MMMMMMMMMMMMMMMMMM

HSBC BANK PLC

ANNUAL REPORT AND ACCOUNTS
FOR THE YEAR ENDED
31 DECEMBER 2010

{ e




HSBC Bank plc
Annual Report and Accounts 2010 The world’s local bank




HSBC BANK PLC

Annual Reports and Accounts 2010

Contents

Financial Highlights of the group . .. . 1
Products and Services . .
Report of the Directors .- . 4

Cperating and Financial Review

Principal activities 4 Financial summary

Business segments 4 Income statement

Strategic direchion 4 Performarnce by income and expense rem

Key performance mndtcators 5 Balance sheet 13
Economy 7 Performance and business review 14
Reconcihiation of reported and underlying profit 7 Other information 22
Risk

Risk management 25 Liquidity and funding risk 47
Challenges and uncertainties 25 Market risk 49
Regulation and supervision 27 Operational nisk 55
Qutlook 29 Risk management of mnsurance operations 56
Credit nisk 29 Other material nsks 62
Capital Management 65
Governance B

Drrectors 69 Corporate sustamabihty 73
Board of Directors and Board Committees 70 Share capital 75
Internal control 70

Statement of Directors’ Responsibilities .. 77
Independent Auditor’'s Report \ . 78
Financial Statements . . . . . , 79
Notes on the Financial Statements 80

Presentation of Information

This document comprises the Annual Report and Accounts 2010 for HSBC Bank ple (‘the bank’) and 1ts subsidiary
undertakings (together ‘the group’} It contains the Report of the Directors and Financtal Statements, together with the
Auditor’s repott, as required by the UK Companies Act 2006 References to ‘HSBC’ or ‘the Group’ within this document
mean HSBC Holdings plc together with its subsidianes

Cautionary Statement Regarding Forward-Looking Statements

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

Staterents that are not historical facts, including statements about the bank’s belefs and expectations, are forward-
looking statements Words such as “‘expects’, ‘anticipates’, ‘intends’, ‘plans’, ‘believes’, ‘seeks’, ‘estumates’, ‘potential’
and ‘reasonably possible’, vanations of these words and similar expressions are intended to 1dentify forward-looking
statemenis These statements are based on current plans, estimates and projections, and therefore undue rehance 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 i the light of new information or future events

Forward-looking statements involve inherent risks and uncertamties Readers are cautioned that a number of factors
could cause actual results to differ, in some nstances matenaily, from those anticipated or imphied 10 any forward-looking
statement
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Financial Highlights of thg group
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2010 2009 2008
For the year (£m)
Profit on ordinary activities before tax 4,011 4,014 4,366
Total operating income 18,099 19,102 16,175
Net operating income befere loan impairment charges and other credit risk provisions 15,076 15,562 14 340
Profit attnbutable to shareholders of the parent company 2,959 3,092 3,441
At year-end (£m)
Sharehelders’ funds of the parent company 31,825 27,787 19,923
Rusk weighted assets 201,720 203,281 257 883
Loans and advances to customers (net of imparrment allowances) 285,218 274,659 298 304
Customer accounts 344,123 332,896 369,880
Capital ratios (%)
Core Teer 1 ratio’ 105 102 59
Tier 1 ratio 114 112 68
Total capital ratio 161 157 105
Performance ratios (%)
Return on average invested capital (on underlying basis)® 87 92 78
Return on average shareholders’ funds (equity) of the parent company® 99 132 145
Post-tax return on average total assets 03 04 05
Post-tax return on average nisk-weighted assets 15 14 15
Credit coverage ratios (%)
Loan 1mpatrment charges as a percentage of total operating income 90 137 106
Loan impairment charges as a percentage of average gross customer advances 07 11 07
Total impairment allowances outstanding as a percentage of timparred loans at the year
end 528 551 680
Efficiency and revenue mix ratios (%)
Cost efficiency rauo’ 605 527 566
As a percentage of total operating mcome
- net interest income 425 424 352
- net fee income 223 213 245
- net trading Income 117 137 183
Fmnancal ratios (%)
Ratio of customer advances to customer accounts 829 825 806
Average total sharcholders’ equity 1o average total assets 34 27 30

1 As a result of changes to the definition of the Core Tier | made by the Financial Services Authority in May 2009 the basts of calculation of
the 2008 ratio differs from that of the 2009 and 2010 ratios
2 The return on average invested capital measures the return made in the business enabling management to benchmark HSBC against
compefitors This ratio 15 defined as profit attributable to shareholders of the parent company drvided by average invested capual Average
mvested caprtal 1s measured as average total shareholders’ equity after
» adding back the average balance of goodwill amornsed pre-transition to IFRSs or subsequently written off directly to reserves (Tess
goodwill previously amortised 1n respect of the French regional banks sold in 2008}
» deducting the average balance of HSBC 's revaluation surplus relating to property held for own use This reserve was generated when
determining the deemed carrying cost of such properties on transition to IFRSs and will run down over fime as the properties are sold,
» deducning average preference shares and other equity instruments 1ssued by HSBC Bank ple (as defined in Note 36 Called up share
capital and other equity instruments), and
& deducting average reserves for unrealised gains/ (Tossesj on effective cash flow hedges and available-for-sale securities
3 The return on average total shareholders’ equiy is defined as profit antributable to shareholders of the parent company drvided by the
average total shareholders’ equity
4 The cost efficiency ratio 1s defined as rotal operating expenses divided by net operating income before loan impairment charges and other
credit risk provisions

The financial highlights are influenced by changes in the group structure over the three years
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Products and Services
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Personal Financial Services

The group’s Personal Financial services busmess offers
products and services te customers based on their
individual needs Premier and Advance services are
targeted at mass affluent and emerging affluent customers
who value international connectivaty and benefit from our
global reach and scale For customers who have simpler
everyday banking needs, we offer a full range of banking
products and services reflecting local requirements

Typically, customer offerings include personal
banking products (current and savings accounts,
mortgages and personal loans, credit cards, debit cards and
local and international payment services) and wealth
management services (insurance and investment products
and financial planning services)

Commercial Banking

The group’s Commercial Banking business 1s segmented
into Corporate and Business Banking, enabling the
development of taitored customer propositions while
adopting a broader view of the entire commercial banking
sector, from sole traders to large corporations This allows
the group to provide contuous support to companies as
they grow 1n size both domestically and internationaily,
and ensures a clear focus on the business banking
segments, which are typically the key to mmnovation and
growth 1n market economies

The group places particular emphasis en geographical
collaboration to meet the needs of our business customers,
and the group aims to be recognised as the leading
mternational bustness bank and the best bank for business
in target markets

+  HSBC Prermier provides preferential banking services
and globa} recognition to high net worth customers and
their immedsate famihes with a dedicated relationship
manager, speclalist wealth advice and tanlored solutions
Customers can access emergency travel assistance,
prionity telephone banking and an online ‘global” view of
thewr Premier accounts around the world with free money
transfers between them

*  HSBC Advance provides a range of preferential
products and services custormised to meet local needs
With a dedicated telephone service, access to wealth
advice and online tools to support financial plannung, 1t
gives customers an online *global view’ of their Advance
accounts with money transfers between them
Wealth solutions and financial planning a
financial plannmg process designed around mdividual
customer needs to help clients to protect, grow and
manage their wealth through best-in-class mvestment and
wealth insurance products manufactured by in-house
partners (Global Asset Management, Global Markets and
HSBC Insurance) and by selected thard party providers

Customers can mnteract with the bank via a range of channels

such as intemet banking and self-service termunals 1n addition

to fraditional and automated branches and telephone service
centres

* Financing the group offers a broad range of financing
both domestic and cross-border, mcluding overdrafis,
receivables‘finance, term loans and syndicated, -
leveraged, acquisiion and project finance Asset finance
1s offered i selected sites, focused on leasing and
msialment finance for vehicles, plant and equipment

» Payments and cash management HSBCisa
leading provader of domestic and cross-border payments
and collections, hquidity management and account
services worldwide, delivered through HSBCnet,

* International trade the group provides vanious
mternational trade products and services, to both buyers
and supphiets such as export finance, guarantees,
documentary collections and forfesting to 1mprove
efficiency and mitigate nisks throughout the supply chain

*  Treasury Commercial Banking customers are volume
users of the group’s foreign exchange, denvatives and
structured products '

= Capital markets & advisory capual raising on debt
and cquity markets and advisory services are avallable

* Commercial cards card 1ssung helps customers
enhance cash management, credit control and purchasing

¥

Card acquinng services enable merchants to accept credit '

and debit card payments m person or remotety

* Insurance Commercal Banking offers key person,
employee benef' ts and a vaniety of commermal nsk
wnsurance % - ®

e  Direct channels these include online and direct
banking offerings such as HSBCnet and Business
internet Ban]ung -

B "5&’% - :
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Products and services (continued}
L

Global Banking and Markets

Global Banking and Markets provides tallored financial
solutions to major government, corporate and nstitutional
clients and private investors worldwide Managed as a
global business, Global Banking and Markets operates a
long-term relationship management approach to build a
full understanding of clients’ financial requirements
Sector-focused chient service teams comprising
relationship managers and product specialists develop
financal solutions to meet individual chient needs

Global Banking and Markets 1s managed as four
principal business hnes Global Markets, Global Banking,
Global Asset Management and Pnncipal Investments This
structure allows us to focus on relationships and sectors
that best fit the Group’s footpnnt and facilitates seamiess
delivery of our products and services to chents

Private Banking

HSBC Private Bank 1s the principal marketing name of our
internattonal private banking business Utihsing the most
surtable products from the marketplace, Private Banking
works with 1ts clients to offer both traditional and
mnovative ways to manage and preserve wealth while
optimising returns

Private Banking accesses expertise i s1x major
advisory centres in Hong Kong, Singapore, Geneva, New
York, Paris and Londen to identify opportumities which
meet clients’ needs and investment strategies

Global Markets operahons consist of treasury and
capital markets services Products include foreign
exchange currency, interestrate, bond, credit. equty
and other denivatives. government and non-
government fixed income and money market
instruments, precitous metals and exchange-traded
futures, equity services, distnbution of capital markets
instruments, and secunties services, including custody
and cleanng services and funds admmstration to both
domestic and cross-border investors

Global Banking offers financing, adwisory and

transaclion services Products include

-~ Capital raismg, advisory services, bilateral and
syndicated lendmmg, leveraged and acquisition
finance, structured and product finance, lease
finance and non-retail depost taking,

—  Intemational, regtonal and domestic payments
and cash management services, and trade
services for large corporate clients

Global Asset Management offers investment

solutions to stitutions, financial mtermedianes and

individual investors globally

Principal Investments mclodes the group’s

strategic relationships with third-party private equity

_managers and other mvestments —

Private Banking services compnse multi-currency
deposit accounts and fiduciary deposits, credit and
specialist lending, treasury trading services, cash

,management, secunties custody and clearning HSBC

Private Bank works to ensure that itg clients have full

access to other products and services available in the

group such as credit cards, mternet banking, corporate
banking and mvestment bankmg

Private Wealth Management compnses both

advisory and discretionary investment services A

wide range of investment vehicles 1s covered,

including bonds, equities, derivatives, options,
futures, structured products, mutual funds and
alternatives (hedge funds, pnvate equity and real -~
estate)

Corporate Finance Solutions helps provide

cltents with cross border solutions for their :

companies, working 1 conjunction with Global

Banking and Markets

Private Wealth Solutions compnse inhertance

planning, trustee and other fiduciary services designed

to protect wealth and preserve 1t for future generations
through structures tatfored 10 meet the individual
needs of each famuly Areas of expertise include
trusts, foundation and company admimistration,
chantable trusts and foundations, insurance, family
office advisory and philanthropy__ __

5
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Report of the Directors: Operating and Financial Review

Introduction

While 2010 remained a challenging operating
environment for most European economies, HSBC’s
financial strength, premium customer base and ability to
leverage 1ts brand and global networks ensured that all
business segments of the group remained strong and
profitable HSBC Bank plc maintamed its well-funded
balance sheet and strong capital position

Results for 2010

The consohdated profit for the year attnbutable to the
shareholders of the bank was £2,95%9 million

Interim dividends of £850 million (in heu of a final
dividend 1n respect of the previous financial year) and
£900 million were paid on the ordinary share capital
during the year

A second interim dividend of £915 million 1n respect of
2010 was declared after 31 December 2010, payable on
28 February 2011

Further information about the results 1s given n the
consolidated income statement on page 79

Principal activities

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

As at 31 December 2010, the bank had 1,311
branches 1n the United Kingdom, 14 branches 1n the Isle
of Man and the Channel Islands with further branches
i Belgum, the Czech Republic, France, Greece, the
Hong Keng Special Administrative Region, Ireland,
Israel, Ttaly, Netherlands, Slovakia, and Spain

The bank’s subsidianes have banks, branches and
offices in Armenia, the Channel Islands, the Czech
Republic, France, Georgta, Germany, Greece, Hong
Kong Special Administrative Region, Hungary, Ireland,
Kazakhstan, Luxembourg, Malta, Monaco, Singapore,
Poland, Russia, South Africa, Slovakia, Switzerland and
Turkey

Business segments

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

UK Retail Banking

UK Retall Banking comprises two customer groups
Personal Financial Services and Commercial Banking,
UK Personal Financial Services provides current
accounts, savings, personal lcans, mortgages, cards,
financial planning, as well as life and general insurance
to UK personal customers through a variety of

distribution channels under various brands, including
HSRBC, first direct, Marks & Spencer Money and
partnership card™ UK Commercial Banking provides a
wide range of products and services to commercial
organisations, from sole proprictors to quoted
companies These mclude current and savings accounts,
payments, electronic banking, trade finance, loans,
overdrafis, asset finance, foreign exchange and other
treasury and capiatal markets instruments, wealth
management services and general insurance

Continental Europe Retail Banking

Continental Europe Retail Banking comprises the
customer groups Personal Financial Services and
Commercial Banking, providing a comprehensive range
of retail financial services to local and expatnate
personal and commercial customers m Europe The
principal Continental European Retail Banking
operations are in France, Turkey, Malta and Germany

Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and
mstitutional chients worldwide The business 1s
managed as four principal business hnes Global
Markets, Global Banking, Principal 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 facihtates seamless
delivery of HSBC’s products and services to clients

Private Banking

Private Banking reflects the operations of HSBC
Private Banking Holdings (Suisse} S A and its
subsidianes Private Banking helps high net worth
mdividuals and famihes meet their complex
mternational financial needs by offering preduct and
service leadership in areas such as credit, alternative
mvestments, estate planning and investment advice

Other

Activities or transactions which do not relate directly to
the business segments are reported in Other Other
includes the result of certain property activities,
unallocated investment activities, movements in the fair
value of own debt and financing operations

Strategic direction

The group’s strategy reflects HSBC’s position as ‘The
world’s local bank” and 1s focused on delivering
supernor growth and earnings over tume by bulding
HSBC'’s heritage, skills and mvestment 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
econormes of scale and to ensure staff are engaged by
aligning objectives and incentives
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Report of the Directors: Operating and financial review (continueq)
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The strategy has 1dentified three main business
models for its customer groups and global businesses
that embody HSBC'’s areas of natural advantage

¢ busiesses with mtemational customers for whom
developing connectivity across markets 1s crucial —
Global Banking and Markets, Private Banking, the
large busmess 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
and medium business segments of Commercial
Banking and the mass market segment of Personal
Financial Services, and

* products where global scale can be achieved
through building efficiency, expertise and brand
awareness — global product platforms include
global transaction banking.

As part of HSBC, the group has an ambitious
programme of rationalising and simplifying 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 group continues to nvest heavily in straight-
through-processing technology to improve customer
expenence and reduce servicing costs

UK Retail Banking

The UK Personal Financial Services business continues
to build 1ts position as a leading provider of financial
services to mass affluent customers 1n the UK through
the Premuer and Advance propositions

The UK Commercial Banking strategy 1s to be

*  the “Leading International Business’ bank, using
HSBC’s extensive geographical network together
with product expertise 1n payments, trade,
receivables finance and foreign exchange to
actively support customers who are trading and
nvesting across borders, and

¢ the best bank for small and medium-sized
enterprises (‘SMEs”) in target markets, bmlding
global scale and creating efficiencies by shanng
systems and best practice, including customer
expenence, traming and product offerings, and
selectively applying a direct banking model

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 services
to selected internationally minded and emerging market
clients

The Continental Europe Personal Financial
Services strategy builds on 1ts strength 1in mass affluent

markets by providing relevant, efficient and sustainable
propositions to Premier and Advance customers in
selected markets across the region Dunng 2011, the
group mtends to further develop 1ts direct distnbution
channels to expand customer choice and improve
efficiency

In Commercial Banking, the strategy focuses on
leveraging HSBC’s expansive international connectivity
to meet the needs of customers around the world,
‘Leading International Business’ Selective investments
including the launch of receivables finance 1n Germany
and the first corporate branch in Switzerland have been
made 1n the region to support this strategy

Global Banking and Markets

Glebal Banking and Markets continues to pursue its
now well established ‘emerging markets-led and
financing-focused” strategy, encompassing 1ts objective
to be a leading wholesale bank by

s uthsing the Group’s extensive distribution
netwerk,

* developing Global Banking and Markets’ hub-and-
spoke business model, and

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

The combination of product depth and distnbution
strength to meet the needs of both existing and new
clients 15 expected to allow Global Banking and
Markets to achieve 1its strategic goals

Private Banking

Private Banking strives to be the world’s leading
international private bank, recogmsed for excellent
chent experience and giobal connections

HSBC’s brand, capital strength, extensive global
network and posiioning provides a foundation from
which Private Banking contmues to attract and retain
chents Product and service leadership in areas such as
alternative investments, foreign exchange, estate
planning, credit and investment advice helps meet the
complex intemational financial needs of high net worth
mdividuals and families

Through continuing investment in people,
integrated IT solutions, and focusing on domestic
operations 1 emerging markets, Private Banking 15
positioned for sustamnable long-term growth

Key Performance Indicators (‘KPls’)

The Board of Directors monutors the group’s progress
against its strategic objectives on a regular basis
Progress 15 assessed by comparison with group strategy,
operating plan targets and histonical performance using
both financial and non-financial measures
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Following a review of the high-level KPls, changes
to the group’s published indicators were made 1n order
to restrict the number to those which most accurately
reflect management prioriies The group now has five
financial and three non-financial KPIs

Fmancial KPIs
2010 2009 2008

% % Ya

Risk adjusted revenue

growth' 76 (23) 61
Cost efficiency? 605 527 566
Return on average total

shareholders” equity’ 99 132 145
Tier 1 capital 114 12 68
Advances to core funding

ratio* 957 965 -

1 The percentage increase/ (decrease) in ‘Net operating income’
after loan impairment charges and other credit risk provisions
compared with the previous reporing pertod

2 Total operating expenses divided by net operating income
before loan imparrment charges and other credit nisk provisions
3 Profit attributable to ordinary shareholders divided by average
shareholders’ equity

4 Loans and advances to customers as ¢ percentage of the total
of core current and savings accounts and term funding with a
rematring term to maturity in excess of one year Data for 2008 15
not included due to change in basis of calculation from 2009

Riusk-adjusted revenue growth provides an important
guide to the group’s success 1n generating business In
2010, revenues fell primanly m Global Banking and
Markets as uncertamnty i the Eurozone resulted 1n a
deterioration 1n market conditions and, as anticipated,
Balance Sheet Management revenues were lower
However, this was more than offset by lower loan
impairment charges across all business lines

Cost efficiency 1s a relative measure that indicates the
consumption of cost resources 1n 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 The deterioration n the cost efficiency
ratio reflected a combination of one-off costs and
accounting gains but also increased mvestment in
operational infrastructure

Return on average total shareholders’ equity
measures the return on the equuity held in the busimness
enabling management to benchmark HSBC against
competitors The fall in return on equity reflected the
impact of the share capital 1ssued during 2009 As the
impact of new regulation becomes clearer, management
believe that the impact of increased regulatory capital
requirements will depress returns for shareholders of
banks

Tier 1 capital measures the component of regulatory
capital comprising core tier 1 and other tier 1 capital In
2010, the group’s ratio marginally strengthened

Advances to core funding 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 in excess of one year
Management uses this ratio to ensure that customer
advances are being funded from stable funding sources
and not short term wholesale market sources In 2010,
customer advances remained funded by core funding

Non-financiat KPIs

In addition to the use of financial KPlIs, the group
employs three non-financial measures to assess
performance against 1its strategic objectives

Employee engagement

Employee engagement 15 a measure of employees’

emctional and rational attachment to HSBC that

maotivaies them to remain with the group and align

themselves wholeheartedly with 1ts success HSBC

measures employee engagement through 1ts annual .
Global People Survey (‘GPS’), which took place in the

mddle of 2010 Over 65,000 employees from HSBC’s

UK and European businesses shared their views

Compared with 2009, employee engagement fell by 2

per cent to 64 per cent, mirroring the fall in global best '
n class

Management have discussed the resuits of the GPS
with their respective teams and are currently
formulating action plans to address key focus areas
Actions will centre upon bringing leaders closer to their
people, enhancing career development and driving
diversity and inclusion across the busmesses

Brand perception

HSBC’s brand 1s one of the most recognised and
respected mn the world It reflects the trust HSBC’s
customers place mn the bank and represents the values
that guide 1ts business The stronger, more trusted and
recognised the brand 1s, the more likely HSBC 1s to
attract business and to retain existing customers

HSBC momitors the strength of 1ts brand through
an 1ndex denived from an mdependent survey of brand
measures, benchmarked against competitors

Customer recommendation

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

The bank does this by aggregatng data from
accredited independent orgamisations The resulting
recommendaticn scores are benchmarked against
compgetitors

Results 2010 '

The benchmark recommendations seen n 2010 for
Personal Financial Services and Commercial Banking
were ahead of the competitor average by 2 points and 1
point respectively on a 100 point scale

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




HSBC BANK PLC

Report of the Directors: Operating and financial review (continued)
PEESMREENNR T . o oL o s DT ST LTIt I

Awards
HSBC was recognised n severa! industry awards
throughout 2010 A small selection of those follows

»  ‘Best Bank Mortgage Provider’ - Moneyfacts 2010
(HSBC)

s ‘Most Trusted Financial Provider’ - Moneywise
2010 (first direct)

¢ ‘Best Lender for First Time Buyers’ - Moneywise
2010 (HSBC)

s ‘Best Trade Finance Provider’ - Global Finance
Magazine 2010

+  ‘Best Service from a Business Bank’ — Moneyfacts
2010

*  ‘Best Bank for FX for Corporate Customers 2010’
FX Week

e  The Euromorey ‘Best Debt House™ in Central and
Eastern Evrope

s “Best Global Wealth Manager’ — Euromoney
Awards for Excellence 2010

s  The Euromoney 2011 Private Banking Survey
named HSBC ‘Best Private Bank 1n Asia’

e “Quistanding Private Bank” — Middle East Private
Banker International Awards 2010

Economy

encountered funding difficulues To assist these
governments, the European Union established stability
funds 1n haison with the Intemational Monetary Fund
and Evurozone governments The European Central
Bank left its key nterest rate at 1 0 per cent throughout
the year

Reconciliation of reported and
underlying profit before tax

After falling 4 @ per cent 1n 2009, UK Gross Domestic
Product (‘GDP’) partially recovered 1n 2010 nising 1 4
per cent The unemployment rate stayed at 7 9 per cent
Despute the weakness of activity, the annual rate of
Consumer Price Index (‘CPI’) mnflation rose during the
course of the year and reached 3 7 per cent1n
December Rising mflation was partially dniven by food
and energy prices, and an increase in VAT m January
2010 Wage growth remained subdued with average
earnings rising at a rate close to 2 per cent through the
course 0of 2010 The Bank of England maintained the
base rate at 0 5 per cent throughout the year

The Eurozone economy also made a partial
recovery over the course of the year The region
benefited from the improvement i the global economy
and an increase 1 domestic demand Within the region,
Germany saw the strongest recovery with GDP growing
by 3 5 per cent The German unemployment rate fell
dunng the year but for the Eurozone as a whole, 1t
remained near 10% Large increases in government debt
that have emerged 1n certain parts of Europe over the
last three years started to put upward pressure on
government bond yrelds and some governments

‘The group measures its performance internally on a
like-for-like basis by eliminating acquisitions, disposals
of subsidiaries and businesses, and fair value
movements on own debt designated at fair value
attributable to credit spread where the net result of such
movements will be zero upon maturity of the debt, all
of which distort peniod-on-period comparisons The
group refers to this as 1ts underlying performance
Reported results include the effects of the above items

This appreach 15 used to monitor progress against
operating plans and previous period results because
management beheves that the underlying basis more
accurately reflects operating performance

Underlymng performance

The tables below compare the group’s underlying
performance in 2010, 2009 and 2008 with reported
profits in those years

The following items comprise the underlying
adjustments

¢ the change 1n own credit spread on long-term debt
which resulted in a loss of £122 million 1n 2010; a
loss of £439 mullion 1n 2009 and a gan of £477
million for 2008 1n Net income/(expense) from
Sfinancial instruments designated at fair value,

¢  £163 miullion gain on the disposal of Eversholt Rail
Group in December 2010 in Other operating
tcome,

e  disposal of HSBC Insurance Brokers Limited n
Apn! 2010, including the profit on disposal of £83
million,

e £180 milhon gain on the disposal of the restdual 49
per cent stake in a UK merchant acquiring business
in June 2009 1n Other operating income This was
further to the imtial gain of £215 mallion on the
imitial disposal i June 2008, and

*  £644 million gain on the disposal of seven regionat
banks mn France in July 2008 i Other operating
mncome As well as adjusting for the £80 millicn
operating profit from the seven regional banks sold
i 2008
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Reconciliation of reported and underlying profit before tax
2010 compared with 2009

2010 2010 2010 2009 2009 2009  Reported Under-
reported adjust- under- reported adjust- under-  change % Iying
im ments lying fm ments lying change %
£m £m
Net interest income 7,693 - 7,694 8,001 5 8,000 (5%) (5%)
Net fee income 4,040 an 4,009 4,077 (185) 3,892 (1%) 3%
Tradmg income 2,117 - 2,117 2,626 - 2,626 (19%) {19%)
Net income from financial
snstruments designated at fair
value' 276 122 398 543 439 982 (49%) (59%)
Gains less losses from financial
nvestments 537 - 537 (73} - (7% 836% 836%
Net eamed insurance premiums 2,635 _ 2,635 2716 - 2716 (3%) (3%)
Other operating mcome 800 __(246) 554 1,122 (182) 940 (29%) (41%)
Total operating Income 18,099 (155) 17,944 19,102 K| 19,173 (5%) (6%)
Net insurance claims incurred
and movement in Liabilities to
policyholders (3,023) - (3,023) (3,540) - (3,540) (15%) (15%)
Net operating income before
impawrments and provisions .. 15,076 (155) 14,921 15,562 71 15,633 {3%) (5%)
Loan impairment charges and
other credit nsk provisions (1,951) - {1,951 (3,364) _ (3,364) (42%) (42%)
Net operating income 13,125 (155) 12,970 12,198 71 12,269 8% 6%
Total operating expenses (9,119) 52 {9,067 (8,198) 176 (8,022) 11% 13%
Operating profit 4,006 (103) 3,903 4,000 247 4,247 0% (8%)
Share of profit in associates and
Joint ventures 5 = 5 14 () 13 (54%) (61%)
Profit oo ordinary activihies
before tax 4,011 _(103) 3,908 4,014 246 4.260 0% (8%4)
2009 compared with 2008
2009 2009 2009 2008 2008 2008 Reported Under-
reported adjust- under- reported adjust- under-  change % tymg
£m ments lying fm ments Iying change %
£m £m
Net interest income 8,091 - 8,091 5,697 (37 5,660 42% 43%
Net fee income 4,077 - 4,077 3,957 (33) 3,924 3% 4%
Trading imncome 2,626 - 2,626 2,967 - 2,967 (11%) (11%)
Net income / (expense) from
financial mstruments
designated at fair value' 543 439 982 {1,097) 4717 (1,574) (149%) (162%)
Gams less losses from financial
investments (73) - (73) 82 (33) 49 (189%) (249%)
Net earned 1nsurance premiums 2,716 - 2,716 2,891 - 2,891 (6%) (6%)
Other operating income 1,122 (180} 942 1,678 {878) 800 (33%) 18%
Total operating mcome 19,102 259 19,361 16,175 (1,458) 14,717 183% 32%
Net msurance claims incurred
and movement tn liabihities to
policyholders (3,540) - (3,540} (1,835) - (1,835) 93% 93%
Net operating income before
impairments and provisions .. 15,562 259 15,821 14,340 (1,458) 12,882 9% 23%
Loan impairment charges and
other credit nsk provisions (3,364} -~ (3,364) _{1.861) 3 (1,858} 81% 81%
Net operating income .. 12,198 259 12,457 12,479 (1,455) 11,024 {2%) 13%
Total operating expenses (8,198) - (8,198) {8,122) 39 (8,083) 1% 1%
Operating profit .. 4000 259 4259 4357 (1,416) 2.941 (8%) 45%
Share of profit in associates and
Joint ventures 14 - 14 i - g 56% 56%
Profit on ordinary activifies
before tax 4,014 259 4,273 4366 (1,416) 2,950 (8%) 45%

| Changes n fair value due to movements in own credit spread on long-term debt 15sued This does not include the fair value changes due to
own credit spread on structured notes issues and other kybrid mstruments included within trading hatihities
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Financial summary

Summary conschidated income statement

Net interest mncome
Net fee income
Trading income

Net incorne / (expense) from financial instruments designated at fair value

Gains less losses from financial investments
Net earned insurance premiums

Other operaung mcome

Total operting Income

Net insurance claims incurred and movement m habilities to policyholders

Net operating income before impairments and provisions

Loan impairment charges and other credit nsk provisions

Net operating income.. e . e e e
Total opemting expenses

Operating profit ... . . .
Share of profil i associates and joint ventures

Profit on ordmary actrvities before tax. . .
Tax Expense
Profit for the year .

Profit attnbutable to shareholders of the parent company
Profit attnbutable te non-controlling mterests

Review of business performance

2010 compared with 2009

HSBC Bank plc and 1ts subsidiary undertakings
reported profit before tax of £4,011 mutlion, 1n line with
the £4,014 milhion in 2009, but 8 per cent lower on an
underlying basis The differences between reported and
underlying results are explamed on page 7 The fall in
underlying profits was largely due to lower levels of
Global Banking and Markets income, where the
exceptional results of 2009 were not repeated

Global Banking and Markets results remained
strong by historical standards However Global Banking
and Markets income decreased n 2010 due to the more
difficuit market conditions and a reduced contribution
from Balance Sheet Management In Private Banking,
reported profit before tax decreased as the impact on
revenues persisted in the low mterest rate environment
and higher costs from increased investment 1n systems
and compliance costs

Retail Banking 1n both the UK and Continental
Evrope recorded a resihient financial performance 1n a
challenging economic environment In Personal
Financial Services, sustainable long term relationships
continued to be built with the Premier and Advance
customer segments, focusing on wealth management
and secured lending During 2010, the group increased
its market share of UK mortgage lending while
maintaining a conservative loan to value ratto In
Commercial Banking, progress continued to be made on
the group’s strategy of becoming the leading bank for

2010 2009 2008
£m £m £m
7,694 8,091 5,697
4,040 4,077 3957
2,117 2,626 2,567
276 543 (1,097)
537 73 82
2,635 2,716 2,891
800 1,122 1,678
18,059 19,102 16,175
(3,023) {3,540) (1,835)
15,076 15,562 14,340
(1,951} (3,364) (1,861)
13,125 12,198 12,479
(9,119) (8,198) (8,122)
4,006 4,000 4,357
5 14 9
4,011 4014 4366
(996) (856) (B43)
3,015 3,158 3,523
2,959 3,092 3,441
56 66 82

mtemnanonal business and the group actively supported
corporates and SMEs n response to changing economic
circumstances

The following items are sigmificant in a comparison
of 2010’s underlying results to 2009

* the sale and leaseback of the Pans headquarters
building 1n February 2010 resulted 1n a gain of
£125 million being reported as an mcrease in Other
operating income m 2010,

+  one-off payroll and bonus taxes amounting to £218
million 1n respect of certan 2009 bonuses was
recogmsed and paid in 2010 reported as an increase
n Total operating expenses,

*  aloss of £179 million, booked across various lines,
for HSBC Insurance (UK) Limited m 2009 {as the
UK moter wnsurance underwriter was sigmificantly
affected by adverse claims experience during the
year) compared with £7 million profit in 2010 The
motor insurance underwnting business was placed
into run-off duning 2009 with no new customer
business wntten in 2010,

e again of £322 miilion related to a change 1n the
delivery of certain staff benefits 1n the main UK
pension scheme reported as a reduction n Total
operating expenses in 2009,

e agam of £353 million on the sale of the Group’s
London headquarters bulding reported as an
increase 1n Other operating income in 2009
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The commentary that follows 1s on an underlying
basis

Net interest income decreased by £397 milhon or 5
per cent Net :nterest income in Balance Sheet
Management decreased, as expected, from the strong
levels in 2009 as higher yielding positions taken in prior
years matured and opportunities for reinvestment at
equivalent yields were hmited by prevailing low
interest rates and flatter yield curves The fall in income
from 1nterest-earning assets was driven by the group
repositioning its lending portfolios towards lower
yielding but higher quality secured assets In Private
Bank:ng, the continuing low nterest rate environment
impacted customer deposit margins resulting lower m
net interest income These reductions were offset, 1in
part, by a £6 billion 1ncrease 1n average mortgage
balances in the UK and improved asset margins

Net fee income mcreased by £117 mithon or 3 per
cent Higher fee income from sales of mvestment
products was driven by a stronger investment
performance in funds and improved customer
sentiment There was also an increase i fee mcome
from credit facilities 1 line with higher customer
volumes Fees were also received for management
services provided by the bank to structured mvestment
conduits Partially offsetting these increases were
reductions 1n the level of fees from equity capital
markets due to reduced chent activity

Trading income decreased by £509 mullion or 19
per cent Credit and Rates revenues were adversely
affected by the unfavourable market conditions caused
by the impact of the European sovereign debt crisis
Foreign exchange reported lower revenugs refiecting
spread compression resulting from increased
competition This was partly offset by lower net fair
value losses on structured liabilines and a net release of
previous write-downs on legacy positions as asset
prices improved

In addition, Trading income included foreign
exchange gains on trading assets held as economic
hedges of foreign currency debt designated at fair value,
compared to losses reported m 2009  An offsetting
amount 15 reported 12 Other tncome

Net income from financial mstruments designated
at farr value decreased by £584 million The growth n
equity markets i 2010 was lower than 2009 resulting 1n
lower investment gains recogmsed on the far value of
assets held to meet Liabihties under nsurance and
investment contracts To the extent that these gams
accrued to policyholders helding umt-hnked msurance
policies and insurance or mvestment contracts with
discretionary participauon features (‘DPF’), there was a
corresponding decrease i Net insurance claims
incurred and movement in habilities to policyholders
In addition, foreign exchange losses were reported in
the year on foreign currency debt designated at fair

10

value, 1ssued as part of our overall funding strategy with
an offset from trading assets held as economic hedges
reported in Trading icome

Garns less losses from financial investments were
£537 nullion, compared to a £73 mullion loss
recogmised in 2009 Thus reflected gains on sale of
private equity tnvestments as market conditions
improved and higher net gams 1n Balance Sheet
Management on disposal of available-for-sale debt
secunities There was also a reduction in the level of
write-downs required on equity invesiments

Net earned insurance premiums decreased by £81
milhion following the decision 1in 2009 to place the UK
motor nsurance business mto run-off, no new
premiums were written 1 2010 1n this business The
decision taken during 2010 not to renew certain
contracts in the Insh business resulted 1n a further ‘
decrease 1in premiums This was partly offset by strong
sales activity 1n the UK Life and French insurance
businesses

Other operating income decreased by £386 milhon !
or 41 per cent, as the non-recurrence of the gain on the \
sale and leaseback of the Group’s London headquarters 1
building n 2009 was only partly offset by the £125 ;
milhion gain recorded on the sale and leaseback of the
Pans headquarters in 2010

Net insurance claims incurred and movement in
habilities to policyholders decreased by £517 miilion in
2010 This was 1n Iine with the movement 1n habihties
to insurance and ivestment with DPF policyholders
reported above 1n Net tncome from financial
instruments designated at farr value In addition, the
non-recurrence of the strengthening of reserves m 2009,
on the now-closed UK motor msurance book and the
decision not to renew certain contracts in the Irish
business also resulted 1n lower claims

Loan impairment charges and other credit risk
provisions decreased by £1,413 milhon or 42 per cent
reflecting the more stable credit environment and the
risk mitigation actions taken by management In Global
Banking and Markets, loan restructuring activity and
the non-recurrence of specific charges taken in relation
1o a small number of customers in 2009 contnibuted to a
decline 1n loan impairment charges Credit risk
provisions on certain available-for-sale asset backed
securities also decreased due to a slowing 1n the rate of
anticipated losses on the underlying collateral pools

The loan impairment charges it both UK and !
Continental Europe Retailing Banking were
significantly lower than 1n 2009 [n Personal Financial
Services, lower loan impairment charges were driven by
improved delinquencies across both the secured and
unsecured lending portfolios due to enhanced credit nsk
management practices and improved cellections In UK
Commercial Banking, loan impairments were lower,
with the improvement spread across most industry
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sectors Reductions were also seen across the
Commercial Banking business in Continental Europe

Total operating expenses increased by £1,045
milhion or 13 per cent Included in 2010 was a one-off
payroll and bonus tax levied on certain 2009 bonuses in
the UK and France amounting to £218 million,
primarily in Global Banking and Markets Operating
expenses 1n 2009 included an accounting gain of £322
million relating to a change 1n the basis of dehivering of
certain staff benefits in the main UK pension scheme
Excluding these items, operating expenses were £505
million higher than the prior year This was mainly
driven by continued strategic nvestmenis in Global
Banking and Markets capabihties and operational
mifrastructure to drnive future growth In addition, there
were also increases 1n rental expenses, following the
sale and leaseback of the London and Pans
headquarters, and Iiigation provisions

The effective tax rate was 25 per cent (2009 21 per
cent) This 1s lower than the UK statutory tax rate of 28
per cent (2009 28 per cent) The major items of note
are the benefit of tax free capital gains and profits
earned in lower tax junisdictions, partially offset by the
non-deductibility of the one-off bonus tax paid 1n the
UK

2009 compared with 2008

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

The following items are significant m a
comparison of 2009°s underlying results to 2008

e agamn of £353 million on the sale of the Group’s
London headquarters building. In 2008 the group
reported a gain of £265 milhion from the
cancellation of an agreement to sell this buillding,

® achange in the basis of delivening death-mn-service,
1l! health and early retirement benefits for some
UK employees generated an accounting gain of
£322 million n 2009,

* aloss of £179 million for HSBC Insurance (UK)
Limuted, compared with a loss of £19 millon 1n
2008 The UK motor msurance underwriter was
very significantly affected by adverse claims
expenence during the year and a decision was
taken to close to new business in September 2009
with the company now 1n run off

The commentary that follows 1s on an underlying
basis

Net interest income 1ncreased by £2,431 mullion, or
43 per cent. Balance Sheet Management revenues in
Global Banking and Markets rose significantly due 10
the early posiioning of balance sheet 1n anticipation of
decisions by central banks to preserve a low base rate
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envisonment Net interest income also benefited from a
reduction in the cost of funding trading activities as
interest rates fetl  Conversely, the Retail business and
payments and cash management were adversely
affected by margin compression following interest rate
reductions in late 2008 and carly 2009 Mortgage
balances 1nrcreased as the bank gained market share 1n
the UK, through the success of a new Rate Matcher
mortgage promotion and other campaigns launched
Iine with 1ts secured lending growth strategy In 2009
the bank more than met 1ts commitment to make
available £15 billion of new mortgage iending.

In Commercial Banking, net lending fell compared
with 2008 as a result of muted customer demand
Customer utihsauon of committed overdraft facilities
provided by the bank 1n the UK to commercial
customers was only 40 per cent at the end of 2009
illustrating the availability of credit when demand
resumes Across most businesses asset balances
dechined reflecting, reduced customer demand for
credit, increased debt 1ssuance as the bond markets
reopened 1n 2009 and the group’s dimmished appetite
for unsecured tending 1n the UK and Continental
Europe Asset spreads widened, most notably in the UK
and Turkey, as funding costs reduced 1n the low interest
rate environment and the market pricing of corporate
lending increased

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

Net fee income increased by £153 milhon, or 4 per
cent The group generated higher underwriting fees
from increased government and corporate debt
1ssuances, and by taking market share 1n equity capital
markets issues as corperates 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 launched the World Selection fund in the
UK with £959 million invested during the year This
was partially offset by lower equity brokerage
commissions and reduced performance and
management fees in Private Banking as investor
sentiment for risk and structured products remarned
subdued

Trading income decreased by £341 million, or 11
per cent This reflects £981 million of foreign exchange
losses on trading assets, held as economuc hedges of
foreign currency debt designated at fair value, which
offset the £640 mithon increase 1n other trading imcome
ansing from a strong performance 1n Global Banking
and Markets

A net gain of £982 milhon was recogmised as Net
income from financial instruments designated at fair
value, compared with a loss in 2008 This was prnimarnly
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due to gains on the fair value of assets held to meet
liabihities under insurance and 1nvestment contracts as
equity markets recovered from declines experienced in
2008 To the extent that these gains were attributed to
policyholders holding either insurance coatracts or
mnvestment contracts with DPF, there was a
corresponding increase \n Net insurance claims
incurred and movement 1n habilities to policyholders
Foreign exchange gamns on debt designated at fair value
were largely offset by losses on the tightening of credit
spreads on own debt

Gains less losses from financial investments were
£122 milhon lower than 11 2008 mainly due to the non-
recurrence of certain disposals 1n that year, including
MasterCard shares, private equity investments and the
remaining stake in the Hermitage Fund

Net earned insurance premiums decreased by 6 per
cent In the UK, an msurance lmked Guaranteed Income
Bond offered 1n 2008 was replaced with an alternative
banking deposit product, giving nse 1o a decrease m
msurance premium income, with an equivalent decrease
m Net insurance claims incurred and movement n
habilities to policyholders Adjusting for the impact of
a sigmficant re-insurance transaction tn 2008 which
passed msurance premiums to a third-party remsurer,
net premiums 1n France increased by 5 per cent, despite
a sigmificant reduction 1n the distribution network
following the disposal of the regional banks network 1n
July 2008

Other operaning income mcreased by 18 per cent,
manly due to the £353 million gain on the sale and
leaseback of 8 Canada Square 1n London which was
effected through the disposal of HSBC’s entire
shareholding 1n the company which 15 the legal owner
of the building and long leasehold interest in 8 Canada
Square In 2008, HSBC recogmised a gan of £265
milhon representing the equaty deposit on a previously
negotiated sale of the building which ulomately did not
complete The growth n revenue also reflected lower
costs associated with the provision of support to certain
money market funds in Global Asset Management

Net insurance claims incwrred and movement in
habilities to policyholders increased by £1,705 mullion
The majonty of the movement was due to the change 1n
liabilities 1o policyholders reported above in Financial
instruments designated at fair value, and the large one-
off reinsurance transaction in France 1 2008 In
addition, an increase of £200 mullion 1n ¢laims
reserving was required to reflect a igher incidence and
seveniy of tnsurance claims in the UK motor
underwrniting business and a higher incidence of credit
protection claims through the remnsurance business in
Ireland Risk mitigation measures implemented 1in 2009
mcluded the decision to cease oniginations of UK motor
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isurance premiums This was partly offset by the
decrease in habilities following reduced sales of the
personal insurance bond product offening noted above

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

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

Operating expenses increased by £115 million, or 1
per cent Excluding an accounting gan of £322 millron
following a change 1 the basis of delivering death-mn-
service, 11l 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 1n Global Banking and Markets

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

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

The bank’s share of profit in associates and joint
ventures increased by £5 millhion

The effective tax rate was 21 3 per cent (2008 193
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 in both years In 2009, the most
sigmficant tax free gain related 10 the sale of the bank’s
London head office buillding
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Summary consolidated balance sheet

Total assets

Cash and balances at central banks
Trading assets

Financial assets designated at fair value
Denvative assets

Loans and advances to banks

Loans and advances to customers
Financial mvestments

Other

Total habilities

Deposits by banks

Customer accounts

Trading liabilities

Fmancia!l habilities designated at farr value
Derivative habihties

Debt securities 1n 1ssue

Liabihities under insurance contracts 1ssued
Other

Total equity

Total shareholders’ equity
Non-controlling nterests

Movements in 2010

Total assets amounted to £798 billion, 6 per cent higher
than at 31 December 2009 reflecting higher levels of
secured lending in the UK, strong demand for
commercial loans and a rise 1n denvative assets asa
result of a downward shift in yield curves The group
maintamed a strong and liquid balance sheet with the
ratio of customer advances to customer accounts at 82 9
per cent (2009 82 5 per cent, 2008 80 6 per cent) The
group’s reported tier 1 ratio remained stable at 11 4 per
cent

Assets

Cash and balances at central banks grew 72 per cent as
residual cash from daily operations was placed with the
central banks

Trading assets fell by 3 per cent This was pnimarily
driven by lower levels of reverse repo activiies and a
decrease m holdings of treasury bills and debt secunties
to reduce exposures to Eurozone peripheral countries
This was partially offset by increased holdings of
equities to hedge denvative positions ansing from a nse
i client trading activity

Financial assets designated at far value fell by 6 per
cent following as the sale of Evropean government debt
securities by Balance Sheet Management This was
partially offset by an increase in the fair value of equity
secunities held within the insurance business as market
values recovered

Derwative assets rose by 9 per cent This was
primarily driven by mcreases in the fair value of interest
rate contracts as a result of downward shifts 1n major
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2010 2009 2008
£m £fm £m
798,494 751,928 924,211
24,495 14,274 9,470
159,552 165,008 172,026
15,467 16,435 13,895
129,158 118,516 | 243,084
57,027 46,994 50,719
285218 274,659 298,304
102,086 86,695 103,511
25,491 29,347 33,222
766,137 723,500 903,570
48,287 57,729 61,431
344,123 332,896 369,880
132,360 118,881 124,450
27,935 18,164 15,184
129,204 118,689 | 241,031
48,119 39,340 52,308
17,116 16,505 16,132
18,993 21,296 23,154
32,357 28428 20,661
31,825 27,187 19,923
532 641 738

yield curves The notional value of outstanding
contracts also rose, reflecting an increase in the number
of open transactions compared with 2009

Loans and advances to banks mcreased by 21 per
cent due to higher levels of reverse repo transactions
transacted with bank counterparties, fewer of which
meet the accounting netting criteria

Loans and advances to customers grew by 4 per cent
through targeted commercial loans growth Competitive
pnicing continued to drive growth in mortgage lending
in the UK

Financial investments rose by 18 per cent as Balance
Sheet Management redeployed cash mto available-for-
sale treasury bills and government agency debt
secunties

Liabilities

Deposits by banks decreased by 16 per cent primanly
driven by lower levels of repo activity and a fall in
central bank deposits in France

Customer accounts were 3 per cent higher dnven by
an overall increase 1 savings accounts Growth in
Premier and onlme savings coninbuted to an increase in
current account balances as customers responded well
to targeted promotional carmnpaigns This was partially
offset by a fall in repo activity

Trading habiities mereased by 11 per cent primarily
due to increased short bond and equity positrons used to
hedge dervative transactions, reflecting higher client
demand
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Financial habilines designated at fair value rose by
54 per cent due 10 new debt 1ssuances during 2010

Derwvative abilines increased by 9 per cent. The
derivative businesses are managed within market nsk
Immits and, as a consequence, the increase m the value
of denivative habihiies broadly matched that of
denvative assets

Debt securities in i1ssue rose by 22 percent as result of
new 1ssuances of medium-term notes during 2010

Performance and Business Review

Profit on ordinary actwvifies before tax

Liabiliies under insurance contracts grew by 4 per
cent This was driven by gains on umit-linked products
as investment market values improved

Equity

Total shareholders’ equity increased by |5 per cent,
driven by profits generated duning the year In addition,
the negative balance on the available-for-sale reserve
declined from £6 billion at 31 December 2009 to

£3 billion at 31 December 2010, largety reflecting
improvements 1n the market value of assets

2010 2009 2008 2010 2009 2008

£m £m £m £m £m £m

Reported Reported Reported  Underlymg Underlymng Underlying

UK Retall Banking 1,313 988 2,139 1,265 791 1,924
Conunental Europe Retail Banking 322 157 236 322 197 156
Global Banking and Markets 1,876 2,511 122 1,699 2,515 122
Private Banking 616 728 726 616 728 726
Other/Intersegment (116) o 1,143 6 29 22
4,011 4,014 4,366 3,908 4,260 2,950

HSBC Barnk plc and 1its subsidiary undertakmgs
reported a pre-tax profit of £4,0%1 rullion, 1n hne with
2009, and 8 per cent lower on an underlying basis

Retail Banking operations 1n both the UK and
Continental Europe recorded significant increases in
profits Lower levels of profit were recorded 1 Global
Banking and Markets, where the exceptional
performance of 2009 was not repeated, and 1n Private
Banking

UK Retaill Banking
2010 2009 2008

£m £m £m
Net interest income 3,536 3,361 3,692
Net fee income 1,852 1,913 1,917
Trading mcome 9 28 61
Other income 255 241 770

Net operating income

before impatrments and

provisions 5,652 5,543 6,440
Loan impairment charges
and other credit nsk

provisions (1,221) (1,600 (1,095)
Net operating imncome 4,431 3,943 5,345
Total operating expenses (3,121)  {(2,968) (3,214)
Operating profit 1,310 975 2,131

Share of profit 1n associates
and joint ventures 3 13 8

Profit on ordinary actvities
before tax 1313 988 2139

The above 15 on a reported basis

2010 compared with 2009
Overview

The year remained a challenging penod for the UK
economy and, n this environment, the group’s financial
strength and diversification enabled 1t to continue to
support its personal and commercial customers in
managng their financial challenges and ptanning for
the future This resulted 1n a resilient financial
performance

UK Retail Banking reported strong profit before
tax of £1,313 mllion 1n the penod, compared with £988
mulhon 1n 2009, an increase of 33 per cent This was
primarily as a result of significantly lower loan
impairment charges in both the personal and
commercial sectors The lower charge was as a result of
actions taken to improve collections performance,
together with the change 1n mix of new business
towards secured and away from unsecured lending The
continuing low interest environment 1n the UK has also
allowed many customers to reduce debt levels

On an underlying basis, adjusting for the disposal
of the residual stake in the UK card acquining jomt
venture 11 June 2009 and UK Retail Banking’s element
of the disposal of the Insurance Brokers business in
April 2010, profit before tax was £1,265 mithion 1n
2010, an ncrease of 60 per cent
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In understanding the comparison for UK Retail
Banking, the following items are significant

s  achange in the basis of delivenng death-m-service,
11l health and early retirement benefits which
generated an accounting gain of £264 milhon n
June 2009,

e aloss of £179 milhon for HSBC Insurance (UK)
Limuted 1n 2009, as the motor insurance
underwniter was adversely impacted by claims

experience, compared with a £7 miihon profit in
2010

In UK Personal Financial Services, Prermer
customers increased by 18 per cent, while Advance
attracted 55,000 new customers to the group as the
business focused on buikding long term sustamable
relationships and wealth management revenues with
these customer groups The investment business
continued to grow and increased 1ts sales of HSBC
World Selection which rose by 112 per cent to £2
billion n the year The group’s share of new UK
residential mortgage lending m 2010 was 9 per cent,
above the group’s total market share of 5 per cent The
average loan to value ratio of this new lending was 54
per cent The group continued to support the UK
housing market, advancing funds to allow 63,000
customers to purchase preperties, mcluding 29,000 first
time buyers

In Commercial Bankimng, progress continued to be
made towards becoming the leading bank of cheice for
tnternational business The number of UK based
customers managed through the international
proposition grew by 25 per cent and related income
grew 14 per cent The number of impert and export
transactions mncreased by 5 per cent and 10 per cent,
respectively, with mternational trade income increasing
23 per cent on prior year The group opened accounts
for over 125,000 customers startmg new businesses,
and increased gross new lending to SMEs by 19 per
cent over 2009

Finanaial performance
The commentary that foliows 1s on an underlying basis

Net interest tncome increased by £176 million or 5
per cent mainly driven by growth 1n mortgage balances
and wider asset margins This was partly offsct by a
narrowing of hability spreads The group built on its
strong deposit base, despite fierce competition for
liabalsty balances, with personal customer deposits
mncreasing by 9 per cent In Commercial Banking, net
lending balances grew 3 per cent, with new advances up
17 per cent, despite increased customer propensity to
reduce borrowing
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Net fee income ncreased by £58 mailon or 3 per
cent as the group carned higher levels of fee income
from insurance and both domestic and mternational
payments flows This was partially offset by reduced
mncome from overdrafl fees as the portfohio mix
continued to move away from unsecured lending

Other income was £131 million higher primarily
due to the non-recurrence of losses in HSBC
Insurance (UK) Limited 1 2009 relating to the
deterioration of motor claims experience

Loan impawrment charges and other credit risk
provisions decreased by £379 milhon or 24 per cent
In the personal sector, loan impairment charges
decreased by £257 milhion due to lower levels of
delinquencies across both the secured and unsecured
portfolios as a result of achions taken to improve
collections performance and improve the quality of
new busmess booked, coupled with the effect of low
interest rates In Commercial Banking, loan
impairment charges decreased by £121 million with
the improvement spread across most industry sectors

Given the weakened state of some commercial and
cONSumer customers, continumg posifive impairment
trends remain sensiiive to general economic activity,
Interest rates, employment levels and house prices

Total operating expenses increased by £242
mullion or 9 per cent but were broadly flat against pnior
vear after adjusting for the accounting gain of £264
million resulting from the change 1n delivery of certain
staff benefits in the UK main pension scheme Cost
savings achieved by delivering sustainable long-term
reductions in the cost base by re-engineering business
processes funded strategic mvestment n people and
infrastructure to support customers in Personal
Financial Services, the group recruited additional
wealth advisors, provided a new range of financial
planning tools and continued to mvest m the branch
network, with 243 branches refurbished in 2010 In
Commercial Banking, 160 new mternational
relationship managers and 180 new local business
manager roles were created

