m £m £m £m £m £m

Lease receivables
— no later than one year 987 (111 876 1,209 (152) 1,057
— later than one year and no later than 2 829 {584) 2245
five years 2,99 (486) 2,510

— later than five years 3,264 {951) 2,313 4,367 (1,444} 2,923
7,247 (1,548) 5,699 8,405 (2,180) 6,225

At 31 December 2009, unguaranteed residual values of £110 rulhion (2008 £108 nullion) had been accrued, and the
accumulated allowance for uncollectible minimum lease payments recervable amounted to £8 million (2008 £10
million)
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In 2009, £51 miilion (2008 £22 million) was received as contingent rents and recognised 1n the income statement

Operating lease receivables

The group leases a variety of different assets to third parties under operating and finance lease arrangements,
including rolling stock, property, aircraft and general plant and machinery

Equipment
2009 2008
fm £m

Future manimum lease payments under non-cancellable operating leases expiring

— no later than one year 267 290
~ later than one year and no later than five years 565 429
— later than five years 276 76
1,108 795

In 2009, £2 million (2008 Nil) was received as contingent rents and recognised 1n ‘Other operating imncome’

At 31 December 2009, future mimmum sublease payments of N1l (2008 Nil) are expected to be received under non-
cancellable subleases at the balance sheet date

Litigation

On 27 July 2007, the UK Office of Fair Trading (‘OFT’) 1ssued Hagh Court legal proceedings against a number of
UK financial institutions, including HSBC Bank plc, to determine the legal status and enforceability of certain of the
charges applhed to their personal customers in relation to unauthonsed overdrafts (the ‘charges’) Pending the
resolution of the proceedings, the Financial Services Authonty (‘FSA’) granted firms (including HSBC Bank plc) a
waiver enabling them to place relevant complaints about the charges on hold and the County Courts stayed all
individual customer claims

In a judgement given on 25 November 2009, the Supreme Court unamimously allowed the Banks® appeal against the
Court of Appeal ruling given on 26 February 2009 and held that, provided the relevant charges were 1n plamn and
intelligible language, the amount of those charges could not be assessed for fairness under the Regulations by erther
the OFT or the Courts This 1s because the charges are part of the price the customer pays for the package of banking
services he receives 1n exchange, and hence an assessment of their amount 1s outside the scope of the Regulations

While the Supreme Court left open the possibility that the terms could be challenged on some other basis HSBC
Bank plc does not believe that any other realistic basis for challenge exists

On 22 December 2009, the OFT announced that, following detailed consideration of the Supreme Court judgement,
and discusstons with consumer groups, campaigners, banks, the Government, the FSA and the Financial Ombudsman
Service, it would not be continuing the investigation 1t began, in March 2007, into the fairness of unauthorised
overdraft charges, as, were the investigation to continue, it would have a very himited scope and low prospects of
success The OFT also decided not to investigate the charges using certain other enforcement tools 1ts mnitial
assessment was that there were not good grounds for concluding that a collective chatlenge alleging breach of such
other provisions generally would have good prospects of success The OFT also confirmed that it would address its
ongoing concems, about the operation of the market for personal current accounts, by discussing the i1ssues with
banks, consumer groups and other organisations, with the aim of reporting on progress by the end of March 2010

The Supreme Court judgment means that the legal proceedings between the OFT and the banks relating to
unauthorised overdraft charges are concluded Accordingly, the FSA confirmed, on 25 November 2009, the waiver
enabling firms to place relevant charges on hold had therefore lapsed Normal complaint handhng rules therefore
applhed