2009 compared with 2008
Overview

UK Retail Banking reported a profit of £988 milhion for
2009, aganst £2,139 milhon in 2008

Underlyng basis 1s adjusted for the £180 muilion
gain on the disposal of the residual 49 per cent stake m
the UK card acquinng joint venture with Global
Payments Inc m June 2009 and adjustments 1n relation
to the Insurance Brokers business The 2008 results
included a £215 million gain realised on the sale of the
first tranche
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For UK Retail Banking, the following items are
significant in a companson of 2009°s underlying results
to 2008

* achange in the basis of delivering death-mn-service,
ill health and early retirement benefits for some
UK employees generated an accounting gain,

e aloss of £179 milhon for HSBC Insurance (UK}
Limited, compared with a loss of £19 millzon in
2008 as the UK motor insurance underwriter was
very significantly affected by adverse claims
experience during the year

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

HSBC continued to build 1ts premivm 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 underlyimng basis, and excluding the losses
from HSBC Insurance {(UK) Limited and the accounting
gain for some UK employee benefits in 2009, UK
Retail Banking pre-tax profits fell by 63 per cent This
was primarily driven by higher yimpairments in both the
personal and commercial segments due to detenioration
i the economic environment, margin Compression
impacting habihty spreads and lower fee income,
partially as a result of strategic re-positioning

Financial performance
The commentary that follows 15 on an underlying basis

Net interest income decreased by 9 per cent,
mainly dniven by the narrowing of hability spreads
following interest rate cuts The bank has however built
on 1ts strong deposit base in 2009, despite fierce
competition for hability balances Mortgage balances
also increased as the bank gained market share 1n the
UK through the success of a new Rate Matcher
mortgage promotion and other campaigns launched m
line with the secured lending growth strategy New
mortgage sales were 1n line with the commitment to
lend made 1t December 2008 In Commercial Banking,
net lending has reduced from prior year as a result of
muted customer demand Customer utihisation of
committed overdraft facilities was only 40 per cent at
the end of 2009 Asset spreads widened mn the UK as
fundng costs reduced 1n a low mterest rate environment
and the pricing of corporate lending increased
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Net fee income remained flat In hne with strategy
the bank continues to grow the Premier customer base
In Commercial Banking, significant growth was seen n
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 te a joint venture in 2008,
lower overdraft fees as a result of reduced utihsation
and higher operational Liquidity costs

Qther income decreased by 89 per cent pnmarily
due to the income realised as a result of the sale of
MasterCard and Visa shares i 2008 of £191 milhon not
being repeated 1n 2009, a decline 1n income of £134
mulhion i the insurance brokers business driven by
adverse motor msurance claims experience mentioned
above, sale and leaseback profits made in 2008 and not
2009 and the ongoing 1mpacts of the decision in
December 2007 to cease selling Payment Protection
Insurance (‘PPI’) products

Loan imparrment charges and other credit risk
provisions mcreased by 46 per cent to £1,600 milhion
In Commercial Banking, loan imparmrment charges rose
by £285 million, reflecting the general economic
downturn with a small number of large cases having a
material impact Exposure to the commercial property
portfoho n the UK declined by £0 8 bilhon to £10 3
billion during 2009, reflecting HSBC’s efforts to reduce
nisk in this sector

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

Total operating expenses decreased by 8 per cent
to £2,968 million Excluding an accounting gam of
£264 million following a change in the basis of
dehvering death-in-service, 11l health and early
retirement benefits for some UK employees, operating
expenses were 3 per cent lower than 2008 The UK
business has leveraged global scale and technology
platforms to re-engmeer the business This has
improved the customer ¢xpenence and has allowed a
reduction of the core operating expenses i the UK
Retail businesses




HSBC BANK PLC

Report of the Directors: Operating and Financial Review (continued)

Continental Eurcepe Retail Banking

2010 2009 2008

£fm £m £m
Net interest income 1,725 1,681 1,505
Net fee tncome 465 423 532
Trading income 22 28 13
Other income (4) 6 (14)

Net operating income

before impairments and

provisions 2,208 2138 2,034
Loan impairment charges

and other credit risk

PIOVISIONS (195) {338) (279)
Net operating income 2013 1,800 1,755
Total operating expenses (1,691) (1,603) (1,519)
Operating profit . 322 197 236

Share of profit in associates

and jeint ventures - - -
Profit on ordinary

activities before tax . 322 197 236

Profit on ordinary Activities before tax - by country
2010 2009 2008

£fm £m £m
France 159 101 154
Germany 21 14 16
Turkey 135 125 64
Malia 59 58 68
Other (52) {101) (66)
Profit on ordinary
activities before tax 322 197 236

These tables are on a reported basis
2010 compared with 2009
Overview

Continental Europe Retail Banking reported a profit of
£322 milhon n 2010, aganst £197 million 1n 2009, an
increase of 63 per cent Increased revenues and lower
loan impairment charges were partly offset by nsing
costs, driven largely by nvestment to achieve business
growth There was no difference between profits on a
reported and underlying basis

Following the restructuring of a number of the
group’s Personal Financal Services businesses in 2009,
focus has increasingly centred on wealth management,
reflecting the demographics of the region Increased
investment resulted in increased customer numbers,
with 65,000 new-to-bank Premier customers acquired n
2010 Customer growth was particularly strong 1n
Poland, Turkey and France, where the group opened
two of HSBC’s largest Premier centres The total
number of Premier customers in the region rose by 43
per cent to 518,000 by the end of 2010 During the year

the Advance proposition was launched in Turkey,
Poland, France, Malta and Greece

Commercial Banking continued to focus on
expanding relationships with international businesses
Growth was seen 1n trade finance as the region showed
tentative signs of business revival particularly in
Germany, Turkey and Poland which resulted 1n an
increase in transaction flows The group launched
Business Direct, a new delivery channel, 1n Poland
during the first half of the year and maintains a leading
position 1 receivables finance across the region

Financial Performance
The comments that follow are on an underlying basis

Net interest income 1ncreased by £44 milhon or 3
per cent In Personal Financial Services, asset margins
improved in France and Malta partially offset by
narrowing margins in Turkey following the imposition
of a government-regulated cap on credit card interest
rates The severe deposit spread compression seen in
Malta in 2009 eased in 2010 and deposit spreads
widened as maturing fixed rate deposits rolled over at
lower interest rates The strategic re-focus of the
group’s personal banking busmess depressed net
interest mcome but the resultent sharp ncrease n the
number of target segment customers acquired across the
region provides a good revenue base gomg forward

In Commercial Banking, net interest mmcome
increased compared with 2009 Revenue growth in
France was offset by strong competition 1n Turkey,
where margins were lower than in 2009 Corporate
lending expanded in a number of markets following the
downturn 1n 2009 The pipeline of transactions showed
signs of revival, with particularly strong growth in the
last two months of the year, providing a firm base for
growth in 2011 By focusing on the shipping business
and larger international clients, revenue grew in Greece
and a number of smaller European sites

Net fee income mereased £42 mullion or 10 per cent
compared with 2009 Fee income 1n Personal Financal
Services was 30 per cent higher as growth in France,
Turkey and Malta reflected the success of the
penetration of the target segment and wealth
management business Growth in Greece, Ireland,
Czech Republic and Spain boosted fee income m
Commerciat Banking

Loan impairment charges and other credit risk
provistons decreased by £143 million or 42 per cent
compared with 2009 1n Personal Financial Services,
impairments were sharply lower in Turkey where limit
reductions, changes 1n approval thresholds and a strong
focus on collections yielded substantial improvements
n recoveries and a reduction in delinquency rates The
closure of Consumer Finance business in Continental

o |
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Europe tn 2009 also contributed to the fall in the 2010
impairment charges

In Commercial Banking, lower impairment charges
were a feature of a number of markets with sharp
decrease 1n France, Turkey and Germany The fall was
partially offset by the raising of a provision agamnst a
single exposure 1n Ireland

Total operating expenses increased by £88 million
or 5 per cent The higher cost levels were pnincipally
due to expansion of the Personal Financial Services
business in France, Turkey and Poland, and
Commercial Banking business in Turkey and Germany
The acquisition of a retail business 1n Kazakhstan also
added to the cost base

2009 compared with 2008
Overview

Continental Europe Retail Banking reported a profit of
£197 mallion for 2009, against £236 milhon 1n 2008

On an underlying basis, adjusting for £80 milhen
operating profit from the seven regional banks i France
that were disposed of in July 2008, and excluding
foreign exchange movements, profit before tax
creased by £22 million Commercial Banking profits
mcreased by 31 per cent as a result of improved lending
margins This was partially offset by higher loan
impairment charges, with a small number of larger
cases having a material impact reflecting the general
economic downturn The bank continued to support
small business through the economic cycle, lending
£165 mullion to the SME sector 1n France and Malta
Despite sharp falls in international trade velumes across
the region, the group’s trade business continued to grow
with revenues up 4 per cent on 2008 with particularly
strong growth 1n key markets such as Poland and
Turkey, and record results in Span, Armenia, 1srael and
Ireland Despite steady net interest income growth,
Personal Banking losses mncreased in 2009 due to a
large re-mnsurance loss of £49 million in Ireland and an
ncrease 1 impairment charges

Financial performance

Net interest income increased by 15 per cent Adjusting
for the impact of foreign exchange movements, net
interest income ncreased by 6 per cent Net interest
spreads improved in Commercial Banking although the
impact was reduced by lower asset balances reflecting a
decline 1n customer demand for credit and a change 1n
investor preference from bank lending to debt issuance
Personal banking net interest income increased dueto a
significant growth 1n the Premier customer base,
predomnantly it France, in line with the premium
banking strategy However this was largely offset by
the group’s dimmished appetite for unsecured lending

Report of the Directors: Operating and Financial Review (continued)
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and by losses of income resulting from the closure of
the Consumer Finance businesses in Eastern Europe

Net fee income decreased by 15 per cent manly
driven by an increase n fee expense due 10 a r1se n
business written 1 HSBC Reinsurance through the
HSBC Preferred Strategic partner network, which 1s
used for certain products m locations where HSBC does
not have a manufactunng presence This was partally
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 mulhon
Loan impawrment charges for commercial loans rose by
£35 mllion reflecting the general economic downturn
and a small number of larger cases having a material
impact Loan impairment charges were £27 million
higher 1n the personal banking secior, due in parttoa
£16 million write-off relating to a fraud case in France
Despite uncertainty 1n European property markets,
impawrment charges from the residential sector
remained relatively low, benefiting from the bank’s
conservative approach 1o lending

Total operating expenses increased by 8 per cent to
£1,603 million Excluding the impact of foreign
exchange movements, £12 million addiional
investment spend 1 Russia and £18 rmllion write-off
costs relating to a number of personal banking and
Consumer Finance withdrawals from Eastern Europe,
operating expenses remained flat reflecting tight cost
control across the region

Glebal Banking and Markets

2010 2009 2008

£m £m £m
Net nterest income’ 1,914 2,849 1,963
Net fee income 1,053 1,060 845
Trading income 1,711 1,972 3i8
Other imcome 927 708 (110)

Net operating income

before impairments and

provisions 5,605 6,589 3,016
Loan impairment charges

and other credit nisk

provisions (518) _ (1,405) (453)
Net operating income . 5,087 5,184 2,563
Total operating expenses (3,213)  (2,674) (2442
Operating profit .. 1,874 2510 121

Share of profit 1n associates
and joint ventures 2 i 1

Profit on ordinary actviies
beforetax ... ... 1876 2511 122
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Profit on ordinary Activities before tax - by country

2010 2009 2008

£m £m £m

UK 1,231 1,523 (188)

France 257 594 107

Germany 139 127 93

Turkey 79 92 83

Other 170 175 27
Profit on ordinary

activities before tax 1,876 2,511 122

1 The bank's Balance Sheet Management business, reported
within Global Banfang and Markets, provides funding to the
trading businesses To report Global Banking and Markets
Trading tncome on a fully funded basis, Net interest income
and Trading income are grossed up to reflect internal
Jfunding transactions prior to thewr elimination in the Inter
Segment column (refer 10 Note 12)

These tables are on a reported basis
2010 compared with 2009
Overview

Global Banking and Markets reported a pre-tax profit of
£1,876 million in the peniod compared with £2,511
mithion in 2009, a decrease of 25 per cent The 2010
results, however, remained strong by historical
standards and were second only to the exceptional
performance of 2009

On an underlying basis, adjusting for the Global
Banking and Markets’ element of the disposal of the
Insurance Brokers’ business in April 2010 and the
disposal of Eversholt Rail Group 1in December 2010,
profit before tax was £1,699 million, 32 per cent lower
than 2009

Revenues slowed 1n 2010, due to less favourable
market conditions caused by the impact of the European
sovereign debt cnisis and the anticipated lower revenues
in Balance Sheet Management Operating expenses
included a £207 million charge from the one-off UK
and French bonus and payroll taxes applied on certain
2009 bonus payments

Loan impairment charges and other credit nsk
provisions decreased significantly by £887 mullion The
fall reflected 1mproved credn conditions which,
together with capital raising and debt restructuning
activity, strengthened the credit quality of the portfolio
Credit nsk provisions on certain avaitable-for-sale asset
backed secunties also decreased due to a slowing in the
rate of anticipated losses 1n the underlying collateral
pools

Financial performance
The commentary that follows 1s on an underlying basis

Net interest income decreased by £935 million, or
33 per cent against 2009 As anticipated, Balance Sheet
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Management revenues fell against the exceptional
performance of 2009 driven by the maturity of higher
yielding positions, low interest rates and flatter yield
curves In Global Banking, the continuation of margin
compression resulted 1n lower levels of iIncome 1n the
credit and lending business

Net fee income was broadly in line with 2009 Fee
imncome received for management services provided by
the group to 1ts structured investment conduits was
mostly offset by lower fees from equity capital markets
due to a decrease 1n client activity

Trading income was £261 million or 13 per cent
lower than 2009 Credit and Rates reported lower
income as a result of the unfavourable market
conditions caused by the impact of the European
sovereign debt crisis This was partly mitigated by a net
release of previous write-downs on legacy positions and
on monoline exposures Foreign exchange revenues
dechined, reflecting margin compression from increased
competiion This was partly offset by lower net fair
value losses reperted on structured liabilities of £18
mitlion compared with losses of £215 mallion n 2009
Foreign exchange gains were reporied on trading assets
held as economic hedges of foreign currency debt
designated at fair value, compared with losses reported
i 2009 The offset 1s reported in Other income

Other mmcome increased by £38 million or 3 per
cent due to higher realisations and lower impasrment
charges in Principal Investments as market conditions
immproved This was partly offset by foreign exchange
losses on debt designated at fair value, compared with a
gan reperted mn 2009 The offset 1s reported i Trading
wmcome

Loan impairment charges and other credit risk
provisions decreased by £887 mullion or 63 per cent
Loan impairment charges fell by £459 million as
significant loan impairments taken 1n relation to a small
number of chents in 2009 did not recur Impairments on
available-for-sale debt secunties fell by £428 milhon
compared with 2009, mainly related to asset-backed
securities, due to a slowing of anticipated losses in the
underlying collateral pools

Total operating expenses increased by £574
million or 22 per cent due to the inclusion of £207
million payroll taxes on certain bonuses and contmued
mvestment 1 strategic inthiatives to drive future
revenue growth, including the development of Prime
Services and equity market capabilities and expansion
of the Rates and foreign exchange e-commerce
platforms This was compounded by the non-recurrence
of a £58 million pension accounting gain recorded 1n
2009
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2009 compared with 2008
Overview

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

Finanaal performance

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

Net fee income increased by 25 per cent dueto a
nise i underwrniting fees from an increase in
government and corporate debt 1ssuances, and higher
revenues in equity capital markets dniven by the return
of client activity and gains in market share

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

Loan impairment charges and other credit risk
provisions increased by £952 million to £1,405 mullion
with charges concentrated among a small number of
chents The emergence mn 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 hikely
ultimate cash losses
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Total operating expenses increased by 10 per cent
to £2,674 million as efficiency benefits were offset by
higher performance-related awards made to reflect
exceptional revenue and profit growth

Private Bankung

2010 2009 2008
£m £m £m
Net interest ;mcome 724 815 746
Net fee mncome 650 626 627
Trading income 253 210 212
Other mcome 22 28 49
Net operating income
before impairments and
provisions 1,649 1,679 1,634
Loan impaiment charges
and other credit nsk
provisions (17 (19) @3l
Net operatmg income 1,632 1,660 1,603
Total operating expenses (1,016) (932) {877}
Operating profit . 616 728 726
Share of profit in associates
and yoint ventures — — -
Profit on ordmary
activities before tax 616 728 726

This table 1s on a reported basis, there 15 no difference
between reported and underlying bases

2010 compared with 2009
Overview

Private Banking reported pre-tax profit of £616 million
n 2010 compared with £728 million 1n 2009, a decrease
of 15 per cent Thus was mainly due to lower net interest
mcome driven by the narrowing of deposit spreads,
offset by an increase 1n fee and trading income m 2010

Private Banking has contmued to focus on
providing excellent chent experience and global
connections with the ability to offer tailor made services
including trust and family office services A Famuly
Office Partnership was launched with Global Banking
and Markets, targeting ultra high net worth clients and
famly offices seeking quasi-institutional services

Fmancial performance
The commentary that follows 1s on an underlying basis

Nef interest income decreased by £91 million or 11 per
cent against 2009 as the continued low interest rate
environment continued to effect deposit spreads

Net fee income mcreased by £24 mullion or 4 per
cent as market sentiment drove a nse m chent activity
levels Net new money amounted to £7 1 billion
resulting from strong inflows in Asia and other
emerging markets and increased chent leverage

Trading tncome increased by £43 mulhion or 20 per
cent 1n 2010 driven by higher client transaction volumes
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as client nsk appetite returned, particularly in foreign
exchange and debt securities trading

Total operating expenses mcreased by £84 million
compared to 2009 reflecting the hinng of front-hne staff
to cover emerging markets as part of a long-term
strategy to further the intemational network and higher
compliance ¢osts resulting from the evolving regulatory
environment

2009 compared with 2008
Overview

Private Banking reported pre-tax profit of £728 milhon
for 2009, in Iine with 2008 Client-related income
decreased as a result of the lower average value of
funds under management and increased client aversion
1o nsk However, strong cost control and reduced
performance-related costs mitigated the impact

Fimancial performance

Net interest income increased by % per cent to £815
rilhon, due to foreign currency movements Excluding
these movements net interest mncome dechned by 3 per
cent 1n 2009 due mainly as a result of tighter spreads
and reduced deposit volumes following aggressive
deposit price competition

Net fee income and Trading income were both
broadly unchanged

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

Total aperating expenses increased by 6 per cent to
£932 millhon Excluding unfavourable movements on
foreign exchange, operating expenses were 7 per cent
lower due to a reduction 1n 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 million of redundancy costs

Other

2010 2009 2008
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£m £m £m
Net interest mcome (100) {152) (108)
Net fee income 20 35 36
Trading income (8) (35) 264
Other income 73 {152) 1,082

Net operating mcome
before impairments and

provisions (15) (324) 1,274
Loan impairment charges

and other credit nisk

Provisions - 2) 3)
Net operating income . s (326) 1,271
Total operating expenses (101) (84) (128)
Operating profit (116) (410) 1,143
Share of profit in associates

and jomt ventures - — —
Profit on ordinary

activities before tax (116) (410) 1,143

Thus table 1s on a reported basis
2010 compared with 2009

The reported loss before tax in Other was £116 million,
compared with a loss of £410 mullion 1n 2009

Other includes

¢  the change 1n own credit spread on long-term debt
which resulted m a loss of £122 million in 2010
compared with a loss of £439 million n 2009,

s the gain of £125 million on the sale and leaseback
of the Pans headquarters building 1n February
2010, and

e agam of £353 mllion on the sale of the Group’s
London headquarters building 1n 2009

2009 compared with 2008

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

Other includes

*  the change 1n own credit spread on long-term debt
which resulted m a £439 milkion loss 1n 2009
compared with a gamn of £477 milhion for 2008,

«  the £644 milhon gain on the disposal of seven
regtonal banks in France n July 2008, and

¢ the gam of £353 mullton on the sale of the Group’s
London headquarters bwlding, In 2008 the group
reported a gam of £265 mullien from the
cancellation of an agreement to setl this building
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Other information

Average balance sheet and net interest income

Average balances are based on daily averages of the
group’s banking activities with monthly or less frequent
averages used clsewhere Net interest margin numbers are
calculated by dividing net interest income as reported 1n

the income statement by the average interest-carming

assets from which interest income 1s reported within the

“Net interest income” hine of the income statement

Interest income and interest expense ansing from trading
assets and habilities and the funding thereof 1s included

within “Net trading income™ in the income statement

Assets
2010 2009 2008
Average Interest Average Interest Average Interest
balance mcome Yield balance Income Yield balance mcome Yield
£m £m % £m £m % £m £m %
Short-term funds and leans
and advances to banks 76,665 1,111 145% 61,378 1,307 213 70,342 2,508 357
Loans and advances to
customers 244,544 7,891 323% 242 776 8,720 359 226,366 13,089 578
Financial investments 97,264 2,101 216% 91,624 2,604 284 75,168 3375 449
Other nterest-earning
assels 642 7 109% 1,006 12 119 2,327 26 112
Total interest-earning assets 419,115 1L110 265% 396,784 12,643 319 374,203 18,998 508
Trading assets 138,639 2,492 180% 150,491 3,548 236 163,239 6,376 39
Financial assets designated
at fair value 7.558 253 335% 8,763 285 3125 8,219 192 234
Impawrment provisions (4,134) - - (3,302) - - {1,965} - -
Non-interest-earming assets 313,626 - - 311,518 - - 237.027 - -
Total assets and mnterest
mnecome 874,804 13,555 158% 864,254 16,476 191 780,723 25,566 327
Total equity and habihihes
2010 2009 2008
Average Interest Average Interest Average Interest
balance  expense Cost balance expense Cost balance expense Cost
£m £m % £m £m % £m £m %
Deposits by banks 62,060 553 089% 62,187 928 149 65,264 2,263 347
Financial liabilities
designated at fair value
own debt 1ssued 14,431 247 171% 8,233 211 256 5,840 331 567
Customer accounts 268,034 1,834 063% 283204 2412 085 247,462 7,944 321
Debt securties n 1ssue 54,427 728 1.33% 62,744 947 151 69,713 2,690 386
Other interest-bearing
lhiabilities 1,423 57 4 01% 1,245 54 434 4,812 73 152
Total interest-beanng
habilities 400,375 3,416 085% 417,613 4,552 109 393,091 13,301 338
Trading habilities 72,690 1,585 218% 91,033 1,892 208 112,233 4,574 408
Financial habilities
designated at fair value
(excluding own debt
1ssued) 10,580 181 171% 9,002 185 206 10,251 181 177
Non-interest bearing current
accounts 36,831 - - 32,520 - - 21,296 - -
Total equity and other non-
nterest-beanng liabilities 354,328 - - 314,086 - - 243 852 - -
Total equity and habilities 874,804 5,182 059% 864,254 6,629 077 780,723 18,056 231
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Net interest margin

2010 2009 2008
% % %
Net interest margin 184 204 152

Analysis of changes in net interest mcome

The following table allocates changes 1n net interest income between volume and rate for 2010 compared to 2009, and for
2009 compared to 2003

Increase/{decrease) Increase/(decrease)
1n 2010 compared 1n 2009 compared
with 2009 with 2008
2010  Volume Rate 2009 Volume Rate 2008
£m £m £m £m £m £m £m
Interest tncome
Short-term funds and loans and advances to banks 1,111 326 (522) 1,307 (320) (881) 2,508
Loans and advances to customers 7,891 64 (893) 8,720 949 (5,318) 13,089
Financial mvestments 2,101 160 (663) 2,604 739 {1,510) 3,375
Interest expense
Deposits by banks 553 ) (373) 928 (107 (1,228) 2,263
Customer accounts 1,834 {129) (449) 2412 1,147 (6,679) 7.944
Fmancial iablities designated at far value — own
debt 1ssued 247 159 (123) 211 136 (256) 331
Debt securnties i 1s5u¢e 725 (126) (96) 947 (269) (1,474) 2,690
Deposits
The following table summarises the average amount of balance sheet), together with the average interest rates paid
bank deposits, customer deposits and certificates of thereon for cach of the past three years The Other
deposit (‘CDs’) and other money market mstruments category includes secunities sold under agreements to
(which are included within Debt securities in 1ssue 1n the repurchase
2010 2009 2008
Average Average Average Average Avemge Average
balance rate talance Tale balance rate
£m % £m % £m %
Deposits by banks . 80,944 66,330 70,471
Demand and other — non-interest bearing 4,360 - 4,143 - 5,207 -
Demand — interest bearing 8,913 0.6 9,0i9 10 11,361 29
Time 18,310 09 19,169 17 26,149 35
Other 49,361 07 33,999 15 27,754 37
Customer accounis. . . . P 296,930 320,010 271,804
Demand and other — non-interest bearing 43,419 - 36,806 - 24,342 -
Demand — nterest bearing 140,666 04 141,965 04 125,634 27
Savings 33,514 18 36,642 22 41,377 42
Time 49,017 1.1 56,013 13 58,621 35
Other 30,314 0.6 48 584 06 21,830 31
CDs and other money market
isstruments .. . e s 37,006 04 41,564 10 43,237 42
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Certificates of deposit and other time deposits

At 31 December 2010, the maturity analysis of CDs and other wholesale ime deposits, by remaining maturity, was as
follows

After3 After 6
months but months but
3 months within 6 within 12 After 12
or less months months months Total
£m £m £fm £fm £m
Certificates of deposit 8,117 4,934 3,877 - 17,928
Tume deposits

- banks 19,449 1,640 1,105 1,472 23,666
- CUstomers 50,928 6;359 5,458 3,779 67,024

Contractual oblhigations

The table below provides details of selected known contractual obligations of the group as at 31 December 2010

Payments due by period
Total Less than 1 year 1-5 years More than 5 years
£m fm £m fm
Long-term debt obligations 70,543 24,206 26,240 20,097
Term deposits and certificates of deposit 108,618 103,367 4,391 860
Capntal (finance) lease obligations 307 12 52 243
Operating lease obligations 2,082 189 680 1,213
Purchase obligations 4 4 - -
Short positions 1n debt secunties and equity shares 51,941 35,401 4,606 11,934
Current tax habthity 153 153 - -
Pension/healthcare ebligation 7,118 564 2,446 4,108
240,766 163,896 38,415 38,455
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Risk Management

(Unaudited)
The group’s nsk management framework 1s designed to
provide appropriate momitoring and assessment

The bank's Risk Commuttee was established in 2010
10 mncrease the focus on nsk governance and to provide an
increasingly forward-looking view of nisks and their
mitigation

The Risk Commuttee 1s accountable to the Board and
has responsibility for oversight and advice to the Board on,
inter aha, the Bank’s nisk appetite, telerance and strategy,
systems of risk management, internal control and
comphance, the alignment of the Bank’s risk appetite and
reward structures and the mamtenance and development of
a supportive culture, 1n relation to the management of nisk,
appropriately embedded through procedures, traming and
leadership actions

In carrying out its responsibihiies, the Risk
Commuttee 1s closely supported by the Chief Rusk Officer,
the Chief Financial Officer, the Head of Internal Audit and
the Head of Comphiance, 1ogether with other business
functions on nisks within their respective areas of
responsibility

Challenges and Uncertainties

{Unaudited)
Business operations, governance and control
Operational risks are inherent m the group’s business

The group is exposed to many types of operational risk,
including fraudulent and other cimmal activities (both
internal and external), breakdowns in processes or
procedures, systems failure or non-availability, and
regulatory compliance and legal nsks The group 1s also
subject to the risk of disruption to 1ts business ansing from
events that are wholly or partially beyond its control (for
example natural disasters, acts of terronsm, epidemacs,
and transport or utility failures} which may give rise to
losses 1n service to customers and/or economic losses to
the group All of these nisks are also applicable where the
group 1s relant on supphers or vendors to provide services
to 1t and its customers

The reliability and secunty of information technology
infrastructure and customer databases are crucial to
maintaming the service availability of banking apphcations
and processes and to protecting the group brand Critscal
systemn failure, any prelonged 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 its chents Subsequently, this
could cause a breach in regulabons under which the group
operates and could cause long-term damage to the group’s
business and brand.
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The group 15 subject to legal and comphance risks that
could have an adverse affect on its business

Legal and compliance nisks anse from a vartety of sources
with the potential to cause harm to the group and 1ts abtlity
to operate These 1ssues require the group to deal
appropniately with potential conflicts of mnterest, regulatory
requirements, ethical 1ssues, anti-money laundering laws
and regulations, privacy laws, information security
policies, sales and trading practices, and the conduct of
compames with which it 1s associated Failure to address
these 1ssues appropnately may give rise to additional legal
and compliance nsk to the group, with an increase in the
number of htigation claims and the amounts of damages
asserted against the group, or subject the group to
regulatory enforcement actions, fines or penalties or
reputational damage

The group 1s subject to tax-related risks m the
countries in which it operates

The group 1s subject to the substance and interpretation of
tax laws 1n all couniries in which it operates Failure to
respond to changes n tax law or the interpretation of tax
law and changes 1n tax rates and not complymng with
procedures required by tax authonties could lead to
increased tax charges, including financial or operating
penalties

Liquidity and funding risks are inherent in the group’s
busmess

The group’s business model 1s founded upon having ready
access to financial resources, whenever required, to meet
1ts obligations and grow 1ts business To this end, the
group entities seek 1o maintain a diversified and stable
funding base compnsing core retail and corporate
customer deposits and institutional balances In certamn
entities, this 1s angmented with amounts of long-term
wholesale funding In addition, the group holds portfolios
of highly hquid assets to enable 1t to respond 10 unusual
hquidity requirements

Where markets become 1lhiquid, the value at which
financial instruments can be realised 1s highly uncertain,
and capstal resources may shrink as valuations decline
Rating agency downgrades of instruments, to which the
group has exposure, can exacerbate the effect The
hquidity of those group entities that utilise long-term
wholesale markets could be constrained by an mability to
access them due to a variety of unforeseen market
dislocations or interruptions

The market conditions that the financial services
industry experienced during the recent financial crisis
highlighted the significant benefits of a diversified core
deposit base, leading to increased competition for such
deposits and the greater nsk of deposit migration between
competitors
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The group’s Global Banking and Markets business
operates 1n many markets affected by illiquidity and ;5
subject to the threat of extreme price volatility, erther
directty or indirectly, through exposures te securities,
loans, derivatives and other commitments At the height of
the financial crisis during 2008, the group made substantial
write-downs and recognised impairments on illiquad
legacy credit and structured credit positions Although
2010 continued to reflect a moderation 1n market
conditions, 1115 difficult to predict if this trend will
continue and, if conditions worsen, which of the group’s
markets, products and other businesses will be impacted
Any repeat of these factors could have an adverse effect on
the group’s results

Macro-economic and geopolitical

Current economic and market conditions may
adversely affect the group’s results

The group’s earmings are affected by global and local
economic and market conditions The dislocations in
financial markets and the broad economy n 2007-8 were
eased by concerted government actions te boost hquidity
and confidence 1n financial systems, stmulate lending,
support mstitutions judged to be at risk of failure, and
extend stumulus programmes The general economic
environment improved further 1n 2010, although recovery
was variable between regions, with Eurozone economies
coming under greater pressure, the dominant concern
being over sovereign debt The financial services industry
continued to face an unusually high degree of uncertainty

With unemployment remaining high and consumer
confidence weak in developed markets, amid signs of
emerging inflationary pressures, economic conditions
remain fragile and volatile

There 1s a nsk that, 1n some countnes, recovery to
past levels of growth will be slow, with the possibility of a
return to recessionary conditions 1n more sluggish
economies Others, which are growing very rapidly, may
need to undertake major adjustments This could have an
adverse ¢ffect on the operating results of the group In
particular, the group may face the following challenges in
connection with these events

¢ the demand for borrowing from creditworthy
customers may dimmnish, especially 1f economic
activity siows,

e ftrade and capital flows may contract as a result of
protectionmist measures being mtroduced 1n certain
markets,

» aprolonged period of low interest rates will constrain
net interest iIncome,

s the group’s ability 1o borrow from other financial
institutions or to engage 1n funding transactions could
be adversely affected,
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*  market developments may depress consumer and
business confidence causing adverse changes 1n asset
prices and payment patterns, leading to increases n
dehnquenctes and default rates, write-offs and loan
impanment charges

The group is subject to political and economic risks in
the countries tn which 1t operates

As an organisation which operates in multiple countries,
the group’s results are subject to the risk of loss from
unfavourable political developments, currency
fluctuations, social instability and changes in government
policies on such matters as expropriation, authonsations,
mnternational ownership, interest-rate caps, foreign
exchange transferability and tax i the junsdictions in
which we operate The ability of the group’s subsidiaries
and affiliates to pay dividends could be restncted by
changes 1n official banking measures, exchange controls
and other requirements

The group has significant exposure to counterparty
risk withn its portfoko

The group 1s exposed to virtually all major industries and
counterparues, and 1t rcutinely executes transactions with
counterparties in financial services, including brokers and
dealers, commercial banks, investment banks, mutual and
hedge funds, and other inststutional clients Many of these
transactions expose the group to credit nsk in the event of
defanlt by its counterparty or client Fancial mstitutions
are necessanly interdependent because of trading, clearing,
counterparty or other relationships As a consequence, a
default by, or decline m market confidence n, tndividual
institutions, or anxiety about the financial services industry
generally, can lead to further individual and/or systemic
losses The group’s credit nsk may remain high 1f the
collateral taken to mitigate counterparty risk cannot be
reahised or has to be hquidated at prices which are
mnsufficient to recover the full amount of 1its loan or
denivative exposure

Macro-prudential and regulatory
Current challenges 1n regulation and supervision

Recent regulatory and supervisory developments have
largely been shaped by the leaders, Finance Ministers and
Central Bank Govemors of the Group of Twenty nations
(‘the G20’), who delegated the development and 1ssuance
of standards to the Basel Commuttee The G20 also
established the Financial Stability Board (‘FSB’) to assess
vulnerabihties affecting the financial system as a whole, as
well as to monutor and advise on market developments and
best practice in meeting regulatory standards In looking to
address the systemic failures that caused the financial
crisis, the authorities highlighted the following priorities

*  astronger mnternational framework for prudential
regulation, ensuring sigmificantly increased liquidity
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and regulatory capital buffers and enhanced quality of
capital,

*  convergence towards a single set of high quality,
global, independent accounting standards on financial
instruments, loan loss provisioning, off-balance sheet
exposures and the impairment and valuation of
financial assets,

e strengthening of the regulahon of hedge funds and
credit rating agencies, and an improved infrastructure
for denivative transactions, including central
counterparty clearing of over-the-counter derivauves,

e design and implementation of a system which will
allow for the restructuring or resolution of financial
institutions, without taxpayers ulimately bearing the
burden,

*  an increased role for colleges of supervisors to
coordinate oversight of systemically significant
institutions such as the group, and effective
coordination of resolution regimes for failed banks,

s measures on financial sector compensation
arrangements to prevent excessive short-term risk
taking and mitigate systematic nisk on a globally
consistent basis,

*  a fair and substantial contribution by the financial
sector towards paying for any burden associated with
government interventions, where they occur, to repair
and reduce nisks from the financial system or to fund
the resolution of problems

Governments and regulators have embarked on sigrificant
change 1n the regulatory structure of the financial system
with two primary objectives establishing a resilient
system to reduce substantially the nsks of failure of
financial mstituttons and, 1n case failure should 1n the end
prove unavoidable, to have in place measures to achieve
orderly resolution without cost to taxpayers

This extensive programme of regulatory change carries
significant implementation nisks for authorities and
mdustry participants alke

Regulation and supervision

(Unaudited)

Measures proposed by the Basel Committee to
increase resilience In the financial system

The Basel Committee, following consultation, impact
analysis and draft proposals duning 2010, 1ssued final
proposals in December 2010 on the twin areas of capital
and Liqudity, the key aspects of which are set out below

#  Risk weightings increased weightings for the trading
book, secuniusations, off-balance sheet exposures and
derivatives are 1o be implemented by the end of 2011
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Quality of capital there is renewed emphasis on
common equity as the principal component of core
tier 1 equity, with increased deductions from
shareholders’ equity {calculated on an accounting
basis) to determine the level of regulatory capital The
phasing-in penods for these new deductions will start
n 2014, with full implementation by 2018

Mimmum ratios a new mimimum common equity
requirement of 4 5% s to be implemented by 1
January 2015 An additicnal capatal conservation
buffer of 2 5% m common equity will effectively
trigger restrichions on corporate activity (such as the
payment of dividends or bonuses) 1f breached, so that
the capital structure can be rebuilt This wall be
phased in between | January 2016 and

1 January 2019 Additional requirements from the
Basel Commuttee for tier 1 capital of 1 5% and tier 2
capital of 2 0%, by 2019, will Iift the minimum total
capital requrement for banks te around 10 5%

Countercyclical buffer the Basel Commutice has
finalised 1ts proposals for a countercychical buffer of
up to 2 5% n common equity, to be built up in
periods during which credit growth exceeds GDP
growth It1s not clear how such buffers may operate
in practice, since they may be required only once
every 10-20 years, and there 15 uncertainty over
whether supervisors or the market would support the
release of a buffer when the economic cycle had
turned

Total leverage the Committee has proposed a
leverage ratio of 3% of total non-nisk weighted assets
to constrain aggregate size relative to the capital base
An observation period of parallel running wall start 1n
2013, with the aim of a mimmum standard becoming
mandatory 1n 2018

Liquidity and funding a new mimmum standard,
the Liquidity Coverage Ratio, has been proposed for
Liguidity to extend, under stressed conditions, the
peried during which a bank can continue to

operate when 1t 1s unable to dispose of assets to repay
withdrawals Proposals are also being introduced for a
Net Stable Funding Ratio Although these have yet to
be finahsed, they are expected to require banks to
match more accurately the maturties of habilities to
assets held As 1t 15 not clear what secondary effects
these measures may have, they will be phased in after
observation periods, n 2015 and 2018 respectively

The Baset Commuttee 15 also considenng proposals to
define Global Systemically Important Financial
Institutions (‘G-S1FI's), introduce more rigorous
oversight and co-ordinated assessment of their nisks
through mternational supervisory colleges, provide
for higher levels of capital and hquidity resilience and
require mandatory recovery and reselution plans with
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institution-specific crisis cooperation agreements
between cross-border crisis management groups It 1s
proposed that the additional capital requirements
could be met through a variety of instruments such as
a core tier 1 surcharge, contingent capital or debt
securities with specific bait-in provisions Further
measures may mclude hquidity surcharges, tighter
large exposure restrictions, levies, and structural
measures to reduce the risks that a G-8IF] poses
Studies will be completed by mid-2011 and final
recommendations presented by December 2011 US
regulators are conducting a related study of the
relationship between bank size and systemic nisk, the
results of which are expected to lead 10 new rules
requiring enhanced prudential standards, including
capital, hquidhty and leverage requirements for the
largest financial mmstitutions

Other measures

Remuneration the Financial Stability Board has
issued principles on remuneration designed to ginde
regional and national authorities 1n establishing
appropniate regimes to align remuneration 1n a risk-
based manner with the long-term interests of
stakeholders The EU has implemented rule changes
m the Capital Requirements Directive (‘CRD") 3
which impact the balance between fixed and variable
remuneration, establishing imits on the percentage of
bonus which can be paid in cash Approaches to the
1ssue, however, remain inconsistent globally

Other taxes other areas of financial sector taxation
being considered by the authonties are a Financial
Activities Tax (FAT) — a tax on profit and
remuneration, and a Financial Transaction Tax (FTT)
— applied to a specified range of financial
transactions An IMF report for the G20 1n 2010 saw
mertt in a FAT but did not recommend a FTT as 1t
was feit not to address the key 1ssues within the G20
mandate and might have unintended economic and
regulatory consequences [nits Seoul 2010
communique the G20 did not promote any one
approach for adoption Both the EU Commussion and
the UK Government are considering a FAT, which the
former believes can work at EU level The EU also
sees merit it a FTT but, recognising the dependency
on an international consensus, will contine to work
wittun the G20 for its adoption

Central counterparties the authorities seek to
reduce systemic nisk and volatility through greater
control and transparency in the clearing and
informatien requirements relating to derivatives
trading 1n Europe In September 2010, the EU
Commission presented proposals, currently in
negotiation, for all eligible standardised over-the-
counter (‘OTC’) derivatives to be cleared through
central counterparties by the end of 2012 All OTC
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dervative contracts would need to be reported to trade
repositories subject to new capital requirements and
rules on structure and governance The proposal
discourages denivative contracts which are not ehgible
for central clearing by proposing that they will attract
higher capital requirements It currently holds no
exemption for foreign exchange, though this 1s being
considered

Markets in financial instruments the European
Commussion 15 conducting a major Review of the
Markets in Financial Instruments Directive,
potentially to extend its scope beyond equities to
other asset classes mcluding bonds, exchange-traded
funds and other equity-like and non-equnty
instruments, and to promote their trading on
exchanges and other markets that will be subject to
regulation It also proposes giving additional power to
regulators to ban trading 1n products that are ehgible
to be cleared but for which no clearing solutien 15
currently available

The UK Independent Commission on Banking this
Commussion has been established to examine 1ssues
of banking activity and competition, including the
potential tmpact on financial markets of a number of
options 1o separate the retar] and wholesale acuvities
of universal banks A paper setting out the
Commussion's thinking 1s expected 1n early 2011, with
further consultation prior to a final report 1n
September 2011 The UK government 1s not bound to
adopt the Commuission's recommendations

Recovery and resolution plans such plans are
coensidered a key element i improving the ability of
regulators to rescue (or ‘resolve’) firms when they get
into difficulties without putting taxpayer momes at
risk Studies and pilots have been initiated by various
official bodies on the resolution of financial firms and
the international coordination of such exercises, the
UK authorities have been at the forefront of work to
develop approaches to this subject The EU has
consulted on a new framework for crisis management,
focused on expanded supervisory powers, a cross-
border coordination framework, a network of national
resolution funds and harmomsed resolution tools,
including so called ‘bail-in® ¢reditor wnite-down
resolution Legislative proposals are expected n the
muddle of 2011 There 1s currently no consistent
approach globally and a number of key areas need to
be addressed, including an nternationat legal
framework for addressing compeung creditor claims
and the application of collateral

Restructuring of regulatory bodies

In the EU, new authorities for segments of the financial
services sector took up their powers with effect from 1
January 2011 the European Banking Authonty, the
European Securities Markets Authonity and the European
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Insurance and Occupational Pension Authority In
addihion, a European Systemic Risk Board will consider
emerging macro-prudential nsks

In the UK, the FSA’s prudential supervisory
responsibilities will be transferred n 2012 to a Bank of
England agency, the Prudential Regulatory Authonty,
while the Financial Conduct Authority will act as a single
regulator of conduct of business for both retail and
wholesale firms

Bank Levies

A number of levies are being raised on banks, notably by
the UK, Germany and France These are calculated with
reference to measures of stability of funding 1n order to
encourage more stable structures For example, in the UK,
the levy 15 to be charged at a rate of 0 075% on ali
habilities, excluding insured deposits and certain other
elements but with a lower rate of charge for longer term
habilities and uninsured deposits Germany wall
hypothecate levy income to create reselution funds to
support failing banks, while in others it will accrue to
general tax revenues Under the draft legislation the charge
for the UK levy 1s not a deductible expense for the
purposes of calculating the Group’s UK tax lLiability and 1t
does not meet the defimtion of an income tax for income
statement purposes For indicative purposes only, the UK
levy that would be payable based on the closing 2010
Group balance sheet, after taking into account announced
changes to deposit protection schemes in 2011, 1s
estimated at £0 4bn. The portion of the levy charge that
will be attributable to the group using the balance sheet at
the 31 December 2010 15 esumated to be £0 2bn

Outlook

(Unaudied)

The bank expects global economic conditions to improve
during the course of 2011, although the pace of recovery 1s
expected to remain uneven across the regions

The bank expects UK GDP to rise by some 1 7 per
cent in 2011 The effects of fiscal consolidation and
subdued recovery 1n the labour markets are expected to
constrain the growth of domestic demand, while only
modest growth 1s expected from exports  Consumer price
inflation 15 expected to reman at an elevated level dunng
2011, reflecting the nise 1 global commodity prices and
the further increase 1n the rate of VAT

Eurozone GDP 15 expected to grow by some 1 5 per
centin 2011 The mmpact of fiscal austenty 1s hikely to be
felt, especially in the Eurozone periphery, and concerns
surrounding the sovereign debt levels in these countries are
likely to persist in 2011 However, a continuation of
economic recovery can be expected for the core Eurozone
countnes including Germany and France, led by the re-
acceleraticn m the global trade cycle as well as improving
demestic labour markets that will support consumer
spendmg over 2011 Rusing global food and energy prices
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are likely to cause a temporary period of higher consumer
price flation m early 2011

Credit risk
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(Audited)

Credit risk 1s the nisk of financial loss if a customer or
counterparty fails to meet an obhgation under a contract It
arises principally from direct lending, trade finance and
leasing business, but also from off-balance sheet products
such as guarantees and credit denvauves, and from the
group’s holdings of debt secunities Of the risks i which
the group engages, credit risk generates the largest
regulatory capital requirements

The principal objectives of the group’s credit sk
management are

*  to mamtain across the group a strong culture of
respensible lending and a robust nisk policy and

control framework

to both partner and challenge businesses mn defining,
implementing, and continually re-evaluating the
group’s nsk appetite under actual and scenario
conditions, and

1o ensure there 15 independent, expert scrutiny of
credit nisks, their costs and their mitigation

Within the bank, the Credit Risk function 15 headed by the
European Chief Risk Officer and reports to the Chief
Executive Officer, with a functional reporting line to the
Group Chief Risk Officer Its responsibahities mclude

e formulating credit policy Comphance, subject to

approved dispensations, 1s mandatory for all operating
companies which must develop local credit policies
consistent with group pohcies,

guiding operating companites on the group’s appetite
for credst nsk exposure to specified market sectors,
activities and banking products and controlling
exposures to certain higher-risk sectors,

undertaking an independent review and objective
assessment of sk Credit nsk assesses all commercial
non-bank credit facilities and exposures over
designated limits, prior to the facilities being
committed to customers or transactions being
undertaken,

monttoring the performance and management of
portfolios across the group,

controlling exposure to sovereign entities, banks and
other financial nstitutions, as well as debt secunties
which are not held solely for the purpose of trading,

setting policy on large credit exposures, ensuring that
concentrations of exposure by counterparty, sector or
geography do not become excessive n relation to the
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group’s capital base, and remain within internal and
regulatory limats,

« mamtaiming and developing the group’s nisk rating
framework and systems through the Credit Risk
Analytics Oversight Committee, which reports to the
Risk Management Meeting ("RMM’) and oversees
risk rating system governance for both wholesale and
retail business,

e reporting on retail portfolio performance, high nsk
portfolics, nsk concentrations, large impaired
accounts, impairment allowances and stress testing
results and recommendations to the group’s RMMs,
the group’s Audit Commitiee and the Board, and

» acting on behalf of the group as the primary interface,
for credit-related issues, with the Bank of England, the
FSA, local regulators, rating agencies, analysts and
counterparts in major banks and non-bank financial
mstitutions

Credit quahty
(Audited)

The group’s credit risk rating systems and processes
differentiate exposures m order to highlight those with
greater nsk factors and higher potential seventy of less In
the case of individually significant 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 nisk
and pricing models to generate portfolio data

The group’s nsk rating system facilitates the internal
ratings-based (‘IRB’) approach under Basel II adopted by
the Group to support calcutation of our minimum credit
regulatory capital requirement For further details, see
‘Credit quahty of financial mstruments’ on page 36

Special attention 1s paid to problem exposures n order
to accelerate remedial action Where appropniate, operating
companies use specialist units to provide customers with
support 1n order to help them avoid default wherever
possible

The Credit Risk Review team reviews the robustness
and effectiveness of key measurement, monitoring and
control activities

e e e
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Periodic risk-based audits of operating compantes’
credit processes and portfolios are undertaken by the
Internal Audit function Internal Audit discusses with
management any risk ratings it considers to
be imappropnate, following which 1ts final
recommendations for revised ratings must be adopted

Impairment Assessment ’
{Audited)

It 1s the group’s policy that each operating company
creates allowances for impaired loans promptly and
consistently

Impairment allowances may be assessed and created
either for individually signmificant accounts or, on a
collective basis, for groups of individually significant
accounts for which no evidence of impairment has been
individually 1dentified or for high-volume groups of
homogeneous loans that are not considered individually
significant

When impairment losses occur, the group reduces the
carrying amount of loans and advances through the use of
an allowance account When impairment of available-for-
sale financial assets and held-to-maturity financial
mvestments occurs, the carrying amount of the asset 1s
reduced directly For further details on the accounting
pohcy for impairment of available-for-sale debt and equity
securities, see accounting pelicies in Note 2

Maximum exposure to credit risk
(Audited) -

The following table presents the maximum exposure to
credit nsk from balance sheet and off-balance sheet
financial mstruments, before taking account of any
collateral held or other credit enhancements (unless such
credit enhancements meet offsetting requirements) For
financial assets recegnised on the balance sheet, the
maximum exposure to credit risk equals their carrying
amount, for financial guarantees granted, 11 1s the
maximum amount that the group would have to pay if the
guarantees were called upon For loan commitments and
other credit-related commitments that are 1revocable over
the life of the respective facilities, 1t 1s generally the full
amount of the commutted facilitics
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The group

At 31 December 2010

A1 31 December 2009

Cash and balances at central banks
Items in 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

treasury and other ehigible bills
debt securities
loans and advances to banks

loans and advances to customers

Dernivalives

Loans and advances held at amomsed
cost

loans and advances to banks
loans and advances to customers

Financial mvestments

treasury and other simular bills
debt securines

Other assets

endorsements and acceptances

accrued income and other

Financial guarantees
Loan commitments and other credit-
related commitments

Exposure
Maximum to credit Maximum Exposure to
exposure Offset risk (net) exposure Offset credit nisk {net)
£m £m £m £m £m Em
24,495 - 24,495 14,274 - 14,274

1,932 - 1,932
2,082 - 2,082
135,047 (2,401) 132,646 145,604 (3,800 141,804
2,529 - 2,529 789 - 789
73,771 - 73,771 75,566 - 75,566
26,525 - 26,525 30,857 - 30,857
32,222 (2,401} 29,821 38,392 (3,800) 34,592
7,747 - 7,717 9,480 - 9,480
20 - 20 35 - 35
7,161 - 7,161 8,706 - 8,706
27 - 27 214 - 214
509 = 509 3525 - 525
129,138 (86,254} 42,904 118,516 (81,508) 37,008
342,245 (54,588) 287,657 321,653 (52,530} 269,123
57,027 (1,996) 55,031 46,994 67 46,927
285,218 (52,592 232,626 274,659 (52,463) 222,196
100,660 - 100,660 84,379 - 84,379
9,354 - 9,354 2,349 - 2,345
91,306 - 91,306 82,030 - £2,030
7,837 - 7,837 9,449 - 9,449
494 - 494 352 - 352
7,343 - 7,343 9,097 - 9,097
14,631 - 14,631 17,992 - 17,992
114,043 - 114,043 116,083 - 116,083
877,765 (143,243) 734,522 839,512 (137,838) 701,674
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The bank
At 31 December 2010 At 31 December 2009

Exposure to Exposure to
Maximum credit nsk Maamum credit nsk
exposure Offset (net) EXposure Offset (net)
£m £m im £m £m fm
Cash and balances at central banks 22,357 - 22,357 13,130 - 13,130
Items in the course of collection from other banks 1,030 - 1,030 1,071 - 1,071
‘Trading assets 102,704 (2,401) 100,303 105,164 (3,800) 101,364
treasury and other eligible bills 945 - 945 741 - 741
debt secunities 39,202 - 39,202 35,314 - 35314
loans and advances to banks 33,0 - 33,011 34,111 - 34,111
loans and advances to customers 29,546 (2,401) 27,145 34,998 (3,800 31,198
Financial assets designated at fair value 4,505 - 4,505 6.592 - 6,592
debt securities 4,428 - 4,428 6,515 - 6,515
loans and advances to banks 77 — 77 77 — 77
Denvatives 108,905 (93,503) 15,402 100,800 (52,553) 48,247
Loans and advances held at amortised cost 236,408 (42,962) 193,446 229,398 (38,748) 190,650
leans and advances to banks 27,860 - 27,860 20,729 - 20,729
loans and advances to customers 208,548 (42,962) 165,586 208,669 (38,748) 169,921
Financial investments 40,788 - 40,788 26,452 - 26452
treasury and other similar bills 3,296 - 3,296 799 - 799
debt secunties 37,492 - 37,492 25,653 - 25,653
Other assets 3,880 -~ 3,880 4,696 - 4,696
endorsements and acceptances 231 - 231 191 - 191
accrued income and other 3,649 — 3,649 4,505 - 4,505
Financial guarantees 10,388 - 10,388 12,181 - 12,181

Loan commitments and other credit-related
commitments 82,916 — 82,916 83,531 — 83,531
613,881 {138,866) 475,015 583,015 {95,101) 487,914

Collateral and other credit enhancements
Collateral held against financial instraments presented in
the above table 15 described 1n more detail below

Items in the course of collection from other banks

The group substantially mitigates settlement risk on many
transactions, particularly those involving secunties and
equities, by settling through assured payment systems, or
on a delivery-versus-payment basis

Treasury, other ehgible bills and debt securities

Debt securities, treasury and other ehgible bills are
generally unsecured, except for ABSs and similar
instruments, which are secured by pools of financial assets

Dervatives

The Internaticnal Swaps and Dernrvatives Association
(‘ISDA’) Master Agreement 1s the group’s preferred
agreement for documenting derivatives activaty 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 if either party defaults or other
pre agreed termination events occur It 18 common, and the
group’s preferred practice, for the parties to execute a
Credit Support Annex (‘CSA’) in conjunction with the
ISDA Master Agreement Under a CSA, collateral 1s
passed between the parties to mitigate the market-
contingent counterparty nsk inherent in the outstanding
positions The majonty of the group’s CSAs are within
financial nstitutional chents