On 11 December 2008, Bernard L. Madoff (‘Madoff”) was arrested and charged in the United States District Court
for the Southem District of New York with one count of secunities fraud That same day, the Securities and Exchange
Commission (‘SEC’) filed securnties fraud charges against Madoff and his firm Bernard L. Madoff Investment
Securities LLC (‘Madoff Securities’), a broker dealer and investment advisor registered with the SEC The cniminal
complaint and SEC complaint each alleged that Madoff had informed senior Madoff Securities employees, 1n
substance, that his investment advisory business was a fraud On 15 December 2008, on the apphication of the
Securities Investor Protection Corporation, the United States District Court for the Southern District of New York
appointed a trustee for the hquidation of the business of Madoeff Securities, and removed the liquidation proceeding
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to the United States Bankruptcy Court for the Southern District of New York The Madoff Secunities trustee has
begun processing claims filed by investors allegedly damaged by the Madoff fraud On 9 February 2009, on
Madoff’s consent, the Umted States District Court for the Southern District of New York entered a partial judgment
in the SEC action, permanently enjoining Madoff from violating certamn antifraud provisions of the U S securities
laws, ordenng MadofT to pay disgorgement, prejudgment interest and a civil penalty 1n amounts to be determined at a
later time, and contmuing certain other relief previously imposed, including a freeze on Madoff’s assets On 12
March 2009, Madoff pleaded gutlty to 11 felony charges, including securities fraud, investment advisor fraud, mail
fraud, wire fraud, three counts of money laundening, false statements, perjury, false filings with the SEC, and theft
from an employee benefit plan On 29 June 2009, Madoff was sentenced to 150 years in prison, The relevant US
authorities are continung their investigations mnto the fraud, and have bought charges against others, including
several Madoff Secunities employees as well as 1ts external auditor Some details of the fraud have come to light as a
result of these and other investigations and proceedings, however, significant uncertainty remains as to the facts of
the fraud and the total amount of assets that will ullimately be available for distribution by the Madoff Secunties
trustee

Vanous non-US HSBC group compames provide custodial, administration and similar services to a number of funds
incorporated outside the United States of Amernca whose assets were invested with Madoff Secunities Based on
information provided by Madoff Securities, as at 30 November 2008, the aggregate net asset value of these funds
(which would include principal amounts mnvested and unrealised gamns) was £5 2 billion

Proceedings concerning Madoff and Madoff Secunities have been 1ssued by different plaintiffs (including funds, fund
investors, and the Madoff Securities trustee} in various jurisdictions against numerous defendants and the group
expects further proceedings may be brought Vartous group companies have been named as defendants tn suits in the
Umited States, Ireland, Luxembourg, and other jurisdictions All of the cases where group companies are named as a
defendant are at a very early stage The group considers that 1t has good defences to these claims and will continue to
defend them vigorously The group 1s unable to reliably estimate the habihity, 1f any, that might arise as a result of
such claims

Various group companies have also recerved requests for mformation from various regulatory and law enforcement
authorities and from the Madoff Secunities trustee, in connection with the alleged fraud by Madoff The group
companies are co-operating with these requests for information

41 Related party transactions

The ultimate parent company of the group 1s HSBC Heldings plc, which 1s incorporated in England
Copies of the Group financial statements may be obtained from the following address

HSBC Holdings plc
8 Canada Square
London

El4 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
Personnel and entities which are controlled, jointly controlled or significantly influenced by Key Management
Personnel or their close fat€mly members

(a) Transactions with Directors and other Key Management Personnel

Key Management Personnel are defined as those persons having authonty and responsibility for planning, directing
and controlling the activities of HSBC Bank plc and the group and mcludes members of the Board of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Directors of HSBC Holdings plc
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Compensation of Key Management Personnel

The following represents the compensation paid to the Key Management Personnel of the bank in exchange for
services rendered to the bank

2009 2008

£000 £000

Short-term employee benefits 1,900 4,231
Post-employment benefits - 65
Termination benefits - -
Share-based payments 1,177 2,357
3,077 6,653

Shareholdings and options of Directors’ and other Key Management Personnel

Balance at Balance at
31 December 31 December
2009 2008
Number of share options from equity participation plans held by Directors and other
key management personnel (and their connected persons) 1,033,662 1,033,747
Number of shares held by Directors and other key management personnel
(and their connected persons) 20,094,864 17,498,156

Transactions, arrangements and agreements including Directors and other Key Management
Personnel

The table below set out transactions which fall to be disclosed under 1AS 24 ‘Related Party Disclosures’ between the
group and the Key Management Personnel of both the bank and its parent company, HSBC Heldings plc, and their
connected persons or controlled companies

2009 2008
Highest Highest
balance duning Balance at balance during Balance at
the year' 31 December’ the year' 31 December'
£000 £000 £000 £000
Key Management Personnel and connected
persons and compames controlled by them
Loans 877,944 453,707 103,594 49,776
Credit cards 3,453 224 452 196
Guarantees 20,984 19,589 6,753 5,684