Loans and advances

Although collateral can be an important mitigant of credit
risk, 1t 15 the group’s pelicy to lend on the basis of the
customer’s capacity to repay rather than rely on the value
of secunty offered Depending on the customer’s standing
and the type of product, facilities may be provided
unsecured The principal collateral types employed by the
group are as follows

* 1n the personal sector, mortgages over residential
properties,

* 0 the commercial and 1ndustnal sector, charges over
business assets such as premises, stock and debtors,
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1n the commercial real estate sector, charges over the
properties being financed, and

in the financial sector, charges over financial
instruments such as debt securities and equittes in
support of trading facilities

In addition, credit denvatives and securitisation
structures are used to hedge or transfer credit risk in the
group's loan portfolio

The loans and advances offset adjustment in the table
above primanly relates to customer loans and deposits, and
balances arising from repo and reverse repo transactions
The offset relates to balances where there 15 a legally
enforceable nght of offset in the event of counterparty
default, and where, as a result, there s a net exposure for
credit nsk management purposes However, as there 15 no
ntention to settle these balances on a net basis under
norma!l circumstances, they do not quahify for net
presentation for accounting purposes

The group does not disclose the fair value of collateral
held as secunty or other credit enhancements on loans and
advances past due but not impaired, or on individually
assessed impaired loans and advances, as it 15 not
practicable to do so

Concentrations of credit risk exposure
{Audited)

Concentrations of credit risk arise when a number of
counterparties or exposure have comparable economic
characteristics, or such counterparties are engaged i
similar activities, or operate 1n the same geographical arcas
or industry sectors, so that their collective ability 1o meet
contractual obligations 15 umformly affected by changes in
economic, political or other conditions The group uses a
number of controls and measures to minimise undue

Exposure to selected countries in the eurozone
(Unaudited)

concentration of exposure n the group’s portfohios across
industiry, country and customer groups These include
portfolic and counterparty hmits, approval and review
controls, and stress testing

Wrong-way risk 1s an aggravated form of concentration
risk and anses when there 15 a strong correlation between
the counterparty’s probability of default and the mark-to-
market value of the underlying transaction The group uses
a range of procedures to monitor and control wrong-way
nisk, including requiring entities to obtain pnior approval
before undertaking wrong-way risk transactions outside
pre-agreed gmidelines

Exposure to selected countrtes in the eurozone
(Unaudited)

Intervention by government to stabilise and re-capitalise
banks and other financial intermediaries during the
financial cnsis helped to reduce the possibility of a
systemic threat te financial markets by transferring risk
from the private sector to sovereign bodies In 2010, this
contributed to the creation of large fiscal imbalances in
some industrialised economies and as a result, market
concerns about sovereign credit nsk in these countries
intensified Credit spreads for the affected sovereign and
bank credit markets remained volatile during most of the
2010 Rusk aversion resurfaced, and the assumption of
higher sovereign nisk prema 1n private securities prices
trigger portfolio reallocation to safer assets and a
tightening of market liqgudity Imtial concerns over
Ligmdity and funding spread to doubts about solvency m a
number of cases The table below summarnises the group’s
exposures to governments and central banks of selected
eurozone countries, and near/quasi government agencies
and banks domiciled in those countries

31 December 2010

Belgum Greece Ireland Italy  Portugal Spam Total
£m £m £m £m £m £m £m
Total
Held for trading 1,348 850 745 1,305 20 1,360 5,738
Not held for wading 4 649 234 590 1,648 376 547 8,444
5,997 1,124 1,335 2,953 466 2,307 14,182
Sovereign & Agencies
Held for trading 387 525 60 1,157 20 432 2,581
Not held for trading 398 211 188 583 70 394 1,844
785 736 248 1,740 20 826 4,425
Banks
Held for trading 961 365 685 148 70 928 3,157
Not held for trading 4,251 23 402 1,065 306 553 6,600
5,212 388 1,087 1,213 376 1,481 9,757
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Loans and advances to customers by industry sector

(Audited)

The group

Personal
Residential mortgages
Other personal

Corporate and commercial
Commercial, industrial and intemational trade
Commercial real estate
Other property-related
Government
Other commercial

Fiancial
Nen-bank financial institutions
Settlement accounts

Other

Total gross loans and advances

The bank

Personal
Residenttal mortgages
Other personal

Corporate and commeraal
Commercial, industmal and mternational trade
Commercial real estate
Other property-related
Government
Other commercial

Financial
Non-bank financial institutions
Settlement accounts

Other

Total gross loans and advances

At 31 December 2010

At 31 December 2009

Gross loans by

Gross loans and  wdustry sector as

Gross loans by
Gross loans and  1ndustry sector as

advances to a % of total advances to a % of total

customers gross loans customers gross loans

£m %o £m Y
72,327 2505% 68,028 24 45%
35,008 12 12% 33,588 12 07%
107,335 37 17% 101,616 36 52%
72,006 24 94% 69,211 24 88%
19,970 692% 20,987 7 54%
4,125 143% 3,840 138%
1,452 049% 1,357 048%
33,771 11 70% 29,858 10 73%
131,324 45 48% 125,253 4501%
46,087 1596% 47,008 16 89%
612 021% 502 0 18%
46,699 16 17% 47.510 17 07%
3,390 118% 3,872 1 40%
288,748 100 00% 278 251 100 00%

At 31 December 2010 At 31 December 2009

Gross loans by

Gross loansand  mdustry sector as

Gross toans by
Gross loans and  industry sector ag

advances to a % of total advances to a % of total
customers gross loans customers gross loans
£m % £m %
65,304 3087% 60,642 28 66%
9,894 4 68% 11,097 525%
75,198 35 55% 71,739 3391%
52,115 24 64% 51,242 24 22%
12,090 571% 12,981 6 13%
3,120 147% 2,852 135%
845 0 40% B58 041%
25,134 11 88% 21,115 9 938%
93,304 44 10% 89,048 42 09%
39,616 1873% 46,839 22 15%
S0 0 02% 47 0 02%
39,666 18 75% 46,886 2217%
3,320 1 60% 3,872 1 83%
211,558 100 00% 211,545 100 00%
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Mortgage lending products
(Unaudited)

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

rest of Europe

At 31 December 2010

Totail residential mortgage lending

Tetal impairment allowances on residential mortgage lending
Interest-only (including endowment} mortgages
Affordabihity mortgages, including adjustable rate mortgages
Other

Total nterest-only and affordabihity mortgages

As a percentage of total mortgage lending

Negative equity mortgages'*

Other loan to value ratios greater than 90 per cent®

-as a percentage of total mortgage lending

At 31 December 2009

Total residential mortgage lending

Total impairment allowances on residential mortgage lending
Interest-only (including endowment) morigages
Affordability mongages, including ARMs

Other

Total interest-only and affordability mortgages

As a percentage of total mortgage lending

Negative equity mortgages' 2

Cther loan to value ratios greater than 90 per cent?

as a percentage of total mortgage lending

Continental
UK Europe
£m £m
66,368 5,959
177 37
29,012 77
644 210
66 -
29,722 287
44 8% 4 8%
1,569 3
3,738 168
t 5307 171]
8 0% 29%
62,037 5,991
(52} (26)
28,024 47
1,566 668
71 -~
29,661 715
47 8% 11 9%
3,842 3
6,133 =
9975 3
16 1% 01%

1 Negative equity arises when the value of the loan exceeds the value of avarlable equity
2 Loan to value ratios are generally based on estmated values at the balance sheet date

Forbearance strategies and renegotiated loans
(Audired}

A range of forbearance strategies are employed m order to
improve the management of customer relationship,
maxtmise collection opportumities and, 1f possible, avord
foreclosure or repossession The policies and practices are
based on criteria which, in the yudgement of local
management, ind:cate that repayment 1s hkely to continue

Forbearance arrangements include extended payment
terms, a reduction 1n interest or principal repayments,
approved external debt management plans, the deferral of
foreclosure, other modifications and lean restructures
These management policies and practices typically product
the customer with terms and conditions that are more
favourable than those provaded mnatly Such
arrangements could include cases where an account 15
brought up-to-date without full repayment of all arrears

The group’s credit sk management policy sets out
testrictions on the number and frequency of restructures,
the mimmum period an account must have been opened
before any restructure can be considered and the number
of qualifying payments that must be recerved before an
account may be considered restructured and up to date
The application of this policy varies according to the
nature of the market, the product, and the management of
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customer relationships through the occurrence of
exceptional events

Loans that are subject to restructurning may only be
classified as restructured and up to date once a specified
number and/or amount of qualifying payments have been
received These qualifying payments are set at a level
appropriate to the nature of the loan and the customer’s
ability to make the repayment gomg forward Typically the
receipt of two or more qualifying payments 1s required
within a certain peried, generally 60 days Loans that have
been restructured and would otherwise have been past due
or impaired are classified as renegotiated

Renegonated loans are segregated from other parts of
the loan portfolio for collective imparment assessment, to
reflect the hagher rates of losses often encountered in this
segment of the portfolio When empirical evidence
indicates an increased propensity to default and higher
losses on such accounts, the use of roll rate methodology
ensures this factor 1s taken 1nto account when calculating
mparrment allowances The carrying amount of loans that
have been classified as renegotiated retain this
classification until maturity or derecogmtion Interest s
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recorded on renegotiated loans on the basts of the new contractual terms following renegotiation

Renegotiated loans that would otherwise be past due or impaired

The group The bank
At 31 December At 3] December
2010 2009 2010 2009
£m £m £m im
Loans and advances 10 customers 1,424 1,545 Loans and advances to customers 1,302 1,423

Credit guality of financial instruments

{Audited)
The five credit quality classifications defined below each agencies to debt securities There 15 no direct correlation
encompass a range more granular, internal credit rating between the internal and external ratings at granular level,
grades assigned to wholesale and retail lending business, except to the extent each falls within a single quality
as wel! as the external rating, attributed by external classification
Credit quality

Debt secunties

and other bills  Wholesale lending and derivatives Retanl lending

External credit  Internal credit Probability of Internal credit Expected loss %
Quality classification rating rating default % rating
Strong A-and above  CRRI1 to CRR2 0-0169 EL1 TO ELZ2 0-0999
Good BBB+ 1 BBB- CRR3 0170 —0 740 EL3 1 000 —4 999
Satisfactory BB+ to B+ and unrated CRR4 TO CRR5S 0741 -4914 EL4 TO ELS 5000-199599
Sub - standard B and below CRR6 TO CRR8 4915 - 99999 EL6 TO ELS 20 000 - 99 999
Impaired Impaired CRR9 TO CRRI10 100 EL9 TOELIO 100+ or defaulted’

| The EL percentage is derved through a combination of PD and LGD and may exceed 100 per cent w1 circumstances where the LGD is above
100 per cent reflecting the cost of recoveries

Quality classification definitions ‘Impaired’ Exposures have been assessed, individually or
(Audited) collecuvely, as impaired

‘Strong’ Exposures demonstrate a strong capacity to meet Risk rating scales
financial commitments, with neghgible or low probability fAudited)

of default and/or low levels of expected loss Retail
accounts operate within product parameters and only
exceptionally show any penod of delinquency

The Customer Risk Rating (*CRR’) 10-grade scale above
summarises a more granular underlying 23-grade scale
(2009 22-grade scale) of obligor probability of default

‘Good’ Exposures require closer monitoring and (‘PD’} The 23-grade scale was mtroduced in September
demonstrate a good capacity to meet financial 2010 following the harmemsation of PDs for three asset
commitments, with low default nsk Retail accounts classes (banks, sovereigns and corporate) into cne scale
typically show only short periods of delinquency, withany  which required an additional PD band All distinet HSBC
losses expected to be munimal following the adoption of customers are rated using one of these two PD scales,
recovery processes depending on the degree of sophistication of the Basel 1T

approach adopte
‘Satisfactory’ Exposures require closer monitoring and pp pted for the exposure

demonstrate an average to fair capacity to meet financial The Expected Loss (‘EL’} 10-grade scale for retail
commitments, with moderate default risk Retail accounts busimess summarises a more granular underlying EL scale
typically show only short periods of delinquency, withany  for these customer segments, this combines obligor and
losses expected to be minor following the adoption of facility/product risk factors in a composite measure

recovery processes
P For debt securities and certan other financial

‘Sub-standard’ Exposures require varying degrees of mstruments, external ratings have been ahgned to the five
special attention and default nsk 15 of greater concern quality classifications The ratings of Standard and Poor’s
Retail portfolio segments show longer delinquency periods  are cited, with those of other agencies being treated

of generally up 10 90 days past due and/or expected losses equivalently Debt secunties with short-term 1ssue ratings
are higher due to a reduced ability to mitigate these are reported against the long-term rating of the 1ssuer of
through secunty realisation or other recovery processes those secunities If mayor rating agencies have different
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ratings for the same debt securities, a prudent rating
selectron 1s made i line with regulatory requirements

For the purpose of the following disclosure, retail
loans which are past due up to 89 days and are not

Distribution of financial instruments by credit quality

(Audited)

The group

Cash and balances at
central banks

Items 1n the course of
collection from other
banks

Trading assets

— treasury and other
chgible blls

— debt securities

— loans and advances
to banks

— loans and advances
o customers

Financial assets

designated at fair value

— treasury and other
ehigible hills

— debt secunties

- loans and advances
1o banks

— loans and advances
to customers

Denvatives

Loans and advances held
at amorised cost
— loans and advances
to banks
— loans and advances
1o customers

Financial investments
— treasury and other
eligible bills
— debt securities

Other assets
— endorsements and
acceplances
— accrued income and
other

o i s s e s | i e oy

otherwise classified as EL9 or EL10, are not disclosed
within the EL grade to which they refate, but are separately
classified as past due but not impaired The following

tables set out the group’s distribution of financial

mstruments by measures of credit quality

31 December 2010

Neither past due nor impaired

Past

Medm Sub- due not Impairment
Strong Good  Satisfactory Standard impaired Impaired  allowances Total
£m £m £m £fm £fm £m £m £m
24,495 - - - - - - 24,495
1,932 - - - - - - 1,932
107,068 12,142 15,411 426 - - - 135,047
2,278 127 124 - - - - 2,529
65,242 2,398 5,715 416 - - - 73,771
19,245 4270 3,000 10 - - - 26,525
20,303 5347 6,572 - — — - 32,222
3,830 260 3,927 - — - — 1.7
20 - - - - - - 20
2,977 260 3,924 - - - - 7,161
24 - 3 - - - - 27
509 = - - - - - 509
103,241 18,340 6,675 402 - - - 129,158
207,339 69,053 50,281 10,855 1,514 6,783 (3,580) 342,245
51,290 5,170 366 180 - 71 (50) 57,027
156,049 63,583 49,915 10,675 1,514 6,712 (3,530) 285,218
91,289 2,559 3,040 2,134 - 1,638 - 100,660
9250 - 74 25 - 5 - 9,354
82,039 2,559 2,966 2,109 — 1,633 — 51,306
4,459 520 2,338 503 12 5 7,837
436 14 44 - - - - 494
4,023 506 2,294 503 12 5 - 7343
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The group

31 December 2009

Nerther past due nor impamed

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

Financal assets
designated at fair
value
— ftreasury and other
eligible bitls

— debt securities

— loans and advances
to banks

— loans and advances
to customers

Dernvatives

Loans and advances
held at amortised cost
— loans and advances
10 banks
— loans and advances
1o customers

Financial mvestments
— treasury and other
ehigible bills
— debt securities

Other assets
— endorsements and
acceptances
— accrued mcome
and other

Past

Medm Sub- due not Impairment
Strong Good  Satisfactory Standard impaired Impawed  allowances Total
£m £m £m £m £m £m £m £m
14,274 - - - - - - 14,274
2,082 - - - - - - 2,082
115484 13,436 16,202 482 = — — 145 604
747 42 - - - - - 789
66,516 2,781 5,877 392 - - - 75,566
22,268 5,754 2,807 28 - - - 30,857
25,953 4,859 7,518 62 = - -~ 38,392
5217 63 4,200 - - — - 9480
35 - - - - - - 35
4,450 63 4,193 - - - - 8,706
207 - 7 - - - - 214
525 - - - - - — 525
82,706 27,368 6,465 1,977 - - - 118,516
186,225 69,142 49,533 11,625 2154 6,623 (3,649 321,653
36,545 7,546 2,443 420 - 97 57 46,994
149,680 61,596 47.090 11,205 2,154 6,526 (3,592) 274,659
76,3591 1,790 3,260 1,336 - 1,402 - 84,379
2,345 - - 1 - 3 - 2,349
74,246 1,790 3,260 1,335 - 1,399 - 82,030
5,846 894 2,238 405 16 50 5,449
190 64 98 - - - - 352
5,656 830 2,140 405 16 50 = 9,097
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The bank
31 December 2010

Neither past due nor imparmred

Past
Meditm Sub- due not Impairment
Strong Good _ Satisfactory Standard impared  Impaired allowances Total
£m £m £m £m £m £m £m £m
Cash and balances at
central banks 22,357 - - -~ - - - 22,357
Ttems 1n the course of
collection from other
banks 1,030 - — - - — — 1,030
Trading assets 79,973 10,734 11,582 415 - - — 102,704
— treasury and other
eligible bills 831 - 114 - - - - 945
— debt securities 33,801 1,731 3,255 415 - - - 39202
— loans and advances
1o banks 26,450 3,803 2,758 - - - - 33,011
— loans and advances
10 customers 18,891 5,200 5,458 — — - — 29,546
Financial assets
designated at fair value 602 77 3.826 — — - - 4,505
— debt securines 602 - 3,526 - - - - 4,428
— loans and advances
to banks - 17 - _ _ _ _ 77
Dernvatives 88,490 14,859 5,196 360 - - - 108,905
Loans and advances held
at amornsed cost 148,707 45,098 30,636 9,343 702 4,953 (3,031) 236,408
— loans and advances
to banks 22,998 2,801 362 951 - 769 21) 27,860
— loans and advances
to customers 125,709 42,297 30,274 8,392 702 4,184 (3,010) 208,548
Financial investments 39,561 189 594 288 - 156 — 40,788
— treasury and other
sumilar bills 3222 - 74 - - - - 3,296
— debt securities 36,339 189 520 288 = 156 — 37,492
Other assets 3,019 497 358 [ - - - 3,580
— endorsements and
acceptances 182 13 k1 — - - - 231
— accrued mcome and
other 2,837 484 322 6 - — - 3,649
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The bank
31 December 2009

Neither past due nor impaired

Past
Medium Sub- due not Impairment
Strong Good _ Satisfactory  Standard impaired Impaired allowances Total
£m £m £m £m £m £m £m £m

Cash and balances at

central banks 13,130 - - - - - - 13,130
Ttems n the course of

collection from other

banks 1,071 - - - - - - 1,071
Trading assets 80,457 11,018 13,224 468 — - - 105,164
— treasury and other
ehgible ills 699 42 - - - - _ 741
— debt secunities 29,121 1,443 4,360 390 - - - 35314
—~ loans and advances
10 banks 26,657 4,844 2,594 16 - - - 34,111
— loans and advances
to customers 23,680 4,686 6,270 62 - = - 34,598

Financial assets
designated at fair

value 2,788 7 3,727 - — - - 6,592
- debt secunities 2,788 - 3,727 - - - - 6,515
— loans and advances
to banks - 77 — - - - _ )
Dervatives 80,403 14,782 3,964 1,651 — — - 100,800
Loans and advances
held at amortised cost 139,798 44,485 32,231 9,985 797 4,293 {2,191) 229,398
— leans and advances
to banks 14,882 4,261 1,254 324 - 35 @n 20,729
— loans and advances
10 customers 124916 40,224 30,977 9,661 797 4,258 (2,164) 208,669
Financial investments 24 246 266 1,660 221 - 119 — 26,452
— treasury and other
sumilar biils 799 - - - - - - 799
— debt securities 23.447 266 1,600 221 - 119 - 25,653
Other assets 3,338 779 573 6 — — - 4,696
— endorsements and
acceplances 33 61 97 - - - — 191
— accrued mmcome
and other 3,305 718 476 6 - — — 4,505
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Past due but not impaired gross financial instruments collateral 1s sufficient to repay both the principal debt and
all potential interest for at least one year, and short-term
trade facihities past due more than 90 days for technical
reasons such as delays in documentation, but where there
15 no concern over the creditworthiness of the

counterparty

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

Examples of exposures past due but not impaired include
overdue loans fully secured by cash collateral, mortgages
that are individually assessed for impairment and that are
1n arrears more than 90 days, but where the value of

(Audited)
The group
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2010
Loans and advances held
at amortised costs 944 290 239 19 22 1,514
Other assets 3 4 - 3 2 12
947 294 239 22 24 1,526
Al 31 December 2009
Loans and advances held
at amortised cost 1,518 366 235 i9 16 2,154
Cther assets 4 - 8 3 1 16
1,522 366 243 22 17 2,170
The bank
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 2010
Loans and advances held
at amortised cost 3199 171 125 7 - 702
A1 31 December 2009
Loans and advances held
at amortised cost 440 204 152 1 - 797

Impaired loans and advances to customers and banks by industry sector

(Audited)
Impaired loans and advances at Impaired loans and advances at
31 December 2010 31 December 2009
Individually Collectively Indidually Collectively
assessed assessed Total d d Total
m £m £m £m £m £m
Banks 7 - 71 97 - 97
Customers 5,651 1,061 6,712 5438 1,088 5,526
Personal 895 1,010 1,905 801 1,035 1,836
Corporate and commercial 4,174 51 4,225 4,280 53 4,333
Fmancial 582 - 582 357 - 357
5,722 1,061 6,783 5,535 1,088 6,623
Collateral and other ¢redit enhancements obtained
(Audsted)
The group The bank
2010 2009 2010 2009
£m £m £m £m
Nature of assets
Residenitial property 61 75 58 72
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The group obtained assets by taking pessession of
collateral held as secunty, or calling upon other credit
enhancements Repossessed properties are made available
for sale n orderly fashion, with the proceeds used to
reduce or repay the outstanding mndebtedness If excess

funds anise after the debt has been repaid, they are made
available either 1o repay other secured lenders with lower
priority or are returned to the customer The group does
not generally occupy the repossessed properties for its
business use

Imparment allowances and charges on loans and advances to customers

(Audired}

The table below analyses the impairment aliowances
recogmsed for impaired loans and advances that are either

mdividually assessed or collectively assessed, and
collective impawrment allowances on loans and advances
classified as not impaired

As at 31 December

2010 2009
£m fm
Gross lpans and advances
Individually assessed impaired loans’ 5,651 5438
Collectively assessed’ 283,097 272813
Impaired loans' 1,061 1,088
Non-Impaired loans® 282,036 271,725
Total gross loans and advances 288,748 278251
Imparwrment allowances
Individually assessed 2,248 2,312
Collectively assessed 1,282 1,280
Total impairment allowances 3,530 3,592
Individually assessed allowances as a percentage of individually assessed loans and advances 398% 42 5%
Collecuvely assessed allowances as a percentage of collectively assessed loans and advances 045% 047%

1 Impaired loans and advances are those classified as CRR 9, CRR 10, EL 9 or EL 10 and all retail loans 90 days or mare past due

2 Collectively assessed loans and advances comprise homogeneous groups of loans that are not considered tndiduatly sigrificant, and loans
subyect to indvidual assessment where no impairment kas been 1dentified on an indidual basis, but on which a collective rmpairment
allowances has been calculated to reflect losses which have been incurred but not yet identified.

3 Collectively assessed loans and advances not impaired are those classified as CRR1 to CRR8 and EL] 1o EL8 but excluding retatl loans 90

days past due

Impaiwrment allowances on Joans and advances to customers and banks by industry sector

(Audited)
At 31 December 2010 A1l 31 December 2009
Indivadually Collectively Individually Collectively

assessed assessed Total assessed assessed Total
allowances allowances allowances allowances allowances allowances
im £m £m im £m £m
Banks 50 - 50 57 - 57
Customers 2,248 ’ 1,282 3,530 2312 1,280 3,562
Personal 313 1,005 1,318 246 969 1,215
Cerporate and commercial 1,665 271 1,936 1,926 306 2,232
Financial 270 6 276 140 5 145
2,298 1,282 3,580 2,369 1,280 3,649
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Impairment allowances as a percentage of gross loans and advances'
{Audited)

The group
At 31 December
010 2009
% %
Banks
Individually assessed impairment allowances 019 026
Customers
Individuaily assessed impairment allowances 087 095
Collectively assessed impairment allowances 0 50 052
156 173
The bank
At 31 December
2010 2009
% %
Banks
Indvwidually assessed impairment allowances 008 ol1e
Customers
Individually assessed impairment allowances 119 117
Collectively assessed impairment allowances 0.31 031
158 167
1 Net of reverse repo transactions, seltlement accounts and stock borrowings -
Movement in impairment allowances on loans and advances to customers and banks
{Audited)
The group
Banks Customers
Individually Indwidually Collectively
assessed assessed assessed Total
£m £m £fm £m
At 1 January 2010 57 2,312 1,280 3,649
Amounts wnitten off (6) (933) (885) (1,824)
Recovernes of loans and advances written off in
previous years 1 21 137 159
Charge to income statement 877 754 1,633
Foreign exchange and other movements (4) 29 ) 37
At 3] December 2010 - 50 2,248 1,282 3,580
At ] January 2009 43 1,380 1,122 2,545
Amounts written off (21) (440) (1,119 (1,580)
Recovenes of loans and advances written 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
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The bank

At | January 2010

Amounts written off

Recovenies of loans and advances written off in
PFEVIOUS YEars

Charge te mncome statement

Foreign exchange and other movements

At 31 December 2010 . .

At 1 January 2009

Amounts written off

Recovenes of loans and advances written off 1n
pPrevious years

Charge to mncome statement

Foreign exchange and other movements

At 31 December 2009

Banks Customers
Indmidually Indvidually Collectively
assessed assessed assessed Total
£m £m £m £m
28 2,267 603 2,903
6 (826) (707) (1,539)
] 19 132 152
m 951 588 1,538
(U] (22} - (23)
21 2,389 621 3,031
43 808 560 1,411
(20) (314) (964) (1,298)
4 49 132 185
5 1,754 883 2,642
[C))] (30 3 (E2))]
28 2,267 608 2,903




HSBC BANK PLC

Report of the Directors: Risk (continued)
[ :

Movement in impairment allowances by industry sector
(Unaudited}

Impairment allowances at 1 January

Amounts written off

Personal
— residential mortgages
— other personal

Corporate and comrmercial
— commercial, industrial and nternational trade
— commercial rea! estate and other property-related
— other commercial

Financial'

Recoveries of amounts written off i previous years

Personal
—residential mortgages
— other personal

Corporate and commercial
— commercial, industnal and international trade
— commercial real estate and other property-related
— other commercial

Financial'

Charge to income statement

Personal
= residential mortgages
— other personal

Corporate and commercial
—commercial, industnal and international trade
— commercial real estate and other property-related
- other commercial

Financial’

Governments

Exchange and other movetmnents

Impairment allowances at 31 December -

Impaired allowances against banks
— indrvidually assessed

Impaired allowances agamnst custorners
— mmdividually assessed
— collectively assessed

impamment allowances at 31 December

impaiwrment allowances against customers as a percentage of loans
and advances to customers . -
— individually assessed
- collectively assessed

At 31 December .. - . e - - -
| Includes movements in impairment allowances against banks

45

2010 2000 2008 2007 2006
£m £m £m £m £m
3,649 2,545 1,796 1,766 1,885
(1,824) (3,580) {1,150) (1,297) (1,238)
{834) (1,012) (859) (1,031) (880)
31 (25) 2) (1) () |
(803) (987) (857) (1,030) (879)
{980) (508) (280) (264) (348)
(247) (275) (200) (183) (245)
(648) 93) 42) (36) (&1))
(85) {140) (38) {45) (66)
(1) (60) an @) (10}
159 170 157 268 227
136 133 150 231 194
19 17 I | — — -
117 116 150 231 194
22 32 7 34 13
11 30 4 [ 13
4 2 3 9 8
7 - - 17 12
1 5 - 3 -
1,633 2,619 1,716 1,043 935
803 1,130 876 789 776
99 | 100 | | 11 4 13
704 1,030 865 785 763
709 1,329 749 248 169
n 543 304 176 133
232 626 304 50 20
155 160 141 12 16
121 160 91 7 3)
- - ~ n 0
{37) (10%) 26 16 (43)
3,580 3,649 2,545 1,796 1,766
50 57 43 3 4
2,248 2312 1,380 920 878
1,282 1,280 1,122 873 834
3,580 3,649 2,545 1,796 1,766
% % % % %
078 0g4 046 040 044
045 047 038 038 044
123 131 0 84 078 088
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Individually and collectively assessed charge to impairment allowances by industry segment

{Unaudited)
2010
Individually Collectively
assessed assessed Total
£m m £m
Banks I - 1
Personal 98 705 803
— Residential mortgages i—l l 39 l l 99
— Other personal 33 666 704
Corporate and commercial 662 47 711
— Commercial, industnial and internauenal ade 286 kT 322
— Commercial real estate and other property-related 213 19 232
— Other commercial 163 (8) 155
Financial' 118 2 120
Total charge to income stalement 879 754 1,633
2009
Indrvidually Collecuvely
assessed assessed Total
£m £m £m
Banks 35 - 35
Personal 125 1,005 1,130
— Reswdential mortgages fl L 11 | l 100
— Other personal 36 994 1,030
Corporate and commercial 1,153 176 1,329
— Commercial, industrial and international trade 434 109 543
— Commercial real estate and other property-related 559 67 626
- Other commercial 160 - 160
Financial' 130 (5) 125
Total charge to income statement 1,443 1,176 2,619
| Includes movements n impairment allfowances against banks
Net loan impairment charge to the income statement
(Unaudited)
2010 2009 2008 2007 2006
£m £m £m £m Em
Indvidually assessed impairment allowances
New allowances 1,157 1,654 293 390 388
Release of allowances no lenger required (256) (167) (130) (194) (240}
Recovenes of amounts previously written off (22) (44} (22) (21) [81]
879 1,443 691 175 129
Collectively assessed impairment allowances
New allowances net of allowance required 1,008 1,445 1,266 1,228 1,123
Release of allowances no longer required (17 (143) {106) (113) {109
Recovertes of amounts previously written off {137) (126) (135) (247 (208)
754 1,176 1,025 868 806
Total charge for impairment losses 1,633 2,619 1,716 1,043 935
Banks 2 35| 35 — —|
Customers 1,631 2,584 1,681 1,043 935
Charge for impaimment losses as a percentage of closing gross loans
and advances 047 0381 049 036 033
At 31 December £m £m £m £m £m
Impaired loans 6,783 6,623 3,744 2,959 2,773
Impatrment allowances 3,580 3,649 2,545 1,796 1,766
Charge for impairment losses as a percentage of average gross loans and advances to customers
(Unaudited)
2010 2009 2008 2007 2006
% % % % K
Net allowances net of allowances refeases 072 1l 078 072 071
Recovenes {0 06) 007} (007} (0 15) 0 14)
Total charge for impairment losses 0 66 1 04 D71 057 057
Amount written off net of recovenes 067 063 048 071 075

L
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Liquidity and funding

(Audited)

Liquidity nisk 15 the nisk that the group does not have
sufficient financial resources to meet 1ts obligations as they
fall due, or will access to such resources only at an
excessive cost This risk anses from mismatches in the
timing of cash flows Funding nisk (a form of hquidity
nisk) anses when the liquidity needed to fund tlhquid asset
positions cannot be obtained on the expected terms and
when required

The objective of the group’s hiquidity and funding
management framework 15 1o ensure that all foreseeable
funding commitments can be met when due, and that
access to the wholesale markets 1s co-ordinated and cost-
effective To this end, the group maintains a diversified
funding base comprising core retail and corporate
customer deposits and inshtutional balances This 15
augmented with wholesale funding and portfolios of
highly hquid assets diversified by currency and maturiy
which are held to enable the group to respond quickly and
smocthly to unforeseen hiquidity requirements

The group requires its operating entities to maintain
strong Liquidity positions and to manage the hquidity
profiles of their assets, liabilities and commitments with
the objective of ensuning that their cash flows are balanced
appropnately and that all their anticipated obligations can
be met when due

The group adapts 1ts hiquidity and funding nisk
management framework 1n response to changes 1n the mix
of business that it undertakes, and to changes in the nature
of the markets in which 1t operates The group also seeks
to continuously evolve and strengthen 1ts liqguidity and
funding nsk management framework As part of this
process, the group has refined the way 1n which it
charactenses core deposits The characterisation 1akes into
account the activities and operating environment in the
entity originating the deposit, the nature of the customer
and the size and pricing of the deposit This exercise has
resulted 1n a revised nternal calculation of advances to
core funding ratio (discussed more fully below), and
comparatives have been restated accordmgly

The group employs a number of measures to monitor
hiqudity risk The emphasis on the ratio of net lrquid assets
to customer deposits, as reported 1n the Annual Repoart and
Accounts 2009, has been reduced and a ‘stressed one
month coverage rato’, an extension of the group’s
projected cash flow scenano analysis, 15 now used by the
RMM as a simple and more useful metric to express
hquidity nisk

Matunity analyses of assets and liabihities are provided
in Note 33

The management of iquidity and funding 15 primanly
undertaken locally 1n the group’s operating entities in

a7

comphiance with practices and limits set by the RMM
These limits vary according to the depth and liquidity of
the market in which the entities operate It 1s the group’s
general policy that each banking entity should be self-
sufficient when funding its own operations Exceptions are
permitted for certain short-term treasury requirements and
start-up operations or for branches which do not have
access 10 local deposit markets These entities are funded
from the group’s largest banking operations and within
clearly defined nternal and regulatory guidelines and
limits The limits serve to place formal restrictions on the
transfer of resources between group entities and reflect the
range of currencies, markets and time zones within which
the group operates

The group’s hquidity and fundmg management
process includes

s  projecting cash flows by major currency under
various stress scenarios and considering the level of

hqud assets necessary 1n relation thereto,

monitoring balance sheet hquidity and advances to
core funding raties against internal and regulatory
requirements,

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

managing the concentratton and profile of debt
maturites,

managing contingent hquidity commitment exposures
within pre-determined caps,

maintaining debt financing plans,

moniloring depositor concentration 1n order to avoid
undue rehance on large individual depositors and
ensure a satisfactory overall funding mix, and

maintainmng liquidity and funding contingency plans
These plans idenufy early indicators of stress
cenditions and describe actions to be taken in the
event of difficultes arising from systemic or other
crises, while minmimising adverse long-term
implications for the business

Primary sources of funding
(Audited)

Current accounts and savings deposits payable on demand
or at short notice form a significant part of the group’s
funding, and the group places considerable importance on
mamtaining thetr stability For deposits, stability depends
upon preserving depositor confidence 1n the group’s
capital strength and hquidity, and on competitive and
transparent prncing

The group also accesses professional markets in order
to provide funding for non-banking subsidiaries that do not
accept deposits, to maintain a presence n local money
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markets and to optimise the funding of asset maturities not
naturally matched by core deposit funding

Of total liabilities of £766 billion at 31 December
2010, funding from customers amounted to £344 billion,
of which £338 billton was contractually repayable within
one year

An analysis of cash flows payable by the group and
bank under financial iabilities by remaining contractual
maturities at the balance sheet date 1s included in Note 33
Matunty Analysis of assets and habihiies

Assets available to meet these habilities, and to cover
outstanding commitments to lend (£798 billion), included
cash, central bank balances, items 1n the course of
collection and treasury and other lls (£38 billion), loans
to banks (£57 tillion, including £54 billion repayable
within one year), and loans to customers (£285 bilhon,
including £140 billion repayable within one year) In the
normal course of business, a proportion of customer loans
contractually repayable within one year will be extended
In addition, the group held debt securities marketable at a
value of £172 bilhion Of these assets, £112 billion of debt
secunties and treasury and other bills had been pledged to
secure hiabilities

Advances to core funding ratio
(Audied)

The group emphasises the importance of core cusiomer
deposits as a source of funds to finance lending to
customers, and discourages rehiance on short-term
professional funding This 1s achieved by placing limits on

Advances to core funding ratros

banking enuties which restrict their ability to increase
loans and advances to customers without corresponding
growth 1n core customer deposits or long term debt
funding This measure 1s referred to as the ‘advances to
core funding’ ratio (previously referred to as the ‘advances
to deposits’ rat1i0)} Advances to core funding ratio hmits
are set by the RMM The ratio expresses loans and
advances to customers as a percentage of the total of core
customer deposits and term funding with a remaming term
to maturity 1n excess of one year Loans and advances to
customers which are part of reverse repurchase
arrangements, and where the group recerves securities
which are deemed to be liqud, are excluded from the
advances to core funding ratio

The group would meet any unexpected net cash
ouiflows by seiling secunities and accessing additional
funding sources such as interbank or collateralised lending
markets

The group also uses measures other than the advances
to core funding ratio to manage liquudity nisk, including
projected cash flow scenario analyses

Stressed one month coverage ratio
{Unaudited)

The stressed one month coverage ratios tabulated below
are derived from these scenario analyses, and express the
stressed cash inflows as a percentage of stressed cash
outflows over a ene month tme honizon Entities of the
group are required to target a ratio of 100 per cent or
greater

(Audued)
The group The bank
2010 2009 2010 2009
(%) (%) (*) (%)
Year end 957 965 1030 1050
Maximum 979 1092 1097 1160
Minimum 945 923 1026 1050
Average 93 993 106 0 1106
Stressed one month coverage ratio
(Unaudited)
‘The group The bank
2010 2009 2010 2009
(%) (%) (%) (%)
Year end 117 1067 1111 103 2
Maximum 1143 1104 1113 1081
Minimum 106 7 1061 1032 1013
Average 1109 1079 1082 1039

Projected cash flow scenario analyses
(Audired)

of deposit withdrawals and drawdowns on committed
lending faciliies are varted and the ability to access
interbank funding and term debt markets and generate
funds from asset portfolios 1s restricted The scenartos are
moedetled by all group banking entities The

The group uses a number of standard projected cash flow
scenanos designed to model both group-specific and
market-wide hquidity crises, in which the rate and timing
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appropriateness of the assumptions under each scenano 1s Contingent Liquidity nsk
regularly reviewed In addition to the group’s standard {Audited)

projected cash flow scenarios, individual entities are
required to design their own scenanos tailored to reflect
specific local market conditions, products and funding
bases

In the normal course of business, the group provides
customers with committed facilites, mcluding commutted
backstop lmes to conduit vehicles sponsored by the group

and standby facihities to corporate customers These
Lumts for cumulative net cash flows under stress facilities increase the funding requirements of the group
scenarnos are set for each banking entity when customers choose to raise drawdown levels over and

Both ratio and cash flow limits reflect the local market
place, the diversity of funding sources available and the
concentration risk from large depositors Comphance with
entity level limits 1s monitored and reported regularly to
the RMM

above therr normal utihsation rates The hiqumdity nsk
consequences of increasing levels of drawdown are
analysed 1n the form of projected cash flows under
dufferent stress scenarios The RMM also sets limits for
non-cancellable contingent funding commitments by

group entity after due consideration of each entity’s ability
to fund them The imuts are split according to the
borrower, the liqmdity of the underlying assets and the
s1ze of the commtted hine

The group’s contractual exposures as at 31 December monitored under the contingent hqudity risk hmt structure

(Audited)
The group The bank
2010 2009 2010 2009
£bn £bn £bn £bn
Conduts
Client-originated assets*
—total lines 51 46 35 31
— largest indiviciual lines 04 (o333 04 06
Assets managed by the group® 165 179 165 179
Single-1ssuer hquidity facallities
— five largest 27 28 27 28
- largest market sector® 54 48 54 48

| These exposures relate to consolidated multi-sefler condurts These velucies provide funding to group customers by 1ssuing debt secured by a

diversified pool of customer-originated assets

2 These exposures relate to consolidated secunines investment conduits, primaridy Solttarre and Mazarin These velucles issue debt secured by

asser-backed securities which are managed by the group

3 These figures represent the five largest committed liquidity facilines provided to cusiomers, other than those faciities to conduits
4 These figures represent the total of all commutted Iiquidity facilines provided to the largest market sector, other than those facilines to

conduits

Market risk
(Audited)

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

The group separates exposures to market risk into
trading or non-trading portfolios Trading portfolios
include positions ansing from market-making, position-
taking and others designated as marked-to-market

Non-trading portfolios include positions that
prnimartly arise from the interest rate management of the
group’s retatl and commercial banking assets and
habilities, financial mvestments designated as available-
for-sale and held-to-maturity, and exposures arising
from the group’s msurance operations

For market nsk anising 1 the group’s mnsurance
business, refer to page 59

Monitoring and himiting market risk exposure
(Audited)

The group’s objective 1s to manage and control market
nisk exposures 1n order to optimise return on risk while
mamntaining a market profile consistent with our status
as one of the world’s largest banking and financial
SETVICES organisations

The management of market nisk 1s principally
undertaken n Global Markets using risk hmits
approved by the Group Management Board Limits are
set for portfolios, products and nsk types, with market
liquudsty being a primary factor in deterrmining the level
of limits set Group Risk, an mdependent unit within the
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Group Management Office, 1s responsible for HSBC’s
market risk management policies and measurement
techmques Each major operating entity has an
mdependent market risk management and control
function which is responsible for measuring market risk
exposures 1n accordance with the policies defined by
Group Risk, and momioring 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 product 1n 1ts business
and to transfer them to either its local Global Markets
unit for management, or to separate books managed
under the supervision of the local Asset and Liability
Management Committee ({ALCO’) The aim 1s to
ensure that all market nsks are consolidated within
operations which have the necessary skills, tools,
management and governance to manage them
professionally In certain cases where the market risks
cannot be fully transferred, simulation modelling 1s
used to 1dentify the impact of varying scenarios on
valuations and net interest Income

The group uses a range of tools to monitor and
limit market nsk exposures These mclude value at risk
(*VAR?’), sensihivity analysts and stress testing

Sensitivity analysis
(Unaudited)

Sensitivity measures are used to monitor the market risk
positrons within each nisk type, for example, the present
value of a basis point movement in interest rates, for
terest rate risk  Sensitivity limits are set for portfolios,
products and nisk types, with the depth of the market
being one of the principal factors i determining the
level of limits set

Value at risk ('VAR’)
(Audited)

VAR 15 a techmque that estimates the potential losses
on risk positions as a result of movements i market
rates and prices over a specified time honzon and to a
given level of confidence

The VAR models used by the group are
predomunantly based on historical simulation These
models derive plausible future scenanos from past
series of recorded market rates and prices, taking mnto
account mter-relationships between different markets
and rates such as interest rates and foreign exchange
rates The models also incorporate the effect of option
features on the underlying exposures

The histonical simulation models used by the group
assess potential market movements with reference to
data from the past two years and calculate VAR to a 99
per cent confidence level and for a one-day helding
period

50

The group routinely vahdates the accuracy of its
VAR models by back-testing the actual daily profit and
loss results, adjusted to remove non-modelled items
such as fees and commissions, against the
corresponding VAR numbers Statistically, the group
would expect to see losses mn excess of VAR only 1 per
cent of the time over a one-year period The actual
number of excesses over this period can therefore be
used to gauge how well the models are performing

AMlhough a valuable guide to r1sk, VAR should always
be viewed 1n the context of its limitations

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

* the use of a one-day holding peniod assumes that
all positions can be liquidated or the risks offset 1n
one day This may not fully reflect the market risk
ansing at ttmes of severe 1lliquidity, when a one-
day holding period may be insufficient to hquidate
or hedge ali positions fully,

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

* VAR5 calculated on the basis of exposures
outstanding at the close of business and therefore
does not necessarily reflect intra-day exposures,
and

¢ VAR s unlikely to reflect loss potential on
exposures that only anise under significant market
movements

Stress testing
(Audhted)

In recognition of VAR’s linitations, the group
augments VAR with stress testing to evaluate the
potential impact on portfolio values of more extreme,
although plausible, events or movements 1n a set of
financial varables The process 15 governed by the
‘Stress Testing Review Group® forum which, in
cenjunction with regional nsk managers determines the
scenarios to be applied at portfolio and consolidated
level, as follows

¢ sensitivity scenarnos consider the impact of any
single nsk factor or a set of factors that are unhkely
to be captured within the VAR models, such as the
break of a currency peg,

* technical scenarios consider the largest move in
each nisk factor, without consideration of any
underlying market correlation,

= e e s ey
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*  hypothetical scenarios constder potential macro
economic events, for example, a global ftu pandemic,
and

*  histornical scenarios incorporate historical observations
of market movement during previous penods of stress
which would not be captured within VAR

Stress testing results provide semor management with
an assessment of the financial impact such events would
have on the profit of the bank

Trading and non-trading portfolios
The following table provides an overview of the reporting
of nsks within this section

Portfoho
Trading Non-trading
Risk type
Foreign exchange and commodity VAR VAR'
Interest rate VAR VAR
Equity VAR Sensitrvity
Credit spread VAR VAR?

| The reporting of commodity risk is consohidated with forergn
exchange risk and 1s not applicable to non-trading portfolios
2 Non-trading credit spread for AFS positions only

Trading portfolios
(Audited)

Risk measurement and control

The group’s control of market risk mn the trading portfolios
1s based on a policy of restricting individual operations to
trading within a list of permissible instruments authornsed
for each site by Group Rusk, of enforcing rigorous new
product approval procedures, and of restricting trading 1n

Total trading VAR by risk type

Foreign

exchange and

commeodity

£m

At 31 December 2010 120

At 31 December 2009 11 ¢

Average

2010 164

2009 120
Minimum

2010 36

2009 64
Maximum

2010 410

2009 330

Valus at risk of the trading and non-trading
portfolios

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

Value at risk

(Audited)
2010 2009
£m £m
At 31 December (excluding non-
trading credut spread VAR) 950 535

The rise 1n interest rate volatility, coupled with a
modest increase 1 underlying interest exposure, resulted
i a higher VAR and the end of 2010 compared with the
end of 2009

With effect from 21 May 2010, the basis of the VAR
computation was changed to include non-trading credit
spread VAR At 31 December 2019, the total VAR
(including non-trading credit spread VAR for available-
for-sale positions) was £169 2 milhon The 2010 average,
minimum and maximum ¢alculations, included in the table
below, mclude the :mpact of non-trading credit spread
VAR from 21 May 2010

2010 2009

£m £m

Average 2113 896
Minimum 147 5 497
Maximum 2794 1661

the more complex derivative products only to offices with
appropnate levels of product expertise and robust control
systems

The VAR for such trading activity within Global
Markets at 31 December 2010 was £43 0 million (2009
£42 0 mlbon) This s analysed below by nisk type

Interest rate Equity Credrt Total'
£m im £m £m
276 75 208 430
344 113 254 420
315 55 266 567
371 71 285 489
183 16 147 263
241 29 145 284
532 12 8 413 851
686 134 553 857

Y The total VAR is non-additive across risk types due to diversification effects

The VAR for the overali trading activity as at 31 December 2010 1s relatively unchanged from 2009
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Credit spread risk

Credit spread nisk also anses on credit derivative
transactions entered into by Global Banking 1n order to
manage the nisk concentrations within the group’s
corporate loan portfolio and so enhance capital efficiency
The mark-to-market of these transactions 15 reflected in the
mcome statement

At 31 December 2010, the credit VAR on the credit
derivatives transactions entered into by Global Banking
was £20 § mullion (2009 £25 4 milhion)

Gap rnisk

Even for transactions that are structured to render the nsk
to the group neghgible under a wide range of market
conditions or events, there exists a possibility that a
significant gap event could lead to loss A gap event could
anse from a significant change in market pnice with no
accompanying trading opportumty, with the result that the
threshold 1s breached beyond which the nisk profile
changes from having no risk to full exposure to the
underlying structure Such movements may occur, for
example, when, 1 reaction to an adverse event or
unexpected news announcements, the market for a specific
investment becomes 1lliquid, making hedging impossible

Given their characteristics, these transactions make
Intle or no contribution to VAR or to traditional market
nsk sensitivity measures The group captures the nsks
with:n the stress testing scenarios and menitors gap risk on
an ongoing basis The group regularly considers the
probability of gap loss and fair value adjustments are
booked against this nsk ' We have not incurred any
material gap loss in respect of such transactions n the 12
months ended 31 December 2010

Non-trading portfolios
(Audsted)

Risk measurement and control

The principal objective of market risk management of non-
trading portfolios 1s to optimise net interest Income
Interest rate risk n non-trading portfolios anses
principally from mismatches between the future yield on
assets and theirr funding cost, as a result of mterest rate
changes Analysis of this risk is complicated by having to
make assumptions on embedded optionality within certam
product areas such as the incidence of mortgage
prepayments, and from behavioural assumptions regarding
the economic duration of habiliies which are contractuaily
repayable on demand such as current accounts

The group’s control of market nisk i non-trading
portfolios 1s based on transfernng the rsks to the books
managed by Global Markets or the local ALCO The net
exposure 1s typically managed through the use of interest
rate swaps within agreed limits The VAR for these
portfolios 15 included within the group VAR (see ‘Value at
nisk of the trading and non-trading portfolios’ above)
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Credit spread sk

The nsk associated with movements in credit spreads 15
primanly managed through sensitivity limuts, stress
testing, and VAR for those portfolios where VAR 1s
calculated We have miroduced credit spread as a separate
nsk type within the group’s VAR models on a global
basis The VAR shows the effect on income from a one-
day movement in credit spreads over a two-year period,
calculated to a 99 per cent confidence interval

At 31 December 2010, the sensitivity of equity capital
to the effect of movements in credit spreads based on
credit spread VAR, on the group’s available-for-sale debt
securities was £157 1 million (2009 £207 8 million) The
sensitivity was calculated on the same basis as for the
trading portfolio It increased to £181 3 mullion after
including the gross exposure for the SICs consolidated
within the group’s balance sheet This sensitivity 15
calculated before taking into account losses which would
have been absorbed by the capital note holders At 31}
December 2010, the capital note holders can absorb the
first US$2 2 alhon (2009 US$2 2 billon) of any losses
incurred by the SICs prior to us incurring any equity
losses

The notable decrease in this sensitivity at 31
December 2010 compared with 31 December 2009 was
due to the effect of lower volatility in credit spreads
observed during 2010

Fixed-rate securities

The principal non-trading risk which 1s not included n the
VAR reported for Global Banking and Markets arises out
of Fixed Rate Subordinated Notes The VAR related to
these instruments was £26 2 million at 31 December 2010
(2009 £30 6 million), whilst the average, mimmum and
maximum during the year was £31 4 milbon, £19 0
million and £36 8 million respectively (2009 £31 6
million, £29 4 million and £34 7 million)

Equity securities held as available-for-sale

Market nisk arises on equity secunties held as available-
for-sale The fair value of these securities at 31 December
2010 was £1,426 million (2009 £2,316 million)

The farr value of the constrtuents of equity securities
held as available-for-sale can fluctuate considerably A 10
per cent reduction 1n the value of the available-for-sale
equities at 31 December 2610 would have reduced equity
by £143 mulhion (2009 £203 mllwn) For details of the
impairment incurred on available-for-sale equity securities
see the accounting policies i Note 2())

Structural foreign exchange exposures
(Unaudited)

Structural foreign exchange exposures represent net
investments m subsidianies, branches and associates, the
functional currencies of which are currencies other than
the sterling An entity’s functional currency 1s the currency
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of the primary economic environment 1n which the enuty
operates

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

The group hedge structural foreign currency
exposures only in hmited circumstances The group’s
structural foreign exchange exposures are managed with
the pnmary objective of ensurning, where practical, that the
group’s consolitdated capital ratios and the capatal ratios of
individual banking subsidiaries are largely protected from
the effect of changes in exchange rates This 1s usually
ach:eved by ensuring that, for cach subsidiary bank, the
ratio of structural exposures 1n a given currency to nisk-
weighted assets denominated 1n that currency 1s broadly
equal to the capital ratio of the subsidiary 1n question

The group may also transact hedges where a currency
in which the group have structural exposures 1s considered
to be significantly overvalued and 11 15 possible n practice
to transact a hedge Any hedging 1s undertaken usmg
forward foreign exchange contracts which are accounted
for under IFRSs as hedges of a net investment 1n a foreign
operation, or by financing with borrowings 1n the same
currencies as the functional currencies involved No
forward foreign exchange hedges were 1n place during
2010 or at the end of 2009

For details of structural foreign exchange exposures
see Note 34 Foreign exchange exposures

Sensitivity of net interest income
(Unaudtted)

A principal element of the group’s management of market
nisk in non-trading portfolios 13 monitering the sensitivity
of projected net mterest iIncome under varymg terest rate
scenarios (simulation modelling) The group aims to
mitigate the effect of prospective interest rate movements
which could reduce future net interest income, while
balancing the cost of hedging such activities on the current
revenue stream

For simulation modelling, businesses use a
combination of scenanos relevant to them and therr local
markets and standard scenanos whrch are required
throughout the group The standard scenarios are
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consohidated to illustrate the combined pro forma effect on
the group’s consolidated portfelio valuations and net
interest income

Defined benefit pension scheme
(Audted)

Market risk also arises 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 tflows Pension scheme obligations fluctuate with
changes m 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 in assets which
are insufficient over time to cover the level of projected
obligations and these, mn turn, could increase with a rise 1in
mnflatton and members living longer Management,
together with the trustees who act on behalf of the pension
scheme beneficiaries, assess these risks using reports
prepared by mdependent external actuaries and takes
action and, where appropnate, adjust mvestment strategies
and contribution levels accordingly

The present value of the group’s defined benefit
pension schemes’ hiabilines was £15 6 billion at 31
December 2010 compared with £14 1 billion at 31
Pecember 2009 Assets of the defined benefit schemes at
31 December 2010 compnised equity investments 16 per
cent (17 per cent at 31 December 2009), debt securities 69
per cent (70 per cent at 31 December 2009} and other
(including property) 15 per cent (13 per cent at 31
December 2009)

Concentrations of market risk exposures
{Audited)

Analysis of asset-backed securities

Dunng the pented a total valuation increase of £2,914
million on available-for-sale assets was recognised m
other comprehensive income This primarily relates to
valuation gains on asset-backed securities The table
shows the group’s market nsk exposure to asset-backed
securities (including those carned at fair value through
profit and loss and those classified as available-for-sale)
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Asset Backed Securities
31 December 2010