1 The disclosure of the year-end balance and the highest balance during the year 15 considered the most meaningful information to
represent transactions during the year

The above transactions were made 1n the ordinary course of business and on substantially the same terms, including

interest rates and security, as for comparable transactions with persons of a similar 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, arrangements and agreements including Directors (Companies Act 2006)

In addition to the requirements of IAS 24, particulars of transactions, arrangements and agreements entered into by
HSBC Bank plc and 1ts subsidiaries with Directors of HSBC Bank plc are required to be disclosed pursuant to section
413 of the Companies Act 2006 Under the Compantes Act there 1s no 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 Companies Act 2006
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The group
2009 2008
Balance at Balance at
31 December 31 December
£000 £000
Durectors
Loans 2242 1,690
Credit cards 52 65
Guarantees - -
{b} Transactions with other related parties
Associates and joint ventures
The group
2009 2008
Highest Highest
balance during Balance at balance dunng Balance at
the year' 31 December 2009 the year' 31 December 2008’
£m £m £m £fm
Amounts due from jont ventures
~ unsubordinated 176 170 202 110
Amounts due from associates
— unsubordinated 45 45 - -
Amounts due to joint ventures 12 8 20 12

Amounts due to associates -

- 1 -

1 The disclosure of the year-end balance and the highest balance durmg the year 15 considered the most meaningful information to

represent transactions during the year

The bank
2009 2008
Highest Highest
balance durmg Balance at balance durnng Balance at
the year' 31 December 2009' the year' 31 December 2008
£m £m £m £m
Amounts due from joint ventures
— unsubordinated 170 170 161 110
Amounts due from associates
— unsubordinated 45 45 - -
Amounts duc to joint ventures 10 - 12 10

Atnounts due to associates -

— 1 _

1 The disciosure of the year-end balance and the highest balence during the year is considered the most meaningful information 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 security, as for comparable transactions with third party counterparties
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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

2009 2008
Highest Highest
balance during Balanoce at balance during Balance at
the year' 31 December 2009 the year' 31 December 2008'
£m £m £m £fm
Assets

Trading asscts 53 39 214 53
Financial assets designated at fair value 28 20 2] 21
Loans and advances to customers 798 102 343 56
Financial investments 68 63 58 58

Liabilities
Trading lhabilities 40 15 22 17
Customer accounts 15,020 8,693 8,582 3,406
Subordinated amounts due 3,047 - 3,047 3,047
Guarantees - — - -

For the year ended For the year ended
31 December 2009 31 December 2008

£m £m
Income Statement
Interest income 1 1
Interest expense 117 117
Dividend income 13 6
Trading 1ncome 5 -
Other operating income 17 18
General and admimistrative expenses 114 82

1 The disclosure of the year-end balance and the highest balance during the year 1s considered the most mearingful information to
represent transactions during the year

Transactions detailed befow include amounts due to/from fellow subsidianes of HSBC Holdings plc

2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
the year year end’ the year' year end’
£m £m £m fm
Assets

Trading assets 8.369 4,473 9,718 8,369
Dervatives 30,669 11,770 72,434 30,669
Loans and advances to banks 9,881 4,093 5,444 5,267
Loans and advances to customers 3,252 1,757 3,252 3,252
Financial investments 7,484 5,685 7,277 1277
Other assets 2,282 1307 7,497 212

Liabihbies
Trading lrabilities 19,662 10,562 25,241 25241
Financial liabihties designated at fair value 34 34 - -
Deposits by banks 8,632 4,176 9,116 7,594
Customer accounts 1,585 952 1,785 559
Dernvatives 29,022 12,218 70,444 29,022
Guarantees 1,009 927 996 996
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For the year ended  For the year ended