31 December 2009

Net Net
Gross CDSgross  Pnnapal  Carrying Gross  CDS gross Prncipal Carrying
prmcipal’  protection®  expesure™  Amount’ principal  protection  exposure®  Amount®
£m £m £m £m £m £m £m £m
High grade' 22,313 4,145 18,168 15,631 28,161 5,367 22,794 18,466
rated Cto A 16,295 141 16,154 9,850 14,696 564 14,132 6,832
not pubhicly rated 493 - 493 215 121 - 121 62
Total asset-backed secunties 39,101 4,286 34,815 25,696 42 978 5,931 37,047 25360

1 High grade assets rated AA or AAA

The gross principal 1s the redempiion amount on maturity or in the case of an amorusing mstrument, the sum of the future redemption

amounts through the residual Life of the securuy

protecnion, except where this protection 1s purchased with a CDS
Carrying amount of the net principal exposure

A CDS 1s a credit default swap CDS protection principal 15 the gross principal of the underlying instrument that 1s protected by CDSs
Net principal exposure is the gross principal amount of assets thar are not protected by CDSs 1t includes assets that benefit from monoline

The asset backed securities are primartly US doilar (‘“USD?) denominated Principal and carrying amounts are converted into sterling

(‘GBF'} at the prevailing exchange rates at 31 December (2010 1GBP USD I 552, 2009 IGBP USD 1 560)

Included n the above table 15 carrying amount of £8,752
mullion (2009 £8,642 milhon) held through SPEs that are
consolidated by the group Although the group includes
these assets in full on its balance sheet, sigmificant first
loss nisks are borne by third party investors, through the
mvestors” holdimgs of capital notes subordinate to the

Special purpose entities
(Audited)

The group enters into certain transactions with customers
1n the ordnary course of busmess which involve the
establishment of special purpose entities (‘SPEs’) to
facilitate or secure customer transactions

The group structures that utilise SPEs are authorised
centrally when they are established to ensure appropnate
purpose and governance The activities of SPEs
admimistered by the group are closely monitored by semor
management

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

Conduits

The group sponsors and manages two types of conduits
securities investment condwts (*SICs’) and multi-seller
conduits

Securties nvestment conduits

Solstaire, the group’s principal SIC, purchases highly rated
asset-backed secunties (‘ABSs’) to facilitate taliored
investment opportunities The group’s other SICs,
Mazarin, Barion and Malachite, evolved from the
restructuring of the group’s sponsored structured
mvestment vehicles (‘SIVs’) in 2008

Multi-seller conduits
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group’s holdings The carrying amount of the capatal note
liabilities has been reduced by impairment charges of £265
muliion for the year ended 31 December 2010 (2009 £408
milhon)

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

Money market funds

The group has established and manages a number of
money market funds which provide customers with
tailered mvestment oppertamities within narrow and well-
defined objectives

Non-money market investment funds

The group has established a large number of non-money
market investment funds to enable customers 1o 1nvest 1n a
range of assets, typically equities and debt securities

Securitisations

The group uses SPEs to securiise customer loans and
advances 1t has originated, manly n order to diversify its
sources of funding for asset origination and for caprtal
efficiency purposes The SPEs are not consohdated when
the group 1s not exposed to the majority of nsks and
rewards of ownership

Other

The group also establishes, 1n the normal course of
busmess for a number of purposes, for example, structured
credit transactions for customers to provide finance to
public and private sector infrastructure prozects, and for
asset and structured finance transactions
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Third party sponsored SPEs

Through standby hquidity facility commitments, the group
has exposure to third party sponsored SIVs, conduits and
securitisations under nermal banking arrangements on
standard market terms  These exposures are not considered
sigmificant to the group’s operations

Additional off-balance sheet arrangements and
commitments

Additional off-balance sheet commitments such as
financial guarantees, letters of credit and commitments to
lend are disclosed 1n Note 38

Leveraged finance transactions

Loan commutments 1n respect of leveraged finance
transactions are accounted for as derivatives where 1t 1s the
group’s intention to sell the loan after origination

Operational risk

(Unaudited)

Operational nisk 1s relevant to every aspect of the group’s
business and covers a wide spectrum of 1ssues Losses
arising through fraud, unauthonised activities, errors,
omussion, inefficiency, systems failure or from external
events all fall within the defimtion of operational nisk

The objective of the group’s operational nsk
management 15 10 manage and control operahonal nsk i a
cost effective manner within targeted levels of operational
nisk consistent with the Group’s nisk appetite, as defined
by the Group Management Board

A formal group-wide governance structure provides
oversight over the management of operational sk A
Global Operational Risk and Internal Control Committee
(*GORICC"), which reports to the Group RMM, meets at
least quarterly to discuss key risk issues and review the
effective implementabon of the Group’s operational nsk
management framework Regtons are responsible for
ensuring that country and business umt Operational Rusk
and Internal Control Commuittees (“QRICC’) are
established within the Region and Global Business
consistent with the need to maintain oversight over all
businesses and operations  Accordingly, at the regional
level, the group’s Operational Risk and Internal Control
Committee (‘HBEU ORICC’) meets monthly to ensure
that the operational nisks mherent 1n the regional activities
are 1dentified, assessed and controlled in accordance with
the regional nsk appetite Local country and business line
ORICCs feed into the HBEU ORICC and are held at feast
quarteriy In addition, output and sigmificant 1ssues from
the regional, country and business line ORICCs are fed
into the group’s Risk Management Meeting and the
group’s Board as appropriate The HBEU ORICC also
reports to the GORICC
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The group’s Regtonal Operational Rask and Internal
Control team supports the European Chief Financial
Officer and Chief Risk Officer through continuing
oversight and assurance over the management of
operational nsk by businesses and cperations Operational
Risk and Internal Control teams have also been established
1n all countries in the region with responsibility for
coordinating and providing oversight over implementation
of the Operational Rask Management Framework within
their respective countries

Business managers are responsible for mamntaining an
acceptable level of internal contrel, commensurate with
the scale and nature of operations across Europe They are
responsible for identifying and assessing risks, designing
controls and monitoring the effectiveness of these controls
The operational rnisk management framework assists
managers to fulfil these responsibilities by defining a
standard nisk assessment methodology and providing a
tool for the systematic reporting of eperational loss data
Central Operational Risk and Internal Control teams
within the country and at the regional level provide
assurance and oversight over the business control activities
through a programme of risk and controf reviews during
the year

A centralised database 15 used to record the results of
the operational risk management process Operational risk
contro] assessments are nput and maintained by business
umts To ensure that operational risk losses are
consistently reperted and monitored at country, regional
and group level, all group companies are required to report
individual losses when the net loss 1s expected to exceed
US$10,000

Legal risk

Each eperating company 15 required to implement
procedures to manage legal nisk that conform 1o the
Group’s standards Legal nisk falls within the definition of
operational nsk and ncludes contractual risk, dispute nisk,
legislative nsk and non-contractual nghts nsk

»  Contractual nisk 1s the nisk that the nghts and/or
obhigations of a group company within a contractual
relationship are defective

+  Dispute nsk 15 made up of the nisks that a group
company 15 subject to when 1t 1s involved 1 or
managing a potential or actual dispute

*  Legslative nsk 1s the risk that a group company fails
to adhere to the laws of the junsdictions in which 1t
operates

+  Non-contractual rights risk 1s the risk that a group
company’s assets are not properly owned or are
infringed by others, or a group company infringes
another party’s rights

[ —
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The group has a legal function, headed by the General
Counsel for Europe, to assist management 1n controlling
legal nsk The function provides legal advice and support
in managing claims against the group’s companies, as well
as 1 respect of non-routine debt recoveries or other
htigation against third parties There are legal departments
1n a number of countries in which the group operates

The group’s operating companies must noufy the
appropriate legal department immediately any liigation 1s
either threatened or commenced against the group or an
employee Any claims which exceed £1 milhon or
equivalent must be advised to the General Counsel for
Europe The General Counsei for Europe must also be
immediately advised of any action by a regulatory
authority, where the proceedings are criminal, or where the
claim might matenally affect the group’s reputation

In addition, the group’s operating companies are
required to submit semi annual returns detailing
outstanding claims where the claim (or group of similar
claims) exceeds £6 5 milhion, where the action 1s by a
regulatory authority, where the proceedings are criminal or
where the claim might matenally affect the group’s
reputation These returns are used for reporting 1o various
commutices within the group

Comphiance risk

Compliance nisk falls within the defimtion of operational
nsk All group companies are required 1o observe the letter
and spinit of all relevant laws, codes, rules, regulations and
standards of good market practice These rules,
regulations, other standards and group pohcies include
those relating to anti-money laundering, counter terrorist
financing and sanctions comphance

The Group Comphance function supports line
management 1n ensuring that there are adequate polrcies,
procedures and resources to mitigate comphance nsk The
Regional Comphance Officer, Europe oversees
comphance teams 1n all of the countries where the group
operates Additionally, Global Compliance Officers
oversee complhance arrangements within large and
complex businesses such as the bank and Global Banking
and Markets

Group Comphance policies and procedures require the
prompt dentification and escalation of all actual and
suspected breaches of any law, rule, regulation, Group
policy or other relevant requirement These escalation
procedures are supplemented by a requirement for the
submission of comphance certificate at the half-year and
year-end by all group compamies detailing any known
breaches The contents of these escalation and certificatien
processes are used for reperiing to the RMM, the Risk
Commuttee and the Board and disclosure in the Annual
Report and Accounts and Interim Report, if appropnate
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Group security and fraud risk

Security and Fraud Risk, Europe, which has responsibility
for physical nisk, fraud, information and contingency nsk,
15 fully integrated within the group's Technology and
Services function, but with functional direction from
Group Security and Fraud Risk All group companies
manage their nisk 1n accordance with standards set by
Secunity and Fraud Risk, Europe, which also provides
expert advice and support

Data securnity

In March 2010 HSBC Pnivate Bank (Suisse) SA
announced that 1t had been the victim of a significant data
theft In 2010, HSBC Private Bank (Suisse) SA conducted
a comprehensive review of 1ts nformation security
procedures, formulated and implemented major secunity
upgrade programmes and continued a multi-million franc
ivestment programme 1a systems to ensure mdustry-
leading secunity standards It also reviewed and
strengthened nisk management and operational controls
and will continue to invest in these areas In March 2010,
the Swiss Financial Market Supervisory Authority
(‘FINMA") launched an mnvestigation into the
crcumstances of the data theft On 22 February 2011, a
notice of decision with a declaratory ruhing was received
from FINMA following such mvestigation which found
that, because of deficiencies in 1ts internal orgamsation and
oversight of its IT activities, HSBC Private Bank (Swsse)
SA had breached various supervisory requirements HSBC
Private Bank (Suisse) SA 1s currently considering the
details of the notice of decision and actions required by
FINMA

Risk management of insurance
operations

(Audited)

The group operates a bancassurance model which provides
msurance preducts for customers with whom the group has
a banking relattonship Insurance products are sold to all
customer groups, mainly utilising retai! branches, the
internet and phone centres Personal Financial Services
customers attract the majonity of sales and comprse the
majonity of policyholders

Many of these insurance products are manufactured
by group subsidiartes This allows the group to retain the
nisks and rewards associated with writing insurance
contracts, which includes both the underwnting profit and
the commission paid by the manufacturer to the bank
distributien channel within the group

Where 1t 15 considered operationally more effective,
third parties are engaged to manufacture mmsurance
products for sale through the group’s banking network
The group works with a limited number of market-leading
partners 1o provide the products These amrangements earn
the group a commission
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The majority of the nisk in the group’s msurance
business derves from manufacturing activities and can be
categonsed as insurance risk and financial isks The
msurance manufacturers set their own control procedures
n addition to complying with gmdehnes 1ssued by the
Group Insurance Head Office

The control framework for monitoring ri1sk ncludes the
UK, European and Middle East Insurance Regional Risk
Commuttee, which oversees the status of the significant
nisk categories n the insurance operations Four
subcommuttees of this Commuttee focus on products and
pricing, market, hquidity risk and credit nisk, operational
risk and msurance nsk, respectively In addition, local
ALCOs and Rusk Management Committees monitor
certain risk exposures, manly for hife business where the
duration and cash flow matching of insurance assets and
habilities are reviewed

All insurance products, whether manufactured internally or
by a third party, are subjected to a product approval
process Approval 1s provided by the UK, European and
Middle East Regional Insurance Head Office or Group
Insurance Head Office depending on the type of product
and nts nisk profile The approval process 1s formahsed
through the Product and Pricing Committee, which
comprises the heads of the relevant nisk functions within
nsurance

Insurance risk of nsurance operations
(Audited)

Insurance nisk 1s the nisk, other than financial nisk,
transferred from the holder of the insurance contract to the
1ssuer (the group) The principal msurance nsk faced by
the group 1s that, over time, the cost of acquinng and
administering a contract, claims and benefits may exceed
the aggregate amount of premiums received and
investment income

The cost of claims and benefits can be influenced by many
factors, including mortahty and morbidity expenence,
lapse and surrender rates and, if the policy has a savings
element, the performance of the assets held to support the
habilities

The insurance contracts sold by the group relate, pnmarily,
to core underlying banking activities, such as savings,
investment and/or credit hfe products Life and non-tife
business insurance nisks are controlled by high level
policies and procedures set centrally, taking into account,
where appropnate, local market conditions and regulatory
requirements

Reinsurance 1s also used as a means of miigating
exposure, 1n particular to aggregation of catastrophe nsk
Although reinsurance provides a means of managing
insurance risk, such contracts expose the group to
counterparty risk, the nisk of default by the remnsurer
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A principal tool used by the group to manage 1ts exposure
to insurance nsk, in particular for Life insurance contracts,
18 asset and hability matching Of particular importance 15
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 followmng tables analyse the group’s msurance nsk
exposures by type of business

Analysis of hfe insurance risk — habalrties to

pohcyholders
(Audited)
2010 2009
£m £m
Life (non-linked)
— Insurance contracts with DPF ! 211 695
- Credit Life 169 247
~ Annuities 304 278
Term assurance and other long-term
contracts 204 286
Total Life (non-linked) 333 1,506
Life {linked) 1,464 1,310
Investment contracts with DPF ! 2 14,205 12,930
Insurance habilities to pohcyholders 16,557 15,746

1 Insurance contracty and rvestment contracts with discretionary
participation features ( DPF ) give policyholders the contractual
right to recerve as a supplement to thewr guaranteed benefits,
additional benefits that are likely to be a sigmficant portion of the
total contractual benefits, but whose amount or timing is
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

Although investment contracts with DPF are _financial mvestments
the group continues to account for them as insurance contracts as
permitted by IFRS 4

Insurance risk ansing from life insurance depends on the
type of business, and vanes considerably The principal
drivers of insurance nisks are mortality, morbidity, lapse,
surrender and expense levels The habilities for long-term
contracts are set by reference to a range of assumptions
around these drivers, typically reflecting each entity’s own
expenience Economtc assumptions, such as investment
returns and 1nterest rates, are usually based on observable
market data Changes in underlying assumptions affect the
Liabilities

Non-life insurance risk — net written insurance

premiums
(Audited)

Non-life insurance contracts include motor, fire and other
damage to property, accident and health, and repayment
protection Credit non-hfe insurance 1s originated n
conjunction with the provision of loans

Net wnitten mnsurance premiums amounted to Accident
and healih £53 million (2009 £60 million), Motor £nil
(2009 £82 million), Fire and other damage £25m (2009
£46 million), Credit £16 million (2009 £22 mulhon) and
Marine, aviation and other £14 million (2009 £22
nullion)
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Financial risks of tnsurance operations
(Audited)

The group’s insurance businesses are exposed 10 a range of
financial nisks, including market risk, credit nisk and
hquidity nsk The nature and management of these risks 1s
described below

Manufacturing subsidiaries are exposed to financial nsk
when, for example, the proceeds from financial assets are
not sufficient 1o fund the obligations ansing from non-
linked insurance and investment contracts

Local regulatory requirements prescribe the type, quality
and concentration of assets that the group’s insurance

manufacturing subsidiaries must maintain to meet
insurance labilittes These requirements complement
Group-wide policies

The followng table analyses the assets held in the group’s
msurance manufacturing subsidiaries as at 31 December
2010 by type of contract, and provides a view of the
exposure to financial nsk

Financial assets held by insurance manufacturing subsidiaries

(Audzited}

At 31 December 2010

Life linked Life non-linked Non-hfe
contracts contracts msurance Other assets Total
£m £m £fm £m £m
Financial assets designated at fair value
Treasury bills -1 5 - 6 19
Debt securities 1,679 T30 - 220 2,629
Equity secunties 4,082 3,280 - 383 7,745
5,769 4,015 — 609 10,393
Financial investments - available-for-sale
Treasury bills - - - - -
Other eligible bills - 23 %0 140 253
Debt secunities - 9,454 86 U 10,297
Equity secunibies - - - 16 16
— 9,477 176 913 10,566
Denvatives 5 147 - 2 154
Other financial assets 427 710 278 244 1,659
6,201 14,349 454 1,768 22,772
At 31 December 2009
Life linked  Life non-linked Non-life
contracts contracts msurance Other assets Total
£fm £m fm fm £m
Financial assets designated at fair value
Treasury bills 28 5 - 2 35
Debt securties 1,145 808 - 156 2,109
Equity securities 3,645 2,769 - 531 6,945
4818 3,582 — 689 9,089
Financial mvestments - available-for-sale
Treasury bills - - 130 51 181
Other ehigible bills - 16 78 78 172
Debt secunties - 9,217 - 716 9,933
Equity secunies - - - 18 18
- 9,233 208 263 10,304
Denvatives 185 89 - 1 275
Other financial assets 293 817 400 281 1,791
57296 13,721 608 1,834 21,459
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Approximately 537 per cent of financial assets were
invested in debt secunities at 31 December 2010 (2009 56
per cent), with 34 per cent invested 1n equity secunties
(2009 32 per cent)

In Iife inked nsurance, premium income less charges
levied 15 invested in a portfoho of assets The group
manages the financial risks of this product on behalf of the
policyholders by holding appropriate assets in segregated
funds or portfolios to which the habilities are linked

These assets represented 27 per cent of the total financial
assets of the group’s insurance manufacturing subsidiaries
at the end of 2010 (2009 25 per cent)

Market risk of insurance operations
fAudied)

Market nisk arises when mismatches occur between
product habilities and the investment assets which back
them For example, mismatches between asset and hability
yields and maturities give rise to interest rate nisk

The main features of products manufactured by the
group’s insurance manufacturing subsidiaries which
generate market risk, and the market nsk to which these
features expose the subsidianes, are discussed below

Long-term msurance or imvestment products may
incorporate etther investment return or capital repayment
guarantees or both Subsidiaries manufacturing products
with guarantees are usually exposed to falls in market
interest rates as they result in lower yields on the assets
supporting guaranteed investment returns payable to
pohicyholders

The proceeds from msurance and nvestment products
with DPF are primarily mvested in bonds with a
proportion allocated to equity securities 1n order to provide
customers with the potential for enhanced returns
Subsidianes with pertfolios of such products are exposed
to the nisk of falls in the market prices when they cannot
be fully reflected in the discretionary bonuses An increase
in market volatihty could also result 1n an increase i the
value of the guarantee to the policyholder

Long-term insurance and investment products typically
permut the policyholder to surrender the policy or let it
lapse at any time When the surrender value 15 not Iinked
to the value realised from the sale of the associated
supporting assets, the subsidiary 1s exposed to market nsk

For unit-linked contracts, market nisk 15 substantially borne
by the policyholder, but the group typically remams
exposed to market risk as the market value of the linked
assets influences the fees earned for managing them

Each msurance manufacturing subsidiary manages
market nsk by using some or all of the following
techniques

+  for products with DPF, adjusting bonus rates to
manage the habsl:ties to policyholders,

*  as far as possible, matching assets to habilities,
s using derivatives to a lumited extent,

*  for new products with investment guarantees,
considening the cost when determiming the level of
premiums or the price structure,

s  periodically reviewing products identified as higher
risk, which contain guarantees and embedded
optionahty features hnked to savings and investment
products,

s ncluding features designed to mitigate market risk in
new products, and

»  exiting, to the extent possible, investment portfolios
whose risk 1s considered unacceptable

The group’s insurance manufactunng subsidiaries monitor
exposures against mandated iimits regularly and report
these quarterly 1o the Regional Insurance Head Office
Exposures are aggregated and reported to senior nsk
management forums, including the Regional Insurance
Market, Liquidity and Credit Risk Commuttee, the
Regional Insurance Risk Committee and the Regional
Stress Testing Commuttee

Standard measures for quantifying market risks are as
follows

*  for interest rate nsk, the sensitivities of the net present
values of asset and expected habihty cash flows, in
total and by currency, to a one basis point paraltel
upward shift in the discount curves used to calculate
the net present values,

s for equity price risk, the total market value of equity
holdings and the market value of equity holdings by
region and country, and

¢ for foreign exchange nsk, the total net short foreign
exchange position and the net foreign exchange
positions by currency

The standard measures are relatively straightforward to
calculate and aggregate, but have hmitations The most
sigmificant 15 that a parallel shift in yield curves of one
basis point does not capture the non-linear relationships
between the values of certamn assets and habilities and
interest rates Non-lineanty anses, for example, from
investment return guarantees and preduct features which
enable policyholders to surrender their policies

The group recognises these lintations and augments its
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 after taking into consideration
tax and accounting treatments where matenal and relevant.
The results of these stress tests are reported to the
Regional Insurance Head Office and nsk committees
every guarter
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The following table 1llustrates the effect of vanous interest
rates, equity price and credit spread scenarios on the
profits for the year and total equity of insurance
manufactuning subsidianes Where appropnate, the impact
of the stress on the present valve of the mn-force long-term
insurance business asset (‘PVIF’) 1s included in the results
of the stress tests The relatonshtp between the values of
certain assets and liabilities and the nisk factors may be

non-hnear and, therefore, the results 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 pohicyholder
behaviour that may change 1n response to changes in
market risk

Sensitivity of the group’s insurance subsidiaries to risk factors

(Audited)

+ 100 basis points parallel shift in yield curves
— 100 basis pomnts parallel shift in yield curves
10 per cent increase in equity prices
10 per cent decrease n equity prices
Sensitivity to credit spread increases

2010 2009
Effect on profit Effect on total Effect on profit Effect on total
for the year equity for the year equity
£m £m £m £m
12 (6) 10 (12)
a7 2 (14) 10
10 10 7 7
(109) 10) 7} o
0)) (3 o (%)

Credit risk of insurance operatsons
(Audued)

Credit nsk can give rise to losses through default and can
lead to volatihty in income statement and balance sheet
figures through movements 1n credit spreads, principally
on the £11 5 bilhion (2009 £11 3 billion) non-linked bond
portfolio

As tabulated above, the exposure of the mcome statement
to the effect of changes 1n credit spreads 1s small, this 1s
because 92 per cent of the financial assets held by
insurance manufacturing subsidiaries are classified as
available-for-sale, and consequently any changes in the
fair value of these financial investments would have no

smpact on the profit after tax, to the extent that the
financial assets are not deemed impaired The sensitivity 1s
calculated using simphfied assumptions based on a one-
day movement in credit spreads over a two-year penod A
confidence level of 99 per cent, consistent with the
Group’s VAR, has been applied

Management of the group’s msurance manufacturing
subsidiaries 15 responsible for the credit nsk, quality and
performance of their investment portfolios The
assessment of creditworthiness of 1ssuers and
counterparties 1s based primarily upon intemationally
recognised credit ratings and other publicly available
information

Investment credit exposures are monitored against hmits
by the local insurance manufacturing subsidianes, and are
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aggregated by the Regional Insurance Head Office and
reported to the Regional Insurance Market, Liquidity and
Credit Risk Committee and the Regional Insurance Risk
Commutice Stress testing 15 performed by the Regional
Insurance Head Office on the investment credit exposures
using credit spread sensitivities and default probabilities
The stresses are reported to the Regional Insurance
Market, Liqudity and Credit Risk Commuttee

A number of tools are used to manage and monitor credit
risk These include an Early Warning Report and a watch
list of investments with current credit concerns which are
circulated fortmghtly 10 semior management 1n the
Regional Insurance Head Office and 10 the Regional Chief
Rusk Officer to 1dentity investments which may be at nisk
of future imparrment

Credit quahty
(Audited)

The following table presents an analysis of treasury bills,
other ehigible bills and debt secunnes within the group’s
insurance business by measures of credit quahity Only
assets supporting Liabilities under non-linked insurance
and 1nvestment contracts and supporting shareholders’
funds are included in the table, as financial risk on assets
supporting hinked habilities 1s predommantly bome by the
pohcyholder
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Treasury bills, other eligible bilks and debt securities in the group’s insurance subsidiaries
(Audited)

At 31 December 2010 At 31 December 2009
Good/ Good/

Strong Satisfactory  Total'™ Strong  Sansfactory  Total'>?
£m £m £m £m £m £m
Financial assets designated at fair value 840 123 963 509 462 971
- Treasury and other eligible bills 13 - 13 7 - 7
— debt secunties 827 123 950 502 462 964
Financial investments 10,273 277 10,550 10,009 277 10,286
- treasury and other similar bills 253 - 253 353 - 353
— debt secunties 10,020 277 10,297 9656 277 9,933
11,113 200 11,513 10518 739 11,257

No treasury bills other eligible bills or debt securtties were classified as sub-standard past due not imparred or impatred

2 Imparrment 1s not measured for debit securities designared at fair value as assets i such portfoltos are managed according to movemenis 1n
Sair value and the fair value nmovement 15 taken directly through the income statement

3 Total is the maximum exposure to credit risk on the treasury bills other eligible bills and debt securities in the group's insurance

subsidiaries

Issuers of treasury bulls, other eligible bilk and debt securtties 1n the group’s mmsurance subsidiaries
(Audited)

Treasury Other ehgible Debt

bills bills securiies Total
im £m fm £m

At 31 December 2010
Governments and local authorities 13 78 3,713 3,804
Corporates and other _ 175 7.534 7,709
i3 2153 11,247 11,513

At 31 December 2009
Guvernments and tocal authorues 106 4 3,371 3,481
Corporaies and other 32 168 7.526 7,776
188 172 10,897 11,257

Credit sk also arises when part of the insurance nisk shown below The group’s exposure to third parties under
incurred by the group 1s assumed by reinsurers The split the remsurance agreements 15 included 1n this table

of habihties ceded to reinsurers and outstanding
remsurance recoveries, analysed by credit quahty, 1s

Reinsurers’ share of habihities under insurance contracts
fAudited)

Neither past due nor impaired

Good/ Past due not
Strong Satisfactory Sub-standard  impamed Total'?
£m £m £m £m £m
At 31 December 2010
Linked msurance contracts 28 - - - 28
Non-lmked insurance contracts 395 4 5 — 404
Total 423 4 5 - 432
Reinsurance debtors 14 - - - 14
At 31 December 2009
Linked insurance contracts 17 - - - 17
Non-linked insurance contracts 150 8 2 - 390
Total 397 8 2 — 407
Reinsurance debtors 9 - - 1 10

1 No amounts reported within Reinsurers’ share of habiities under insurance confracts were classified as impaired
2 Total 15 the maximum exposure to credit risk i respect of remsurers’ share of habihites under insurance contracts
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Liquidity risk of insurance operations
(Audired)

It 15 an inhetent characteristic of almost all insurance
contracts that there 15 uncertainty over the amount of
claims habilities that may arise, and the iming of their
settlement, and this creates hquidity risk

There are three aspects to hiquidity nsk of insurance
operations The first anses in normal market conditions
and 1s referred to as funding hquidity nisk, specifically, the
capacity to raise sufficient cash when needed to meet
payment obligatons Secondly, market hqumdity risk anses
when the si1ze of a particular holding may be so large that a
sale cannot be completed around the market price Finally,
standby hiquudity risk refers to the capacity to meet
payment terms 1n abnormal conditions

The group’s insurance manufacturing subsidiaries
primarily fund cash outflows ansing from claim habilities
from the following sources of cash inflows

e premiums from new business, policy renewals and
recurring premium products,

* nterest and dividends on investments and principal
repayments of maturing debt investments,

e  cash resources, and
e the sale of investments

They manage hqudity risk by utithising some or all of
the following techniques

Expected maturity of insurance contract habihities
(Audited)

*  matching cash inflows with expected cash outflows
using specific cash flow projections or more general
asset and Liability matching techniques such as
duration matching,

e mantaiming sufficient cash resources,

* nvesting in good credit-quality investments with deep
and hquid markets to the degree to which they exist,

s monitoring vestment concentrations and restncting
them where appropniate, for example, by debt issues
or 1ssuers, and

s establishing committed contingency borrowing
facilities

Each of these techniques contributes to mitigating the
three types of liquidsty risk described above

Every quarter, the group’s insurance manufacturing
subs:diaries are required to complete and submut Liquidity
risk reports to the Regional Insurance Head Office for
collation and review by the Regional Insurance Market,
Liguidity and Credit Risk Commuttee

The following tables show the expected undiscounted
cash flows for insurance contract habilities and the
remalning contractual matunty of investment contract
liabihities

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15years  Over 15 years Total
£m £m £m £m £m
At 31 December 2010
Non-life insurance 235 270 12 42 559
Life insurance {non-linked} 123 197 458 181 959
Life insurance {Inked) 35 205 614 617 1,471
Total 393 672 1,084 840 2,989
At 31 December 2009
Non-life insurance 3% 336 27 - 759
Life mnsurance (non-linked) 364 600 445 268 1,677
Life insurance (linked) 20 248 562 628 1,528
Total 850 1,184 1,034 896 3,964
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Remarning contractual maturity of investment contract habihities

(Audited)

Liabibhes under investment contracts by insurance underwriting subsidianes

At 31 December 2010

Linked nvestment contracts 249
Non-hrked mvestment contracts -
Investment contracts with DCF -

Total 249

At 3] December 2009

Linked mnvestment contracts 287
Non-linked investment contracts -
Investment contracts with DCF -

Withmn 1 year 1-5 years 510 years Over 10 years Undated' Total
£m £m £m £m £m £m

606 735 1,374 1,777 4,741

-~ - - 14,205 14,205

606 735 1,374 15,982 18,946

558 400 1,260 1,445 3,980

- - - 26 26

- - - 12,930 12,930

558 400 1,290 14 401 16,936

Total 287

1 In most cases, policyholders have the option to termminate their contracts ar any time and recerve the surrender vafues of their policies These

may be significantly lower than the amounis shown above

Present value of in-force long-term msurance business
{Audited)

The group’s hfe insurance business 1s accounted for using
the embedded value approach which, inter alia, provides a
comprehensive risk and valvation framework The
sensitivity of the present value of the in-force long-term
(*PVIF") asset to changes 1n economic and non-economic
assumptions 1s described 1n Note 21 of the Notes on the
Financial Statements

Other material risks

Pension risk
(Unaudited)

The group operates a number of pension plans throughout
Europe Some of them are defined benefit plans, of which
the largest 1s the HSBC Bank (UK) Pension Scheme (‘the
principal plan’)

In order to fund the benefits associated with these
plans, group companies (and, in some instances,
employees) make regular contnbutions m accordance with
advice from actuaries and in consultation with the
scheme’s trustees (where relevant) The defined benefit
plans invest these contributions n a range of investments
designed to meet their long-term habilities

The level of these contnbutions has a direct impact on
the group’s cash flow and would normally be set to ensure
that there are sufficient funds to meet the cost of the
accrumng benefits for the future service of active members
However, higher contributions will be required when plan
assets are considered 1nsufficient to cover the existing
pension Liabilities as a deficit exists Contnbution rates are
typically revised annually or tnenmally, depending on the
plan The agreed contributions to the principal plan are
revised trienmiatly

A defiait 1n a defined benefit plan may arise from a
number of factors, inciuding

* 1nvestments dehvering a return below that required to
provide the projected plan benefits This could anse,
for example, when there 1s a fall in the market value
of equities, or when mcreases 1n long-term interest
rates cause a fall in the value of fixed income
secunties held,

¢ the prevailing economic environment leading to
corporate failures, thus tnggering wrnite-downs 1n
asset values (both equity and debt),

¢ achange 1n ernther interest rates or inflation which
causes an inerease i the value of the scheme
habilities, and

scheme members living longer than expected (known
as longevity nisk)

A plan’s mvestment strategy 1s determuned after
taking into consideration the market nsk inherent 1n the
mvestments and 11s consequential impact on potential
future contributions The long-term 1nvestment objectives
of both the group and, where relevant and appropriate, the
trustees are

o to limut the nsk of the assets failling to meet the
habilities of the plans over the long-term, and

*  to maximse returns consistent with an acceptable
level of risk so as to control the long-term costs of the
defined benefit plans

In pursuit of these long-term objectives, a benchmark
1s established for the allocation of the defined benefit plan
assets between asset classes In addition, each permitted
asset class has its own benchmarks, such as stock market
or property valuanon indices and, where relevant, desired
levels of out-performance The benchmarks are reviewed
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at least trienmially within 18 months of the date at which
an actuarial valuation 15 made, or more frequently if
required by local legislation or circumstances The process
generally involves an extensive asset and habihity review

Ultimate responsibility for investment strategy rests
with enther the trustees or, 1n certain circumstances, a
management committee The degree of independence of
the trustees from the group varies 1n different junisdictions
For example, the principal plan, which accounts for
approximately 94% of the oblhigations of our defined
benefit pension plans, 1s overseen by a corporate trustee
who regularly monitors the market risks inherent 1n the
scheme

The principal plan holds a diversified porifolio of
investments to meet future cash flow habilines ansing
from accrued benefits as they fall due to be paid The
Trustee of the principal plan 1s required to produce a
written Statement of Investment Principles which governs
decision-making about how mnvestments are made

In 2006, the bank and the trustee of the principal plan
agreed to change the investment straiegy 1n order to reduce
the investment risk The target asset atlocations for this
strategy at that tme and as revised 1n 2010 15 shown
below The strategy 1s to hold the majority of assets in
bonds, with the reminder 1n a more diverse range of
investments, and includes a commitment to undertake a
programme of swap arrangements (see Note 41 on the
Financial Statements) by which the principal plan makes
LIBOR-related interest payments mn exchange for the
receipt of cash flows which are based on projected future
benefit payments to be made from the principal plan

2010 2006

% %

Equities 155 150
Bonds 565 500
Alternative assets' 105 100
Property %0 100
Cash 85 150
100 ¢ 1000

1 In 2010, alternative assets include ABSs, MBSs and infrastructure
assets In 20006, alternative assets included loans and
nfrastructure asseis

Reputational risk
(Unaudited)

All employees must safeguard the reputation of the group
by maintaining the highest standards of conduct at all
tumes and by being aware of issues, activities or
associations that might pose a threat to the reputation of
the group The long-term success of the group 1s closely
linked to the confidence of its stakeholders Safeguarding
and building upon the group’s reputation 1s the
respensibility of every employee Any lapse n standards
of integrity, compliance, customer service or operating
efficiency represents a potential reputational nsk

The group always aspires to the ighest standards of
conduct and, as a matter of routine, takes account of

reputational risks to its business Reputational nisks can
arise from a wide vanety of causes, including
Environmental, Social and Governance (‘ESG’) 1ssues and
operational nisk events The group’s good reputation
depends upon the way n which the bank conducts
business, but it can also be affected by the way in which
clients, to whom the group provides financial services,
conduct themselves, accordingly second order reputational
risks are also regularly reviewed within the group

Standards on all major aspects of business are set for
the Group and for individual subsidhanes, businesses and
functions Reputational nsks, including ESG matters, are
considered and assessed by regional and local commuttees
and management during the formulation of policy and the
establishment of the Group’s standards These policies,
which form an integral part of the internal control system,
are commmunicated through manuals and statements of
pohicy and are promulgated through internal
communications and traiming The policies cover ESG
1ssues and set out operational procedures 1n all areas of
reputational nisk, including money laundering and terrorist
financing deterrence, environmental impact, anti-
corruption measures and employee relations Group
policies and procedures for safeguarding aganst
reputational and operational risks are regularly reviewed
and updated This 15 an evolutionary process which takes
account of relevant developments and industry guidance
on best practice when responding to ESG nisks

A Reputational Risk Commuttee (‘HRCC”) exists to
manage reputatronal risks across HSBC Bank plc The
HRRC meets on a regular basis, and includes regutar
consideration of 1ssues relating to communications and
corporate sustamnability, sigmficant customer complaints
and any new products and business iniiatives Minutes
from the HRRC are tabled at GRRC In addition, all
businesses are required to perform a Risk and Control
Assessment (‘RCA’) at least annually that covers all
material activities within their businesses The RCA
requires an assessment of operational nisk exposures,
including specific consideration of reputational :impacts, to
determine whether additional mitigating controls should be
implemented
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(Audrted)

Capital management

The group’s capital management approach s driven by 1its
strategic and organisational requirements, taking into
account the regulatory, economic and commercial
environment i whach 1t operates

The group manages 1ts own capital within the context
of an approved capital plan that determines the optimal
amount and mix of capital required to support planned
business growth and meet local regulatory capatal
requrements Capital generated 1n excess of planned
requirements 1s returned to the Group 1n the form of
dividends

The group’s pelicy 1s underpinned by its capital
management framework, which enables the group to
manage 1ts capital in a consistent manner The framework
incorporates a number of capital measures which govern
the management and allocation of capital within the group
These capital measures include invested capital, economic
capital and regulatory capital defined by the group as
follows

+ nvested capital 1s the equity capital provided to the
group by HSBC,

e economic capital 1s the internally calculated capital
requirement which 1s deemed necessary by the group
to support the risks to which 1t 1s exposed at a
confidence level consistent with a target credit rating
of AA, and

¢ regulatory capital 1s the minimum level of capital
which the group 1s required to hold 1n accordance
with the rules set by the FSA for the bank and the
consohdated group and by the local regulators for
individual subsidiary companes

Through the capital management framework the group
manages the following identified matenal risks credit,
market, operational, interest rate risk in the banking book,
pension fund, insurance and residual risks

Stress testing 15 incorporated into the capital
management framework and 15 an important component of
understanding the sensitiviuies of the core assumptions n
the group’s capital plans to the adverse effect of extreme,
but plausible, events Stress testing allows senior
management to formulate its response, including risk
mitigating achions, before the conditions starting to reflect
the stress scenanos identified The actual market stresses
expenienced by the financial system n recent years have
been used to inform the capital planming process and
further develop the stress scenarios employed by the
group

QOther stress tests are also carried out, both at the
request of regulators and by the regulators themselves
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vsing their prescribed assumptions The group takes into
account the results of all such regulatory stress testing
when undertaking 1ts internal capital management
assessment

The group’s capital management process 1s articulated
1n an annual capital plan which 1s approved by the Board

Capital measurement

The FSA 15 the supervisor of the bank and lead supervisor
of the group The FSA sets capital requirements and
recerves information on the capital adequacy for the bank
and the group The bank and the group complied with the
FSA’s capital adequacy requirements throughout 2010 and
2009

Individual banking subsidiaries are directly regulated
by their locatl banking supervisors, who set and monitor
local capital adequacy requirements

The group calculates capital using the Basel 11
framework of the Basel Commuttee on Banking
Supervision Basel 11 1s structured around three ‘pillars’
Pillar | munimum capital requirements, Pillar 2
Supervisory Review and Evaluation Process and Pillar 3
market discipline The Capital Requirements Directive
(*CRD”) implemented Basel II in the EU and the FSA then
gave effect to the CRD by mcluding the requirements of
the CRD 1n 1ts own rulebooks

It 1s the group’s policy to maintam a strong capital
base to support the development of 1ts business and to
meet regulatory capatal requirements at all imes

Regulatory capital

The group’s capital 1s comprised of tier 1 capital and tier 2
capital

+ ter | capital 1s divided 1nto core tier 1 and other tier §
capital Core tier 1 capital 1s compnsed of
shareholders’ equity from which are deducted the
book values of goodwill and mtangible assets and
other regulatory adjustments for items reflected 1n
shareholders’ equity which are treated differently for
the purposes of capital adequacy Qualifymg capital
struments such as non-cumulative perpetual
preference shares and hybrid capital secunities are
included in other tier 1 capnal, and

*  tier 2 capital compnses quahfying subordinated loan
capital, allowable collective impairment allowances
and unrealised gains ansing on the fair valuation of
equity instruments held as available for-sale Tier 2
capital also includes reserves ansing from the
revaluation of properties

To ensure the overall quality of the capital base, the
FSA’s rules set limuts on the amount of hybnid capatal
instruments that can be included 1o tier 1 capital relative to
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core tier 1 capital and also himits total tier 2 capial to no
more than tier 1 capital

The basis of consohdation for financial accounting
purposes 1s described on page 90 and differs from that
used for regulatory purposes Investments in banking
associates, which are equity accounted 1n the financial
accounting consohdation, are proportionally consohdated
for regulatory purposes Subsidiaries and associates
engaged 1 insurance and non-financial acuvities are
excluded from the regulatory consohdation and are
deducted from regulatory capital The regulatory
consolidation also excludes Special Purpose Entities
(*SPEs’) where sigmficant nisk has been transferred to
third parties Exposures to these SPEs are nsk weighted as
securitisation posiions for regulatory purposes

Pitlar 1 capital requirements

Pillar 1 covers the capital resources requirements for credit
nsk (including counterparty credit nsk and secuntisations),
market nisk and operational nsk These requirements are
expressed i terms of nsk-weighted assets

Credrt risk capital requirements

Basel II applies three approaches of increasing
sophistication to the calculation of piliar I credit nsk
capital requirements The most basic, the standardised
approach, requires banks to use external credit ratings to
determine the risk weightings applhed to rated
counterparties and group other counterparties nto broad
categories and apply standardised nisk weightings to these
categories The next level, the internal ratings-based
(‘*IRB’} foundation approach, allows banks to calculate
their credit nisk capital requirement on the basis of their
internal assessment of the probability that a counterparty
wi}l default (‘PD?), but subjects their quantified esimates
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 deterrmining PD and
quantifying EAD and LGD

The capital resources requirement, which 1s intended to
cover unexpected losses, 15 derived from a formula
specified in the regulatory rules, which incorporates these
factors and other vanables such as matunty and
comrelation Expected losses under the IRB approaches are
calculated by muiuplying PD by EAD and LGD Expected
losses are deducted from capital to the extent that they
exceed accounting imparrment allowances

For credit nisk, with the FSA’s approval, the group has
adopted the IRB advanced approach for the majority of 1ts
business, with the remainder on either IRB foundation or
standardised approaches or under exempiten from IRB
treatment A rollout plan 1s in place, over the next few
years, to extend coverage of the advanced approaches, for
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both local and consolidated group reporting, leaving a
small residue of exposures on the standardised approach

Counterparty credit risk

Counterparty credit nsk arises for over-the-counter
denvatives and securities financing transactions  Itis
calculated 1n both the trading and non-trading books and 15
the risk that the counterparty to a transaction may default
before completing the satisfactory settlement of the
transaction Three approaches to determining counterparty
credit nsk exposure values are defined by Basel 1]
standardised, mark-to-market and internal model method
These exposure values are used to determine capital
requirements under one of the credit nsk approaches
standardised, IRB foundation and IRB advanced

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

Securitisatton

Basel II specifies two methods for calculating credit sk
requirements for secuntisation positions 1n the non-trading
book, being the standardised and IRB approaches Both
approaches rely on the mapping of rating agency credn
ratings to nsk weights which range between 7% and
1,250% Positions that would otherwise be weighted at
1,250% are deducted from capatal

Within the IRB approach, the group uses the Ratings
Based Method for the majonty of 1ts non-trading book
securitisation positions, and the Internal Assessment
Approach for unrated hiquidity facilities and programme
wide enhancements for asset-backed secuntisations

The group uses the IRB approach for the majority of
1ts non-trading book securitisation positions, while those 1n
the trading book are treated like other market risk
positions

Market risk caprtal requirement

Market risk 1s the risk that movements in market nisk
factors, including foreign exchange, commodity prices,
interest rates, credit spread and equity prices will reduce
group’s mcome or the value of its portfolios The market
nisk capital requirement 1s measured, with FSA
permission, using VAR models, or the standard rules
prescnbed by the FSA

The group uses both VAR and standard rules
approaches for market sk Its aim 15 to migrate more
positions from standard rules to VAR

Operational risk caprtal requirement

Basel 1I includes a capital requirement for operational nisk,
again utihsing three levels of sophistication The capital
required under the bastc indicator approach 1s a simple
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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 hnes Both these approaches use an
average of the last three financial years’ revenues Finally,
the advanced measurement approach uses banks’ own
statistical analysis and modelling of operational nsk data
10 determine capital requirements

The group has adopted the standardised approach in
determining its operational nisk capital requrements

Pillar 2 capntal requirerment

The second pillar of Basel Il (Supervisory Review and
Evaluation Process) involves both firms and regulators
taking a view on whether a firm should hold addihional
capital against nisks not covered i pillar | Part of the
pillar 2 process 1s the Internal Capital Adequacy
Assessment Process 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 Gurdance (‘ICG’) The ICG 1ssetasa
capital resources requurement higher than that required
under pillar 1 In 2011, this wall be supplemented by an
addinonal Capital Planning Buffer, set by the FSA, to
cover capital demand should economic conditions worsen
coenstderably against current outlook

Pillar 3 disclosure requirements

Pillar 3 of Basei I1 15 related to market discipline and aims
to make firms more transparent by requinng them to
pubhsh specific details of their risks, capital and risk
management under the Basel 11 framework Pillar 3
disclosures are published as a separate document on the
bank’s website

Future developments

The regulation and supervision of financial institutions
continues to undergo sigmificant change in response to the
global financial cnsis In December 2010, the Basel
Commuttee 1ssued final rules in two documents “A global
regulatory framework for more resilient banks and banking
systems’ and ‘International framework for hqundity nisk
measurement, standards and monitering’, which together
are commonly referred to as ‘Basel III’ The new
mimmum capital requirements will be phased n from 1
January 2013, with full implementation required by 1
January 2019 The capital conservation buffer and the
countercychcal capital buffer will be phased-1n m parallel
from 1 January 2016 becommng fully effective on 1
January 2019 The leverage ratio will be subjectto a
supervisory momtoring period, which commenced 1
January 2011, and a parallel run period which will run
from | January 2013 until 1 January 2017 Further
calibratton of the leverage ratio will be carned out 1n the
first half of 2017, with a view to migrate to a Pillar 1
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requirement from 1 January 2018 The Basel Committee
has increased the capital requirements for the trading book
and complex securmisation exposures, which must be
implemented by the 31 December 2011 They will
continue to conduct the fundamental review of the trading
book, which 1s targeted for completion by the end of 2011
In addition 1o the reforms discussed above, identified
Global Systemically Important Financial Institutions
(*GSIF1s”) may be subjected to a further capital
requirement, which has not yet been announced On 13
January 2011, the Basel Commuttce 1ssued ‘Further
miniumum requirements to ensure that all classes of capital
instruments fully absorb losses at the peint of non-viabihity
before taxpayers are exposed to loss’ Instruments 1ssued
on or after 1 January 2013 may only be included in
regulatory capital 1f the new requirements are met The
regulatory capital recognition of securities 1ssued prior to 1
January 2013 will decline from 1 January 2013 mn line with
Baset III grandfathering rules
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Capital structure at 31 December

Composition of regulatory capital (Audited)

Shareholders” equity !

Shareholders’ equity per balance sheet
Preference share & related premium
Cther equity instruments

4
Deconsolidation of special purpose entilies 2

Non conrolling interests
Non-controlling mterests per balance sheet
Of which representing non-contrelling interests 1n preference shares

Regulatory adjustments to the accounting basis

Unreahised (gains)ylosses on available-for-sale debt secunities 34

Owm 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

Deductiens

Goodwill capitalised & intangible assets

50% of securitisation positions

50% of excess expected losses over impatrment allowances
50% of tax credit adjustment for excess expected losses

Core tier 1 capital

Other tier 1 capital befere deducnhons
Preference shares & related premium
Hybrid capital secunties

Deductions
Unconsolidated investments 8
50% of tax credit adjustment for excess expected losses

Ther 1 caprtal

Total quahfying tier 2 capital before deductions

Reserves ansing from unrealised gains on revaluation of property & available-for-sale equities
Collective imparment allowances ?