31 December 2009 31 December 2008
fm £m
Income Statement
Interest income 263 495
Interest expense 156 269
Fee income 178 81
Fee expense 197 188
Trading income 42 392
Other operating income 13 15
General and admimstrative expenses 206 142
} The disclosure af the year-end balance and the highest balance durmg the year 15 considered the most meamngful mformation to
represent transactions during the year
The above cutstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties
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 plc and its subsidianies
2009 2008
Highest Highest
balance durmng Balance at the balance during Balance at the
the year' year end’ the year' year end'
£m £m fm £m
Assets
Trading assets 34,081 16,390 36,824 27,184
Derivatives 32,375 20,311 56,747 32375
Loans and advances to banks 6,595 4,046 4,982 2,521
Loans and advances to customers 21,106 21,106 18,397 18313
Financial investments 2,670 1,680 851 851
Liabihties
Trading habiliies 18,683 14,222 19,690 11,479
Deposits by banks 21,560 12,918 21,560 21,560
Customer accounts 11,849 11,243 11,876 11,580
Dernivatives 33368 18,255 36,143 33,368
Subordinated amounts due 622 - 622 622
Guarantees 2,139 1,474 1,761 1,761
t  The disclosure of the year-end balance and the highest balance durmg the year is considered the most mearungful information to
represen! transactions during the year
Transactions detailed below include amounts due to/from HSBC Bank plc and HSBC Holdings plc
2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
the year® year end' the year' year end’
£m £m £m £m
Assets
Trading assets 53 39 214 53
Loans and advances to customers 798 102 137 56
Liabihities
Trading hablities 40 15 22 17
Customer accounts 15,011 8,378 3,680 3,398
Subordinated amounts due 3,047 - 3,047 3,047

Guarantees -

1 The disclosure of the year-end balance and the highest balance durmg the year 1s considered the mosi meamngful informanon to

represent transactions during the year
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Transactions detailed below include amounts due to/from HSBC Bank plc and fellow subsidiaries of HSBC
Holdings plc

2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
the year' year end' the year' year end’
fm £m £m £m
Assets

Trading assets 7,486 4,166 5,258 7,486
Denivatives 24,290 11,220 43907 23,192
Loans and advances to banks 8,437 2,763 4,557 3,662
Loans and advances to customers 3,085 1,640 3,085 3,085
Other assets 437 28 3,561 231

Liabihities
Trading habihines 27857 10348 23,613 23,613
Deposits by banks 5,130 3,585 5,980 3,146
Customer accounts 1,371 819 1,418 378
Derivatives 21559 11,435 38,799 21,559
Guarantees 933 837 931 931

| The disclosure of the year-end balance and the highest balance during the year 1s consudered the most meanmgful information to
represent transactions during the year

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties

Pension funds

At 31 December 2009, fees of £5 milhion (2008 £10 9 million) were earned by group companies for management
services related to the group’s pension funds held under management The group’s pension funds had placed deposits
of £531 million (2008 £281 million) with 1ts banking subsidiaries

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties

In the first half of 2009, a gain of £322 million was recognised by the bank following a restructuning of the basis of
delivery of death in service and 1l health early retirement benefits to certain UK employees These benefits were
provided by the HSBC Bank (UK} Pensicn Scheme (the ‘Scheme”) but will now be provided outside of the scheme

The Scheme entered into swap transactions with the bank to manage the inflation and interest rate sensitivity of the
habilities At 31 December 2009, the gross nottonal value of the swaps was £14,617 rulhon (2008 £12,132 mulhion},
the swaps had a negative fair value of £647 mullion to the bank (2008 negative fair value of £1,220 million) and the
bank had delivered collateral of £1,729 million (2008 £1,682 mullion) to the Scheme 1n respect of these swaps All
swaps were executed at prevailing market rates and within standard market bid/offer spreads

In order to satusfy diversification requirements, the Trustee has requested special collateral provisions for the swap
transactions between the bank and the Scheme The collateral 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 in the event of default by the bank Under the terms of the agreement,
increases 1n collateral when required, are posted by the bank on a daily basis and any reductions of collateral 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 transactions with third party
counterparties

In March 2009, the group purchased the minority interests in HSBC Private Bank (Suisse) SA which was owned by
HSBC Investor PBRS Corporation (Delaware} a direct subsidiary of HSBC Bank USA, National Association for a
cash consideration of £247m
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42 Events after the balance sheet date

There have been no material events after the balance sheet date which would require disclosure or adjustment to the
31 December 2009 financial statements

These accounts were approved by the Board of Directors on 1 March 2010 and authonised for 15sue
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COMPANY NAME: HSBC BANK PLC
COMPANY NUMBER: 00014259

Pages containing unnecessary material in the accounts were administratively
removed on the 09/09/2010.