Perpetual subordinated debt

Term subordmated debt

Total deductions other than from tier 1 capatal
Unconsolidated investments s

50% of secuntisation positions

50% of excess expected losses over impairment allowances
Other deductions

Total regulatory capital

Rusk-weighted assets (Unaudited)

Credit and counterparty risk

Market risk

Operational risk

Total

Capmital ratios (Unaudited)

Core tier 1 ratio

Tser 1 ratio
Total capital ratio

31 Dec 31 Dec
2010 2009
£m fm
31,379 32,248
31,825 27,7187
(431) {431)
(1,750} (1,750)
1,735 6,642
382 491
532 641
(150) (150)
748 (562)
1,545 (10%9)
(170 (168)
288 695
(190) (350)
(373) (480)
(352) (150)
(11,428) (11,518
{10,436} (10,560)
(679) (514)
(439} (616)
126 172
21,081 20,659
2374 2,391
581 581
1,793 1,810
(500) (343)
(626) (515)
126 172
22,955 22,707
11,758 11,272
373 480
338 368
2,762 3,320
8,285 1,104
(2,302) (2,139)
(1,177) (1,004}
(679) (514)
(439) (616)
1)) (&)
32,411 31,840
164,372 167,259
12,762 12,655
24,586 23,367
201,720 203,281
% Y

105 102
114 112
161 157

1 Includes externally verified profits for the year to 31 December 2010 Does nor include the mrerim drvidend of £915 mitlion declared by the

Board of Directors after 31 December 2010

2 Menly comprises unreahsed losses on avarlable-for-sale debt securtties owned by deconsolidated special purpose entthies
3 Under FSA rules unrealised gams/osses on available-for-sale debt securtires must be excluded from capital resources
4 In December 2010, the bank agreed with the FSA that gomng forward for regulaiory prrposes it would consolidare ore of us special purpose

enfiies

5 FSA rules pernut banks to replace a hability in a defined benefit pension scheme by the addwional funding thar will be paed into the scheme

over a 5 year period
Mainly comprise mvestments it IRSHFGnce ennles

~

Under Basel Il rules collective impairment allowances on foan porifoites under the standardised approach may be included i tier 2 capital
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Directors

A A Flockhart, Chairman

Age 59 Chairman since 1 January 2011 and a Pirector
since July 2010 An executive Director of HSBC
Heldings plc and Chairman, Europe, Middle East,
Afnca, Latin Amenca and Commercial Banking
Jomned HSBC 1n 1974

B Robertson, Chief Executive

Age 56 Chief Executive and a Director since
December 2010 A Group Managing Direcior since
2008 Group Chief Risk Officer from September 2007
to December 2010 Jomned HSBC n 1975

P W Boyles

Age 535 Chief Executive Officer, Continental Europe,
and a Director simce July 2010 A Group General
Manager since 2006 Joined HSBC i 1975

J D Garner

Age 41 Deputy Chief Executive and Head of UK
Retail Bank and a Director since December 2010 A
Group General Manager since 2006 General Manager,
Customer Propositions from 2004 to 2006 Joined
HSBC 1n 2004

P J C Houzé**

Age 63 A Director since October 2010 Chief
Executive Officer of Galenies Lafayette Group and
Chief Executive of Monoprix SA A Director and
Chairman of the Nomination and Remuneration
Commuttees of HSBC France A member of the
Supervisory Board of BHV (2002) and Casmo SA and
a director of Cofinoga

Dame Denise Holt**

Age 61 A Director since 1 February 2011 Formerly a
senior Briish Ambassador with 40 years’ experience of
working in Government, including postings 1n Ireland,
Mexico, Brazil and, most recently, as Brittsh
Ambassador to Spain from 2007 unti} her retirement in
2009

J W Leng*

Age 65 A Director since October 2010 A member of
the HSBC European Advisory Council European
Chairman of Amenican European Associates and a
non-executive Director of TNK-BP and Alstom SA
Lead non-executive of the Departmental Board of the
UK Government’s Mimstry of Justice A Governor at
Ashrnidge College and the National Institute of
Economic & Social Research Former Chairman of
Corus Group and former Chief Executive of Laporte
ple
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Dame Mary Marsh**

Age 64 A Director since January 2009 A member of
the Corporate Sustamability Commuttee of HSBC
Holdings plc Director of the Clore Social Leadership
Programme Govemnor and Chair of the International
Alumm Council, London Business School Formerly
Chief Executive of the NSPCC

R E S Martin**

Age 50 A Director since 2005 General Counsel &
Company Secretary, Vodafone Group ple Member of
the Legal Services Board

A R D Monro-Davies**

Age 7¢ A Director since 2004 A member of the Audit
and Risk Commuttees A Director and member of the
Audnt Commuttee of HSBC Bank Middle East Limited
Formerly Chief Executive Officer, Fiich Ratings

P M Shawyer**

Age 60 A Director since 2004 A member of the Audit
and Risk Commuittees A Director and a member of the
Audit Commttee of HSBC France Formerly a
Managing Partner of Deloitte

P A Thurston

Age 57 A Director since 2008 Chief Executive, Retail
Banking and Wealth Management, HSBC Holdings
ple A Group Managing Drrector since 2008 and Chief
Executive, HSBC Bank plc, from 2009 to December
2010 Jomed HSBC 1n 1975

J F Trueman#**

Age 68 A Director since 2004 Chairman of the Audit
and Risk Committees Formerly Deputy Chairman of §
G Warburg & Co

* Non-Executive Drrector
**  Independent Non-Executrve Director

Secretary

J H McKenzie
Age 57 Jomned HSBC n 1987
Reguistered Office 8 Canada Square, London E14 5HQ
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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 1s delegated to the bank’s Executive Commitiee

The Board meets regularly and Directors receive
information between meetings about the activities of
commuttees and developments in the bank’s business
All Directors have full and umely access to all relevant
information 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 69

All Directors, including those appointed by the
Board to fill a casual vacancy, are subject to annual re-
election at the bank’s Annual General Meeting Non-
executive Directors have no service contracts

S K Green retired as Chairman on 21 Apnil 2010
and as a Director on 3 December 2010 S T Guihver
was appointed as Chairman on 21 Apnl 2010 and
resigned as a Director and Chairman on 31 December
2010 A A Flockhart was appointed a Director on 22
July 2010 and as Charrman on 1 January 2011

B Robertson was appointed as a Director and
Chief Executive on 3 December 2010

P W Boyles and J D Gamer were appointed as
Directors on 22 July 2010 and 20 December 2010
respectively J W Leng was appointed as a non-
executive Director on 12 October 2010 P J C Houzé
and Dame Denise Holt were appeinted as independent
non-executive Directors on 1 October 2010 and 1
February 2011, respectively

S P O’Sullivan and D C Budd resigned as
Directors on 31 January 2011 and 24 February 2011
respectively

Directors’ emoluments

Details on the emoluments of the Directors of the bank
for 2010, disclosed 1n accordance with the Companies
Act, are shown 1n Note 7 ‘Employee compensation and
benefits’ 1n the Notes on the Financial statements

Board committees

The Board has appointed a number of commitiees
consisting of cerntain Directors and senior executives

As at the date of this report, the foellowing are the
principal commitiees

tors: Govemance (continued)

70

Audrit Committee

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

The members of the Audit Commuttee are J F
Trueman (Chairman), A R D Monro-Davies, and P M
Shawyer All of the members of the Audit Committee
who served during 2010 are independent nen-executive
Dhrectors

Risk Committee

The bank's Risk Committee was established m 2010,
following publication of the final recommendations of
Sir David Walker’s ‘Review of Corporate Governance
n UK Banks and other Financial Industry Entities’, to
increase focus on nsk governance and to provide an
increasingly forward-looking view of risks and their
mitigation The responsibihities of the Risk Commuttee
were previously undertaken by the Audit Commuttee

The Risk Commuttee meets regularly with the
bank’s senior financial, nsk, internal audit and
compliance management and the external auditor to
consider, inter alia, nsk reports and internal audit
reports and the effectiveness of comphance

The members of the Risk Commuttee are J F
Trueman (Chairman), A R D Monro-Davies, and P M
Shawyer All of the members of the Risk Committee
who served duning 2010 are independent non-executive
Directors

Executive Committee

The Executive Commuittee meets regularly and operates
as a general management commuttee under the direct
authority of the Board, exercising all of the powers,
authorities and discretions of the Board n so far as they
concern the management and day to day running of the
bank, 1n accordance with such policies and directions
as the Board may from time to time determine The
members of the Executive Commuitiee include the
bank's Executive Directors A A Flockhart (Commutiee
Chairman), B Robertson, P W Boyles and J D Garner

Remuneration Committee

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

Internal control

The Directers are responsible for internal control in the
group and for reviewing its effectiveness Procedures
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have been designed for safeguarding assets aganst
unauthorised use or disposition, for maintaming proper
accounting records, and for the rehiability and
usefulness of financial information used within the
business or for publication Such procedures are
designed to manage rather than elim:nate the nsk of
failure to achieve business objectives and can only
provide reasonable and not absolute assurance agamst
material msstatement, errors, losses or fraud The
procedures also enable the bank to discharge 1ts
obligations under the Handbook of Rules and Guidance
1ssued by the Financial Services Authornity, the bank’s
lead regulator

The key procedures that the Directors have
established are designed to provide effective internal
contrel within the group and accord with the Internal
Control Revised Guidance for Directors on the
Combmed 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 mn place
throughout the year and up to 28 February 2011, the
date of approval of the Annual Report and Accounts
2010 In the case of companies acquired during the
year, the internal controls 1n place are bemng reviewed
against the group’s benchmarks and integrated nto the
group’s processes

Key nternal control procedures mclude the following

+ Authority to operate the bank and responsibihty for
financial performance against plans and capital
expenditure, 15 delegated to the Chairman who has
responsibility for overseeing the establishment and
marntenance of systems of control appropnate to
the business and who has the authority to delegate
such duties and responsibihties as he sees fit The
appomtment of executives to the most senior
positions within the group requires the approval of
the Board of Directors of HSBC Holdings

¢ Functional, operating, financial reporting and
certain management reporting standards are
established by the HSBC Heldings Group
Management Office management committees, for
application across the whole of HSBC These are
supplemented by operating standards set by the
bank as required

* Systems and procedures are 1n place in the group to
identify, control and report on the major nisks
including credit, market, hquidity and operational
r1sk (including accounting, tax, legal, comphance,
fiduciary, information, physical security, business
continuity frand, systems and people nisk)
Exposure to these risks 1s monitored by the bank’s
or other major subsidianes’ risk management
committees, asset and hability commattees and
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executive committees m subsidiaries The bank’s
Risk Management Meeting (‘"RMM?) 1s held in
each month to address asset, habihty and risk
management 1ssu¢s The minutes of th1s meeting
are submitted to the Group RMM

The group’s financial reporting process for
preparing the consolhidated Annual Report and
Accounts 2010 1s controlled using documented
accounting policies and reporting formats,
supported by a chart of accounts with detailed
mstructions and guidance on reporting
requirements, 1ssued by Group Finance to the bank
and all reporting entities within the Group in
advance of each reporting period end The
submission of financial information from each
reporting entity 1s subject to certification by the
responstble financial officer, and analytical review
procedures at reporting entity and group levels

Processes are i place to identify new risks from
changes 1n market conditions/practices or customer
behaviours, which could expose the group to
heightened risk of loss or reputational damage
During 2010, attention was focused on refinement
and operation of the stress testing framework, the
rol}-out of enhanced counterparty nisk aggregation,
risk management information, portfoho and cnisis
management processes, the mitigation of
information risks, enhancement of pelicies and
practices relevant to the prevention of financial
crimes, greater focus by rsk review and audit
functions on global thematic risks with effect from
January 2011, and changes 1n the regulation and
public policy towards the financial services
industry

Penodic strategte plans are prepared for key
customer groups, global product groups, support
functions and certain geographies within the
framework of the Group Strategic Roadmap The
bank prepares rolling operating plans which set out
the key business imihatives and the likely financial
effects of those imuiatives, which are informed by
detaited analysis of risk appetite describing the
fypes and quantum of risk that the group 1s prepared
to take 10 executing 1ts strategy

Governance arrangements are 1n place to provide
oversight of, and advice to the Board on, matenal
risk-related matiers including assurance that nisk
analytical models are fit for purpose, used
accordingly and complemented by both model-
specific and enterprise-wide stress tests that
evaluate the impact of severe yet plausible events
and other unusual circumstances not fully captured
by quantitative models
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¢ Centralised functional control 1s exercised over all
IT developments and operations Common systems
are employed for similar business processes
wherever practicable Credit and market risks are
measured and reported on 1n subsidianes and
aggregated for review of nisk concentrations on a
HSBC Group-wide basis

¢ HSBC Holdings sets policies, procedures and
standards for the following risks to which the group
adheres credit, market, liquidity, operations, IT,
fraud, business continuity, secunty, information,
insurance, accounting, tax, legal, regulatory
compliance, fiduciary, human resources,
reputational, sustainability, residual value, shanah
and strategic risks Responsibility for exposure to
market risk and to credit nsk with specified nsk
characteristics 1s delegated with limits to line
management

« Policies have been established to gmide the bank,
subsidiary compamies and management at all levels
1n the conduct of business to avoid reputational
risks which can anse from environmental, social or
governance 1Ssues, or as a consequence of
operational nisk events As a banking group,
HSBC’s good reputation depends upon the way n
which 1t conducts 1ts business but 1t can also be
affected by the way in which clients, to which 1t
provides financial services, conduct their business
or use financial products and services

¢ The establishment and mamtenance of approprnate
systems of 1nternal control 1s primarily the
responsibility of business management The
Internal Audit function, which 1s centrally
controtled, monitors the effectiveness of internal
control structures across the whole of the HSBC
Group focusing on the arcas of greatest nisk to
HSBC as determined by a nisk-based grading
approach

e Executive management 1s responsible for ensuring
that recommendations made by the Internal Audit
function are implemented within an appropnate and
agreed timetable Cenfirmation to this effect must
be provided to Internal Audit Executive
management must also confirm annually as part of
the Internal Audit process that offices under their
control have taken, or are in the process of taking,
the appropriate actions to deal with all significant
recommendations made by external auditors in
management letters or by regulators foilowing
regulatory inspections

The Audit Committee 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 Committee 1a carrying out its
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reviews mclude regular business and operational nsk
assessments, regular reports from the heads of key risk
funcuions, the production annually of reviews of key
internal controls measured against group benchmarks,
which cover all intemnal controls, both financial and
non-financial, semi-annual confirmations from senior
executives that there have been no material losses,
contingencies or uncertainties caused by weaknesses in
mnternal centrols, internal audit reports, external audit
reports, prudential reviews, and regulatory reports The
Rusk Commuttee keeps under review a ‘Risk Map’ of
the status of key nisk areas which impact the group and
considers whether the mitigating actions put 1n place
are appropriate In addition, when unexpected losses
have ansen or when incidents have occurred which
indicate gaps mn the controf framework or 1in adherence
to HSBC Group policies, the Audit Committee reviews
special reports, prepared at the instigation of
management, which analyse the cause of the 1ssue, the
lessons leamed and the actions proposed by
management to address the 1ssue

The Directors, through the Audit Commuitee, have
conducted an annual review of the effectiveness of the
group’s system of ternal control covering all matenal
controls, meluding financial, operational and
comphance controls and risk management systems, the
adequacy of resources, qualifications and experience of
staff of the 1ssuer’s accounting and financial reporting
function, and their traiming programmes and budget
The Audit Committee has received confirmation that
executive management has taken or 1s taking the
necessary actions to remedy any faihings or weaknesses
identified through the operation of the group’s
framework of controls

Internal controls are an integral part of how the
group conducts 1ts business HSBC Heldings plc’s
manuals and statements of policy are the foundation of
these internal controls There 1s a strong process in
place to ensure controls operate effectively Any
signsficant failings are reported through the control
mechanisms, internal audit and comphance functions to
the Audit Commuttee, which keeps under review the
effectiveness of the system of internal controls and
reports regularly to the Board

The financial risk management objectives and
pohcies of the bank and its subsidiaries, including those
1n respect of financial instruments, together with an
analysis of the exposure to such risks, as required under
the Companmies Act and International Financial
Reporting Standards are set out on pages 25 to 64

The rehabihity and secunity of HSBC's information
and technelogy infrastructure and 1ts customer
databases are crucial to maintaining the service
availabihty of banking applications and processes and
to protecting the HSBC brand Critical system failure,




HSBC BANK FLC

Report of the Directors: Governance (continued)

any prolonged loss of service availability or any
matenal breach of data secunty, particularly involving
confidential customer data, could cause serious damage
to the Group's ability to service 1ts chents, could breach
regulations 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 all managers and the bank 1s
committed actively to managing all health and safety
risks associated with its business The bank’s
objectives are to 1dentify, remove, reduce or control
matenal risks of fires and of accidents or 1njuries to
employees and visitors

Group standards, tnstructions 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 in each country in which the Group operates

Despite the considerable international pressure on
terronst networks over the past few years, the global
threat from terrorism persists HSBC remains
committed to mamtaining its preparedness and to
ensuring the highest standards of health and safety
wherever i the world 1t operates

HSBC Group Security prevides regular risk
assessments 1n areas of increased risk to assist
management 1n judging the level of terronst threat In
addition, Regional Secunity functions conduct regular
security reviews to ensure measures to protect HSBC
staff, buildings, assets and information are appropriate
for the level of threat

Diversity and inclusion

The group continues to be commutted to providing
equal opportunities to employees and to proactively
encourage an mnclusive workplace in line with the
group’s brand promise

Progress in this area 1s measured by our Diversity
& Inclusion Index which 1s part of our Global People
Survey All survey items 1n the Dhversity & Inclusion
Index performed above the UK&I best Class Index and
the Financial Services norm

83 per cent of staff feel they are treated with
respect and dignity at work, 84 per cent feel that they
work n an environment where people from diverse
perspectives can succeed
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Employees with disabilities

The group continues to recruit, tramn and develop
disabled employees and make reasonable adjustments
where employees become disabled during ther
employment The bank contmues 1o support the
commitments of the two tick symbol employability
campa:ign to interview disabled candidates who meet
the minimum job criteria

The symbol 1s a recognition given by Jobcentre
Plus to employers who have agreed to make certain
positive commitments regarding the employment,
retention, training and career development of disabled
people

Corporate sustainability

HSBC recogmises that environmental, social and
economic 1ssues can impact on the Group’s long term
success as a business Corporate Sustainabihity means
achieving sustainable profit growth so that HSBC can
continue 1o reward shareholders and employees, build
long-lasting relationships with customers and supplers,
pay taxes and duties in those countries where 1t
operates, and invest in communities for future growth

As a whole, HSBC Holdings plc reports on 1ts
progress in developing and mmplementing its
sustainability strategy annually in the HSBC
Sustainability Report, which 1s subject to third party
assurance The HSBC Sustainability Report 2010 will
be 1ssued on 27 May 2011 and will be available at
www hsbe com/sustainability

The bank manages its business 1n accordance with
overarching Group policies and adopts the same long-
term approach to managing economc, social and
environmental 1ssues which present a nisk or
opportunity to the busimness These can affect HSBC’s
reputation, drive employee engagement, help manage
the nisks of lending, leverage savings through eco-
efficiency and secure new revenue streams These
generally fall into one or more of the following four
broad arcas

¢ Sustanable finance

+ Operational environmental management
+  Community investment

» Employee 1ssues

Sustainable Finance

HSBC aims to build long term customer relationships
around the world through the provision of a consistent
and high quahty service and customer experience
HSBC uses the benefits of its scale, financial strength,
geographic reach and strong brand value to achieve
this
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HSBC aims to take advantage of the opportunmities
and manage the risks presented by emerging global
trends by leading the development of sustamable
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 setting its strategy and
considering 1ts product offerings

Operational Environmental Management

HSBC focuses its environmental initiatives primarnly
on addressing and responding to 1ssues associated with
climate change, including energy use, water and waste
management and biodiversity Chmate change has the
potential to materially affect HSBC’s customers and, by
extension, HSBC’s long-term success, mtroducing new
risks to business activity However, 1t also has the
potential to siimulate a new era of low carbon growth,
innovation and development In response to this
opportunity, a new role was created in 2010 to lead
climate business development in the UK Commercial
Bank

In 2010, the UK Bank received a Leader and a
Platinum Award, as part of the Mayor of London Green
500 Awards, which focuses on imtiatives to reduce
carbon emssions

Community Investment

HSBC has a long record of support for the communities
in which 1t operates and aims to encourage social and
econemic opportunity through its commurnuty
investment activity HSBC supports a wide variety of
imtiatsves with the main focus being education and the
environment

During 2010, the bank gave £5 mllion 1n
charitable donations to support community activities in
the UK UK employees volunteered 43,865 hours in
work time Quiside the UK, since the launch in 2006,
HSBC France’s Foundation for Education has
supported more than 10,000 children and 70 Non-
governmental orgamsations In 2010, £2 milhon was
donated to various charities on behalf of the Staff
Charity Scheme

Employee Engagement

‘Employee engagement’ describes employees’
emotional and intellectual commitment to any
orgamsation For the bank, employee engagement 1s
critical to 1ts long term abihty to deliver the highest
quahty of financial services HSBC s annual surveys of
employees show that they value HSBC’s commutment
to sustainable business practices and view the bank as
bemg a leader in this regard
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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 expenience and
engagement

In the HSBC Group annual employee engagement
survey undertaken i June 2010, the UK achieved a
response rate of 85 per cent The UK employee
engagement score fell from 72 per cent 1n 2009 to 68
per cent 1n 2010 However, this remains above the UK
and Ireland external 'Best in Class' average The
strongest performing areas against external 'Best n
Class’ average are corporate sustamability and
leadership provided by employees’ direct manager

The key objective for 2011 15 sustainmg this high
level of engagement, and pnorities for action include
managing and developing people and supporting career
development

In the UK, the bank has continued to use numerous
complementary programmes to involve employees —
‘Best Place to Discuss’, ‘Best Place 1o Workout®, ‘Best
Place to Blog’, ‘Best Place to Meet’ and ‘Best Place to
Bank for Employees’

Sustamabihity risk

Assessmg the environmental and social impacts of
providing finance to the bank’s customers has been
firmly embedded into 1ts overall risk management
processes Sustamability nisks anse 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
soctal effects outweigh economic benefits HSBC has
adopted The Equator Principles for project finance
lending and sector-based sustainability policies
covering those sectors with high environmental

or social impacts (forestry, freshwater infrastructure,
chemicals, energy, mining and metals, and defence-
related lending) Where sustainability risks are assessed
to be high, an independent review of transactions is
undertaken

Sustamabihity Governance

The Corporate Sustainability Commuttee of the HSBC
Holdings Board 1s responsible for advising on
corporate sustainability policies across the Group
including environmental, social and ethical 1ssues
Dame Mary Marsh, an independent Non-Executive
Director of the Bank is a member of the Corporate
Sustainabiity Committee

Implementaticn of these pelicies 1s managed
primarily by the Human Resources, Risk, Complance
and Corporate Sustainability functions At Group level,
Corporate Sustainability exists as a business function,
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Report of the Directors: Governance (continued)

with senior executives charged with implementing
sustamnable business practice 1n all major regions,
through inclusion 1n the HSBC Group Standards
Manuals, and through induction and developmental
training  Local teams are in charge of embedding
corporate sustamnability strategies within bankmg
activities In the UK, the head of Corporate
Sustamability sits on the UK Bank Management
Commuttee and reports to the Deputy CEQ and Head of
UK Retail Bank In France, the head of Corporate
Sustainability reports to the Chief Executive of HSBC
France and sits on the executive management board

Valuation of freehold and leasehold
land and buildings

The group’s freehold and long leasehold properties
were valued in 2010 The value of these properties was
£237 milhon m excess of their carrying amount in the
consohdated balance sheet The group no longer
revalues freehold and long leasehold properties under
IFRSs

Share capital

There were no changes to the 1ssued ordinary or
preference share capital of the bank in the year ended
31 December 2010

Supplier payment policy

The Company does not currently subscribe to any code
or standard on payment practice It 15 the Company’s
policy, however, to 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 2010 represented 27 days” average daily
purchases of goods and services received from those
creditors, calculated in accordance with the Compames
Act 2006, as amended by Statutory Instrument
2008/410

Auditor

KPMG Audit Plc has expressed 11s willingness to
continue 1n office and the Board recommends that 1t be
reappomted A resclution proposing the reappomtment
of KPMG Audit Plc as audhtor of the bank and giving
authority to the Directors to determine 1ts remunetation
will be submitted to the forthcoming Annual General
Meeting
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Conflicts of interest and
indemnification of Directors

The bank’s Articles of Association give the Board
authority to approve Directors’ conflicts and potential
confhicts of interest The board has adopted a policy
and procedures for the approval of Dhrector’s conflicts
or potential conflicts of interest The Board’s powers to
authorise conflicts are operating effectively and the
procedures are bemng followed A review of situational
conflicts which have been authorised, including the
terms of authorisation, 1 undertaken annually

The Articles of Association of the Bank provide
that Directors are entitled to be indemnified out of the
assets of the company against claims from third parties
mn respect of certain habilities arising 1n connection
with the performance of their functions, 1n accordance
with the provisions of the UK Compames Act 2006
Such indemnity provisions have been 1n place during
the financial year but have not been utihsed by the
Darectors

Going concern basis

The Financial Statements are prepared on a gong
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 15
provided 1n the Report of the Directors, i particular

A description of the group’s principal activities,
strategic direction and challenges and uncertaintes

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, hquidity and market nisk are set
out in the ‘Report of the Directors Risk”

The Directors have also considered future
projections of profitability, cash flows and capital
resources in making their assessment
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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 15 no relevant audit information of
which the bank’s auditors are unaware, and each
Director has taken all the steps that he ought 10 have
taken as a Director to make himself aware of any
relevant andit information and to establish that the
company’s auditors are aware of that information

On behalf of the Board
} H McKenzie, Secretary
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Statement of Directors’ Responsibilities in Respect of the Annual Report and
Accounts 2010 and the Financial Statements

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

The Directors are responsible for prepaning the Annual Report, the consohdated financial statements of HSBC Bank
ple and 1ts subsidiaries (the ‘group’) and parent company financial statements for HSBC Bank ple (the ‘bank’} m
accordance with apphcable law and regulations

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

Under company law the directors must not approve the financial statements unless they are satisfied that they give a
true and fair view of the state of affairs of the group and parent company and of their profit or loss for that period In
preparing ¢ach of the group and parent company financial statements, the directors are required to

e select surtable accounting policies and then apply them consistently,
¢ make judgments and estimates that are reasonable and prudent, and
s state whether they have been prepared in accordance with IFRSs as adopted by the EU

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

The Directors have responsibility for ensuring that sufficient accounting records are kept that disclose 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 irregulanties

The Directors have responsibility for the maintenance and itegrity of the Annuat Report and Accounts as they
appear on the bank’s website Legislation 1n the UK governing the preparation and dissemmation of financial statements
may differ from legislation 1n other jurisdictions

On behalf of the Board

J H McKenzie, Secretary 28 February 2011

77




HSEBC BANK PLC

Independent Auditor’s Report to the Members of the HSBC Bank plc
BTN -

We have audited the group and parent company financial statements of HSBC Bank plc (‘the bank”) for the year ended 31
December 2010 set out on pages 79 10 195 The financial reporting framework that has been applied i their preparation s
applicable law and International Financial Reporting Standards (‘'IFRSs’) as adopted by the EU, as apphed in accordance
with the provisions of the Companies Act 2006

This report 1s made solely to the bank's members, as a body, i 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 members those matters we are required
to state to them n an auditor’s 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 members, as a body, for our audit work, for this report,
or for the opinions we have formed

Respective responsibilities of directors and auditor

As explamed more fully in the Directors’ Responsibiliies Statement set out on page 77, the directors are responsible for
the preparation of the financial statements and for being satisfied that they give a true and fair view Qur responsibihity 1s
to audit and express an opinion on the financial statements in accordance with applicable law 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 description of the scope of an audit of financial statements 1s provided on the APB's web-site at
www fre.org uk/apb/scope/private ¢fm

Opinion on financial statements
In our opmion

+ the financial statements give a true and fair view of the state of the group's and of the parent company's affarrs as at
31 December 2010 and of the group's profit for the year then ended,

¢ the group financial statements have been properly prepared i accordance with IFRSs as adopted by the EU,

« the parent company financial statements have been properly prepared in accordance with IFRSs as adopted by the EU
and as applied 1n accordance with the provisions of the Compames Act 2006, and

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

Opinion on other matter prescribed by the Companies Act 2006

In our opimon the informatton given 1n the Dhirectors’ Report for the financial year for which the financial statements are
prepared 1s consistent wath the financial statements

Matters on which we are required to report by exception

We have nothing to report 1n respect of the following matters where the Companies Act 2006 requires us to report to 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 recerved from branches not visited by us, or

s the parent company financial statements are not 1n agreement with the accounung records and returns, or
* certain disclosures of directors' remuneration specified by law are not made, or

* we have not recerved all the informatien and explanations we require for our audit.

P Mclntyre, Senior Statutory Auditor

Jfor and on behalf of KPMG Audit Ple, Statutory Auditor

Chartered Accountants

London, England 28 February 2011
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Financial Statements

Consolidated income statement for the year ended 31 December 2010

2010 2009
Notes £m fm
Interest mcome 11,110 12,643
Interest expense (3,416) (4,552}
Net interest income 7,694 2091
Fee income 5311 5,5608
Fee expense (1,271) (1,483
Net fee ncome 4,040 4,077
Tradmg mcome excluding net interest income 1210 970}
Net interest income on rading activities 907 1,656
Net trading income 2,117 2,626
Net income from financial mstruments designated at fair value 276 543
Gains less losses from financral investments 537 (73)
Dividend income 18 29
Net earned 1nsurance premiums 4 2,635 2,716
Other operating incormne 782 1,093
Total operating income 18,009 19,102
Net insurance claims mcurred and movemnent m habilities to pohicyholders 3 303 (3,540}
Net operating income before loan impairment charges and other credit risk 15,076 15,562
provisions
Loan impairment charges and other credit nsk provisions (1,951) (3,364)
Net operating mncome & 13,125 12,198
Empleyee compensation and benefits 7 {4,961} (4,452)
General and admimstrative expenses (3,536) (3,114)
Depreciation and impairment of property, plant and equipment 22 (460) (482)
Amortisation and imparment of mtangible assets 21 62y (1R
Total operating expenses (%,119) (8,198)
Operating profit 4,006 4,000
Share of profit 1n associates and joint ventures 5 14
Profit before tax 4,011 4014
Tax expense 10 (996) (856)
Profit fer the year 3,015 3,158
Profit attnibutable to shareholders of the parent company 2,959 3,092
Profit attnibutable to non-contrelling interests 56 66

The accompanying notes on pages 89 to 195 and the audited sections of ‘Report of the Dhirectors Risk’ on pages 25 to 64 and ‘Report of the
Drwrectors Capuital Management on pages 65 ta 68 form an integral part of these financial statements
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Financial Statements (conunued)

Consolidated statement of comprehensive income for the year ended 31 December 2010

2010 2009
£m £m
Profit for the year 3,015 3,158
Other comprehensive income
Available-for-sale investments
— fair value gains/ (losses) 2914 4,666
— fair value losses/ (gawns) transferred to mcome statement on disposal 419 49
— amounts transferred to the Income statement 1 respect of impairment osses 721 1,317
— Income taxes (254) (248)
Cash flow hedges
— fair value gamns 307 133
— fair value gans transferred to income statement (530) n
— Income taxes 63 (5]
Actuanal losses on defined benefit plans
- before income taxes 179 (2,396)
—ncome taxes (63) 676
Exchange differences and other (114) (848)
Other comprehensive income/ (expense) for the year, net of tax 2,804 3,239
Total comprehensive income/ (expense) for the year 5,819 6,397
Total comprehensive income/ (expense) for the year attnibutable to
— sharehelders of the parent company 5,777 6,352
- nen - controlhing interests 42 45
5,819 6,397

The accompanying notes on pages 89 to 195 and the audited sections of 'Report of the Directors Risk’ on pages 25 to 64 and ‘Report of the
Directors Capital Management' on pages 65 to 68 form an integral part of these financial statements
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Financial Statements (continued}

Consolidated statement of financial position at 31 December 2010

2010 2009

Notes £m £m
ASSETS
Cash and balances at central banks 24,495 14,274
Items 1n the course of collection from other banks 1,932 2,082
Trading assets 15 159,552 165,008
Financial assets designated at far value 16 15,467 16,435
Denvatives 17 129,158 118,516
Loans and advances to banks 32 57,027 46,994
Loans and advances 10 customers 32 285,218 274 659
Financial investments 18 102,086 86,695
Other assets 24 6,118 8,013
Current tax assets 2146 172
Prepayments and accrued income 3,568 3357
Interests 1n associates and joint ventures 20 76 79
Goodwill and mntangible assets 21 11,143 11,199
Property, plant and equipment 22 2,108 4,090
Deferred tax assets Io 330 355
Total assets 798,494 751,928
LIABILITIES AND EQUITY
Liabihties
Deposits by banks 32 48,287 57,729
Customer accounts 32 344,123 332,896
Items 1n the course of transmission to other banks 1,411 1,477
Trading liabilihes 25 132,360 118,881
Financial Liabiities designated at fair value 26 27,935 18,164
Derivatives 17 129,204 118,689
Debt secunties in 1ssue 32 48,119 39,340
Other habilities 27 4,860 5,867
Current tax hablity 153 197
Liabilities under insurance contracts 1ssued 28 17,116 16,505
Accruals and deferred income 3,950 3,752
Provisions 29 425 368
Deferred tax hability 19 54 158
Retirement benefit hhabilities 7 133 2,678
Subordmated hablities 30 7,407 6,799
Total habilities 766,137 723,500
Equty
Called up share capital 36 797 797
Share premium account 20,025 20,025
Other equity mnstruments 36 1,750 1,750
Other reserves (220) (2,920}
Retained eamings - 9,473 8,135
Total equity atmbutable to shaseholders of the parent company 31,825 27,787
Non-controlling interests 532 641
Total equity 32,357 28,428
Total equity and hatnlities 798,494 751,928

The accompanymng notes on pages 89 to 195 and the audted sections af Report of the Directors Risk’ on pages 25 to 64 and Report of the
Drrectors Capital Management’ on pages 635 1o 68 form an integral part of these financial statements

by Dotote
( -
A A Flockhart, Chairman 28 February 2011
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Financial Statements (continued)

Consolidated cash flow statement for the year ended 31 December 2010

Cash flows from operating activities
Profit before tax

Adjustments for
— non-cash items included in profit before tax
— change n operalng assets
—change in operating habilities
— elimination of exchange differences’
— net gain from mvesting activities
— share of profits in associates and joint ventures
— distnbutions from associates
— contnbutions paid to defined benefit plans
— tax paid

Net cash (used in)/generated from operating activities

Cash flows from mmvesting activities

Purchase of financial investments

Proceeds from the sale and matunity of financial investments

Purchase of property, plant and equipment

Proceeds from the sale of property, plant and equipment

Purchase of ntangible assets

Proceeds from the sale of intangible assets

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

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

Proceeds from disposal of subsidianes

Proceeds from disposal of associates

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

Net cash generated from/(used i)} investung activities

Cash flows from financing activities

Issue of share capital

Issue of preference share capital

Suberdinated loan caprtal repaid

Suberdinated loan capital i1ssued

Dividends paid to shareholders

Dirvidends paid to minornity terests

Net cash outflow from acquision of and increase 1n stake of subsidanes

Net cash generated from financing activities

Net increase/{decrease) i cash and cash equivalents
Cash and cash equivalents at 1 Janvary
Effect of exchange rate changes on cash and cash equivalents

Cash and cash equivalents at 31 December

B e

2010 2009

Notes £m £m
4,011 4014

37 2,837 4,224
37 17,225 25,222
37 20,868 (53,082
(3,613) 9,707

(925) (657}

O] (14}

- 8

(1,985) (258)

(1,087) (923)

37,326 {11,759)

(68,653} (73.475)

57,569 87,764

(511) (613)

141 897

(184) (162)

3 -

- (247

- (16)

517 -

- 215

- (15)

(11,118) 14,348

- 2,776

25 -

- 101}

633 -

(1,874) (1,067)

22 N

(194) —

1,432) 1,601

24,776 4,190

60,806 60,855

423 (4,239

37 86,005 60,806

1 Adsustment 1o bring changes between opening and closing balance sheet amounts to average rates This 15 not done on a Iine-by-lne basis

as details cannot be determined without unreasonable expense

The accompanying notes on pages 89 to 193 and the audited sections of ‘Report of the Directors Risk on pages 25 to 64 and ‘Report of the
Drrectors Capital Management on pages 65 te 68 form an integral part of these financwal statements
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Financial Statements (continued)

HSBC Bank plc statement of financial position at 31 December 2010

ASSETS

Cash and balances at central banks
Items in the course of collection from other banks
‘Frading assets

Financial assets designated at fair value
Denvatives

Loans and advances to banks

Loans and advances to customers
Fnancial investments

Other assets

Current tax assets

Prepayments and accrued imcome
Interests 1n asseciates and Joint ventures
Investments 1n subsidiary undertakings
Goodwill and intangible assets
Property, plant and equpment

Deferred tax assets

Total assets

LIABILITEES AND EQUITY

Liabilities

Deposits by banks

Customer accounts

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

Financial habilines designated at fair value
Derivatives

Debt securities 1n 1ssue

Other habihities

Current taxation

Accruals and deferred income

Provisions

Deferred tax hability

Retirement benefit liabilities

Subordinated hiabilities

Total habihties

Equity

Called up share capital
Share premium account
Other equity instruments
Other reserves

Retained eamings

Total equity
Total equity and habhiies

Notes

15
16
17
32
32
18
24

20
23
21
22
10

32
32

25
26
17

32
27

29
10

30

36

36

2010 2009
£m £m
22,357 13,130
1,030 1,071
126,493 123,957
4,505 6,592
108,905 100,800
27,860 20,729
208,548 208,669
41,338 27,389
3,354 4,230
116 160
1,557 1263
63 63
15,459 15,226
686 632
1343 1280
617 779
564,331 525970
38,873 19346
230,795 223,652
577 595
98,412 96,821
18,334 10,675
108,786 101,161
29,417 14,636
22N 2,636
11 g
1,955 1,852
229 176

2 2

575 2524
7,562 6955
537,749 501,039
797 797
20,025 20,025
1,750 1,750
42 (356)
3,968 2715
26,582 24,931
564,331 525,970

The accompanying notes on pages 89 to 195 and the audited sections of ‘Report of the Directors Risk on pages 25 to 64 and ‘Report of the

Directors Capital Management' on pages 65 to 68 form an integral part of these financial statements

b dt

A A Flockhant, Chairman
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HSBC Bank plc cash flow statement for the year ended 31 December 2010

Cash flows from operating activities
Profit before tax

Adjustments for
— non-cash items mcluded in profit before tax
— change n operating assets
—change n operating Labilities
— ehimination of exchange differences’
- net gain from investing activilies
— contributions paid to defined benefit plans
— tax paid

Net cash (used in)generated from operating acuivites

Cash flows from investing activities

Purchase of financial investnents

Proceeds from the sale of financial nvesments

Purchase of property, plant and equipment

Proceeds from the sale of property, plant and equipment

Purchase of goodwll and intangible assets

Net cash outflow from acquisition of and mcrease n stake of associates
Proceeds from disposal of associates

Net cash generated from/(used in) investing activities

Cash flows from financing activities

Issue of ordinary share capital

Net cash outflow from acquisition of and increase in stake of subsidiaries
Subordimnated loan capital 1ssued

Dividends pard

Net cash generated from financing activities
Net increase 1o 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

1 Adjustment to bring changes between opemng and closing balance sheet amounts to average rates This is not done on a line-by-line basis, as

details cannot be deternuned without unreasonable expense

The accompanying notes on pages 89 to 195 and the audited sections of Report of the Directors Risk' on pages 25 to 64 and ‘Report of the

2010 2009
Notes £m £m
3,396 2,967

37 2,215 3,126
37 (5.523) 14,404
37 28,734 (26,542)
(1,189) 377

(329) (53%)

(1,933) (236)

(674) (461}

24,697 (6,900)

(27,066) (31 309)

14,849 50,482

(316) (312)

5 791

(163} (133)

- (16)

2 188

(12,689) 19,691

- 2,776

(442) _

633 _

(1,868) (1,067)

(1,677) 1,709

10,331 14,500

40,702 27,791

326 {1,589)

37 51,359 40,702

Directors Capital Manngement on pages 65 to 68 form an integral part of these finoneial stotements
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Notes on the Financial Statements (continued)

1 Basis of preparation

(a)

{b)

Comphance with International Financial Reporting Standards

The consolidated financial statements of the group and the separate financial statements of HSBC Bank plc have
been prepared 1n accordance with International Financial Reporting Standards (‘IFRSs’) as 1ssued by the
Internationat Accounting Standards Board (*1ASB’) and as endorsed by the EU EU-endorsed IFRSs may differ
from IFRSs as 1ssued by the IASB if, at any point in time, new or amended IFRSs have not been endorsed by
the EU At 31 December 2010, there were no unendorsed standards effective for the year ended 31 December
2010 affecting these consolidated and separate financial statements, and there was no difference between IFRSs
endorsed by the EU and IFRSs 1ssued by the IASB 1a terms of their application to the group Accordingly, the
group’s financial statements for the year ended 3§ December 2010 are prepared n accordance with IFRSs as
1ssued by the IASB

IFRSs comprise accounting standards 1ssued by the 1ASB and 11s predecessor body as well as interpretations
1ssued by the IFRS Interpretations Commuittee (‘IFRIC’) and 1ts predecessor body During 2010, the group
adopted the following major revisions and amendments to standards

The group adopted the revised IFRS 3 ‘Business Combinations’ and amendments to 1AS 27 ‘Consolhidated and
Separate Financial Statements’ The main changes under the standards are that

¢ acquisition-related costs are recogmised as an expense in the income statement 1n the period m which they
are mncurred,

* all consideration transferred, including contingent consideration, 1s recogmsed and measured at fair value at
the acquisiion date,

*  equty nterests held priot to control being obtamned are remeasured to fair value at the date of obtaining
control, and any gam or loss 1s recogmised 1n the income statement,

s  anoption 1s available, on a transacthion-by-transaction basis, to measure any non-controlling (previously
referred to as minority) interests 1n the entity acquured either at fair value, or at the non-controlling nterests®
proportionate share of the net identifiable assets of the entity acquired, and

» changes in a parent’s ownership terest n a subsidiary that do not result in a change of control are treated
as transactions between equity holders and are reported m equity

In terms of their application to the group, the revised IFRS 3 and the amendments to 1AS 27 apply prospectively
to acquisitions and transactions taking place on or after 1 January 2010, and have no significant effect on these
consohdated financial statements of the group and the separate financial statements of HSBC Bank plc

During 2010, 1n addition to the above, the group adopted a number of standards, interpretations and amendments
to standards which had an msigmficant effect on the consolidated financial statements of the group and the
separate financial statements of HSBC Bank plc

Presentation of information

Disclosures under IFRS 4 ‘Insurance Contracts’ (‘IFRS 4} and IFRS 7 ‘Financial Instruments Disclosures’
{‘IFRS 77} concerning the nature and extent of risks relating to insurance contracts and financial instruments
have been included 1n the audited sections of the *Report of the Directors Risk’ on pages 56 to 63

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

Captal disclosures under IAS 1 “Presentation of Financial Statements’ (‘IAS 1°) have been included 1n the
audited sectrons of the ‘Report of the Directors Capital Management” on pages 65 to 68

IDisclosures relating to the group’s secuntisation activities and structured products have been included n the
audzted section of ‘Report of the Directors Rusk’ on pages 54 to 55

In accordance with the group’s pohicy to provide meaningful disclosures that help investors and other
stakeholders understand the group’s performance, financial position and changes thereto, the information
provided 1n the Notes on the Financial Statements and the Report of the Directors goes beyond the mimimum
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(c)

levels required by accounting standards, statutory and regulatory requirements In particular, the group has
adopted the British Bankers” Association Code for Financial Reporting Disclosure (‘the BBA Code’) The BBA
Code aims 1o increase the quality and comparability of banks’ disclosures and sets out five disclosure principles
together with supporting guidance In hne with the principles of the BBA Code, the group assesses good practice
recommendations 1ssued from time to ime by relevant regulators and standard setters, and will assess the
applicability and relevance of such guidance, enhancing disclosures where appropriate

In pubhshing the parent company financial statements here together with the Group financial statements, HSBC
Bank has taken advantage of the exemption 1n section 408(3) of the Companies Act 2006 not to present its
individual income statement, individual statement of comprehensive income and refated notes that form a part of
these financial statements

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

Consohdation

The conschdated financial statements of the group comprise the financial statements of HSBC Bank plc and its
subsidianes made up to 31 December

Subsidiaries are consohdated from the date that the group gains control The acquisition method of accounting 1s
used when subsidiaries are acquired by the group The cost of an acquisiion 15 measured at the fair value of the
consideration, including contingent constderation, given at the date of exchange Acquisitron-related costs are
recogiused as an expense in the income statement 1n the period 1n which they are incurred The acquired
identifiable assets, labihties and contingent habilities are measured at their fair values at the date of acquisition
Goodwill 1s measured as the excess of the aggregation of the consideration transferred, the amount of non-
controlling interest and the fair value of the acquirer’s previously held equity interest, if any, over the net of the
amounts of the identifiable assets acquired and the habiltties assumed The amount of non-controlling nterest 1s
measured either at fair value or at the non-controlling interest’s proportionate share of the acquiree’s 1dentifiable
net assets In a business combination achieved in stages, the previously held equity interest 15 remeasured at the
acquisition-date fair value with the resulting gain or loss recogrused in the income statement In the event that the
amounts of net assets acquired 1s in excess of the aggregate of the consideration transferred, the amount of non-
controiling interest and the fair value of the group’s previously held equity mterest, the difference 1s recognised
immediately in the income statement

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

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

In the context of Special Purpose Entities (‘SPEs’), the following circumstances may mdicate a relatonship in
which, 1n substance, the group controls and, consequently, consolidates an SPE

*  the activities of the SPE are being conducted on behalf of the group according to ils specific business needs
so that the group obtains benefits from the SPE’s operation,

s  the group has the decision-making powers to obtain the majonity of the benefits of the activities of the SPE
or, by setting up an ‘autopiiot’ mechamsm, the group has delegated these decision-making powers,

»  the group has nghts to obtain the majonty of the benefits of the SPE and therefore may be exposed to risks
incident 10 the activities of the SPE, or

s  the group retains the majonty of the residual or ownership risks related to the SPE or its assets in order to
obtain benefits from its activities

The group performs a re-assessment of conselidatton whenever there 15 a change 1n the substance of the
relationship between the group and an SPE  All intra-group transactions are eliminated on consolidation

The consolidated financial statements of the group also include the attributable share of the results and reserves
of yomt ventures and associates These are based on financial statements made up to dates not earlier than three
months prior to 31 December, adjusted for the effect of any significant transactions or events that occur between
that date and the group’s reporting date
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(d} Future accounting developments

At 31 December 2010, a number of standards and interpretations, and amendments thereto, had been issued 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 2010 Those which are expected to have a significant effect on
the group’s consclidated financial statements and the separate financial statements of HSBC Bank plc are
discussed below

Standards and Interpretations issued by the IASB but not endorsed by the EU

In November 2009, the IASB 1ssued IFRS 2 ‘Financial Instruments’ (‘IFRS 9) which introduced new
requirements for the classification and measurement of financial assets In October 2010, the }IASB 1ssued
addmons to IFRS 9 relating to financial abilties Together, these changes represent the first phase instalments
in the IASB’s planned phased replacement of ‘IAS 39 Financial Instrumnents Recognmition and Measurement®
(‘1AS 39°) with a less complex and improved standard for financial instruments

The standard 15 effective for annual periods beginning on or after | January 2013 with early adoption permitied
IFRS 915 required to be applied retrospectively If the standard 1s adopted prior to 1 January 2012, an ennity will
be exempt from the requirement to restate prior period comparative information IFRS 9 1s subject to EU
endorsement, the ttming of which 1s uncertain Accordingly, the group 15 unable to provide a date by which 1t
plans to apply IFRS 9

The main changes to the requirements of IAS 39 are summansed below

» allfinancial assets that are currently in the scope of IAS 39 will be classified as either amortised cost or fair
value The available-for-sale, held-to-maturity and loans and recervables categories will no longer exist

+ classification of financial assets 1s based on an entity’s business model for managing the financial assets and
their contractual cash flow characteristics Reclassifications between the two categories are prohibited
unless there 1s a change n the entity's business model

» afinancral asset 15 measured at amortised cost 1f two criteria are met 1) the objective of the business model
1s to hold the financial asset for the collection of the contractual cash flows, and u) the contractual cash
flows of the mstrument 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 recogmised 1n profit or loss, except for equity investments where an entity takes the option to
designate an equity instrument that 1s not held for trading at far value through other comprehensive income
If this option 15 taken, all subsequent changes in fair value are recogmised in other comprehensive income
with no recycling of gains or losses to the income statement Dividend income would continue to be
recognised 1n the income statement

*  anenuty 1s only permitted to designate a financial asset otherwise meeting the amortised cost critena at fair
value through profit or loss if doang so sigmficantly reduces or eliminates an accounting mismatch This
designation 1s made on intial recogmition and 15 irrevocable

» financial assets which contain embedded derivatives are to be classified in their entirety erther at fair value
or amortised cost depending on whether the contracts as a whole meet the relevant criteria under IFRS 9

+  most of IAS 39’s requirements for financial habilities are retained, mcluding amortised cost accounting for
most financial liabilities The guidance on separation of embedded denivatives will continue to apply to host
contracts that are financial habilities However, fair vatue changes aunbutable to changes in own credit nisk
for financial habihties designated under the fair value option other than loan commitments and financial
guarantee contracts are to be presented 1n the statement of other comprehensive income unless the treatment
would create or enlarge an accountimg mismatch 1n profit or loss These amounts are not subsequently
reclassified to the income statement but may be transferred within equity

The second and third phases in the JASB’s project to replace 1AS 39 will address the impairment of financial
assets measured at amortised cost and hedge accounting The IASB has indicated that 1t expects to finahise the
replacement of IAS 39 by June 2011 In addition, the IASB 15 working with the US Financial Accounting
Standards Board to reduce inconsistencies between US GAAP and IFRS in accounting for financial instruments
The impact of IFRS 9 may change as a consequence of further developments resulting from the IASB’s financial
mstruments project As a result, 1t 1s impracticable to quantify the impact of IFRS 9 as at the date of pubhcation
of these financial statements
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Notes on the Financial Statements (continued)

2 Summary of significant accounting policies

{a)

(b}

{c)

Interest iIncome and expense

Interest income and expense for all financial mstruments except for those classified as held-for-trading or
designated at fair value (other than debt securities 1ssued by the group and denvatives managed 1n conjunction
with such debt secunities 1ssued) are recognised 1n ‘Interest income’ and ‘Interest expense” i the mcome
statement using the effective interest method The latter 15 a way of calculating the amortised cost of a financial
asset or a financial hability (or groups of financial assets or financial habihiies) and of allocating the interest
income or 1nterest expense over the relevant period

The effective interest rate 13 the rate that exactly discounts estimated future cash receipts or payments through
the expected hfe of the financial mstrument or, where appropriate, a shorter period, to the net carrying amount of
the financial asset or financial hability When calculating the effective interest rate, the group estimates cash
flows considering all contractual terms of the financtal instrument but not future credit losses The calculation
includes all amounts paid or received by the group that are an integral part of the effective interest rate of a
financial instrument, including transaction costs and al? other premiums or discounis

Interest on imparred financial assets 1s recogmsed using the rate of interest used to discount the future cash flows
for the purpose of measuring the imparment loss

Non interest iIncome

Fee income 15 eamned from a diverse range of services provided by the group to 11s customers Fee income 15
accounted for as follows

+ income earned on the execuvtion of a sigmificant act 15 recognised as revenue when the act 1s completed (for
example, fees ansing from negotiating, or participating in the negotiation of, a transaction for a third party,
such as an arrangement for the acquisition of shares or other secunties),

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

+ ncome which forms an mtegral part of the effective interest rate of a financral instrument 1s recognised as
an: adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded 1n
‘Interest income’ (Note 2(a))

Net trading income comprises all gains and losses from changes in the fair value of financial assets and
financial habihies held for trading, 1ogether with related interest income, expense and dividends

Net income from financial mstruments designated at fair value includes all gains and losses from changes 1n
the fair value of financial assets and financial liabilities designated at fair value through profit or loss Interest
income and expense and dividend mcome ansing on those financial instruments are also included 1n “Net income
from financial imstruments designated at fair value’, excepi for interest arising from debt secunties 1ssued, and
denivatives managed 1n conjunction with those debt secunities, which 1s recognised 1n ‘Interest expense’ (Note

2(a))

Dividend income 1s recognised when the right to receive payment 1s established This 1s the ex-dividend date for
equity securrties, and usually the date when shareholders have approved the dividend for unlisted equaty
securities

Operating Segments

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

Measurement of segment assets, liabilities, income and expenses 1s based on the group’s accounting pelicies
Segment income and expenses include transfers between segments and these transfers are conducted on arm’s
length terms and conditiens Shared costs are included in segments on the basis of the actual recharges made
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(d} Determination of fair value

(e}

(f)

All financial nstruments are recogmsed inivally at fair value In the normal course of business, the fair value of
a financial instrument on 1n:tial recognition 1s the ransaction price (that 15, the fair value of the consideration
given or received) In certain circumstances, however, the fair value will be based on other observable current
market transactions in the same instrument, without modificatton or repackaging, or on a valuation techmque
whose vanables include only data from observable markets, such as interest rate yreld curves, option volatilities
and currency rates When such evidence exists, the group recognises a trading gain or loss on inception of the
financial instrument, being the difference between the transaction price and the fair value When unobservable
market data have a significant impact on the valuation of financtal instruments, the entire 1mitial difference in fair
value indicated by the valuation model from the transaction price 1s not recogmsed immediately in the income
statement but 15 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 imtial recognition, the fair values of financal instruments measured at fair value are measured 1n
accordance with the group’s valuation methodologies, which are described 1n Note 31 Fair value of financial
instruments

Reclassification of financial assets

Non-derivative financial assets (other than those designated at fair value through profit or fess upon iminal
recogmition) may be reclassified out of the fair value through profit or loss category 1n the following
circumstances

*  financial assets that would have met the definttion of loans and receivables at imtal recognition (if the
financial asset had not been required to be classified as held for trading) may be reclassified out of the far
value through profit or loss category if there 1s the intentron and ability to hold the financial asset for the
foreseeable future or until matunty, and

* financial assets (except financial assets that would have met the definition of loans and receivables at in:tial
recognition) may be reclassified cut of the far value through profit or loss category and nto another
category In rare circumstances

When a financial asset 15 reclassified as descnibed in the above circumstances, the financial asset 1s reclassified at
its fair value on the date of reclassificaion Any gain or loss already recogmsed in the income statement 15 not
reversed The fair value of the financial asset on the date of reclassification becomes its new cost or amortised
cost, as applicable

l.oans and advances to banks and customers

Loans and advances to banks and customers include loans and advances onginated by the group which are not
classified esther as held for trading or designated at fair value Loans and advances are recognised when cash 15
advanced to borrowers They are derecognised when either borrower repays their obligations, or the loans are
sold or wnitten off, or substantially ail the risks and rewards of ownership are transferred They are imtally
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 denivatives
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 risk only

The group may commit to underwrite loans on fixed contractual terms for specified periods of time, where the
drawdown of the loan 15 contingent upon certawn 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 dervative and measured at fair value through profit and loss On drawdown, the loan 1s classified as held
for trading and measured at fair value through profit and loss Where 11 1s not the group’s intention to trade the
loan, a provision on the loan commitment 15 only recorded where it 1s probable that the group will incur a loss
This may occur, for example, where a loss of principal 1s probable or the interest rate charged on the loan 15
lower than the cost of funding. On mception the loan, the hold portion 1s recorded at 1its fair value and
subsequently measured at amortised cost using the effecuve interest method However, where the initral fair
value 1s lower than the cash amouni advanced (for example, due to the rate of interest charged on the loan being
below the market rate of interest), the wnte down 1s charged to the income statement The wrnite down will be
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(g}

recovered over the hfe of the loan, through the recogmition of interest income using the effective interest method,
untess the loan becomes impaired The wrnite down 15 recorded as a reduction to other operating income

Financial assets which have been reciassified out of the fair value through profit and loss category into the loans
and recervables category are mtially recorded at the fair value at the date of reclassification The reclassified
assets are subsequently measured at amortised cost, using the effecuve 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 collectively Impairment losses are recorded as charges to the income statement The camying amount
of impaired loans on the balance sheet 15 reduced through the use of impairment allowance accounts Losses
expected from future events are not recognised

indwidually assessed loans and advances

For all loans that are considered individually sigmificant, 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 The critenia used by the group
to determine that there 1s such objective evidence include

=  known cash flow difficulties experienced by the borrower,

¢  past due contractual payments of either principal or interest,

»  breach of loan covenants or conditions,

s the probability that the borrower will enter bankruptcy or other financial realisation, and
¢  asigmficant downgrading in credit rating by an external credit rating agency

For those loans where objective evidence of impairment exists, impairment losses are determined considening the
following factors

» the group’s aggregate expoesure to the customer,

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

#  the amount and timing of expected receipts and recoveries,
s  the likely dividend available on hiquidation or bankruptcy,

»  the extent of other creditors’ commitments ranking ahead of, or part passu with, the group and the
likelihood of other creditors continuing 1o support the company,

»  the complexity of deterrmining the aggregate amount and ranking of all creditor claims and the extent to
which legal and msurance uncertainties are evident,

¢  the realisable value of secunty (or other credit mitigants) and likehihood of successful repossession,
¢  the likely deduction of any costs involved 1n recovery of amounts outstanding,

e the ability of the borrower to obtain, and make payments in, the currency of the loan 1f not denominated n
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 its original effective
interest rate, and companng the resultant present value with the loan’s current carrying amount The impairment
allowances on individually significant accounts are reviewed at least quarterly, and more regularly when
circumstances require This normally encompasses re-assessment of the enforceability of any collateral held and
the timing and amount of actual and anticipated receipts Individually assessed impairment allowances are only
released when there 1s reasonable and objective evidence of a reduction 1n the established loss estimate
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Collectively assessed loans and advances
Impairment 1s assessed on a collective basis in two circumstances

e o 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 1dentified impairment

Individually assessed loans for which no evidence of loss has been specifically wdentified on an individual basis
are grouped together according to their credit nisk characteristics for the purpose of calculating an estimated
collective loss Thus reflects impairment losses that the group has mcurred as a resuit of events occurring before
the balance sheet date, which the group 1s not able to 1dentify on an mdividual loan basts, and that can be rehably
estimated These losses will only be individually identified i 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 impamrsent

The collective impairment altowance 13 determined after taking into account

¢ histenical loss expertence n portfolios of similar credit nisk charactenistics (for example, by industry sector,
loan grade or product),

e  the estimated period between impairment occurnng and the loss being identified and evidenced by the
establishment of an appropnate allowance against the individual lean, and

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

The period between a loss occurring and 1ts wdentification 15 estimated by local management for cach 1dentified
portfolio -

Homogeneous groups of loans and advances

Statistical methods are used to determine impairment losses on a collective basis for homogeneous groups of
loans that are not considered mdividually significant, because individual loan assessment 18 impracticable
Losses in these groups of loans are recorded on an individual basis when mdividual 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 appropniate empirical mformation 15 available, the group uses roll-rate methedology Thus
methodology employs statistical analyses of histoncal data and expenence of dehinquency and default 1o
estimate the amount of loans that will eventually be written off as a result of the events occurming before the
balance sheet date which the group is not able to 1dentify on an individual loan basis, and that can be
rehiably estimated Under this methodology, loans are grouped into ranges according to the number of days
past due, and statistical analysis 13 used to estimate the likehhood that loans 1n each range wall progress
through the various stages of delinquency and ultumately prove irrecoverable Current economic conditions
are also evaluated when calculating the appropriate level of allowance required to cover inherent loss The
estimated loss 1s the difference between the present value of expected future cash flows, discounted at the
ongmal effective mterest rate of the portfolio, and the carrymg amount of the portfoho In certain highly
developed markets, sophisticated models also take mto account behavioural and account management
trends as revealed in, for example, bankruptey and rescheduling statistics

= when the portfolio size 1s small or when information 1s insufficient or not rehable enough to adopt aroll-
rate methodology, the group adopts a basic approach based on historical experience

In normal circumstances, historical experience provides the most objective and relevant informaton from which
to assess wnherent loss within each portfolio, though sometimes 1t provides less relevant information about the
mherent loss in a given portfolio at the balance sheet date, for example, when there have been changes in
economic, regulatory or behavioural conditions which result in the most recent trends 1n portfolio risk factors
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beng not fully reflected n the statistical models In these circumstances, the risk factors are taken into account
by adjusting the impairment allowances derived solely from histonical loss expenence

These additional portfolio nisk factors may include recent loan portfoho growth and product mix, unemployment
rates, bankrupicy trends, geographic concentrations, loan product features (such as the abihity of borrowers to
repay adjustable-rate loans where resct interest rates give nise to increases in interest charges), economic
conditions such as national and local trends 1n housing markets and nterest rates, portfolio seasoning, account
management policies and practices, current levels of write-offs, changes 1n 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 nto account when calculating the appropniate level of impairment allowances by
adjusting the impairment allowances derived solely from historical loss expenence

Roll rates, loss rates and the expected timing of future recovenes are regularly benchmarked against actual
outcomes to ensure they remain appropriate

Write-off of loans and advances

Loans (and the related impairment allowance account) are normally written off, either partially or n full, when
there 1s no realistic prospect of recovery Where loans are secured, this 1s generally after receipt of any proceeds
from the realisation of security In circumstances where the net realisable value of any collateral has been
determined and there 1s no reasonable expectation of further recovery, write off may be earher

Reversals of impairment

1f the amount of an impairment loss decreases 1n a subsequent period. and the decrease can be related objectively
to an event occurring after the impairment was recogmsed, the excess 18 written back by reducing the loan
impairment allowance account accordingly The write-back 1s recognised n 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 leans and
receivables category, the effective interest rate determined at the date of reclassification 15 used to calculate any
impatrment losses

Following reclassification, where there 1s a subsequent increase in the estimates of future cash receipts as a result
of increased recoverabihty of those cash receipts, the effect of that increase 1s recogmsed 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 in the ¢stimate

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 1n ‘Other assets’ 1f the carrying amounts of the assets are recovered principally through
sale, the assets are available for sale 1n their present condition and their sale 1s highly probable The asset
acquired 15 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 1s charged n respect of assets held for sale Any
subsequent write-down of the acquired asset to fair value less costs to sell 1s recogmised in the income statement,
1n ‘Other operating ncome’ Any subsequent increase 1n the fair value less costs to sell, to the extent this does
not exceed the cumulative wnite down, 15 also recognised 1n ‘Other operating income’, together with any realised
gains or losses on disposal

Renegotiated loans

Loans subject to collective imparment assessment whose terms have been renegonhated are no longer considered
past due, but are treated as up to date loans for measurement purposes once the mimimum 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 imparrment assessment, to reflect their nsk profile Loans
subject to individual impairment assessment, whose terms have been renegotated, are subject to ongoing review
to determine whether they remain impaired or should be considered past due The carrymg amount of loans that
have been classified as renegetiated retain this classification unil maturity or derecogmition Interest 1s recorded
on renegotiated loans taking mto account the new contractual terms following renegotiation
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Trading assets and trading habthties

Treasury bills, debt secunities, equity shares, loans, deposits, debt securities in 1ssue, and short positions 1n
secunties are classified as held for trading if they have been acquired principally for the purpose of selling or
repurchasing 1n the near term, or they form part of 2 portfolio of 1dentified financial instruments that are
managed together and for which there 1s evidence of a recent pattern of short-term profit-taking These financial
assets or financial hamhtes are recognised on trade date, when the group enters nto contractual arrangements
with counterparties to purchase or sell financial instruments, and are normally derecognised when either sold
(assets) or extingwished (liabilities) Measurement 1s mitially at fair value, with transaction costs taken to the
mcome statement Subsequently their fair values are remeasured, and gains and losses from changes therein are
recognised 1n the income statement 1n ‘Net trading income’

Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified in this category if 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

¢  climmnates or significantly reduces measurement or recognition inconsistencies that would otherwise anise
from measuring financial assets or financial habihities, or recognising gams and losses on them, on different
bases Under this criterion, the main classes of financial instruments designated by the group are

Long-term debt issues — The interest payable on certain 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 nterest
rate nsk management strategy An accounting mismatch would anise f the debt securiies 1ssued were
accounted for at amortised cost, because the related derivatives are measured at fair value with changes m
the fair value recognised in the income statement By des:gnating the long-term debt at fair value, the
movement 1n the fair value of the long-term debt will also be recognised in the income statement

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

»  apples te groups of financial assets, financial iabilites or combinations thereof that are managed, and their
performance evaluated, on a fair value basis in accordance with a documented nsk management or
investment strategy, and where information about the groups of financial instruments 1s reported to
management en that basis Under this criterion, certam financial assets held to meet iabilities under
insurance contracts are the main class of financial instrument so designated The group has documented nsk
management and mvestment strategies designed to manage such assets at fair value, taking into
consideration the relationship of assets to Liabilities in a way that mitigates market nsks Reports are
provided to management on the fair value of the assets Fair value measurement 1s also consistent with the
regulatory reporting requirements under the appropnate regulations for these insurance operations

»  relates to financial instruments containing one or more embedded denvatives that sigrficantly modify the
cash flows resulting from those financial instruments, including certain debt 1ssues and debt securittes held

The fair value designation, once made, 1s urevocable Designated financial assets and financial liabilhities are
recogmsed when the group enters into the contractual provisions of the arrangements with counterparties, which
15 generally on trade date, and are normally derecognised when sold (assets) or extinguished (liabilities)
Measurement 15 imnally 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 recognised in the
mncome statement 1n ‘Net income from financial instruments designated at fair vatue’
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() Financial investments

Treasury bulls, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value, are classified as avatlable-for-sale or held-to-maturity Financial investments are
recogmsed on trade date, when the group enters nto contractual arrangements with counterparties to purchase
securities, and are normatly derecogmsed when either the securities are sold or the borrowers repay thesr
obhgations

() Available-for-sale financial assets are imitially measured at fair value plus direct and incremental transaction
costs They are subsequently remeasured at fair value, and changes therein are recognised in other
comprehensive income n “Available-for-sale investments — fair value gains/ (losses)” until the financial
assets are either sold or become impaired When available-for-sale financial assets are sold, cumulative
gains or losses previously recognised in other comprehensive income are recogmsed 1n the income statement
as ‘Gans less losses from financial investments®

Interest income 1s recogmsed on available-for-sale debt securities using the effective interest method,
calcutated over the asset’s expected hife Premiums and/or discounts arising on the purchase of dated
mvestment securities are included 1n the calculation of their effective interest rates Dividends are
recognised in the income statement when the right to receive payment has been estabhshed

At each balance sheet date an assessment 15 made of whether there 1s any objective evidence of impairment
in the value of a financial asset Impairmem losses are recogmsed if, and only 1f, there 15 objective evidence
of impairment as a result of one or more events that occurred after the imtial recognition of the financial
asset (a ‘loss event’) and that loss event (or events) has an impact on the estimated future cash flows of the
financial asset that can be rehably estimated

If the available-for-sale financial asset 1s impaired, the difference between the financial asset’s acquasition
cost (net of any principal repayments and amortisation) and the current fair value, less any previous
impairment loss recognised in the income statement, 1s removed from other comprehensive income and
recognised 1n the ncome statement

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and
other credit risk provision” in the income statement and impairment losses for available-for-sake equity
securities are recogmsed within *Gains less losses from financiat investments’ 1n the income statement The
impairment methodelogies for available-for-sale financial assets are set out in more detail below

— Avallable-for-sale debt secunties When assessing available-for-sale debt securnities for objective
evidence of impairment at the reporting date, the group considers all available evidence, mcluding
observable data or information about events specifically telating to the secunities which may result in a
shortfall in recovery of future cash flows These events may include a sigmificant financial difficulty of
the 1ssuer, a breach of contract such as a default, bankrupicy or other financial reorganisation, or the
disappearance of an active market for the debt security because of financial difficulties relating to the
1Ssuer

These types of specific event and other factors such as information about the issuers’ hquidity, business
and financial risk exposures, levels of and trends i default for similar financial assets, national and
local economic trends and conditions, and the fair value of collateral and guarantees may be considered
individually, or in combination, to determineg if there 1s objective evidence of impairment of a debt
security

In addition, when assessing available-for-sale asset-backed securities (‘ABS’s) for objective evidence of
smparment, the group considers the performance of underlying collateral and the extent and depth of
market price declimes Changes in credit ratings are considered but a downgrade of a security’s credit
rating 1s not, of 1tself, evidence of impairment The pnimary 1ndicators of potential impairment are
considered to be adverse fair value movements, and the disappearance of an active market for a

secunty

—  Available-for-sale equity securities Objective evidence of impairment for available-for sale equity
securities may include specific information about the 1ssuer as detailed above, but may also mclude
information about significant changes 1n technology, markets, economics or the law that provides
evidence that the cost of the equity securities may not be recovered
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A sigmficant or prolonged dechne in the fair value of the asset below 1ts cost 1s also objective evidence
of impairment In assessing whether 1t 1s significant, the decline 1n fair value is evaluated against the
original cost of the asset at inttial recognition In assessing whether it 1s prolonged, the dechne is
evaluated against the period 1n which the fair value of the asset has been below its criginal cost at mnitial
recognitton

Once an imparrment loss has been recogmsed on an available-for-sale financial asset, the subsequent
accounting treatment for changes m the fair value of that asset differs depending on the nature of the
available-for-sale financial asset concerned

» for an available-for-sale debt secunty, a subsequent decline in the fair value of the instrument 18
recognised in the mcome statement when there 1s further objective evidence of impairment as a result of
further decreases 1n the estimated future cash flows of the financial asset Where there 1s no further
objective evidence of impairment, the decline in fair value of the financial asset is recogntsed mn 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 occurring after the impairment loss was recognised in the
income statement, the impairment loss 1s reversed through the income statement to the extent of the
ncrease 1n fatr value

* for an available-for-sale equity security, all subsequent increases in the fair value of the mstrument are
treated as a revaluation and are recognised directly in other comprehensive income Impaimment losses
recognised on the equity secunily are not reversed through the income statement Subsequent decreases in
the farr value of the available-for-sale equity security are recognised 1n the income statement, to the extent
that further cumulative impatrment losses have been incurred 1n relation to the acquisition cost of the

equity security

(1) Held-to-maturity investments are non-derivative financial assets with fixed or determmable payments and
fixed matunties that the group positively intends, and 1s able, to hold until maturity Held-to-matunty
mnvestments are imitially recorded at fair value plus any directly atiributable transaction costs, and are
subsequently measured at amortised cost using the effective interest method, less any impairment losses

Sale and repurchase agreements (Including stock lending and borrowing}

When securities are sold subject to 2 commitment to repurchase them at a predetermined price (‘repoes’), they
remain on the balance sheet and a lability 1s recorded 1n respect of the consideration receved Securities
purchased under commitments to sell (‘reverse repos’) are not recognised on the balance sheet and the
consiuderation paid 15 recorded in ‘Loans and advances to banks’ or ‘Loans and advances to customers’ as
appropriate The difference between the sale and repurchase price 1s treated as interest and recognised over the
life of the agreement

Securities lending and borrowing transactions are generally secured, with collateral taking the form of securities
or cash advanced or received The transfer of securities to counterparties under these agreements 1s not normally
reflected on the balance sheet Cash collateral advanced or received is recorded as an asset or a hability
respectively

Securities borrowed are not recogrised on the balance sheet If they are sold on to third parties, an oblhigation to
return the secunties 1s recorded as a trading hability and measured at fair value, and any gains or losses are
in¢luded in “Net trading income”

Denvatives and hedge accounting

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

Derivatives may be embedded 1n other financial instruments, for example, a convertible bond with an embedded
conversion optien Embedded denvatives are treated as separate denvatives when their economic charactenstics
and risks are not clearly and closely related to those of the host contract, the terms of the embedded denvative
would meet the defimtion of a stand-alone derivative if they were contamned 1n 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 recognised n the income statement
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Dernvatives are classified as assets when therr fair value is positive, or as habilities when their fair value 1s
negative Derivative assets and hiabilities ansig from different transactions are offset only 1f the transactions are
with the same counterparty, a legal nght of offset exists, and the parties intend 1o settle the cash flows on a net
basis

The method of recogmising fair value gains or losses depends on whether denvatives are held for trading or are
designated as hedging instruments, and 1f the latter, the nature of the nsks being hedged All gains and losses
from changes n the fair value of denivatives held for trading are recognised 1n the income statement When
derivatives are designated as hedges, the group classifies them as either (1) hedges of the change in fair value of
recognised assets or llabilities or firm commitments (“fair value hedges™), (11) hedges of the vanabihity n highly
probable future cash flows attributable to a recogmsed asset or hability, or a forecast transaction (“cash flow
hedges’) Hedge accounting 15 apphied to denivatives designated as hedging instruments 1n a fair value, cash flow
or net investment hedge provided certain criteria are met

Hedge accountmg

At the inception of a hedging relabonship, the group decuments the relationship between the hedging
mnstruments and hedged 1tems, 1ts nsk management objective and 1ts strategy for undertaking the hedge The
group also requires a2 documented assessment, both at hedge inception and on an ongoing basis, of whether or
not the hedging instruments, primanly derivatives, that are used in hedging transactions are highly effective in
offsetting the changes attnibutable to the hedged risks in the fair values or cash flows of the hedged 1tems
Interest on designated quahfying hedges 1s included 1n ‘Net interest mcome’

Fair value hedge

Changes in the fair value of denvatives that are designated and qualify as fair value hedging mstruments are
recorded n the income statement, aleng with changes in the fair value of the hedged assets, habilities or group
thereof that are attnibutable to the hedged nsk

If a hedging relationship no longer meets the critenia for hedge accounting, the cumulative adjustment to the
carrying amecunt of the hedged item 15 amortised to the income statement based on a recalculated effective
mterest rate over the residual pened to maturity, unless the hedged item has been derecogmised, 1 which case it
1s released to the income statement immedately

Cash flow hedge

The effective portion of changes 1n the fair value of derivatives that are designated and qualify as cash flow
hedges 15 recogmsed 1n other comprehensive mcome within the “Cash flow hedging reserve™ Any gan or loss in
fair value relating to an meffective portion 1s recogmsed 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 loss However, when the forecast
transaction that 15 hedged results in the recognition of a non-financial asset or a non-financial hability, the gains
and losses previously recogmsed m other comprehensive income are reclassified are removed from equity and
included in the 1n1tial measurement of the cost of the asset or liability

When a hedging mstrument expires or 1s sold, or when a hedge no longer meets the criteria for hedge accounting,
any cumulative gain or loss existing 1n other comprehensive income at that time remains separately mn equity
unti] the forecast transaction 1s eventually recognised 1n the income statement When a forecast transacticn 15 no
longer expected to occur, the cumulative gain or loss that was reported in other comprehensive mcome 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 its hfe,
each hedge must be expected to be highly ¢ffective (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 15 assessed The
method a group entity adopts for assessing hedge effectiveness will depend on its risk management strategy
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For prospective effectiveness the hedging imstrument must be expected to be hughly effective in offsetting
changes in fair value or cash flows attributable to the hedged risk during the period for which the hedge 15
designated For actual effectiveness to be achieved, the changes m fair value or cash flows must offset each other
in the range of 80 per cent to 125 per cent

Hedge meffectiveness 1s recogmsed 1n the income statement in “Net trading mmcome’

Dervatives that do not quabfy for hedge accounting

All gains and losses from changes m the fair values of denvatives that do not quahify for hedge accounting are
recognised immediately 1n the mcome statement These gains and losses are reported in ‘Net trading income’,
except where denvatives are managed 1n conjunction with financial instruments destgnated at fair value (other
than derivatives managed 1n conjunction with debt securities 1ssued by the group), m which case gains and losses
are reported 1n ‘Net income from financial instruments designated at fair value® The mnterest on derivatives
managed m conjunction with debt securities 1ssued by the group which are designated at fair value 15 recogmsed
in ‘Interest expense’ All other gains and losses on these derivatives are reported in “Net income from financial
mstruments designated at fair value’

{m) Derecognition of financial assets and habilities

Financial assets are derecogmsed when the contractual night to receive cash flows from the assets has expired, or
when the group has transferred its contractual right to receive the cash flows of the financial assets, and either

* substantally all the nsks and rewards of ownership have been transferred, or

¢ the group has neither retained nor transferred substantially all the nsks and rewards, but has not retamed
control

Fimancial hiabiltties are derecogmsed when they are extingiushed, that 1s when the obligation 1s discharged,
cancelled or expires

(n) Offsetting financial assets and financial ltabilities

Financial assets and financial liabilities are offset and the net amount 1s reported in the balance sheet when there
15 a legally enforceable nght to offset the recognised amounts and there 1s an intention to setile on a net basis, or
realise the asset and settle the lhability simultancously

(o} Subsidianes, associates and joint ventures

The group classifies investments 1n entiies which it controls as subsidiaries Where the group 1sa party to a
contractual arrangement whereby, together with one or more parties, it 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
investments in entities over which it has sigmificant influence, and that are nerther subsidiaries nor joint ventures
as associates For the purpose of determining this classification, control 1s considered to be the power to govern
the financial and operating policies of an entity so as to obtain benefits from 1ts activities

>

The bank’s investments mn subsidianes are stated at cost less any impairment losses An impairment loss
recogmsed 1n the prior penod shall be reversed through profit and loss 1f, and only if, there has been a change 1n
the estimates used to determine the iInvestment 1n subsidiary’s recoverable amount since the last imparrment loss
was recognsed

Investments 1n associates and interests m joint ventures are recogmsed using the equity method Under this
method, such investments are mitially stated at cost, mcludlqg attributable goodwill, and are adjusted thercafter
for the post-acquisition change n the group’s share of net assets

Profits on transactions between the group and its associates and joint ventures are ehiminated to the extent of the
group’s interest in the respective associates or joint ventures Losses are also elminated to the extent of the
group’s interest in the associates or joint ventures unless the transaction provides evidence of an impairment of
the asset transferred
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Goodwill anises on the acquisibon of subsidianes, when the aggregate of the fair value of the consideration
transferred, the amount of any non-controlling interest and the fair value of any previcusly held equity
interests i the acquiree exceed the amounts of the 1dentifiable assets and liabilities acquired If they do not
exceed the amounts of the 1dentifiable assets and liabihities of an acquired business, the difference 1s
recognised immediately n the income statement Goodwill anses on the acquisition of nterests 1n joint
ventures and associates when the cost of iInvestment exceeds the group’s share of the net fair value of the
associale’s or jomnt venture’s identifiable assets and habihnes

Intangible assets are recogmised separately from goodwill when they are separable or arise from contractual
or other legal nghts, and their fair value can be measured rehiably

Goodwill s allocated to cash-generating units for the purpose of impairment testing, which 1s undertaken at
the lowest level at which gocdwill 1s monitored for internal management purposes Impairment testing 15
performed at least annually, and whenever there 15 an indication that the cash-generating umit may be
impaired, by comparing the recoverable amount from a cash-generating umit with the carrying amount of 1ts
net assets, including 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 in use 1s the present value of the expected future cash flows from
a cash-generating unit If the recoverable amount 1s less than the carrying value, an impairment loss 15
charged to the income statement Goodwill 15 stated at cost less accumulated impairment losses

Goodwill on acquisitions of interests in joint ventures and associates 15 included n ‘Interests 1n associates
and joint ventures’ and 1s not tested separately for impairment

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

Intangible assets include the present value of in-force long-term insurance business, computer software,
trade names, mortgage service nights, customer lists, core deposit relationships, credit card custemer
relationships and merchant or other loan relationships Intangible assets are subject to impairment review if
there are events or changes in circumstances that indicate that the carrying amount may not be recoverable
Where

— intangible assets that have an indefimte useful life, 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 it 15 performed at
the same time every year An mtangible asset recogmsed during the current period 1s tested before the
end of the current year, and

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

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

(m) Intangible assets with finite useful lives are amortised, generally on a straight-line basis, over their useful

lives as follows

Trade names 10 years

Mortgage service rghts generally between 5 and 12 years
Internally 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

{(q) Property, plant and equipment

Land and buildings are stated at historical cost, or fair value at the date of transition 1o IFRSs (‘deemed costs’),
less any imparrment losses and depreciation calculated to write off the assets over their estimated useful hives as
follows

frechold land 1s not depreciated,
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e  frechold buildings are depreciated at the greater of 2% per annum on a straight-line basis or over their
remamng useful hives, and

e leaschold buildings are depreciated over the shorter of their unexpired terms of the leases or over their
remaiming useful lives

Equipment, fixtres and fitungs (including equipment on operating leases where the group is 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 hives, which run to a maximum of 35 years but are generally between 5 years and 20
years

Property, plant and equipment 1s subject to an impairment review if there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable

The group holds certain properties as mvestments to earn rentals or for capital appreciation, or both Investment
properues are included 1n the balance sheet at fair value with changes therein recognised i the income statement
in the period of change Fair values are determined by independent professional valuers who apply recognised
valuation techniques

Finance and operating leases

Agreements which transfer to counterparuies substanuially all the risks and rewards incidental to the ownership of
assets, but not necessanly 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 n ‘Loans and
advances to banks’ or ‘Loans and advances to customers’, as appropriate The finance income receivable 15
recogmsed 1n *Net interest income’ over the penods of the leases so as to give a constant rate of return on the net
mvestment in the leases

When the group 15 a lessee under finance leases, the leased assets are capitahised and included n ‘Property, plant
and equipment’ and the corresponding liability to the lessor 1s included 1n ‘Cther habilittes® A finance lease and
its corresponding hability are recognised imtially at the fair value of the asset or, 1f lower, the present value of
the mimimum lease payments Finance charges payabte are recognised in “Net interest mcome’ over the period of
the lease based on the interest rate implicit in the lease s as to give a constant rate of interest on the remaining
balance of the hiabihity

All other leases are classified as operating leases When acting as lessor, the group mncludes the assets subject to
operating leases i ‘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 is
thereby impaired When the group 1s the lessee, leased assets are not recogmised on the balance sheet Rentals
payable and receivable under operating leases are accounted for on a straight-line basis over the periods of the
leases and are mcluded m ‘General and administrative expenses’ and ‘Other operating income”’ respectively

A sale and leaseback transaction mvolves 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 15 accounted for accordingly Ifa
sale and leaseback transaction results m the recognition of a finance lease, any excess of sales proceeds over the
carrying amount 13 deferred and amortised over the lease term If a sale and leaseback transaction results i an
operating lease, and 1t 15 clear that the transaction 15 e¢stablished at fair value, any profit or loss 1s recogmsed
immediately If the sale price 1s below fair value, any profit or loss 1s recogmsed immediately except that, if the
loss 18 compensated for by future lease payments below market price, 1t 1s deferred and amortised in proportion
to the lease payments over the period for which the asset 1s expected to be used If the sale price 15 above fair
value, the excess ever fair value 15 deferred and amortised over the period for which the asset 1s expected 1o be
used

Income tax

Income tax comprises current tax and deferred tax Income tax 15 recognised in the icome statement except to
the extent that it relates to 1tems recognised 1n other comprehensive income or directly in equity, in which case it
15 recogmsed i the same statement 1in whuch the related 1tem appears

Current tax 15 the tax expected to be payable on the taxable profit for the year, calculated using tax rates enacted
or substantively enacted by the balance sheet date, and any adjustment to tax payable in respect of previous
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years Current tax assets and habilities are offset when the group intends to settle on a net basis and the legal
right to offset exists

Deferred tax 1s recognised on temporary differences between the carrying amounts of assets and habilities in the
balance sheet and the amounts attnbuted to such assets and liabihties for tax purposes Deferred tax liabilities are
generally recogmsed for all taxable temporary differences and deferred tax assets are recogmised 1o the extent
that 1t 15 probable that future taxable profits will be available against which deductible temporary differences can
be utilised

Deferred tax 1s calculated using the 1ax rates expected to apply in the periods in 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 hiabilities are offset when they arise in the same tax reporting group and relate to income
taxes levied by the same taxation autherity, and when the group has a legal nght to offset

Deferred tax relating to actuanal gans and losses on post-employment benefits 1s recogmsed directly in other
comprehensive ncome Deferred tax relating to share-based payment transaction 1s recogmsed directly i 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 available-for-
sale investments and cash flow hedgmg insttuments which are charged or credited durectly to other
comprehensive income, 18 also credited or charged directly to other comprehensive income and 15 subsequently
recognised in the income statement when the deferred fair value gain or loss 1s recogmised n the income
statement

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
obhigations under the plans are equivalent o a defined contribution plan, are charged as an expense as they fal)
due

The defined benefit pension costs and the present value of defined benefit obligations are calculated at the
reporting date by the scheme’s actuanies using the Projected Unit Credit Methed The net charge to the income
statement mainly comprises the current service cost, plus the unwinding of the discount rate on plan habihues,
less the expected retumn on plan assets, and 1s presented 1n operating expenses Past service costs are charged
immediately to the income statement to the extent that the benefits have vested, and are otherwise recognised on
a straight-hne basis over the average period until the benefits vest Actuarial gains and losses comprise
expetience adjustments (the effects of differences between the previous actuanal assumptions and what has
actually occurred), as well as the effects of changes in actuarnial assumptions Actuarial gains and losses are
recogmsed 1n other comprehensive income 1n the perrod n which they anse

The defined benefit hability recogmised in 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 imited to unrecogmsed past service costs plus the present value of available refunds
and reductions 1n future contnbutions 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 mstruments on the date they are granted, and recognised as an expense on a straight-line basis over the
vesting period, with a corresponding credit to "Retained Earmings” The vesting period 1s the peried during which
all the specified vesting conditions of a share-based payment arrangement are to be satisfied The fair value of
equity mstruments that are made available immediately, with no vesting period attached to the award, are
expensed immediately

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

Vesting conditions, other than market performance conditiens, are not taken mto account 1n the initial estimate
of the fair value at the grant date They are taken into account by adjusting the number of equity instruments
included 1n the measurement of the transaction, so that the amount recognised for services recerved as
consideration for the equity instruments granted shall be based on the number of equity nstruments that
eventually vest On a cumulative basts, no expense 15 recogmised for equity instruments that do not vest because
of a failure to satisfy non-market performance or service conditions

Where an award has been modified, as a minimum, the expense of the original award continues to be recognised
as 1f 1t had not been modified Where the effect of a modification is to increase the fair value of an award or
increase the number of equity instruments, the incremental fair value of the award or incremental fair value of
Liabihities are measured at the higher of the imtial fair value, less cumulative amortisation, and the best estimate
of the expenditure required to settle the obligation

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

HSBC Holdings 1s the grantor of 1ts equity instrument for all share awards and share options across the group
The credit to 'Retained earmings’ on expensing an award represents the effective capital contribution from HSBC
Holdings To the extent the group will be, or has been, required to fund a share-based payment arrangement, this
capital contribution 1s reduced and the fair value of shares expected to be released to employees 1s recorded
within 'Other habilities'

(v} Foreign currencies

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

Transacuions mn foreign currencies are recorded in the functional currency at the rate of exchange prevaihing on
the date of the transaction Monetary assets and liabiliies denominated in foreign currencies are translated into
the functional currency at the rate of exchange ruling at the balance sheet date Any resulting exchange
differences are included 1n the income statement Non-monetary assets and liabilities that are measured at
historical cost in a foreign currency are transtated wnto the functional currency using the rate of exchange at the
date of the imittal transaction Non-monetary assets and habilities measured at fair value 1n a foreign currency are
translated into 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 1tem 1s recognised n other comprehensive income 1f
the gain or loss on the non-monetary item 1s recognised in other comprehensive income Any exchange
component of a gain or Joss on a non-monetary item 15 recogmsed 1n the Income statement 1f the gain or loss on
the non-monetary item 1s recogrused 1 the income statement

In the consolidated financial statements, the assets, including related goodwill where applicable, and liabilities of
branches, subsidiaries, Joint ventures and associates whose functional currency 1s not sterling, are transltated into
the group’s presentational currency at the rate of exchange ruling at the balance sheet date The resulis of
branches, subsidiaries, Joint ventures and associates whose function currency 1s not sterhng are translated into
sterhing at the average rates of exchange for the reporting period Exchange differences arising from the
retranslation of opening foreign currency net investments, and exchange differences ansing from retranslaton of
the result for the reporting peniod from the average rate to the exchange rate prevailing at the period 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 recogmised 1n the mcome statement of the separate financial statements In
consolidated financial statements these exchange differences are recogmised in other comprehensive income On
disposal of a foreign operation, exchange differences relating thereto and previously recognised in other
comprehensive mcome are recognised in the mncome statement

{w) Provisions

Provisions are recogmsed when 11 15 probable that an outflow of economic benefits will be required 10 settle a
current legal or constructive obhigation, which has ansen as a result of past events, and for which a relhiable
estimate can be made of the amount of the obbgation
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Centingent habilities, which include certain guarantees and letters of credit pledged as cellateral secunty, are
possible obligations that anise from past events whose existence will be confirmed only by the occurrence, or
non-occurrence, of one or more uncertamn future events not wholly within the control of the group, or are present
obligations that have ansen from past events but are not recognised because it not probable that settlement wall
require outflow of economic benefits, or becanse the amount of the obligations cannot be reliably measured
Contingent habilities are not recognised in the financial statements but are disclosed unless the probability of
settlement 15 remote

Financial guarantee contracts

Liabilities under financial guarantee contracts not classified as insurance contracts are recorded matially at their
fair value, which 1s generally the fee recerved or receivable Subsequently, the financial guarantee hiabilities are
measured at the higher of the imitial fair value, less cumulative amortisation, and the best estimate of the
expendriture required to settle the obhigations

The group has 1ssued financial guarantees and similar contract to other group entities Where 1t has previously
asserted exphcitly that it regards such contracts as insurance contracts and has used accounting apphcable to
msurance contracts, the group may elect to account for guarantees as msurance contracts This election 1s made
on a contract by contract basis, but the electron for each contract is irevocable Where these guarantees have
been classified as insurance contracts, they are measured and recognised as insurance habilities

Where the group 1s the recipient of a guarantee, including from other HSBC Group companies, amounts
recervable under a claim are recognised when their recerpt 1s virtually certam Any fees payable to the guarantor
are expensed over the period of the guarantee contract

Insurance contracts

Through its msurance subsidianes, the group 1ssues contracts to customers that contain msurance risk, financial
risk or a combination thereof A contract under which the group accepts significant msurance risk from another
party by agreeing to compensate that party on the occurrence of a specified uncertain future event 1s classified as
an Insurance contract An msurance contract may also transfer financial risk, but 1s accounted for as an msurance
contract 1f the insurance risk 1s significant While investment contracts with discretionary participation features
are financial mstruments, they continue to be treated as insurance contracts as pertmitted by IFRS 4

Insurance contracts are accounted for as follows

Premums

Gross msurance premiums for non-life insurance business are reported as income over the term of the 1nsurance
contract based on the proportion of risks bome during the accounting period The unearned premium (the
proportion of the business underwritten mn the accounting year relating to the penod of nisk after the balance
sheet date) 1s calculated on a daily or monthly pro rata basis

Premums for life assurance are accounted for when receivable, except i unit-linked insurance contracts where
premiums are accounted for when habilities are established

Remsurance premums are accounted for m the same accounting period as the premiums for the direct insurance
contracts to which they relate
Claims and remsurance recoveries

Gross msurance claims for non-life insurance contracts mclude paid claims and movements 1n outstanding
clarms habilities

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

Maturity claims are recognised when due for payment Surrenders are recogmised when pard or at an carlier date
on which, following notification, the policy ceases to be inctuded within the calculation of the related insurance
habilities Death claims are recognised when notified

Remsurance recovenes are accounted for 1n the same period as the related claim
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Liabihties under mmsurance contracts

Outstanding claims habilities for non-life insurance contracts are based on the estimated ultimate cost of all
claims incurred but not settled at the balance sheet date, whether reported or not, together with related claim-
handling costs and a reduction for the expected value of salvage and other recovenies Liabihiues for claims
incurred but not reported are made on an estimated basis, using appropriate statistical techniques

Liabilities under non-hinked life insurance contracts are calculated by each hfe insurance operation based on
local actuanal principles

Liabilities under unit-linked hife 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 habihity adequacy test 1s carried out on mnsurance liabilities to ensure that the carrying amount of the habihues
15 suffictent i 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 habihty When a shortfall 15
identified it 1s charged immediately to the income statement

Present value of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business or long term
investment contracts with discretionary participating features (“DPF™) and are in force at the balance sheet date
1s recogrused as an asset The asset represents the present value of the equity holders’ interest in the profits
expected to emerge from these contracts written at the balance sheet date

The present value of in-force leng-term mnsurance business and leng term investment contracts with DPF,

referred to as ‘PVIF’, 1s determined by discounting the equity holders’ interest in future profits expected to

emerge from business currently in force using appropnate assumptions in assessing factors such as future

mortality, lapse rates and levels of expenses and a risk discount rate that reflects the nisk premium atiributable to .
the respective contracis The PVIF incorporates allowances for both non-market risk and the value of financial !
opuions and guaraniees The PVIF asset 1s presented gross of attributable tax in the balance sheet and movements

m the PVIF asset are included in “Other operating income’ on a gross of tax basts

Future profit participation

Where contracts provide discretronary profit participation benefits to policyholders, habiliies 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 n
connection with the assets backing the contracts, as well as other experience factors such as mortality, lapses and
operational efficiency, where appropriate This benefit may arise from the contractual 1erms, regulation, or past
distnibution policy

In the case of net unrealised investment gain on contracts whose discrenonary benefit principally reflect the
actual performance of the portfolio, the corresponding increase in the Liabilines 1s recogmsed 1n either the
income statement or other comprehensive mcome, following the treatment of the unrealised gains on the relevant
assets In the case of net unrealised losses, a deferred participating asset 15 recognised only to the extent that its
recoverability is highly probable Movement 1n the habihihes anising from realised gains and losses on relevant
assets are recogmsed 1n the income statement

Investment contracts

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

financial instruments designated at fair value’ Premiums receivable and amounts withdrawn are accounted for as
increases or decreases in the hability recorded in respect of investment contracts

Liabiliues under linked investment 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

Investment management fees receivable are recognised in the income statement over the pertod of the provision
of the investment management services, in ‘Net fee income’
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The incremental costs directly related to the acquisition of new investment contracts or Tenewing existing
investment contracts are deferred and amortised over the period during which the investment management
services are provided

{z) Debt securities 1n1ssue and deposits by customers and banks

Financial liabilities are recogmsed when the group enters into the centractual provisions of the arrangements
with counterparties, which 1s generally on trade date, and imually measured at fair value, which 1s normally the
proceeds recerved net of directly attnbutable transaction costs incurred  Subsequent measurement of financial
habilities, other than those measured at fair value through profit or loss and financial guarantees, 1s at amortised
cost, using the effective mterest rate method te amortise the difference between proceeds recerved, net of directly
atiributable transaction costs incurred, and the redemption amount over the expected hfe of the instrument

{aa)Share capital and other equity instruments

Shares are classified as equity when there 15 no contractual obligation to transfer cash or other financial assets
Incremental costs directly atinbutable to the issue of equity instruments are shown in equity as a deduction from
the proceeds, net of tax

{bb)Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents mclude highly ligmid investments that are
readily convertible to known amounts of cash and which are subject to an isigmificant risk of change n value
Such mvestments are normally those with less than three months’ maturity from the date of acquisttion, and
include cash and balances at central banks, treasury bills and other eligible bills, loans and advances to banks,
1tems 1n the course of collection from or in transmussion to other banks and certificates of deposit

2 Critical accounting policies

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

When prepartng the financial statements, 1t 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 pohicies that are deemed critical to the group’s results and financial position, 1n terms of the
matenality of the items to which the policy 1s apphed, or which mvolve a high degree of judgement including the use
of assumptions and estimation, are disclosed below

Impairment of loans and advances

The group’s accounting policy for losses ansing from the impairment of customer loans and advances 15 described 1n
Note 2(g) Further information can be found 1n the Report of the Directors Risk (Credit Risk) Loan impairment
allowances represent management’s best esimate of losses incurred 1n the loan portfolios at balance sheet date

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

The methods used to calculate collective impairment allowances en homogeneous groups of loans that are not
considered individually significant are disclosed 1n Note 2(g) They are subject to esimaticn uncertainty, in part
because 1t 15 not practicable to identify losses on an individual loan basis because of the large number of mdividually
insignificant loans 1n the portfolio

The method involve the use of statistically assessed historical information 1s supplemented with sigmificant
management Judgement to assess whether current economic and credit conditions are such that the actual level of
mnherent losses 1s hikely to be greater or [ess than that suggesied by historical expertence In normal circumstances,
histoncal 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
mherent loss 1n a given portfolio at the balance sheet date, for example, where there have been changes mn economic,
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regulatory or behavioural condiuons such that the most recent trends in the portfoho nsk factors are not fully
reflected n the statistical models In these circumstances, such risk factors are taken into acceunt when calculating
the appropriate levels of impairment allowances, by adjusting the impairment allowances derived solely from
tustorical loss experience

Rusk factors include loan portfolio growth, product mix, unemployment rates, bankruptcy trends, geographic
concentrations, loan product features, economic conditions such as national and local trends in housing markets, the
level of interest rates, portfolio seasoning, account management policies and practices, changes in laws and
regulanions, and other factors that can affect customer payment patterns Different factors are applied in different
regions and countnies to reflect different economic conditions and laws and regulations The methodology and the
assumplions used 1n catculating impairment losses are reviewed regularly in the light of differences between loss
estimates and actual loss experience For example, roll rates, loss rates and the expected iming of future recovernies
arc regularly benchmarked against actual outcomes to ensure they remain appropriate

However, the exercise of judgement requires the use of assumptions which are highly sens:tive to the risk factors, 1n
particular, to changes in economic and credit conditions across geographical areas Many of the factors have a high
degree of interdependency and there 15 no one single factor to which the group’s loan impairment allowances as a
whole are sensitive It s possible that the outcomes within the next financial year could be different from the
assumptions built into the models, resulting in 2 matenal 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 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
periods for which detailed forecasts are available, and to assumptions regarding the long-term pattern of
sustainable cash flows thereafter Forecasts are compared with actual performance and ver:fiable economic data,
but they necessarily and appropniately reflect management’s view of future business prospects at the time of the
assessment, and

s the discount rate used to discount the future expected cash flows 1s based on the cost of capital assigned to an
individual CGU, and can have a significant effect on their valuation The cost of capital percentage 1s generally
derived from a Capital Asset Pricing Model, which incorporates inputs reflecting a number of financial and
economic vanables, including the nsk-free interest rate n the country concerned and a premium for the inherent
nsk of the business being evaluated These variables are subject to fluctuations in external market rates and
economic conditions beyond management’s control and are therefore require the exercise of significant
management judgment and are consequently subject to uncertainty

A dechine n a CGU’s expected cash flows and/ or an ncrease 1n 1ts cost of capital reduces the CGU’S estimated
recoverable amount 1f this 1s Jower than the carrying value of the CGU, a charge for impairment of goodwill 1s
recognised in the income statement for the year

The accuracy of forecast cash flows 15 subject to a high degree of uncertainty mn volatile market conditions In such
market conditions, management retests goodwill for impairment more frequently than annually to ensure that the
assumpttons on which the cash flow forecasts are based continue to reflect current market conditions and
management’s best estimate of future business prospects

Management reviewed the current and expected performance of the CGUs as at 31 December 2010 and determined
that there was no indicatien of potential impairment of the goodwill allocated to the CGUs However, 1n the event of
further sigmficant deterioration in the economic and credit conditions beyond the levels already reflected by
management 1n the cash flow forecasts for the CGUs, a material adjustment to a CGU’s recoverable amount may
occur which may result in the recognition of an impairment charge 1n the income statement

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

Valuation of financial instruments

The group’s accounting pohicy for valuation of financial instruments 1s descnibed in Note 2(d) on the Financial
Statement The best evidence of fair value 1s a quoted price in an actively traded market in the event that the market
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for a financial Instrument 1s not active, a valuation technique 1s used The majonity of valuation techniques employ
only observable market data, and so the rehality of the far value measurement 1s high However, certain financial
mstruments are valued on the basis of valuation techniques that feature one or more sigmficant market inputs that are
unobservable Valuation techmques that rely to a greater extent on vnobservable mputs 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 are discussed in Note 31 The main assumptions and estimates
which management considers when applying a model with valuation techniques are

s the likelthood and expected timing of future cash flows on the instrument These cash flows are usually governed
by the terms of the instrument, although management judgment 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, selecting an appropriate discount rate for the instrument
Management bases the determination of this rate on 1ts assessment of what a market participant would regard as
the appropriate spread of the rate for the instrument over the appropriate risk-free rate, and

* judgment 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 derivative products

When applying a model with unobservable inputs, estumates are made to reflect uncertamties 1n fair values resuling
from a lack of market data inputs, for example, as a result of 1lliquudity in the market For these instruments, the fair
value measurement 15 less rehable Inputs into valuations based on unobservable data are imherenily 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 conditions However, 1n most cases there are some market data
available on which to base a determination 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
sigmficant

Disclosure of types and amounts of fair value adjustments made 1n determining the fair value of financial mstruments
measured at fair value using valuation techniques 1s provided in Note 31 1n 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 1in Note 31 Given the uncertainty and subjective nature of valuing financial
instruments at fair value, 1t 1s possible that the outcomes within the next financial year could differ from the
assumphions used, and this would result 1n a matenal 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 impairment on available-for-sale financial assets 1s descnibed 1n Note 2()) on the
Financial Statements

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

Deciding whether an available-for-sale debt secunty 1s impaired requires objective evidence of both the occurrence
of a loss event and a related decrease in estimated future cash flows The degree of judgment involved 1s less when
cash flows are readily determinable, but increases when estimating future cash flows requires consideration of a
number of vanances, some of which may be unobservable in current market conditions

The most significant judgements concern more complex mstruments, such as asset-backed securities (‘ABSs’), where
11 15 necessary to consider facters such as the estimated future cash flows on underlying pools of collateral, the extent
and depth of market price declines and changes 1n credit ratings The review of estimated future cash flows on
underlying collateral 15 subject to estmation uncertainties where the assessment 1s based on hisionical information on
pools of assets, and judgement 15 required 1o determine whether historical performance 15 likely 1o be representative
of current economic and credit conditions

There 1s no single factor to which the group’s charge for impairment of available-for-sale debt securities s
particularly sensitive, because of the range of different types of secunities held, the range of geographical areas
which those securities are held, and the wide range of factors which can affect the occurrence of loss events and the
cash flows of securivies, ncluding different types of collateral
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It 15 reasonably possible that outcomes 1n the next financial year could be different from the assumptions and
estimates used n wdentifying impairment on available-for-sale debt secunities, as a result of which, evidence of
mmpairment may be identified in available-for-sale debt securities which had previously been determined not to be
impaired It 1s possible that this coutd resuli in the recognition of matertal impairment losses in the next financial
year

Penstons

The group’s accounting policy for pension and other post-employment benefits 1s described i Note 2(t) on the
Financial Statemenits

The most significant judgments in measuring the present value of defined benefit oblhigations relate to the
determination of actuarnal and financial assumptions These assumptions include the nominal discount rate, rate of
inflation over the period of projected cash flows and member longevity Management reviews these assumptions in
conjunction with its actuanal advisors and benchmarks us conclusions against market practice

Judgment 15 alse required m selecting the expected rate of return on plan assets which determines the net expense
recognised The expected rate of return on plan assets represents the best estimate of long-term future asset returns,
which takes into account lastorical market returns plus addinonal factors such as the current rate of inflation and
interest rates The expected rates of return are weighted on the basis of the fair value of the plan assets

The key assumptions used, and the sensitivity to changes in these assumptions, are disclosed in Note 7 Employee
compensation and benefits It 1s reasonably possible that asset returns i the next financial year, and the actuanal and
financial assumptions determined at the end of the next year, are significantly different to these assumptions This
could result 1n the group recording material actuanal gans or losses in the next financial year
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4 Net earned insurance premmums

Investment
contracts with
Life discretionary

Non-life  Lafe insurance insurance parhicipation
msurance (non-linked) (Iinked) features Total
£m fm £m £m £m
2010

Gross written premwums 113 339 257 1,910 1,619
Movement in unearned premiums 93 78 - - 171
Gross eamed premiums 206 417 257 1,910 2,7%0
Gross written premums ceded to reinsurers (6] (125) (5) - (135)

Rensurers’ share of movement 1n uneamed
premiums ) (15) - - (20)
Remnsurers” share of gross earned premiums {10) (140) 5 ~ {155)
Net earned insurance premiums 196 277 252 1,910 2,635

2009

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

Reinsurers’ share of movement in unearned
premums (10) 1 — — (%)
Remnsurers’ share of gross eammed premiuzms (53) (133) & - {192)
Net eamned insurance premiums 365 375 192 1,784 2716

5 WNet insurance claims incurred and movement in habilities to policyholders

Investment
contracts with
Life  discretionary

Non-Ihfe  Life insurance Insurance participation
msurance (noan-linked) (hoked) features Total
£m fm £m £m £im
2010
Claims, benefits and surrenders paxd 229 P 13 1,2 1,91
Movement in hiabihities {93 20 27 1,09 1,25
Gross claims incurred and movement in
habilies 136 236 406 2,395 3,173
Rensurers’ share of claims, benefits and
surrenders paid (24 {78 “ — (106)
Remsurers’ share of movement in habiliues 3 (29 a2 E (44)
Remsurers’ share of claims incurred and
movement 11 habilities [P 4))] (107) (16) - (150)
Net insurance clamms incurred and movement
1n habilities to policyholders 109 129 390 2,395 3,023
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Investment
contracts with
Life discretionary
Non-life  Life insurance insurance participation
msurance (non-lnked) {hnked) features Total
£m £m im £m £m
2005
Claims, benefits and surrenders pmd 35!;' 802 1344 1,154 2,448
Movement in habilities 15 (561 266 1,331 1,195
Gross claims incurred and movement 1n
l1abiliies 517 241 400 2,485 3,643
Rernsurers’ share of claims, benefits and
surrenders paid (45 (79 & E (129
Retnsurers’ share of movement in habilities 1 35 (10 B 26
Remsurers’ share of claims incurred and
movement in labilities (44) (44) (15) - {103)
Netinsurance claims incurred and movement
n liabilities to pohicyholders 473 197 385 2,485 3,540
Net operating income
Net operating income 1s stated after the following items of income, expense, gains and losses
2010 2009
] £m
Income
Interest recognised on impaired financial assets 39 53
Fees earned on financial assets or Liabilines not held for trading nor designated at fair value,
other than fees included 1n effective interest rate calculations on these types of assets and
habihues 2,926 3,065
Fees eamed on trust and other fiduciary activities where the group helds or invests assets on
behalf of 1s custemers 730 684
Expense
Interest on financial instruments, excludmmg nterest on financial labilities held for trading
or designated ar far value 3,158 4325
Fees payable on financial assets or liabilities not held for trading nor designated at fair value,
other than fees inctuded in effective interest rate calculations on these types of assets and
liabilines 536 614
Fees payable on trust and other fiducrary actrvities where the group holds or invests assets on
behalf of its customers 2 2
Gans/(losses)
{Loss)/gain on disposal of assets held for sale - an
Impairment of available-for-sale equity shares (8) (164)
Gain on disposal or settlement of loans and advances 34 8
Garn on financial habilittes measured at amortised cost a 110
Gains on disposal of property, plant and equipment, mtangible assets and non-financial
investments
~ Gan on disposal of HSBC Asset Finance (UK) Lid Rail subsidiaries 163 -
— Gan on disposal of HSBC France headguarters 125 -
— Gain on disposal of HSBC Merchant Services LLP - 180
~ Gain on disposal of 8 Canada Square - 353
— Other 89 33
Loan impairment charge and other credit fisk provisions
Net impairment charge on loans and advances (1,633 (2,619}
Net impairment of available-for-sale debt secunties 317y (745)
Net impairment in respect of other credit nsk provisions (1) —
(1,951) (3,364)
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7 Employee compensation and benefits

Total employee compensation

2010 2009
£m £m
Wages and salanes 3,804 3,853
Social secunty costs 535 542
Post-employment benefits 404 57
One-off bonus tax 218 -
4,961 4.452
Average number of persons employed by the group during the year'
2010 2009
UK Retail 40,110 41,969
Continental Eusope Retml 15,157 17,827
Global Banking and Markets 9,764 10,597
Private Banking 5,604 5,436
Other' 7,297 6,467
Total 77,932 82296
1 Employees included withun Other are employees of central functions who provide services to a number of the group business

Segments

In December 2009, the governments of the UK and France mtroduced one-off taxes in respect of certain bonuses
payable by banks and banking groups In both countnes the tax was levied at 50 per cent on bonuses awarded during
a certain period and over a threshold amount The taxes were hiabiliues of the employer and were payable on awards
of both cash and shares The amount payable and paid in 2010 tn respect of the relevant taxes was £218 million
(£191 milhon in the UK and £27 milhon 1n France)

Post-employment benefit plans

Income statement charge

2010 2009
m im

Defined benefit pension plans
— HSBC Bank (UK) Pension Scheme 200 (116)
— Other plans 32 3l
Defined conmbution pension plans 165 136
397 51
Defined benefit healthcare plans 7 6
404 57
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Defined benefit post-employment benefit plans

Net assets/(liabilities) recognised on balance sheet in respect of defined benefit plans

2010 2009
£m im i
Defined benefit pension plans (369) (2,525)
— HSBC Bank (UK) Pension Scheme (395) £2.354)
Fair value of plan assets 14,317 10,908
Present value of defined benefit obhigabens (14,712} (13,262
— Other plans (174) (171)
Fair value of plan assets 73 6494
Present value of defined benefit obligatons 912 (805
Effect of lmmt on plan surpluses ( (21
Unrecognised past service cost &
Defined benefit healthcare plans (164) (153)
Fair value of plan assets - —
Present value of defined benefit obligahons (164) (153
Unrecognised past service cost -1 —
Fair value of plan assets 15,055 11,557
Present value of defined benefit obliganons (15,788) (14,2200
Effect of lirt on plan surpluses (0] 21
Unrecognised past service cost 5 6
(733) (2,678) '

[
Pension plans

The extant plans are funded defined benefit plans with assets held in trust or sstnilar funds separate from the group
The plans are reviewed at least annually or in accordance with local practice and regulations by qualified actuaries
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 pension arrangements for bank employees who are members of defined benefit pension plans, as well
as certain other employees of the group and HSBC, are provided pnincipally by the HSBC Bank (UK) Pension
Scheme (the ‘Scheme’), the assets of which are held 1n a separate trust fund The Pension Scheme 18 admmistered by
a corporate trustee, HSBC Bank Pension Trust (UK) Limited (the ‘Trustee’), whose Board 1s compnsed of 13
Directors, 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 beneficianes

Healthcare benefit plans

The group provides post-employment healthcare benefits under plans i the United Kingdom, which are unfunded \
Post-employment healthcare benefit plans are accounted for m the same manner as pension plans The plans are

reviewed at least annually or tn accordance with local practice and regulatyons by qualified actuaries The actuarial

assumptions used to calculate the defined benefit obligation and related current service cost vary according to the

economi¢ conditions of the countries in which they are situated The group’s total healthcare cost for the year was £7

mllion (2009 £6 million)

Post-employment defined benefit plans’ principal actuarnal assumptions

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 2010 were as follows These assumptions will also
form the basis for measuring penodic costs under the plans n 2011

Rate of

increase for

pensions 1n
payment and Healthcare
Discount Inflation deferred Deferred Rate of pay cost trend
rate rate pensions  revaluation mcrease rates
% Y% % % % %
UK 540 370 350 370 420 770
France 475 200 200 200 300 nfa
Switzerland 260 150 n/a nfa 250 nfa
Germany 500 200 200 200 300 n/a
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The principal actuarial financial assumptions used to calculate the group’s obligations under 1ts defined benefit
pension and post-employment healthcare plans at 31 December 2009, were as follows These assumptions also
formed the basis for measuring periodic costs under the plans 1in 2010

Rate of
mcrease for
pensions in
payment and Healtheare
Discount  Inflation deferred Deferred Rate of pay cost trend
rate rate p revaluat Increase rates
% % % % % %
UK 570 370 350 370 420 770
France 550 200 200 200 300 nfa
Switzerland 325 150 na nfa 250 n/a
Germany 550 200 200 200 300 n/a

The group determines the discount rates to be apphied to its obligations in consultation with the plans” local actuaries,
on the basis of the current average vield of hugh quality (AA rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obhigations

The mortahty tables and average hfe expectancy at 65 used at 31 December 2010 were as follows

Life expectancy at Life expectancy at
age 65 for a male age 65 for a ferale
Mortality table member currently member currently
Aged 65 Aged 45 Aged 65 Aged 45
UK SAPS MC! 224 243 234 253
France TGOs 234 261 268 297
Switzerland BVG 2005 179 179 210 210
Germany Heubeck 2005 G 184 211 225 251
1 Adpusted SAPS MC with medum cohort unpro ts and a I per cent mummum annual improvement Light table with 1 08 rating for

male pensioners and standard table with 1 06 rating for female pensioners (Standard table with 1 08 rating for male dependants and
light table with 1 10 rating for female dependanis }

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

Life expectancy at Lafe expectancy at

age 65 for a male age 65 for a female

Mortahty table member currently member currently
Aged 65 Aged 45 Aged 65 Aged 45
UK SAPS MC! 223 242 233 252
France TG 05 232 260 267 296
Switzetland BVG 2005 179 179 210 210
Germany Heubeck 2005 G 183 21¢ 224 250

| Adusted SAPS MC with medium cohort iumprovements and a I per cent minimum annual improvement

Actuanal assumption sensitivities

The discount rate 1s sensittve to changes 1n market conditions ansing dunng the reporting period The mortality rates
used are sensitive to experience from the plan member profile The followmg table shows the effect of changes n
these and the other key assumptions on the principal plan
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HSBC Bank(UK) Pension Scheme

2010 2009
£m £m

Discount rate
Change o penston obligation at year end from a 25bps increase (606) (542)
Change 1n pension obligation at year end from a 25bps decrease 646 583
Change in following year pension cost from a 25bps increase ®) 8)
Change n followmg year pension cost from a 25bps decrease 6 8
Rate of mflation
Change n pension obligation at year end from a 25bps increase 663 594
Change m pension obligation at year end from a 25bps decrease (630) (559)
Change n following year pension cost from a 25bps increase 43 40
Change n following year pension cost from a 25bps decrease 1) {39)
Rate of increase for pensions in payment and deferred revaluation
Change in pension obligation at year end from a 25bps increase 524 493
Change i pension obligation at year end from a 25bps decrease (499) (472)
Change in following year pension cost from a 25bps increase 31 31
Change in following year pension cost from a 25bps decrease 2% (30)
Rate of pay increase
Change in pension obligation at year end from a 25bps increase 139 120
Change 1n pension obligation at year end from a 25bps decrease (131) (107)
Change mn following vear pension cost from a 25bps increase 13 11
Change m following year pension cost from a 25bps decrease (80} (10)
Investment return
Change mn fellowing year pension cost from a 25bps increase G35 27
Change m following year pension cost from a 25bps decrease 35 27
Mortality
Change m pension obligation from each additional year of longevity assumed 320 300

The following table shows the effect of changes in the mortality rates on defined benefit pension plans other than the

principal plan
Other Plans
2010 2009
£m £m
Increase in pension obhigation from each additional year of longevity assumed 15 12

Defined benefit pension plans
Value recognised on the balance sheet

HSBC Bank (UK) Pension Scheme

2010 2009
Expected rates Expected rates

of return Value of return Value

e £m % £m

Fair value of plan assets 14,317 10,508
Equihes 84 2,2 84 1,707
Bonds 53 10,06 53 7,762
Property 76 92 77 9264
Other 40 1,12 53 513
Defined benefit obligation (funded) (14,712) (13,262}

Net hability* (395) (2.354)
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Other plans
2010 1009
Expected rates Expected rates

of return? Value of return’ Value
% £m % fm
Fair value of plan assets 738 649

Equities 72 23 74 21
Bends 37 3 40 312
Property 52 3 54 16|
Other 53 16 46 103
Defined benefit obligation (512) (805)

Present value of funded obligations (797) (681

Present value of unfunded obligations (115) 124
Effect of lsnmit on plan surpluses (6] 20
Unrecogmised past service cost 5 6

Net habihity! (174) 171

1 £411 million of the net hability for defined benefit pension plans relates to the bank (2009 £2 371 mullion)
2 The expected rates of return are weighted on the basis of the Jatr value of the plan assets

The prmcipal plan has entered inte dernivative transactions with the bank to manage the risks ansing from its
portfolio These dervatives comprise interest rate (London Interbank Offered Rate — ‘LIBOR’) swaps and inflation
(UK. Retail Prices Index — ‘RPI’) swaps Under the terms of these swaps, the plan 15 commutted to making LIBOR-
related mnterest payments i exchange for cash flows paid into the Scheme based on a projection of the future benefit
paymenits to the Scheme members Further details of these swap arrangements are included 1 Note 41 ‘Related party
transactions’

In December 2010, the HSBC Insurance Pension Scheme was merged into the HSBC Bank (UK) Pension Scheme,
resulting in assets of £30 milhion and Liabilities of £26 million being transferred out of Other plans and into the HSBC
Bank (UK) Pension Scheme Also, 1n December 2010, the HFC Bank Limited defined benefit pension plans, the
HEC Beneficial Bank Retirement Benefit Plan and the HFC Pension Plan (defined benefit section) were merged mnto
the HSBC Bank (UK) Pension Scheme, resulting in assets of £58 million and habihties of £62 million being
transferred 1nto the HSBC Bank (UK) Penston Scheme These transfers are recognised in the transfers Iine 1n the
table below, along with other smailer scheme merges and transfers
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2010 2009
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension

Scheme Other plans Scheme Other plans

Fair value of plan assets
£m £m £m £m

At 1 January 10,908 649 10,191 617
Expected return on plan assets 706 32 613 30
Normal contributiens by the group i73 52 236 22
Special contributions by the group 1,760 - - -
Contributions by employees 15 9 3 9
Expenence gains/(losses) 1,150 (4) 424 41
Benefits paxd (483) (26) (559) (33)
Assets distributed on settiements - ()] - -
Transfers 38 N - -
Exchange differences - 40 = {37)
At 31 December 14,317 738 10,908 649
FPresent value of defined benefit obligations
At 1 January 13,262 805 10,460 889
Current service cost 163 k1] 168 31
Interest cost 743 3 651 32
Contmbutions by employees 15 9 3 9
Actuanal (gains)/losses 924 50 2,861 @0
Benefits paid (483) (40) {559) (57
Past service cost
— vested immediately - 3 - 2
Reduction 1n liabihities resulting from curtallments - - - 4
Liabilities extinguished on settlements - N (322) -
Transfers 88 5 - -
Exchange differences - 36 - (57)
At 31 December 14,712 912 13,262 805

The actual return on plan assets for the year ended 31 December 2010 was a positive return £1,883 mallion (2009
posttive return of £1,108 millien) The group expects to make £191 mullion of contributions to defined benefit
pension plans during 2011

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

2010 2009

HSBC Bank HSBC Bank

(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
Current service cost 163 0 168 31
Interest cost 743 31 651 32
Expected return on plan assets (706) (32) (613} (30)
Past service cost - 3 - 2
Gains on curtalments - - - 4)
Gauns on settlements - - (322) —
Total (gam)/ expense 200 32 (116} 31
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Total net actuarial gains/(losses)

2010 2009

HSBC Bank HSBC Bank

(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
Expenence (losses)ygams on plan habilities (207) 11 (143) 15
Experience gains/(Josses) on plan assets 1,150 (@) 424 41

(Losses)/gains from changes 1n actuanal

assumphions mmn (61) (2,718) 25
Total net actuartal gamns/losses) 226 (54) (2,437) 81

Total net actuarial losses recogmsed n other comprehensive income since transition to IFRSs are £1,611 mullion The
total effect of the limit on plan surpluses recogmsed within actuarial losses in other comprehensive income during
2010 was a gamn of £16 milhon (2009 loss of £20 milhon)

UK regulation requires pension schemes be valued formally every three years and a funding plan agreed between the
trustee and scheme sponsor The mest recent tniennial actuanal valuation of the UK Scheme performed by the
Scheme Actuary on behalf of the Trustee has been carried out as at 31 December 2008 At that date, the market value
of the Scheme’s assets was £10 2 billon 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 n earnings, and the resulting deficit amounted to £3 2 bithon The method
adopted for this valuation was the projected unit 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
mnflationary pension increases, subject to a rmmmuom of O per cent per annum and 8 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 in
hne with RPl The projected cash flows were discounted at the LIBOR swap curve at 31 December 2008 plus a
margin for the expected return on the investment strategy of 190 basis points per annum

The mortality experience of the Scheme’s pensioners over the three year peniod since the previcus valuation was
analysed and the mortality assumption set on the basis of this, using the SAPS S1 series of tables with adjustment for
the specific mortality experience of the Scheme Allowance for future improvements in longevity was made mn hne
with the medium cohort effect with mimmum improvements of 1 75 per cent for males and 1 25 per cent for females

In February 2010, the bank agreed with the Trustee of the Scheme to reduce the deficit of the plan by mecting a
schedule of future funding payments, On 17 June 2010, the bank agreed wath the Trustee to accelerate the reduction
of the deficit of the plan with a special contribution of £1,760 million 1n 2010 followed by a revised payment
schedule 1n the following years, as shown below

Additienal future funding payments to the principal plan

Onginal plan Revised plan

£m £m

2010 - 1,760
2011 - -
2012 465 -
2013 465 -
2014 465 -
2015 630 -
2016 630 495
2017 630 630
2018 630 630

On the same day, the bank made the £1,760 million contnbution and the Scheme used the contnibution to acquire
debt secunities with a fair value of £1,760 million from the bank 1n & transaction at an arm’s length value determined
by the Scheme’s independent third party advisors The debt securities sold comprnised supranational, agency and
government-guaranteed securnities, asset-backed securities, corporate subordinated debt, and auction rate securities

The group considers that the contribution set out above, together with imvestment retumns at an expected level of 240
basis peints above the LIBOR swap curve, would be sufficient to meet the deficit as at 31 December 2008 over the
agreed period At each subsequent actuanal valuation, the group has agreed with the Trustees that any shortfall n
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mnvestment returns relauve 1o this expected level, subject to a maximum of 50 basis ponts per annum, will be
eliminated by payment of equal cash mstalments over the remamng years to the end of this recovery plan period

The bank 1s also making 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
actuarial valuation, to be calculated as at 31 December 2011 Dunng 2049 and the first quarter of 2010, the bank pasd
contributions at the rate of 38 per cent of pensionabie salanes

As part of the 31 December 2008 valuation, calculations were also cammed out as to the amount of assets that might
be needed to meet the Liabihities if the Scheme was discontinued and the members’ benefits bought out with an
insurance company (although tn practice this may not be possible for a plan of this size) or the Trustee continued to
run the plan without the support of the bank The amount required under this approach was estimated to be £19,400
milhen as at 31 December 2008 In estimating the selvency posihion for this purpose, a more prudent assumption
about future mortality was made than for the assessment of the ongoing position and 1t was assumed that the Trustee
would alter the investment strategy 1o be an appropnately matched portfolio of cash and interest and inflation swaps
An expheit allowance for expenses was also included

Move to using the Consumer Prices Index

The expected cash flows of the principal plan were projecied by reference to the Retail Prices Index (‘RPI’) swap
curve m calculating the hability recogmsed The Occupational Pensions (Revaluation) Order 2010 confirmed the UK
governiment's mtention 1o move to using the Consumer Prices Index (‘CPI’) rather than RPI as the inflation measure
for determiming the mimmum pension mncreases to be apphed to the statutory index-linked features of retirement
benefits Histonical annual CPl increases have generally been lower than annual RPI increases The rules of the
principal plan prescribe that annual mcreases will be 1in ling with RPI for pensions in payment and statutory index-
linked prior to retirement for deferred pensions In respect of deferred pensioners, consistent with communications to
Scheme members, the bank continued to use RPI in calculating the hability recognised as at 31 December 2010
Ustng CPI to value the Scheme’s habilities in respect of deferred pensioners would result 1n a reduction n the
principal plan’s habihities of approximately £250 milhion based on the financtal and demographic assumptions as at
31 December 2010

Summary
HSBC Bank (UK) Pension Scheme
2010 2009 2008 2007 2006
£m fm £m £m £m
Defined benefit obliganon (14,712) (13,262) (10,460) (11,719) (12,392)
Fair value of plan assets 14,317 10,908 10,191 11,316 10,485
Net deficit (395) (2,354) (269) (403) (1,907}
Expenience gains/(losses) on plan hiabihities 207) (143) (7 (30 300
Experience gamns/{(losses) on plan assets 1,150 424 {1,643} 6 -
Gaimns/(losses) from changes 1 actuarial
assumptions (717 (2,718} 1,671 1,238 298
Total net actuanal gains/(losses) 226 (2,437) 21 1,214 2
Other plans
2010 2009 2008 2007 2006
£m £m £m £m £m

Defined benefit obliganen (912) (805) (889) (643) (627}
Fair value of plan assets 738 549 617 557 460
Effect of linut on plan surpluses [&)) (21) - 21) 2
Net deficit (179) (177) (272) (107 {165}
Expenence gains/(losses) on plan habhies 31 15 (&) [C)] 1
Experience gains/(losses) on plan assets (€] 41 (130) 3 7
Garns/(losses} from changes i actuanal
assumptions (61) 25 @an 53 14
Total net actuartal gains/(losses) (54) 81 (183) 52 22

121




HSBC BANK PLC

Notes on the Financial S»tgﬁtgmﬁen!;sv {continued)

— - - G e e e e o

Defined benefit healthcare plans

Liability recogrised on the balance sheet

2019 2009

fm £m

Present value of unfunded obligations 164 153
Net habihity’ 164 153

1 £164 nullion of the net lability for defined benefit healthcare plans relates to the bank (2009 £153 millon)

Present value of defined benefit healthcare obliganons

2010 2009

£m m

At 1 January 153 130
Interest cost 7 6
Actuarial gains 9 20
Benefits paid (5) (3)
At 31 December 164 153

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

2010 2009

£m £m
Interest cost 7
Total expense 7

Total net actuarial (losses)/gains

Year ended 31 December

2010 2009

£m £m

Expenience gamns/(losses) on healthcare plan habiliies 3) 4
(Losses)/gans from changes 1n actuanal assumptions (6) (24)
Total net actuanal (losses)/gams 9) (20}

The actuanial assumptions of the healthcare cost trend rates have a significant effect on the amounts recogmised A
one percentage pomt change m assumed healthcare cost trend rates would have the following effects on amounts
recognised 1n 2010

1 per cent imncrease 1 per cent decrease

£m £m

Increase/(decrease) of the aggregate of the current service cost and interest cost 1 (1}
Increase/(decrease) of defined benefit healthcare obligation 20 a7n
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Directors” emoluments

The aggregate emoluments of the Directors of the bank, computed 1 accordance with the Companies Act 2006 as
amended by statutory instrument 2008 No 410, were

2010 2009
£000 £000
Fees 334 335
Salanes and other emoluments 1,317 1,114
Bonuses 1,044 1,628°
2,695 3,077
Gains on the exercise of share options 1 —
Vesting of Restricted Share Plan awards 256 248

1 Awards of £2,607,857 made to executrve Directors in respect of 2010 performance will be 60 per cent deferred 50 per cent of both the
deferred and non-deferred companents will be in the form of Restricted Shares tssued under the HSBC Share Plan The remaintng 50
per cent will be delvered as cash

2 includes the sum of £1,176,800 deferred into shares which were not subject to performance conditions but were subject to a restricted
period

No awards were made to Directors under long-term incentive plans 1n respect of qualifying services rendered 1n 2010
(2009 no awards)

Retirement benefits accrue to two Directors under a defined benefit scheme and to two Directors under a money
purchase scheme There were no contributions during the year to money purchase arrangements in respect of
Darectors’ qualifying services (2009 £ml)

In addition, there were payments under retirement benefit agreements with former Directors of £763,666 (2009
£771,849), including payments 1n respect of unfunded pension obhigations to former Directors of £644,954 (2009
£653,137) The provision as at 31 December 2010 1n respect of unfunded pension obhgations to former Directors
amounted to £10,870,922 (2009 £10,806,455)

Discretionary bonuses for Directors are based on a combmation of individual and corporate performance and are
determined by the Remuneration Commuttee of the bank’s parent company, HSBC Holdmgs plc The cost of any
conditional awards under the HSBC Holdings Restricted Share Plan 2000 and The HSBC Share Plan are recognised
through an annual charge based on the fair value of the awards and the likely 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 Dhrectors’ Remuneration Report of HSBC Holdings plc

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

2010 2009
£000 £000
Fees - -
Satanes and other emoluments 501 483
Bonuses 1,208 1,000%

1 The awards made to the highest paid Director in respect of 2010 performance will be 60 per cent deferred and 40 per cent non-
deferred 50 per cent of both the deferred and non-deferred components will be 1n the form of Restricied Shares 1ssued under the HSBC
Share Plan The remenning 50 per cent will be delivered as cash

2 Includes the sum of £0 8 million deferred wmuo shares which are not subject 1o performance conditions but are subyect to a restricted
period

The hghest paid Director recerved 39,164 shares as the result of awards under long-term incentive plans that vested
durning the year The lighest 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 in respect of services by the highest paid Director during the year

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

Auditors’ remuneration n relation te the statutory audit amounted to £9 5 mlhon (2009 £10 2 milhon)

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

2010 2009
£m £m
Audit fees for HSBC Bank plc statutory audr
— fees relating to current year 25 23
— fees relating to pnor year 03 01
28 24
Fees payable to KPMG for other services provided to the group
Audit-related services
-~ audit of the group’s subsidianes, pursuant to legislation 69 75
— audit of pension schemes associated with the group, pursuant to legislation 01 04
— other services pursuant to legislatien 46 45
Tax services 04 04
Other services
— services relating to information technology - 02
- all other services 10 07
13 137
Total fees payable 158 161

‘Audit fees for HSBC Bank plc statutory audit’ 15 fees payable to KPMG Audit ple for the statutory audit of the
consolidated financial statements of the group and the separate financial statements of HSBC Bank ple It excludes
amounts payable for the statutory audit of HSBC Bank ple’s subsidianes, which have been mcluded n ‘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 scparately because such fees are
disclosed on a consolidated basis for the group

Share-based payments

Dunng 2010, £246 million was charged to the mcome statement in respect of equity-settled share-based payment
transactions (2009 £191 milhon) This expense, which was computed from the fair values of the share-based
payment transactions when contracted, arose under employee share awards made n accordance with the HSBC
Group’s reward structures

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award, are calculated using a Black-
Scholes model When modelling options/share awards with vesting dependent on HSBC's Total Shareholder Return
(‘TSR”) over a period, the TSR performance targets are incorporated into the model using Monte-Carlo simulation
The expected hfe of options depends on the behaviour of option holders, which 15 incorporated nto 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 hmtations of the model used

Significant weighted average assumptions used to estimate the fair value of the options granted were as follows

Savings-Related Share Option Plans

1-year plan 3-year plans 5-year plans
2010
Rusk-free interest rate’ (%) 07 19 29
Expected hife? (years) 1 3 5
Expected volatility® (%) 30 30 30
Share price at grant date (£) 682 682 682
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Savings-Related Share Option Plans
1-year plan 3-year plans S-year plans
2006
Risk-free wnterest rate' (%) 07 21 24
Expected hife” (years) 1 3 5
Expected volaulity® (%) 50 35 30 !
Share price at grant date (£) 465 465 465 '

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

2 Expected Iife 1s not a single input parameter but a function of various behavioural assumptions

3 Expected volaniiy 15 estimated by considering both historic average share price volanlty and imphied volauluy derived from traded
options over HSBC shares of similar maturily Io those of the employee options

The expected US dollar denominated dividend yield was determined to be 4 5 per cent per annum 1n hne with
consensus analyst forecasts (2009 4 5 per cent) Prior to 2009, HSBC adopted a dividend growth model and
mcorporated expected dividends into the valuation model for share options and awards and in 2009, the expected
dividend growth was determined to be 8 per cent

The HSBC Share Plan

The HSBC Share Plan was adopted by the Group in 2005 Under this plan, Performance Share awards, restricted
share awards and share option awards may be made The aim of the HSBC Share Plan is to align the interests of
executives with the creation of sharcholder value and recognise individual performance and potential Awards are
also made under this plan for recruitment and retention purpeses

In 2009, the remuneration committee agreed to make adjustments to all unexercised share options and share awards
under HSBC’s vanous share plans and share schemes as a consequence of the Group’s rights 1ssue  The adjustments
were based on a theoretical ex-rights price, which was considered to be the most appropnate methodology to reflect
the nights 1ssue  The adjustments under certamn share plans and share schemes were approved by the relevant tax
authorities, where necessary In the case of the HSBC France and HSBC Private Bank France share plans, similar
adyustments were made by these subsidianes as a consequence of the rights 1ssue The adjusiments were to the ratios
at which the subsidiary company shares are exchangeable for HSBC Holdings ordinary shares of US$0 50 followmg
the exercise of options

Performance Share awards

Performance share awards are awarded to executive Directors and other semior executives afier taking into account
individual performance in the previous year Each award 1s divided into 1wo equal parts for testing attainment agamst
pre-determined benchmarks One half of the reward 15 subject to a TSR measure, based on HSBC’s ranking against a
comparator group of 28 major banks, the other half of the award 15 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 mimmum cntena for each
performance measure have been met These shares vest after three years to the extent that the vesting conditions are

satisfied
2010 2009
Number Number
(000°s) {000’s)
Outstanding at 1 January 200 1,228
Adjustment for nights issue - 156
Granted n the year 58 -
Released in the year (21) (354)
Forfeited in the year (138) (830)
Cutstandimg at 31 December’ 99 200

1 The above table includes the bank employee awards of 52,160 (2009 111,349)

The weighted average fair value of shares awarded by the group for Performance Share Awards in 2010 was £6 47
No performance shares were awarded by HSBC in 2009

Restricted share awards

Restricted 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
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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 penod

2010 2008

Number Number

(000s) (000's)

Outstanding at 1 January 71,780 42,881
Adjustment for rights 1ssue - 9,343
Granted i the year 51,434 48 750
Released in the year {19,143) (19,997)
Forfeited in the year (9,064) (9,197)
Qutstanding at 31 December 95,007 71,780

The weighted average fair value of shares awarded by the group for Restricted Share Awards in 2010 was £6 81
(2009 £4 00)

Share options

A small number of discretionary share options were granted 1n 2005 exclusively to individuals employed by HSBC
France under the HSBC Share Plan rules after the expiry of the Group share option plan rules

Nil-cost share options were granted 1o semor executives on the basis of their performance 1n the previous year The
share options were subject to the achievement of the same corporate performance conditions as the 2005
Performance Share awards The options vested after three years in the same proportion as the 2005 performance
shares but were only exercisable up to the forth anniversary of the date of grant These options have now lapsed and
there are currently no options with cutstanding performance conditions

Share options were also awarded to a number of employees under the HSBC share plan rules These options may
vest after three years and are exercisable up to the tenth anmversary of the grant, after which they will lapse

2010 2009
Weighted average Weaghted average
Number EXErcISe price Number EXEICISE price
(000’s) £ (00075} £
Qutstanding at | January 86 799 300 g 80
Adjustment for rights 1ssue - - 44 775
Forfeited 1n the year - - (258) 766
Outstanding at 31 December 86 799 86 7 99

No options were granted m 2010 or 2009 The weighted average remaiming contractual hfe of options outstanding at
the balance sheet date was 4 8 years (2009 5 8 years) All of the options were exercisable

Savings-related share option plans

Savings-related share option plans invite eligible 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 shareholder 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 anmversary of the commencement of three-year or five-year contracts, respecuvely The exercise price 1s sei
at 20 per cent (2009 20 per cent) discount te the market value immediately preceding the date of invitation
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Movement tn savings-related share options

2010 2009
Weighted average Weighted average
Number exercise price Number EXETCISE Price
(000s) £ (000’s) £
Quistandmg at 1 January 77,340 5M4 37,115 694
Adjustment for nights 1ssue - - 4,276 700
Granted in the year 7,084 543 64,018 330
Exercised n the year (4,795) 546 (3,116) 549
Transferred in the year (113) 4 00 84 625
Exprwed and cancelled 1n the year (8,980) 558 (25,037) 633
Outstanding at 31 December'? 70,536 377 77,340 524

| The above table includes the baitk emplayee options of 69,911 144 outstanding ar | January 2010 (2009 33 404 227), 5 979,608
options granted in the year (2009 57,743 478) and 63,583,389 options omtstanding ar 31 December 2010 (2009 69,911,144}
2 The weighted average exercise price for bank employees at 1 January 2010 was £5 19 (2009 £6 94) and at 31 December 2010 was

£377 (2009 £519)

The weighted average fair value of options granted durtng the year was £1 64 (2009 £1 37) The weighted average
share price at the dates the share options were exercised was £6 65 (2009 £5 86) The 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

Exercise price range (£)
Weighted average remaining contractual life (years)
Of which exercisable

— number (000’s)

— weighted average exercise price (£)

The bank

Exercise price range (£)
Weighted average remamning contractual hife (years)
Of which exercisable

- number (000's)

- weighted average exercise price (£)

HSBC Holdings Restricted Share Plan 2000

2010
£3 13-£908

2351

868
614

2010
£3 13-£9 08

261

756
608

Restricted share awards made under the HSBC Holdings Restricted Share Plan 2000

2009
£534-£977
310

4,007
623

2009
£534-£977
312

3,793
621

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 recrutment 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 remained continuously employed by the group for the

period
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Movement on Restricted Share awards under the HSBC Holdings Restricted Share Plan

2010 2009

Number Number

(000°s) (000°s)

Outstanding at 1 January 28 153
Adjustment for nghts 1ssue - 21
Additions during the year' 412 3
Released in the year - (164)
Forfeited in the year (440) -
Transferred tn the year — 15
Outstanding at 31 December® — 28

1 Addinons during the year comprised reinvested scrip dividends
2 The above table includes bank employee shares of 27,868 outstanding at | January 2010 (2009 85,051) mi shares granted in the year
(2009 mil) and Nil outstanding at 31 December 2010 (2009 27,868)

The HSBC Holdings Group Share Option Plan

The HSBC Holdings Group Share Opuion Plan was a long-term incentive plan under which certain group empleyees
between 2000 and 2005 were awarded share options The aim of the plan was to ahgn the interests of those higher-
performing employees with the creation of shareholder value This was achieved by seting certam TSR targets
which would nermally 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 anniversaries of the date of grant, subject to vesting conditions
Options granted after May 2005 are made under the HSBC Share Plan

Movement on the HSBC Holdings Group Share Option Plan awards

2010 2009
‘Weighted average Weighted average
Number €XErcse price Number exercise price
(000°s) £ (000°s) £
OQutstandng at } January 44,392 685 40,223 787
Adjustment for rights 1ssue - - 6,014 7 86
Exercised m the year (679) 6.05 (779) 626
Transferred 1n the year (320) 708 661 794
Forfeited and expired 1n the year (695) 695 (1,727 734
Outstanding at 31 December 42,698 6 86 44 392 6 85

The weighted average share price at the date the share options were exercised was £6 86 (2000 £6 85) No share
opuions were awarded by the group for the Group Share Option Plan 1n 2010 (2009 nil) The number of options,
weighted average exercise price, and the weighted average remaining contractual life for optiens cutstanding at the
balance sheet date, analysed by exercise price range, were as follows

The group
2010 2009

Exercise price range (£) £6 00-£6 99 £7 00-£7 99 £6 00-£6 99 £7 00-£7 99
Number (000°s) 37,413 5,285 13,934 30,458
Weighted average exercise pnice (£) 679 730 602 723
Of which exercisable

-~ number (0007s) 37,413 5,285 13,934 30,458

— weighted average exercise price (£) 679 730 602 723

128




HSBC BANK PLC

Notes on the Financial Statements (continued)

The bank
2010 2009

Exercise pnce range (£) £6 00-£7 24 £725-£8 50 £6 00-£6 99 £700-£7 99
Number (000s) 20,261 27 6,823 14,568
Weighted average exercise price (£) 684 736 602 722
Of which exercisable

— number {000’s) 20,261 27 6,823 14,568

— weighted average exercise pnice (£) 684 736 602 722

HSBC France and subsidiary company plans

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

Options over HSBC France shares granted between 1994 and 1999 vested upon announcement of the group’s
agreement to acquire HSBC France and were therefore included 1n the valuation of HSBC France

HSBC France granted 909,000 options in 2000 afier the public announcement of the acquisitton and these options
did not vest as a result of the change 1 control The options were subject to continued empleyment and vested on
1 January 2002 The HSBC France shares obtamned on exercise of the options are exchangeable for HSBC’s
ordinary shares of US$0 50 Options were granted at market value and are exercisable within 10 years of the date
of grant

Movement on HSBC France share options

2010 2009
Number Exercise price Number Exercise price
(000’s) € (000’s) €
Outstanding at 1 January 604 142 50 604 142 50
Expired in the year (604) 142 50 - 142 50
Outstanding and exercisable at 31 December - - 604 142 50

At the date of 1ts acquisition m 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 1n 2010 was 9,282(2009 70,257)

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 batance sheet or income statement

The HSBC Holdings Group Share Option Plan

2010 2009
Weighted average ‘Weighted average
Number exercise price Number eXercise price
(000's) £ (000's) £
Outstanding at 1 January 32,162 738 30,942 830
Adjustment for nghts tssue - - 4,626 831
Exercised in the year (1,414) 6 50 (13) 744
Transferred in the year (125) 751 881 838
Expired in the year {1,488} 704 (3,514 608
Outstanding at 31 December’ 2 29,135 7 44 32,162 7 38

1 The above mcludes the bank employee awards of 17,324,442 aprions outstanding at 1 January 2010 (2009 17,857 524} and
14,767,030 opnons outstanding at 31 December 2010 (2009 17,324 442)

2 The weighted average exercise price for bank employees was £7 35 at 1| January 2010 (2009 £8 17} and £7 45 at 31 December 2010
12009 £7 33)
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The number of options, weighted average exercise price, and the weighted average remaining contractual Life for
options outstanding at the balance shect date, analysed by exercise price range, were as follows

The group
2010 2009
Exercise price range (£) £5 56-£6 50 £6 51-£8 40 £5 56-£6 50 £6 51-£8 40
Number (000’s) 320 28,816 2,553 29,609
Weighted average exercise price (£) 6 50 745 6 50 7 46
Of which exercisable
— number (000’s) 592 29,012 2,553 29,609
— weighted average exercise price (£) 6 50 745 650 746
The bank
2010 2009
Exercise pnice range (£} £5 56-£6 50 £6 51-£8 40 £5 56-£6 50 £6 51-£8 40
Number (000°s}) 42 14,725 2,002 15,322
Weighted average exercise price (£) 6 50 745 650 746
Of which exercisable
- number (000’5} 42 14,725 2,001 15,322
- weighted average exercise price (£) 6 50 745 650 746
10 Tax expense
2010 2009
£m £m
Current taxation
UK corporation tax charge — on current year profit 536 446
UK corporation tax charge — adjustments in respect of prior years ' 14
Overseas tax — on current year profit 371 409
Overseas tax — adjustment 10 respect of prior years 37 (4}
950 865
Deferred taxation
Onginatien and reversal of temporary differences 29 (24)
Effect of changes n the tax rates - (3}
Adjustment in respect of prior years 17 18
46 ]
Tax expense 996 856

The UK corporation tax rate applying to HSBC Bank plc and 1ts subsidiaries was 28 per cent (2009 28 per cent}
Other overseas subsidianies and overseas branches provided for taxation at the appropriate rates in the countries in
which they operate

The following table reconciles the tax expense which would apply if all profits had been taxed at the UK corperation

tax rate
2010 2009
Percentage of Percentage of
overall tax charge overall tax charge
£fm % £m %
Taxation at UK corporation tax rate of 28 percent 1,123 280 1,124 280
Effect of taxing overseas profit at different rates (CY)) 1z (50) (12)
Gains subject to tax at a lower rate (133) [RX)] (16) 29
Adjustment 1n respect of prior years 60 15 28 07
Effect of profits in associates and jomnt ventures (N - 4) ©1}
Deferred tax temporary differences not provided 16 04 5 01
Release of deferred tax consequent on the disposal of
EZroup properties (18) 49 (90) 23
Non taxable mcome (18) (UL} (15) ©4)
Effect of UK bank payroll tax 53 13 - -
Permanent disallowables 23 06 6 01
Other 1tems (62) (16) (32) (07
Tax expense 996 248 856 213
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On 22 June 2010, the UK Government announced 1ts intention to reduce the main rate of corporation tax from 28 per
cent to 24 per cent It 1s proposed that the fall will be phased 1n over a peried of four years with a 1 per cent reduction
n the main corporation tax rate for each year starting on 1 Apnii 2011 As at 31 December 2010 only the initial phase
to reduce the man rate of corporation tax from 28 per cent to 27 per cent has been substantively enacted and
therefore only this change has been reflected 1 the amounts recogrused as at that date It 15 not expected that the
proposed future rate changes will have a significant effect on the net UK deferred tax position

The UK Government have announced 1ts intention to allow UK resident entities to elect to exempt foreign branches
from UK taxation It 1s expected that if such an election 1s made, 1t will apply from the bank’s accounting period
beginning 1 January 2012 The bank will awant the final legislation before making any decisions on whether to elect
to exempt its branches However 1t 1s not expected that such an election will have a matenal effect on the bank’s tax
position

In addition to the amount charged to the income statement, the aggregate amount of current and deferred taxation
relating to 1tems that are taken directly to equity was a £247 million decrease in other comprehensive mcome (2009
£414 million increase 1n other comprehensive income)
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Notes on the Financial Statements iconunued)

HSBC BANK PLC

After netting off balances within countries, the balances as disclosed n the accounts are as follows

The group The bank
2010 2009 2010 2009
£fm £m £m £m
Deferred tax assets 330 355 617 779
Deferred tax liabihities (54) (158) 03] 2
276 157 615 777

For the group, the amount of tempoerary differences for which no deferred tax asset 1s recogmsed 1n the balance sheet 1s
£576 malhon (2009 £36 million) This amount 1s 1n respect of losses where the recoverability of potential benefits 1s not
considered likely

For the bank, there are no temporary differences for which no deferred tax asset 1s recogmised n the balance sheet (2009
Nil)

Deferred tax 1s not recognised m respect of the group’s mvestments 1 subsidiaries and branches where remittance is not
contemplated, and for associates and nterests in joint ventures where 1t has been determined that no addinonal tax will
arise The aggregate amount of temporary differences associated with such nvestments 1s ml (2009 Nil) Followng the
change in the UK tax treatment of dividends on 1 July 2009, no UK tax 15 expected to anse on distributions from group
entities and no temporary difference exists except where withholding tax or other foreign tax could anse on the
investments No meamngful amount of temporary differences associated with such investments can be disclosed

11 Dividends

Duvidends to shareholders of the parent company were as follows

2010 2009
Dividends declared on ordmary shares £ per share Total £m £ per share Total £m
Third interim dividend 1n respect of previous year 107 850 - —
First intenim dividend in respect of current year 113 960 055 441
Second intenm dividend n respect of currem year — - 063 500
220 = 1,750 118 941

2010 2009
Dividends on preference shares classified as equity £ per share Total £m £ per share Total fm

Dhividend on HSBC Bank plc non-cumulative

third dollar preference shares 118 41 113 40
118 41 113 40
2010 2009
Coupons on capital secunties classified as equity £m £m
Coupon n respect of the first quarter of the year 4 11
Coupon m respect of the second quarter of the year 63 66
Coupon 1n respect of the third quarter of the year 5 5
Coupon 1n respect of the fourth quarter of the year 5 4
77 86
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12 Segment analysis

Notes on the Financial Statements (continued)

The factors used in 1dentifying the group’s reporting segments are discussed in Note 2(c) Operating Segments

The types of products ands services from which each reportable segment derives 1ts revenue are discussed in the Report
of the Dhrectors Operating and Financial Review — Business segments

Profit/(loss) for the year

Net interest income

Net fee income

Net trading income

Net (expense)/income from financial
nstruments designated at fair value

Gains less losses from financial mvestments'

Net eamed nsurance premiums

Other operating income

Total operating income ’

Net insurance claims incurred and movement
in Liabilittes to policyholders

Net operating income before loan
umpawment charges and other credst sk
provistons .

Loan impairment charges and other credit risk
provisions’

Net operating income .

Employee compensation and benefits

General and administrative expenses

Deprecration and impatrment of property,
plant and equipment’

Amortisation and impairment of intangible
assets’

Total operating expenses ..

Operating profit . .

Share of profit 1n associates and joint ventures

Profit before tax .

Tax expense

Profit for the year .

Year ended 31 Dec 2010
Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
3,536 1,725 1,914 724 (100) (105) 7,694
1,852 465 1,053 650 20 - 4,040
9 22 1,711 253 (8) 130 2,117
157 222 (24) - (59) (25) 276
- 18 467 15 37 - 537
380 2,260 (4) - 3] - 2,635
145 67 488 7 117 24) 800
6,079 4,779 5,605 1,649 11 (24) 18,099
(427) (2,571) - - (26) 1 (3,023}
5,652 2,208 5,605 1,649 {15) 23 15,076
(1,221) (195} (518) ()] - - {1,951)
4,431 2,013 5,087 1,632 (15) (23) 13,125
(1,210) (614) (1,596) (656) (385) - (4,961}
{1,783} {1,008) (1,475} (338) 1,045 23 (3,536}
(23) (1)) (109) (22) (249) - (460)
(105) (12) (33) - (12) - {162}
(3,121) (1,691) (3,213) (1,016) (1o1) 23 (5,119
1,310 322 1,874 616 (116) - 4,006
3 - 2 - - - 5
1,313 322 1,876 616 (116) - 4,011
(364) {112) (341) (114) ®5) - (996)
949 210 1,535 502 (181) — 3,015

1 Sigmificant non-cash wem
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Notes on the Financial Statements (contnued)
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Year ended 31 December 2009

Continental Global
Europe Banking and Private Inter
UK Retal Retarl Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Net interest income 3,361 1,681 2,849 815 (192) (423) 8,091
Net fee mcome 1,913 423 1,060 626 55 - 4,077
Net trading income 28 28 1,972 210 (35) 423 2,626
Net (expense)/income from financial
nstruments designated at fair value 181 509 227 - (374) - 543
Gains less losses from financal mvestments' 4))] 15 39 ) (125) - (73)
Dividend mcome 2 2 19 6 - - 29
Net earned insurance premiums 468 2,250 (1}] - N - 2716
Other operating mcome 311 49 424 23 349 (63) 1,093
Total operating income 6,263 4957 6,589 1,679 (323) (63) 19,102
Net insurance claims mcurred and movement
mn habilities to pohicyholders (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) (1.405) (19) () - (3,364)
Net operating income 3,943 1,800 5,184 1,660 (326) (63) 12,198
Employee compensation and benefits (Lo1n (843) (1,452) - (629 G17D - (4,452)
General and administrative expenses (1,675) (646) (1,021) 279 444 63 (3,114)
Depreciation and impairment of property,
plant and equpment’ (187) ©7n (174} @ ) - (482)
Amortisation and impairment of intangible
assets’ (95) (a7 (27} 6] (10} - (150)
Total operating expenses (2,968} (1,603) (2,674) (932) (84) 63 (8,198)
Operating profit 975 197 2,510 728 (410} - 4,000
Share of profit in associates and joint ventures 13 - 1 - - - 14
Profit before tax 988 197 2,511 728 (410) - 4,014
Tax expense (192) (20) (531) (86) (27 - (856)
Profit for the year 796 177 1,980 642 (437) — 3,158

1 Significant non-cash item
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Notes on the Financial Statements (continued)

Other information about the profit/(loss) for the year

Continental Global
Europe Banking and Private Inter
UK Retall Retail Markets Banking Other Segment TFotal
£m £m £m £m £m £m £m
Year ended 31 December 2010
Net operating mncome 4,431 2,013 5,087 1,632 (15) 23) 13,125
External 4,344 z.mj 5,405 1,427 (o) - 13,124
Inter-segment 37 (27 (318) 205 76 (23) -
Year ended 31 December 2009
Net operating mncome 3,943 1,800 5,184 1,660 (326) (63) 12,198
External 4,004 1,760 5,384 1311 (261 — 12,198
Inter-segment (61 40 (200 349 (65 (63 —
Performance ratios
Continental Global
Europe Bankmg and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2010
Share of the group’s profit before tax 1,313 322 1,876 616 (116) - 4,011
Cost efficiency rauo 55 22% 76 59% 57 32% 6161% - —- 60 49%
Year ended 31 December 2009
Share of the group’s profit before tax 9838 197 2,511 728 (410) - 4,014
Cost efficiency rato 53 55% 74 98% 40 58% 5551% - - 52 68%
Balance sheet informanon
Continental Global
Europe Banking and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2010
Loans and advances to customers (net) 115,950 35,505 110,691 22,436 636 - 285,218
Investment in associates and joint venture 28 3 35 1 9 - 6
Total assets 169,604 61,403 608,229 69,748 12,007 (122,497) 798,494
Customer accounts 139,168 31,907 117,727 55,321 - - 344,123
Total habilities 145,266 56,152 601,486 64,320 17,574 (118,661} 766,137
Capnal expenditure ncurred’ 299 64 241 26 24 - 654
Year ended 31 December 2009
Loans and advances to customers (net) 111,251 33,136 110,580 19,091 601 - 274,659
Investment in associates and joint venture 31 3 35 1 9 - 79
Total assets 152,935 61,628 578,994 69,514 12,650 (123,793) 751,928
Customer accounts 134,707 30,102 113,602 54,482 3 - 332,896
Total habilities 144306 51,807 570,874 62,252 15,959 (121,698) 723,500
Capital expenditare incurred’ 343 74 313 14 31 - 775

1 Expenditure incurred on property plant and equipment and other intangible assets Excludes assets acquired as part of business
combination and goodwil
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Notes on the Financial Statements (continuead)
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Other financial information

Net operating sncome by customer group and global business

Globat
Personal Banking
Fimancial Commercial and Private Inter
Services Bankmng Markets  Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2010
Net operating income 4,117 2,327 5,087 1,632 (15) (23) 13,125
External 4,113 2,266 5,405 1,427 (91) . 13,125
Inter-segment ( 61 (318 205 76 (23 -
Year ended 31 December 2009
Net operating income 3,441 2,302 5,184 1,660 (326) (63) 12,198
External 3,544 2,220 5,384 1,311 (261 — ]2,]9§l
Inter-segment (103 82 (200 349 (65 (63

Information by country

31 December 2010

31 December 2009

External net
operating income'

Non-current assets’

External net

operating mcome'  Non-curfent assets?

£m £m £m im
United Kingdom 8,381 3,596 7,594 5,327
France 2,072 6,385 2,119 6,579
Switzerland 514 2,612 512 2,590
Cther countries 2,158 1,003 1,973 1,001
TOTAL 13,125 13,596 12 198 15,497

1 Net operating income is attributed to countries on the basis of the customers’ location
2 Non current asseis consist of property, plant and equipment, goodwill, other intangible assets and certamn other assets expected to be

recovered more than twelve months after the reporting pertod

13 Analysis of financial assets and liabilities by measurement basis

The fellowing tables analyses the carrying amount of financial assets and hiabiliies 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 in intention to hold the assets until
matunty

Reclassification from Held for trading to Loans and receivables/Avanlable-for-sale

In October 2008, the group and the bank reclassified £5 0 lilhion and £0 2 billion of financial assets classified as held
for trading assets into the loans and receivables and available-for-sale categones respectrvely, with effect from 1 July
2008 Dunng November and December 2008, the group and the bank reclassified £0 9 billion and £1 4 bilhion of
financial assets classified as held for trading into loans and receivables and available-for-sale respectively These
latter reclassifications took effect prospectively

At 31 December 2010 At 31 December 2009

Carrymg amount Fair value Carrying amount Fair value
£fm £m £m £m

Reclassification to loans and receivables
ABSs 3,360 2,820 3,872 2,994
Trading loans — commercial mortgage loans 336 317 341 312
Leverage finance and syndicated loans 2,032 1,882 2,346 2,183
5,728 5,019 6,559 5,489

Reclassification to available for sale

Corporate debt and other securities 59 59 847 847
5,787 5,078 7,406 6,336

The reclassifications were made as a result of significant reduction 1n market hquidity for these assets, and a change
in the group’s intention to hold the assets for the foreseeable future or to maturity These circumstances form part of
the wider context of market turmoil and are considered a rare event and, as such, the reclassification 1s permtted
under the amendment to IAS 39 On the date of reclassification, the fair value of the asset 15 deemed to be the asset’s
new amortised cost, and the assets are thereafter tested for impairment

If these reclassifications had not been made, the group’s profit before tax in 2010 would have been increased by £367
mtllion from £4,011 million to £4,378 million (2009 an increase of £587 million from £4,014 million 1o £4,601
million} The changes in group profit would have been entirely 1n the Global Banking & Markets segment

The following table shows the fair value gams and losses recognised n the income statement as a result of the
reclassification from Held for trading to Loans and receivables/Available-for-sale

Effect ob income statement for 2010 Effect on incotmne statement for 2009
Recorded in Assuming no  Neteffectof Recordedmn  Assumung no  Net effect of
the income reclassification reclassification  the income reclassification reclassification

statement statement
£m £m £m £m £m £m
Financial asset reclassified to loans and
recewvables
ABS 131 472 (341) 229 361 (132)
Trading loans — commercial mortgage loans 19 29 an) 19 9 10
Leverage finance and syndicated loans 166 131 (15} 179 540 (361)
316 682 (366} 427 910 (483)
Financial assets reclassified to available
for sale
Corporate debt and other secunities 37 38 1) 76 180 {104)
353 720 (367) 503 1,090 (587)
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15

Trading assets

16

The gronp The bank
2010 2009 2010 2009
£m £m £m im

Trading assets

— which may be repledged or resold by counterparties 55,181 55,528 27,466 24013
— not subject to repledge or resale by counterparties 104,271 109,480 99,027 99 944
159,552 165 008 126,493 123 957
Treasury and other ehigible bills 2,529 789 945 741
Debt securities 73,1 75,566 39,202 35,314
Eguity securities 24,508 19,404 23,789 18 793
Loans and advances to banks 26,528 30,857 33,011 34,111
Loans and advances to customers 32,222 38392 19,546 34 998
159,552 165 008 126,493 123 957

Included within the above figures for the group are debt securities 1ssued by banks and cother financial institutions of
£19,307 million (2009 £21,952 milhion), of which £4,733 million (2009 £3,740 millien) are guarantced by vanous
governments

Included within the above figures for the bank are debt securiies 1ssued by banks and other financial institutions of
£9,795 milhion (2009 £11,752 mullion), of which £1,244 million (2008 £1,113 million) are guaranteed by various
governments

Financial assets designated at fair value through profit or loss

The group The bank
2010 2009 2010 2009
£m £m £m £m
Financial assets designated at fair value
— not subject to repledge or resale by
counterparties 15,467 16 435 4,505 6592
Treasury and other eligible bhills 20 35 - -
Debt securities 7,161 8,706 4,428 6,515
Equity secunties 7,750 6,955 - -
Loans and advances to banks 27 214 77 77
Loans and advances to customers 509 525 — -
15,467 16,435 4,505 6 592
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17 Derivatives

Farr values of derivatives by product contract type hetd

The group .

Foreign exchange
Interest rate

Equity

Credit

Commodity and other
Gross total fair values
Nettmg

Total

Foreign exchange
Interest mte

Equity

Credit

Commodity and other
Gross total farr values
Netting

Total

The bank

Foreign exchange
Interest rate

Equity

Credit

Commodity and other
Gross total fair values
Netting

Total

Foreign exchange
Interest rate

Equity

Credn

Commodity and other
Gross total fair values
Netting

Total

At 31 December 2010

Assets Liabilitses
Trading Hedging Tetal Trading Hedging Total
ifm £m £m £m £m £m
30,390 8 30,398 (31,609) 1% (31,628)
161,975 1,327 163,302 (160,428) (1,333) (161,761)
8,235 - 8,235 (8,831) - (8,831)
6,478 - 6,478 (6,084) - (6,084)
409 - 409 (564) - (564)
207,487 1,335 208,822 (207,516} (1,352) (208,868)
(79,664) 79,664
129,158 (129,204)
AL 31 December 2009
Assels Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £im £m £m £m
25,056 - 25,056 2513 ) (25,7122)
114,875 1,671 116,546 (114,452) (1,349) (115,801}
9,388 - 9,388 (10,487) - (10,487)
8,345 - 8,345 (7,563) - (7.563)
348 - 348 (272) - (272)
158,012 1,671 159,683 (158,487} (1,358} (159,845)
(41,167) 41,156
118,516 (118,689)
At 31 December 2010
Assets Liabihities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
29,987 - 29,987 (31,246) - (31.246)
116,490 914 117,404 (114,537) (757) (115,294)
7331 - 7,331 (8,363) - (8.363)
6,478 - 6,478 (6,012) - (6,012)
ass - 388 (554) - (554)
160,674 914 161,588 (160,712) (757) (161,46%9)
(52,683) 52,683
108,905 (108,786)
At 31 December 2009
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £fm £m £m £m
24,479 - 24,479 (25,757 - (25,757)
£9,253 1,066 90,319 (87,984) (488) (88,472}
8,240 - 8,240 {10,144) - (10,144}
8,350 - 2,350 (7,449) - (7,449)
451 - 451 (378) — (378)
130,773 1,066 131,839 (131,712) (488) {132,200)
(31,039) 31,039
100,800 (101,161}
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Use of derivatives

The group transacts denvatives for three primary purposes to create risk management solutions for clients, to manage the
portfolio of risks ansing from client business, and to manage and hedge the group’s own nisks Derivatives (except for
denvatives which are designated as effective hedging instruments as defined i IAS 39) are held for trading The held for
trading classification includes two types of derivatives those used in sales and trading activities, and those used for risk
management purposes but which for vanous reasons do not meet the qualifying cntena for hedge accounting The second
category includes denivatives managed 1n conjunction with financial mstruments designated at fair value These activities
are descnibed more fully below

The group’s denvative activities give nse to significant open posiions 1n portfolios of derivatives 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 entering nto derivative transactions, the group employs the same credit nsk management
procedures to assess and approve potential credit exposures that are used for traditional lending

Trading dernivatives

Most of the group’s denvative transactions relate to sales and trading activities Sales activiies include the structuring and
marketing of derivative products to customers to enable them to take, transfer, modify or reduce current or expected risks
Trading activities in denivatives are entered into principally for the purpose of generaung profits from short-term
fluctuations in price or margin Positions may be traded actively or be held over a period of ime to benefit from expected
changes 1n currency rates, interest rates, equity prices or other market parameters Trading includes market-making,
positioming and arbitrage activities Market-making entails quoting bid and offer prices 1o other market participants for
the purpose of generating revenues based on spread and volume, positioning means managing market nisk positions in 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 mentioned above, other denvatives classified as held-for-trading include non-qualifying hedging denvatives,
meffective hedging derivatives and the components of hedging denivatives that are excluded from assessing hedge
effectiveness Non-qualfying hedging derivatives are entered mto for risk management purposes but do not meet the
critena for hedge accounting These include derivatives managed in 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 m ‘Net trading income’, except for derivatives managed 1n conjunction with financial
instruments designated at fair value, where gains and losses are reported in “Net income from financial instruments
designated at far value’, together with the gains and losses on the hedged tems Where the dervatives are managed with
debt securties 1n 1ssue, the contractual interest 1s shown 1n “interest expense’ together with the interest payable on the
1ssued debt Substantially all of the group’s denivatives entered into with the group’s undertakings are managed
conjunction with financial liabilities designated at fair value

Notional contract amounts of derivatives held for trading purposes by product type

At 31 December

The group The bank
2010 2009 2010 2009
£m £m £m £m
Foreign exchange 1,617,429 1,250,874 1,590,774 1,204,204
Interest rate 9,723,176 7,428,567 6,491,919 5,587,747
Equity 171,061 162,637 163,737 144,659
Credit 317,373 400,712 317378 403,569
Commodity 41,696 22,666 40,834 21,947
Total denivauves 11,870,735 9,265,456 8,604,642 7,362 216

The notionat or contractual amounts of these instruments indicate the neminal value of transactions outstanding at the
balance sheet date, they do not represent amounts at risk
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Derwvatves valued using models with unobservable inputs

The difference between the fair value at mitial recognition (the transaction pnice) and the value that would have been
denived had valuation techmiques used for subsequent measurement been applied at initial recognition, less subsequent
releases, 15 as follows

The group The bank

2010 2009 2010 2009
£m £m £m im
Unamortised balance at 1 January 101 98 94 54
Deferral on new transactions' 199 85 198 76

Recognised 1n the income statement during the penod
— amorhisation (60) (47) (60) (14)

— subsequent to unobservable mputs becoming

observable (M) (1) (6) (10)
— matunty or termnation, or offsetting denvative (103) 21 (102) (8)
Exchange differences - 3 [1}] {2)
Unamortised balance at 31 December® 130 101 123 96

1 The bank 2009 balance inciudes £40m on an intra-group buswiness transfer (o the bank.
2 This amount s yel to be recogrised 1 the income statement

Hedging instruments

The group uses denvatives (principally interest rate swaps) for hedging purposes 1n the management of 1ts own asset and
habihty portfolics and structural posiions This enables the group to optimise the overall cost to the group of accessing
debt capital markets, and to mitigate the market nisk which would otherwise anise from structural imbalances i the
maturity and other profiles of 1ts assets and lrabihities

The accounting treatment of hedge transactions varies according to the nature of the instrument hedged and the type of
hedge transactions Denivatives may qualify as hedges for accounting purposes 1f they are fair value hedges, cash flow
hedges, or hedges 1n net investment of foreign operations These are described under the relevant headmgs below

Notwonal contract amounts of dervatives held for hedging purposes by product type

The notional contract amounts of these instruments indicate the nominal value of transactions outstanding at the balance
sheet date, they do not represent amounts at nisk

The group
At 31 December 2010 At 31 December 2009
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
Exchange rate 351 36 182 444
Interest rate 123,244 18,920 97,749 11,083
The bank
At 31 December 2010 At 31 December 2009
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £fm £m £im
Interest rate 53,475 11,326 47,038 1,398

Fawr value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes n 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 derivative and in the fair value of the item m relation 1o the risk being hedged
are recogmsed 1n the income statement. If the hedge relationship 1s terminated, the fair value adjustment to the hedged
item continues to be reported as part of the basis of the 1tem and 1s amortised to the income statement as a yield
adjustment over the remainder of the hedging period
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The group
At 31 December 2010 At 31 December 2009
Assets Liabthties Assets Liabilities
£m £m £m im
Foreign Exchange 3 - - -
Interest rate 177 {705 55 (399)
180 {705) 35 (399)
The bank
At 31 December 2010 At 31 December 2009
Assets Liabihties Assets Liabilities
£m £m £m £m
Interest rate 133 (38D 24 (1)
133 (381) 24 (1

Gans or losses anising from the change in fawr value of far value hedges

The group The bank
2010 2009 2010 2009
£m £m £m £m
Gains/ (losses)
— on hedging instruments (255) 7 231) 45
— on hedged items annbutable to the hedged risk 248 (28) 236 (57)

The gains and losses on ineffective portions of fair value hedges are recognised immediately 1 “Net trading income’

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and cross-currency swaps that are used 10 protect against
exposures to variabihty i future interest cash flows on non-trading assets and habilities which bear interest at vaniable
rates or which are expected to be re-funded or remvested 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 liabihnies on the
basis of their contractual terms and other relevant factors, mncluding estimates of prepayments and defaults The aggregate
principal balances and nterest cash flows across all portfolios over time form the basis for identifying gans and losses on
the effective portions of derivatives designated as cash flow hedges of forecast transactions Gains and losses are initially
recogmsed in other comprehensive income, in the cash flow hedging reserve, and are transferred to the income statement
when the forecast cash flows affect the income statement

Faw value of dervatives designated as cash flow hedges

The group
At 31 December 2010 At 31 December 2009
Assets Liamhities Assets Liabilities
£m £m £m £m
Foreign exchange s (19 - [C)]
Interest rate 1,150 (628) 1,616 (350)
1,155 (647) 1,616 (959)
The bank
At 31 December 2010 At 31 December 2009
Assets Liabihities Assets Liabilives
£m £m fm £m
Interest rate 781 (376) 1,042 (487)
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Forecast principals balances on which interest cash flows are expected to anse

The group
At 31 December 2010
More than S 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 £m
Assets 68,844 45,548 28,345 97
Liabilities (33,308) (19,057) {12,968) (760)
Net cash inflow/{outflow) exposure 35,036 26,491 15,377 (663}
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
£m £m £m £m
Assets 43,520 46,485 25,874 24
Liabilities (22,353) (26,413) (10,906) (1,631)
Net cash inflow/{(outflow) exposure 21,167 20,072 14,968 (1,607)
The bank
At 31 December 2010
More than 5 yearsor less
3 months 3 months but but more More than
or less less than 1 year than 1 year S years
im £m £m £m
Assets 42,600 35,332 21,112 -
Liabilities (12,324) (11,634) (11,125) _(210)
Net cash inflow/{cutflow) exposure 30,276 23,698 9,987 (210}
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
£m £m £m £m
Assets 35,006 32,478 20,190 -
Liabilities (12,371) (10,790} (7.691) (735)
Net cash inflow/(cutflow) exposure 22,635 21,688 12,499 (735)

The gains and losses on meffective portions of such derrvatives are recognised immediately in ‘Net trading income’
Duning the year to 31 December 2010, a loss of £4 million (2009 loss of £4 miilion) was recognised due to hedge
meffectiveness
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18 Financial investments

Financial investments
- which may be repledged or resold by
counterparties
— not subject to repledge or resale by
counterparties

Treasury and other eligible bills
— available-for-sale
— held-to-matunty

Debt secunties
— available-for-sale

— held-to-maturnity

Equity securties
— available-for-sale

Total financial tnvestments

The group The bank
2010 2009 2010 2009
£m fm £m Em
11,266 5,718 9,930 2,852
90,820 80.977 31,408 24,537
102,086 86,695 41,338 27389

The group The bank
2010 2005 2010 2009
£m £m £m £m
9,354 2,349 3,296 799
9,354 2,349 3,296 799
91,306 82,030 37,492 25,653
87,025 77,179 37,492 25,653
4,281 4,851 - -
1,426 2,316 550 937
1a2¢][ 2,316]| 550 || 937
102,086 86,695 41,338 27,389

For the group, £10,067 million (2009 £14,998 milhion), and for the bank, £3,707 million (2009 £10,045 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 1nto transactions 1n the normatl course of business by which 1t transfers recogmsed financial assets
directly to third parties or to special purpose entiies These transfers may give nse to full or partial derecognition of the

financial assets concerned

Transfers that do not quahfy for derecognition

The majority of financial assets that do not quahfy for derecognition are (1) debt securities held by counterparties under
repurchase agreements or (1} equity securities lent under securities lending agreements The following table analyses the
carrying amount of such financial assets as at 31 December that did not qualify for derecognition during the year and their

associated financial habihities

The group

Nature of transaction
Repurchase agreements
Secunties lending agreements

Total

2010

2009

Carrying amount

Carrying amount

Carmmying amount

Carrying amount of

of assets of associated of assets  associated habilities
habilities

£m £fm £m fm

62,101 60,774 57,124 57,388

4,173 4,203 4,087 4,087

66,274 64,977 61,211 61,475
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The bank
2010 2009
Carrymg amount

Carrying amount of associated Carrying amount  Carrying amount of
of assets Labilities of assets  associated liabthties
£m £m £m £m

Nature of transaction
Repurchase agreements 33,471 32,144 22,778 23,048
Securities lending agreements 4,173 4,203 4,087 4,087
Total 37,644 36,347 26,865 27,135

20 Interests in associates and joint ventures

Principal associates of the group and the bank

VocaLink Holdings Ltd (VocaLink) 1s a principal associate of the bank and the group VocaLink 15 meorporated n
England and 1ts principal activity 1s that of providing electromc payments and transaction services

At 31 December 2010 and 31 December 2009, the group had a 15 22% interest in the £133 mullion 1ssued equity capital
of VocaLink The carrying amount of group’s mterest at 31 December 2010 was £52 mullion (2009 £54 million)

VocaLink 1s accounted for as an associate due to the group’s mvelvement in the operational activities, policy making
decisions and representation on the beard of directors

Summarised financial information on associates

The group’s share of
2010 2009
£m £m
Assets 115 92
Liabilities 58 65
Revenue 42 57
Profit after tax 4 1)

Interests in significant joint ventures

Vaultex UK Limited 1s a sigmificant joint venture of the bank and the group Vaultex UK Limited is incorporated 1n
England and 1ts principal activity 1s that of cash management services A131 December 2010 and 31 December 2009, the
group had a 50% interest in the £10 million 1ssued equity capital

Holmwood Termtime Credit Limited was disposed of as part of the sale of HSBC Insurance Brokers Limited Further
disclosure on this disposal 1s provided 1n Note 23

On 12 Tune 2009, the bank sold 1ts remaming 49% stake 1n HSBC Merchant Services LLP to Global Payments Inc, the
joint venture partner The jomnt venture commenced m 2008 when the bank and Global Payments Inc commenced the
card processing joint venture, with the bank retamning a 49% stake tn this previously wholly-owned busmess

Summarised financial information on joint ventures

The group’s share of

2010 2009

£m £m

CurTent assets 91 130
Non current assets 12 13
Current habihities 85 125
Non current hiabilities 11 10
Income 46 51
Expense “5) (49}

Details of all associates and joint ventures, as required under S 409 Coempanies Act 2006, will be annexed to the next
Annual Return of the bank filed with the UK Registrar of Companies

153




HSBC BANK FLC

21 Goodwill and intangible assets

Notes on the Financial Statements (contnued}
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The group The bank
2010 2009 2010 2009
£m £m £m £m
Goodwill 9,860 10,015 298 299
Present value of in-force long-term assurance
busmess (‘PVIF") 710 630 _ -
Other intangible assets 573 554 388 333
11,143 11,199 686 632
Goodwill
The group
2010 2009
£m £m
Gross amount and Carrying amount
At January 10,015 10,649
Additions - 157
Disposals - -
Exchange differences (140) (762)
Other changes (15) (29)
At 31 December 9,860 10,015
The bank
2010 2009
£m £m
Gross amount and Carrying amount
At | January 299 296
Additions - 3
Other changes (1) -
A131 December 298 299

During 2010, no goodwill impairment was recogmsed (2009 nil) Impairment testing in respect of goodwill 1s performed
at least annually by comparing the recoverable amount of cash-generating units (‘CGUs”) determined as at 1 July 2010
based on a value-in-use calculation That calculation uses cash flow estunates based on management’s cash flow
projections, extrapolated 1n perpetuity using a nominal long-term growth rate based on current market assessments of
GDP and mflation for the countries within which the CGU operates Cash flows are extrapolated in perpetuity due 10 the
long-term perspective withun the group of the business umts making up the CGUs The discount rate used 1s based on the
cost of capital the group allocales to investments 1n the countnes within which the CGU operates

The cost of capital assigned to an mdividual CGU and used to discount its future cash flows can have a sigmficant effect
on its valuation The cost of capital percentage 1s generally denived from an appropriate capital asset pnicing model, which
itself depends on inputs reflecting a number of financial and economic variables including the nsk-free rate 1n the country
concerned and a premium or discount to reflect the inherent nsk of the business being evaluated These vanables are
established on the basis of management yjudgement and current market assessments of economic variables

The review of goodwill impairment represents management’s best estimates of the factors set out n Note 3 These values
are sensttive 10 the cash flows projected for the penods for winch detailed forecasts are available, and to assumptions
regarding the long-term sustainable pattern of cash flows thereafter Whale the acceptable range within which underlying
assumptions can be applied 1s govened by the requirement for resulting forecasts to be compared with actual
performance and venfiable economic data in future years, the cash flow forecasts necessanly and appropnately refiect
management’s view of future business prospects The process of identifying and evaluating goodwill ympairment 15
inherently uncertain because it requires significant management judgement 1n making a series of estimations, the results
of which are highly sensitive to the assumptions used
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The following CGUs include in their carrying value goodwill that 1s a sigmficant proportion of total goodwill reperted by

the group These CGUs do not carry on their balance sheet any mtangible assets with indefimite useful lives, other than
goodwili

Nomnal growth rate

Goodwill at beyond 1miial cash

1 July 2010 Discount rate flow projections

£m Yo %%

Global Banking and Markets 5,368 110 33

Private Banking 2,980 110 26
Total goodwll in the CGUs histed above 8,343

As at 1 July 2010, aggregate goodwill of £1,175 millien (1 July 2009 £1,214 milhion) had been allocated to CGUs that
were not considered individually sigmficant These CGUs do not carry on their balance sheets any sigmficant intangible
assets with indefinite useful lives other than goodwill

Nominal long-term growth rate external data that reflects the market’s assessment of GDP and mflation for the
Countries within which the CGU operates The rates used for 2009 and 2010 are taken as an average of the last 10 years

Discount rate the discount rate used 1o discount the cash flows 15 based on the cost of capital assigned to each CGU,
which 1s derived using a Caprtal Asset Pricing Model (‘CAPM’) The CAPM depends on inputs reflecung a number of
financial and economic vanables including the nisk-free rate 1n the country concerned and a premium to reflect the
imherent nisk of the business being evaluated These vaniables are based on the market’s assessment of the economic
vanables and management’s judgement In addiuen, for the purposes of testing goodwill for impairment, management
supplements this process by companng the discount rates derived using the internatly 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
2010 2009
£m £m
At | January 630 579
Addition from curment year new business 102 104
Movement from in-force busmess (including investment return vanances and changes in
mvestment assumptions) %) (34}
Exchange chfferences and other movements (13) (19)
At 31 December 710 630

The group’s life insurance busmess 1s accounted for using the embedded value approach which, inter alia, provides a
comprehensive risk and valuation framework The PVIF asset represents the present value of the shareholders” interest 1n
the profits expected to emerge from the book of in-force pelicies

PVIF-specific assumptions

The key assumptions used mn the computation of PVIF for the group’s main life insurance operations were

2010 2009
France UK Life France UK Life
Risk free rate 315% 346% 346% 3 50%
Ruisk discount rate 8 00% 7.00% B00% 7 00%
Expenses mnflation 200% 3 76% 200% 350%

The calculation of the PVIF 1s based upon assumptions that take into account nsk and uncertanty To project these cash
flows, a vanety of assumptions regarding future experience 1s made by each insurance operation which reflects local
market conditions and management’s judgement of local future trends
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The following table shows the effect on the PVIF of reasonably possible changes in the main economic assumptions,
namely the nisk-free and nsk discount rates, across all insurance manufacturing subsidaries

Sensitivity of PVIF to changes in economic assumptions

PVIF at

31 December
2010 2009
im £m
+ 100 basis points shift 1n nsk-free rate 11 17
— 100 basis pornts shift in risk-free rate 19 (18}
+ 100 basis points shafi 1n nisk discount rate 29 (22)
— 100 basis ponts shift n risk discount rate 33 27

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 scenanos, all assumptions
are held stable except when testing the effect of the shift in the risk-free rate, when resultant changes to mnvestment
returns, risk discount rates and bonus rates are also incorporated The sensitivities shown are before actions that could be
taken by management to mitigate effects and before resultant changes i policyholder behaviour

Non-economic assumptions

The policyholder habilities and PVIF are determined by reference to non-economc assumptions which include, for non-
lIife manufacturers, claims costs and expense rates and, for Iife 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 2010 to
reasonably possible changes 1n these non-econemic assumptions at that date across all insurance manufacturing
subsidiaries, with comparatives for 2009

The cost of claims 15 a risk associated with nen-life insurance business An increase i claims costs would have a negative
effect on profit

Mortality and morbidity nisk 15 typically associated with life msurance contracts The effect on profit of an mcrease
mortality or morbidity on profit depends on the type of business being written

Sensitivity to lapse rates 1s dependent on the type of contracts being written For insurance contracts, the cost of claims 1s
funded by premiums recerved and mcome earned on the mvestment portfolio supportmg the hiabilities For a portfolio of
term assurance, an increase in lapse rates typically has a negative effect on profit due to the loss of future premum
income on the lapsed policies

Expense rate risk 1s the exposure to a change in expense rates To the extent that increased expenses cannot be passed on
to policyholders, an increase m expense rates will have a negative impact on profits

Sensitivity to changes in non-economic assumptions

Effect on profit for the year Effect on total equity

to 31 December at 31 December

2010 2009 2010 2009

£m £m £m £m

20% ncrease 1n claims costs {43) (69) 4 (69)
20% decrease 11 claims costs 48 6% 48 69
10%5 increase 1 mortality and/or morbidity rates (14 (15) (14} (15)
10% decrease tn mortality and/or morb:dity rates 13 15 13 14
50% increase n lapse rates (110) (107) (110) (107)
50% decrease n lapse rates 173 169 173 170
10% increase In expense rates n s 21) (20)
10% decrease 1n expense rates 21 20 21 20
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Other intangible assets

The analysis of the movement of other intangible assets was as follows

The group

Cost

At 1 January 2010
Additions’

Disposals

Amounts wnitten off’
Exchange differences
Other changes

At 31 December 2010

Accumulated amortisation and smparnrment
At 1 January 2010

Amortisation charge for the year®

Disposals

Amounts wtten off

Exchange differences

Other changes

At 31 December 2010

Net carrymg amount at 31 December 2010

Cost

At 1 January 2009
Additions’

Amounts written off
Exchange differences
Other changes

Al 31 December 2009

Accumulated amortisation and impairment
At 1 January 2009

Amortsation charge for the year®
Impairment charge for the year*

Amounts written off

Exchange differences

Onher changes

At 31 December 2009

Net carmying amount at 31 December 2009

Customer/

Internally merchant

Trade generated  Purchased relation-
Names software Software ships Other Total
£m £m £m £m £m £m
15 1,071 162 207 21 1,476
- 172 12 - - 184
- - 3 - - 3
- (1) (¢} - - @)
- 3) @ - - %)
1 8 (5> - (as) (14
16 1,247 161 207 3 1,634
an (712) (105) (91) 3) 922)
(2) (121) an 23) 1 (162)
- (1)) 2 - - 1
- 1 1 - - 2
- 4 3 - - 7
— [ 5 - 2 13
a3 (823) (111} (114) - (1,061)
3 424 50 93 3 573
16 949 160 209 12 1,346
- 135 17 - 10 162
- (3) (1) - - (4)
a3 (10} 2 (1 (1) (25)
- - 2 (1) - (3)
15 1,071 162 207 21 1,476
® (629) (90) (71 1) (794)
@ (103} (20) @n (1) (147)
- - 3 - - (3)
- 3 1 - - 4
1 10 7 - - 18
2) 2 - 1 (1) =
(11) (712) (105) ©on (3) (922)
4 359 57 116 18 554

1 At 31 December 2010, the group did not have any contractual commutments to acquire intangible assets (2009 mlj
2 The amornsanon and impairment charges for the year are recogmsed within the income statement under “Amortisanon and imparmeni of

mtangible assets
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The bank

Cost

At 1 January 2010
Additions!

Other changes

At 31 December 2010 .

Accumulated amortisation and impairment
At 1 January 20010

Amortisation charge for the year®

Other changes

At 31 December 2010 .
Net carrymg amount at 31 December 2010

Cost

At 1 Januvary 2009
Additions'

Amounts written off’

At 31 December 2009

Accumulated amortisation and impairment
At 1 January 2009

Amortsation charge for the year®
Impairment charge for the year®

Amounts written off’

At 31 December 2009
Net carrying amount at 31 December 2009

1 At 31 December 2010 the bark did not have any contractual commuments (o acquire intangible assets (2009 ml)

RS

Internally
generated
software Other Total
£m £fm £fm
902 5 907
162 1 163
(5) - (5)
1,059 6 1,065
570 ) (574)
(108) - (108)
6 a 5
{672) (5) (677)
387 1 388
780 - 780
125 5 130
3) - 3)
902 5 907
(478) - (478)
(95) - (95)
- (4) 4)
3 - 3
(570) (4} (574)
332 | 333

2 The amortisation and impairment charges for the year are recognised within the income statement under ‘Amortisation and impairment of

wntangible assets
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22 Property, plant and equipment

The group
Long Short
Frechold leasehold leasehold Egqmpment, Equpment
land and land and land and fixtures on operating
buildings’ buildings buildings and fittings' leases Total?
£m £m £m £m £m £m
Cost or fair value
At 1 January 2G10 842 26 492 3,251 3,227 7,838
Additions at cost® 69 6 30 364 12 511
Reclassified to held for sale (32) - - 2 - 30)
Farr value adjustments 4 - - - - 4
Disposals® 10 - as) (56) (3.235) (3,316)
Exchange differences (8) 1 (6) a0 1 22)
At 31 December 2010 865 33 501 3,551 35 4,985
Accumulated depreciation and impairment
At 1 January 2010 (119) {11} 237) (2,225) (1,156} (3,748
Deprecianion charge for the year [ K)] (8] (40) (298) (98) (454)
Reclassified to held for sale 10 - - (4 ] - 9
Dhsposals 3 - 14 s3 1,237 1,307
Impatrment losses recognsed ()] - - - - (6)
Exchange differences 5 - 1) 9 2 15
At 31 December 2010 (120 (16) (264) (2,462) (as) (2,877)
Net carrying amonnt at
31 December 2010 745 17 237 1,089 20 2,108

Including assets held o finance leases with a carrying amount of £21 million (2009 £151 miilion)

Including assets with a carrymg amount of £20 million (2009 £160 miilion) pledged as security for habiines

At 3] December 2010 the group had £3 milhon (2009 £232 ymilion) of contraciuni commtments to acquire property, plant and
equipment

Including the investment properties on page 161

Includes assets with a carrying value of £1,.992 million disposed of in the sale of Eversholt Rail Group in the year For more
mformation see Note 23 Investments in subsidiaries

Wbk -
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Long Short Equipment
Freehold leasehold leaschoid  Equipment, on
land and fand and tand and fixtures operating
buildings® buildings bulldings  and fittngs' leases Total®
£m £m fm £m £fm £m
Cost or fair value
At 1 January 2009 1,044 323 453 3,323 3,117 8,260
Additions at cost’ 117 3 38 268 87 613
Reclassified to held for sale (243) - - (38) - (281
Acquisition of subsidiaries
Fair value adjustments (5) - - - - 3)
Disposals 29} (295) (7 (218) an (626)
Transfers
Exchange differences (42) (5 8 (84) - (123)
At 31 December 2009 842 26 492 3,251 3,227 7,838
Accumulated depreciation and impairment
At 1 January 2009 (119) (33) (204) (2,157 (1,050) (3,563)
Depreciation charge for the year (19} N (39) (298) (107) (470)
Reclassified to held for sale 17 - - 18 - 35
Disposals 7 28 6 162 1 204
Transfers
Imparment losses recognised 9) - (48] 2) - (12)
Exchange differences 4 1 1 52 - 58
At 31 December 2009 (119 (F1) (237) (2,225) (1,156) (3,748)
Net carrymmg amount at
31 December 2009 723 135 255 1,026 2,071 4,090
The bank
Long Short
Freehold leasehold leasehold Equipment,
land and land and land and fixtures
buldings bwildings bmldings and fittings Total
£m fm £m £m £m
Cost or fair value
At | January 2010 431 29 405 2,411 3,276
Additions at cost' 26 6 12 272 36
Reclassified from held for sale - - - 2 2
Disposals ® - Qan (3] (56)
Exchange differences 0] U] (4) 1 (8)
At 31 December 2010 445 34 402 2,649 3,530
Accumnlated depreciation and impairment
At | January 2010 74) (1) (197} 1,714} (1,996)
Depreciation charge for the year () 5) 29 (190) (231)
Reclassified from held for sale - - - ) 2)
Dusposals 2 - 10 32 44
Impairment losses recogmised (L)) - - - (4)
Exchange differences 2 — — — 2
AL 31 December 2010 (81) (16) (216) (1,874) (2,187)
Net carrying amount at 31 December 2010 364 18 186 775 1,343
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Long Shont
Freehold leasehold leasehold Equipment,
land and land and land and fixtures
buldings buildings buldings and fithings Total
fm £m £m £m £m

Cost or fair value
At 1 January 2009 322 328 373 2,408 3,431
Additions at cost' H1 1 22 178 312
Reclassified from held for sale | - - ) -
Disposals (€] (295) (5) (173) (480)
Transfers
Exchange differences 4 (5) 15 —m 13
At 31 December 2009 431 29 405 2,411 3276
Accumulated depreciation and impainment (63) (33) (169) (1,651) (1,916)
At | January 2009 (8) (€)) 29) (183) (227)
Depreciation charge for the year
Disposals 2 28 3 122 155
Impatrment losses recognised 5 - 1 (3) )
Transfers
Exchange differences - 1 (1) 1 1
At 3] December 2009 (74) (11) (157) (1,714) (1,996}
Net carrying amount at 31 December 2009 357 18 208 697 1,280

1 At 31 December 2010, the bank had £2 million (2009 £42 million) of contractual commutments to acquire property plant and

equipment

Investment properties

The composition of the investment properties at fair value in the year was as follows

The group

Freehold land and
buikdings’
£m

Fair value
At 1 January 2010 86
Additions at cost 41
Fair value adjustments 4
Exchange and other changes 2
At 31 December 2010 140

Fair value
At 1 January 2009 105
Farr value adjustments 3)
Exchange and other changes (14)
At 31 December 2009 26

| Included in ‘Property, plant and equipment’ on page 159

Investment properties are valued on an open market value basis as at 31 December each year by ndependent

professional valuers who have recent experience i the location and type of properties

Included within ‘Other operating income’ was rental income of £1 mullion (2009 £3 milhon) earned by the group on
11s investment properties Direct operating expenses of £ml (2009 nil) incurred 1n respect of the mvestment
properties duning the year were recogmised in “General and admimstrative expenses’ Direct operating expenses
ansing 1n respect of investment properties that did not generate rental income during the year amounted to £ ml
mullion {2009 ml) Net exchange differences on translation of investment properties were £1 mullion (2009 £10

million)

The bank

The bank had no investment properties at 31 December 2010 or 2009
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23 Investments in subsidianes

Principal subsidiary undertakings of HSBC Bank plc

Country of  HSBC Bank plc’s Share
Incorporation or interest in class

registration equty capital

%

HSBC France France 99 99 Ordinary €500
HSBC Asset Finance (UK) Linited England 100 00 Ordmary £1
HSBC Bank A S Turkey 100 00 A-Common TRL1
B-Common TRLI
HSBC Bank International Limned Jersey 100 00 Ordinary £1
HSBC Bank Maltaplc Maita 7003 Ordinary €0 30
HSBC Invoice Finance (UK) Limited England 100 00 Ordmary £1
HSBC Life (UK) Limited England 1060 00 Ordmary £1
HSBC Private Bank (C I ) Limited Guernsey 99 87 Ordinary USS1
Preference USS0 10
HSBC Private Bank (Swisse) S A Switzerland 10000 Ordinary CHF 1,000
HSBC Private Bank (UK) Limited England 106 00 Ordinary £10
HSBC Trninkaus & Burkhardt AG Germany 8040 Shares of no par value
HSBC Trust Company (UK) Limited England 100 00 Crdimnary £5
Marks and Spencer Retail Financial Services Holdings Limited England 100 00 Orchinary £1

Details of all HSBC Bank plc subsidharies will be annexed to the next Annual Return of HSBC Bank plc¢ filed with

the UK Regstrar of Companies

Special purpose entities (‘SPEs”) consolidated where the group owns less than 50 per cent of the voting rights

Carrying value of total

consolxdated assets

£bn

Banon Funding Limited 29
Bryant Park Funding LLC 19
Malachite Funding Limited 26
Mazarin Funding Limited 66
Metnix Funding pic 0%
Metrix Secunties plc 06
Regency Assets Limited 41
Solitarre Funding Limited 27

Al the above make therr financial statements up to 31 December

Nature of SPE

Securities nvestment conduit
Condun

Securities investment conduit
Secunties imnvestment condunt
Secuntisation vehicle
Securiusation vehicle
Conduit

Secunties mvestment conduit

Details of all subsidharies, as required under S 409 Companies Act 2006, will be annexed to the next Annual Return

of the bank filed with the UK Registrar of Companies

Acquisitions

The group made no acquisitions of subsidiary undertakings but mcreased 1ts investment in existing subsidiary

undertakings during 2010, where no goodwill arose (2009 £157 mulhon)

Disposals

In November 2010, HSBC agreed to sell Eversholt Rail Group (‘Eversholt’), a subsidiary of HSBC Rail (UK)
Limited to Eversholt Investment Group, a consortium consisting of investment funds managed by 31 Infrastructure
ple, Morgan Stanley Infrastructure Partners and STAR Capital Partners The sale was completed in December 2010

resulting 1n a gain on sale of £163 million
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In December 2009, HSBC entered into an agreement to sell part of its global insurance business, HSBC Insurance
Brokers Limited and related entities, to Marsh and & McLennan Companies for total consideration of £135 million,
compnising cash and shares The sale was completed in April 2010 resulting 1n a gain on sale of £83 million

On 1 DBecember 2009, the group completed the sale of HSBC Actuaries and Consultants Limited to Jardine Lloyd
Thompson UK Holdings Ltd for £27 million On 30 November 2009, the aggregate total asset attnbute to HSBC
Actuaries and Consultants Limited were £15 million, and the entity generated a net loss after tax of £3 million for the
penod to 30 November 2009 The group’s pre-tax profit on sale was £12 million

24 Other assets

The group The bank
2010 2009 2010 2009
£Em £m £m £fm
Bullion 979 778 880 688
Assets held for sale 56 297 38 40
Reinsurers’share of habihties under insurance 432 407 - -
CONITacts
Endorsements and acceptances 494 352 231 191
Other accounts 4,157 6,179 2,205 3,311
6,118 8,013 3,354 4,230
Assets held for sale
The group The bank
2010 2009 2010 2009
£m im £m £m
Non-current assets held for sale
Property, plant and equipment 54 294 38 40
Financial assets - 1 - -
Other 2 2 — -
Total assets classified as held for sale 56 297 38 40

On 21 December 2009, the group entered 1nto a contract for the sale of 103 Champs-Elysées and 15 rue Vemet in
Pans for a combined consideration of EUR 400 million Under the terms of the arrangement, the group would lease
the buildings back for a period of 9 years The carrying amount included m assets held for sale at 31 December 2009
was EUR 257 milhen (£228 mulhon) The transachion completed on 25 February 2010 Neither a gain nor a loss was
recognised on reclassifying these assets as held for sale during 2009 A gain on disposal of EUR 141 mulhon (£125
million) was recognised in the group’s operating profit during 2010, within *Other operating income’

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
2010 2009 2010 2009
£m £m £m £m
Deposits by banks 26,050 29,661 29,631 36,723
Customer accounts 36,915 29,038 30,559 24,900
Other debt securities in 1ssue 17,454 19,306 13,978 16,088
Other liabilities — net short positions 51,941 40 876 24,244 19.110
132,360 118,881 98,412 96,821
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26 Financial habilities designated at fair value

The group The bank
2010 2009 2010 2009
£m £m £m £m
Deposits by banks and customer accounts 4,040 3911 3,859 3,749
Liabihities to customers under investment contracts 4,775 4,039 —- -
Debt securibies n 155ue 15,460 6,597 10,813 3,304
Subordinated labilities 3,381 3,363 3,662 3,622
Preference shares 279 254 — —
27,935 18,164 18,334 10,675

The group

The carrying amount at 31 December 2010 of financal habilities designated at fair value was £95 mullion higher
{2009 £194 milhon higher) than the contractual amount at maturity At 31 December 2010, the accumulated amount
of change 1n fair value attributable to changes 1n credit risk was a gam of £118 mullion (2009 £233 mllion gain)

The bank

The carrying amount at 31 December 2010 of financial liabilities designated at fair value was £144 million lower
(2009 £48 million lower) than the contractual amount at maturity At 31 December 2010, the accumulated amount of
change mn fair value attributable to changes n credit nisk was a gain of £175 mlhion (2009 £323 million gamn)

27 Other liabiltties

The group The bank
2010 2009 2010 2009
£m £m £m £m
Amounts due to mvestors 1n funds consolidated by
the group 341 491 - -
Cblhigations under finance leases 171 291 - -
Endorsements and acceptances 494 352 231 191
Share based payment liability to HSBC Holdings 344 221 197 123
Cther habiles 3,510 4512 1,793 2322
4,860 5,867 2,221 2,636
28 Liabilities under insurance contracts
At 31 December 2010
Gross Remsurers’ share Net
£m £m £m
Non-life insurance habihties
Unearnied premium provision 73 @ 69
Notfied claims 257 94) 163
Claims mcurred but not reported 215 (12) 203
Other 14 Q@) 12
559 {112) 447
Life msurance habilities to policyholders
Life (hon-linked) 888 (292) 596
Investment contracts with discretionary participation features’ 14,205 - 14,205
Life (Jinked) 1,464 (28) 1,436
16,5587 320) 16,237
Total habilthes under msurance contracts 17,116 {432) 16,684
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At 31 December 2009

Gross Rensurers’ share Net
£m £m fm
Non-life msurance habilities

Unearned premium provision 168 [C)] 159
Notfied claims 342 (29) 253
Clatms incurred but not reported 201 (12) 189
Other 48 (2) 46
759 (112) 647

Life insurance habilities to policyholders
Life (non-linked) 1,506 (278) 1,228
Investment centracts with discretionary participation features’ 12,930 - 12,930
Life (linked) 1,310 (o)) 1,293
15,746 (295) 15451
Totat habilibes under insurance contracts 16,5035 (407) 16,098

| Though investment contracts with discretionary participation features are financial instruments the group contmued to treaf them as
wnsurance contracts as permitted by IFRS 4

Movement on ron-life insurance habilities

2010
Gross Reinsurers’ share Net
fm £m £m
Unearned premium reserve (‘UPR’)

At 1 January 168 [£)] 159
Changes in UPR recognised as (income)/expense (93) 5 (88)
= ETess wriiten premiums 113 (5) 108
— pross camed premiums (206) 10 {196)
Exchange differences and ether movements ) - 2)
At 31 December 73 4 69

Notified and incurred but not reported claims
At 1 January 543 (101) 442
— nonfied claims 342 (89) 253
~— claims incurred but not reported 201 (12) 189
Claims paid 1n current year (229) 24 (205)
Clayms curred 1n respect of current year 76 2n 55
Clamms tcurred 1n respect of prior years 61 7 68
Exchange differences and other movements 21 (15) 6
At 31 December 472 (106) 366
— notified claims 257 (94) 163
— claims incurred but not reported 215 (12) 203
Other 14 (2) 12
Total non-life insurance Liabilines 559 (112) 447
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2009
Gross Reinsurers’ Net
share
£m £m £m
Unearned premium reserve (‘UPR”)
At 1 January 445 n 374
Changes in UPR recognised as (income)/expense (143) 10 (133)
— gross writien premiums 275 (43) 232
— gross earned premiums (418) 53 (365}
Exchange differences and other movements (134) 52 (82)
At 31 December 168 (%) 159
Notified and incurred but not reported claims
At 1 January 422 (128 294
- nottfied claims 345 (109} 236
— c¢laimns incurred but not reported 77 16 58
Claims paid in current year (358) 43 {313}
Claims incurred 1n respect of current year 277 (44) 233
Claims mcurred i respect of prior years 240 - 240
Exchange differences and other movements (38) 26 (12}
At 31 December 543 (101 442
— notified claims 342 (89) 253
— c¢laims incurred but not reported 201 12 189
Other 48 (2) 46
Total non-life insurance Liabilities 759 (112) 647
Life insurance lrabihinies to policyholders
2010
Gross Remsurers” share Net
£fm £m £m
Lafe (non-hnked)
At 1 January 1,506 278) 1,228
Benefits paid (256) 78 (178)
Increase in habthities to policyholders 236 (107) 129
Exchange differences and other mevements (598) 15 (583)
At 31 December 888 (292) 596
Investment contracts with discretionary partbcipation
features
At 1 January 12,930 - 12,930
Benefits paid (1,299) - (1,299)
increase mn habiliues 1o poheyholders 2,395 - 2,395
Exchange differences and other movements' 179 - 179
At 31 December 14,205 - 14,205
Life (linked)
At 1 January 1,310 an 1,293
Benefits paid (133) 4 (129)
Increase m habilities to policyholders 406 (16) 390
Exchange differences and other movements? (119) 1 (118)
A1 31 December 1,464 (28) 1,436
Total liabiliues to policyholders 16,557 (320) 16,237
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2009
Gross Remnsurers’ share Net
£m £m £m
Life (non-hinked)
At 1 January 2,031 (411) 1,620
Benefits paid (802) 79 (723)
Increase 1n liabilities to policyholders 241 (44) 197
Exchange differences and other movetnents 36 98 134
At 31 December 1,506 (278) 1,228
Investment contracts with discretionary participation
features
At 1 January 12,157 - 12,157
Benefits paid (1,154) - (1,154)
Increase 1n liabilites to policyholders 2,485 - 2,485
Exchange differences and other movements' (558) — (558)
At 31 December 12,930 — 12,530
Life {linked)
At | January 1,061 (7 1,054
Benefits paid (134) 5 129)
Increase 1n habiliues to policyholders 400 (15) 385
Exchange differences and other movements® (17 - (17)
At 31 December 1,310 a7 1,293
Total liabilizes to policyholders 15,746 (295) 15,451

1 Includes movement in habilines relanng to discretionary profit participation benefits due to policyholders anising from net unrealised
wivestment gans recogmsed in other comprehensive income

2 Includes amounts arising under remsurance agreements

The increase in liabihities to pohicyholders represents the aggregate of all events giving rise to addional habilities to
policyholders in the year The key factors contributing to the movement m policyholder liabihties include death
claims, surrenders, lapses, the setting up of policyholder habilities at the iutial mception of the policy, the
declaration of bonuses and other amounts attributable to policyholders

29 Provisions

The group The bank

2010 2009 2010 2009

£m £m £m £m

At 1 January 368 428 176 158
Additional provisions/increase n provisions’ 237 103 102 49
Provisions utilised (174) (94) €3) (19)
Amounts reversed (35) (62) (6) (16)
Exchange differences and other movements 29 (7) - 4
At 31 December 425 368 229 176

1 Includes unwinding of discourts of £3 nullion (2009 £2 mullion) in relation to vacant space provisions
Powmnts (1) and (u) below relate to both the group and bank and pomnt (111) below relates only to bank

(1) A provision of £44 milhon (2009 £35 million) for the possible cost of redress relating to the sale of certain
persenal pension plans and mortgage endowment policies and a provision for indemnity clawbacks The
provision 1s based on an actuanal calculation extrapolated from a sample of cases The iming of the expenditure
depends on settlement of individual claims

(1) Provisions of £62 milhion (2009 £78 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 1n respect
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of the imitial estimated cost of redress The total provision 1s based on a calculation extrapolated from a sample
of cases Uncertainties anise from factors affecting the uming of notifying and rermbursing those affected

(m) Included in the above are provisions for onerous property contracts of £50 milhion (2009 £38 mtllion) relatng
to the discounted future costs associated with leaschold properties that have became vacant The provisions
cover rent voids while finding new tenants, shortfalls in expected rent recetvable compared with rent payable,
and the cost of refurbishing the buildings to attract tenants Uncertainties anse from movements m market rents,
delays 1n finding new tenants and the timing of rental reviews

30 Subordinated liabilities

The group The bank
2010 2009 2010 2009
£m £m im £m
Subordnated habilities
— At amornsed cost 7,407 6,799 T.562 6,955
Subordinated habihities 5,070 4,412 7,562 6,955
Preference shares 2,337 2,387 - -
— Designated at fair value 3,660 3,617 3,662 3,622
Subordinated liabilities 3,381 3,363 3,662 3,622
Preference shares 279 254 - -
11,067 10,416 11,224 10,577
Subordinated borrowings of the group
Carrying amount
2010 2009
£m £m
US$300m 6 95% Subordinated Notes 2011 200 198
€250m Floating Rate Subordinated Loan 2015 215 222
€600m 4 25% Callable Subordinated Notes 2016' 530 557
€800m Callable Subordinated Floating Rate Notes 2016% 689 710
£350m Callable Suberdinated Vaniable Coupon Notes 2017 362 375
€1,000m Floating Rate Subordmated Loan 2017 862 888
£500m 4 75% Callable Subordinated Notes 2020° 499 484
€500m Callable Subordinated Floaung Rate Notes 2020 381 394
US$1,000m Floatng Rate Subordmated Loan 2020 644 -
£350m 5% Callable Subordinated Notes 2023° 353 339
£300m 6 5% Subordinated Notes 2023 297 298
UJS$300m 7 65% Suberdmated Notes 2025 220 192
£350m 5 375% Callable Subordimnated Step-up Notes 2030° 329 327
£500m 5 375% Subordmated Notes 2033 469 478
£390m 6 9% Subordimated Loan 2033 39( 390
US$977m Floating Rate Subordinated Loan 2040 529 -
€900m 7 75% Non-cumulative Subordinated Notes 2040 775 799
£225m 6 25% Subordinated Notes 2041 224 224
£600m 4 75% Subordmated 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 Securities® 279 254
US$750m Undated Floating Rate Pnmary Capital Notes 483 462
US3$500m Undated Floating Rate Pnmary Capital Notes 322 308
US$300m Undated Floating Rate Primary Capital Notes (Senes 3) 193 185
£350m 7 9% Perpetual Subordinated Debt - 350
£250m 7 991% Perpetual Subordmated Debt - 250
Other subordmated Liabilihes less than £100m 430 440
11,067 10,416

1 On 15 February 2011, the bank gave notice to holders of us 4 25% Callable Subordinated Notes 2016 that 1t will call and redeem the
notes at par on 18 March 2011
2 On 15 February 2011 the bank gave notice to holders of uts Callable Subordinated Floanng Rate Notes 2016 that 1t will call and
redeem the notes at par on 29 March 2011
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The interest rate on the Callable Subordinated Variable Coupon Notes 2017 1s fixed at 5 75% until June 2012 Thereafler the rate per
anrum is the sum of the gross redemption yield of the then prevailing five year UK gl plus 1 70%.

4 The interest rate on the 4 75% Callable Subordinated Notes 2020 changes in September 2015 to three month sterling LIBOR plus

0 82%.

The interest rate on the 3% Callable Subordinated Notes 2023 changes i March 2018 to become the rate per annum which 1s the sum
of the gross redemption yield of the then prevailing five year UK gilt plus | 80%,

6 The interest rate on the 5 375% Callable Subordinated Step-up Notes 2030 changes in November 2025 1o three month sterling LIBOR
plus I 50%.

The destribution rate on the 5 84426 Non-cumulanve Step-up Perpetual Preferred Securities changes in November 203 | to six month
sterling LIBOR plus [ 7624

8 The distribution rate on the 5 862%% Non-cumulative Step-up Perpetual Preferred Securities changes in Apnl 2020 to six month steriing
LIBOR plus I 85%.

W

~

Footnotes 3 to 8 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 to prior notification to the Financial Services
Authority

31 Fair value of financial instruments

The classification of financial mnstruments 1s determined in accordance with the accounting policies set out m Note
2(1) Financial instruments designated at fair value The use of assumption and estimation in valumng financial
mstrument 15 descnibed 1 Note 3 Criucal accounting policies Fair value 1s the amount for which an asset could be
exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction The
following table sets out the financial strument carried at fair value

The group
Of which are classified 1n the following valuation hierarchy
Level 1 Level 2 Level 3
Quoted market using observable with sigmficant un-
price mputs observable mnputs Total
£m £m £m fm

At 31 December 2010
Assets
Trading assets 110,369 47,635 1,548 159,552
Fmancial assets designated at fair value 9,674 5,793 - 15,467
Denvatives 783 127,115 1,260 129,158
Fmancial investments available-for-sale 61,199 34,796 1,810 97,805
Liabilities
Trading habilihes 71,744 57,440 3,176 132,360
Financial habilities at fatr value 3,932 24,003 - 27,935
Dervatives 601 126,543 2,060 129,204
At 31 December 2009
Assets
Trading assets 107,883 55,615 1,510 165,008
Financial assets designated at fair value 10,870 5,565 - 16,435
Derivatives 795 116,121 1,600 118,516
Financial investments available-for-sale 33,163 50,258 3,274 86,695
Liabilities
Trading habilities 60,735 55,362 2,784 118,881
Financial habilities at far value 6,654 11,470 - 18,164
Dertvatives 714 114,963 3,012 118,689
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The bank
Of which are classified 1n (he followang valuation hierarchy
Level 1 Level 2 Level 3
Quoted market using observable with sigmificant un-
price mputs observable mnputs Total
£m £m £m £m
At 31 December 2010
Assets
Trading assets 76,983 47,983 1,527 126,493
Financial assets designated at fair value 6038 3,897 - 4,505
Derivatves 605 106,919 1,381 108,905
Financial :nvestments available-for-sale 34,135 3,411 3,792 41,338
Liabilities
Trading lLiabiliies 40,205 54,776 3,431 98,412
Financtal liabilies at fair value 40 18,294 - 18,334
Dervatives 537 105,940 2,309 108,786
At 31 December 2009
Assets
Trading assets 57,888 63,383 2,686 123,957
Financial assets designated at fair value 2,820 3,772 - 6,592
Denvatives 246 99,030 1,524 100,800
Financial investments available-for-sale 9,463 15,248 2,678 27,7389
Liabihities
Trading habihties 32,093 61,944 2,784 96,821
Financial habilsties at fair value 3,298 7.377 - 10,675
Denvanves 173 97,767 3,221 101,161

Control framework

Fair values are subject to a control framework designed to ensure that they are either determimed, or validated, by a
function independent of the risk-taker

Fer all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation 1s uhlised In inactive markets, direct
observation of a traded price may not be possible In these circumstances, the group wall source alternative market
information to validate the financial instrument’s fair value, with greater weight given to information that 1s
considered to be more relevant and reliable The factors that are considered n this regard are, inter aha

the extent to which prices may be expected to represent genuine traded or tradeable prices,

the degree of similarity between financial instruments,

the degree of consistency between different sources,

the process followed by the pricing provider to denve the data,

the elapsed tume between the date to which the market data relates and the balance sheet date, and
the manner 1n which the data was sourced

For fair values determined using a valuation model, the control framework may include, as applicable, independent
development or validation of (1) the logic within valuation models, (n) the inputs to those models, (m1) any
adjustments required outside the valuation models, and, (1v} where possible, mode! outputs Valuation models are
subject to a process of due diligence and calibration before becoming operational and are calibrated against external
market data on an ongomng basis

Determination of fair value
Fair values are determined according to the following hierarchy

(a) Level I — quoted market price financial nstruments with quoted prices for identical instruments 1 active
markets

(b} Level 2— valuation techmque using observable inputs' financial instruments with quoted prices for similar
mstruments 1n active markets or guoted prices for identical or similar instruments 1n mactive markets and
financial instruments valued using models where all sigmficant inputs are observable
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(¢} Level 3 —valuation techmque with significant unobservable inputs financial instruments valued using models
where one or mare significant 1aputs are unobservable

The best evidence of fair value 15 a quoted price 1n an actively traded market The fair values of financial nstruments
that are quoted in active markets are based on bid prices for assets held and offer prices for habilities 1ssued Where a
financial instrument has a quoted price in an active market and it 1s part of a portfolio, the fair value of the portfolo 1s
calculated as the product of the number of units and quoted price and no block discounts are made In the event that
the market for a financial instrument 1s not active, a valuation technique 15 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 avairlability of prices and the size of bid/offer spreads The
bid/offer spread represents the difference 1n prices at which a market participant would be willing to buy compared
with the price at which they would be willing to sell In mactive 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

Valuation techmques incorporate assumptions about factors that other market participants would use in ther
valuations, includmg nterest rate yield curves, exchange rates, volatilities and prepayment and default rates During
the year, as a result of evolving market practice in the pricing of certain interest rate derivatives, the group has, for
single currency swaps with collateralised counterparties and in sigmficant major currencies, adopted a discounting
curve that reflects the overmght interest rate typically earned or paid n respect of the collateral posted or received
Previously, in line with market practice, discount curves did not reflect this overnight interest rate but were based on
a term LIBOR rates The financial effect of this change was not significant

The majonty of valuation techniques employ only observable market data However, certain financial mstruments are
valued on the basis of valuatien techniques that feature one or more sigmficant inputs that are unobservable, and for
them, the denivation of fair value 1s more judgemental An instrument 1n 11s entirety 1s classified as valued using
significant unobservable inputs if, in the opinion of management, a significant proportion of the instrument’s carrying
amount and/or inception profit (*day 1 gain or loss’) 1s dnven by unobservable inputs *Unobservable’ 1n this context
means that there 15 little or no current market data available from which to determine the price at which an arm’s
length transaction would be hikely to occur It generally does not mean that there 1s no market data available at all
upon which to base a determnation of fair value (consensus pricing data may, for example, be used)

In certamn circumstances, primanly where debt 1s hedged with interest rate derivatives, the group records 1ts own debt
1n 1ssue at fair value, based on quoted prices in an active market for the specific instrument concerned, 1f available

When quoted market prices are unavailable, the own debt 1n 1ssue 15 valued using valuation techniques, the inputs for
which are either based upon quoted prices i an inactive market for the instraument, or are esimated by companson
with quoted prices in an active market for similar instruments In both cases, the fair value includes the effect of
applying the credit spread which 1s appropnate to the group’s hability The change in fair value of 1ssued debt
securities attributable to the group’s own credit spread 1s computed as follows for each secunty at each reporting
date, an extenally venifiable price 15 obtained or a price is denived using credit spreads for similar securittes for the
same 1ssuet Then, using discounted cash flow, each security 15 valued using a LIBOR-based discount curve The
difference in the valuations 1s attnibutable to the group’s own credit spread This methodology 1s applied consistently
across all secunties

Structured notes 1ssued and certain other hybnid instrument liabilities are included within rading habihties and are
measured at fair value The credit spread applied to these instruments 1s derived from the spreads at which the group
1ssues structured notes These market spreads are smaller than credit spreads observed for plain vanilla debt or 1o the
credit default swap markets Gains and losses arising from changes in the credit spread of liabilities 1ssued by the
group reverse over the contractual life of the debt, provided that the debt 1s not repaid at a premium or a discount

Credit nsk adjustment methodology

A separate credit nisk adjustment 1s calculated for each legal enuty of the group, and within each enuity for each
counterparty to which the entity has exposure The calculation of the monoline credit nisk adjustment and sensitivity
to different assumptions 15 descnbed below The credit nisk adjustment 1s calculated by applying the probability of
default of the counterparty to the expected positive exposure 1o the counterparty, and multiplying the result by the
loss expected 1n the event of default The calculation 1s performed over the hife of the potential exposure
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The probabality of default 15 based on the group’s internal credit rating for the counterpasty, taking into account how
credit ratings may detenorate over the duration of the exposure through the use of hustoric rating transition matrices
For most products, to calculate the expected positive exposure 1o a counterparty, a stmulation methodelogy 1s used to
incorporate the range of potential exposures across the portfolio of transactions with the counterparty over the hfe of
an mstrument The simulation methodology includes credit mitigants such as counterparty netting agreements and
collateral agreements with the counterparty A standard loss given default assumption of 60% 1s generally adopted
The group does not adjust derivative liabihities for the group’s own credit nisk, such an adjustment 1s ofien referred to
as a ‘debit valuation adjustment’

For certain types of exotic derivatives where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations where the simulation tool 1s not yet available, the group adopts
alternative methodologies These may involve mapping to the results for similar products from the simulation tool or
where such a mapping approach 13 not appropnate, a simphfied methodology 15 used, generally following the same
principles as the simulation methodology The calculation 1s applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than used in the simulation methodology described
previously

The methodologies do not, in general, account for ‘wrong-way risk’ Wrong-way nisk anses where the underlying
value of the derivative prior to any credit nisk adjustment 1s positively correlated to the probability of default of the
counterparty Where there 1s sigmificant wrong-way risk, a trade specific approach 1s applied to reflect the wrong-
way risk withun the vatuation

All third party counterparties are included in the credit nsk adjustment calculation and credit sk adjustments are not
netted across group entitics

During 2010, no material changes were made 1o the methodologies used to calculate the credit risk adjustment
Consideration of other methodologies for calculation of credit risk adjustments

The group’s cred:t nsk adjustment methodology, in the opinion of management, appropriately quantifies the group’s
exposure to counterparty risk on the OTC derivative portfolio and appropriately reflects the risk management strategy
of the business

It 15 recogrused that a vaniety of credit nisk adjustment methodologies are adopted within the banking industry
Some of the key attributes that may differ between these methodologies are

s the PD may be calculated from historical market data, or implied from current market levels for certain
transaction types such as CDSs, either with or without an adjusting factor,

*  some entitics denve their own PD from a nonzero spread, which has the effect of reducing the overall
adjustment,

*  differing loss assumptions in setting the level of LGD, which may utilise levels set by regulators for capitai
calculation purposes, and

« counterparty exclusions, whereby certain counterparty types (for example collateralised counterparties) are
excluded from the calculanon

The group’s monoline credit nisk adjustment calculation utilises a range of approaches dependent upon the credit
quahty of the monohine
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Financial instruments measured at fair value using a valuation technmique with sigmificant unobservable inputs —

Level 3
The group

At 31 December 2010
Private equity investments
Asset-backed securities
Leverage finance
Structured notes
Denvatives with monelines
Other denvatives

Other portfohio

At 31 December 2009
Private equity investments
Asset-backed securities
Leverage finance
Structured notes
Dervatives with monolines
Other denvatives

Other portfolio

The bank

At 31 December 2010
Private equity investments
Asset-backed securnities
Leverage finance
Structured notes
Denvatives with monohines
Other denvatives

Other portfolio

At 31 December 2009
Private equity investments
Asset-backed securittes
Leverage finance
Structured notes
Denvatives with monohnes
Other denvatives

Other portfolic

s Private equity

Assets Liabilities

Designated Designated

at fair value at fair value

through through

Available Held for profit or Held for profit or
for sale Trading loss Dervatives trading toss Dervatives
£m £m £m £m fm £m £m
492 51 - - - - -
1,228 58 - - - - -
- - - - - - 7
- - - - 3,147 - -
- - - 144 - - -
- - - 1,116 - - 2,048
50 1,439 - - 29 - 5
1,810 1,548 — 1,260 3,176 — 2,060
1,115 - - - - - -
2,092 128 - - - - -
- 42 - - -~ - 15
- - - - 2,097 - -
- - - 164 - - -
- - - 1,436 - - 2,997
67 1,340 - - 687 - -
3,274 1,510 ~ 1,600 2784 — 3012

Assets Laabthities

Designated Designated

at far value at fair value

through through

Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Denwvatives
fm £m £m £m £m £m £m
354 51 - - - - -
3,348 47 - - - - -
- - - - - - 7
- - - - 3,147 - -
- - - 144 - - -
- - - 1,237 284 - 2,297
90 1,429 - - - - 5
3,792 1,527 — 1,381 3,431 — 2,309
708 - - - - - -
1,903 1,304 - - - - -
- 42 - - - - 15
- — - - 2,097 - —
- - - 164 - - -
- - — 1,360 - - 3,206
67 1,340 = = 687 - -
2,678 2,686 — 1,524 2,784 = 3,221

The group’s private equity positions are generally classified as available-for-sale and are not traded 1n active
markets In financial position and results, nsk profile, prospects and other factors, as well as by reference to
market valuations for similar entitics quoted 1n an active market, or the price at which similar companies have

changed ownership
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e Asset-backed securities (ABSs)

IThquidity and a lack of transparency in the market for ABSs have resulted 1n less observable data being
availlable While quoted market prices are generally used to determine the fair value of these securities, valuation
models are used to substantiate the reliabiiity of the limited market data available and to identify whether any
adjustments to quoted market prices are required For ABSs including residential MBSs, the valuation uses an
mdustry standard model and the assumptions relating to prepayment speeds, default rates and loss sevenity based
on collateral type, and performance, as appropriate The valuattons output 1s benchmarked for consistency
aganst observable data for secunities of a similar nature

»  Loan tncluding leveraged finance and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers when available
In the absence of an cbservable market, the fair value 15 determined using valuation techmques These
techniques include discounted cash flow models, which incorporate assumptions regarding an appropniate credit
spread for the loan, denved from other market instruments 1ssued by the same or comparable entities

e Structured notes

The fair value of structured notes valued using a valuation technique 1s derived from the fair value of the
underlying debt security, and the fair value of the embedded derivative 1s determined as described in the
paragraph below on derivatives

e Derivatives

OTC (1e non-exchange traded) denvatives are valued using valuation medels Valuation models calculate the
present value of expected future cash flows, based upon ‘no-arbitrage” principles For many vanilla derivative
products, such as interest rate swaps and European options, the modelling 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 pricing Certain inputs may not be observable in the
market directly, but can be determined from observable prices via model calibration procedures or estmated
from historical data or other sources Examples of inputs that may be unobservable include volatihity surfaces, in
whole or 1 part, for less commonly traded option products, and correlations between market factors such as
foreign exchange rates, interest rates and equity prices The valuation of derivatives with monchnes 15 discussed
on pages 17110172

Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available Held for prefitor Held for profit or
for sale Trading loss Derwvatives trading loss Denvatives
£m fm £m £m £fm £m £m
At 1 January 2010 3274 1,510 - 1,600 2,784 - 3,012
Total gains or losses recogmsed n profit or loss 156 112 - 110 (36) - 455
Total gains or losses recogmised i other 173 - - 5 - - 3
comprehensive mcome
Purchases 200 16 - - 227) - -
Issues - - - - 800 - -
Sales 921y (24) - - - - -
Settlements (133) 10) - (63) (314) - {701)
Transfer out @012y  (129) - (153}  (381) - (1,078)
Transfer n 973 70 - (214) 552 - 199
Exchange differences 100 (2) - (25) (2) - 170
At 31 December 2010 — e aen 1,810 1,548 - 1,260 3,176 - 2,060
Total gains or tosses recogmsed in profit or loss
relating to those assets and Liabilities held at the
end of the reporting penod [£)] 113 - 302 46) - 694
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The bank
Assets Liabilhities
Designated Designated
at fair value at fair value
through through
Avallable Held for profit or Held for profitor
for sale Trading loss Denvatives  trading loss Derivatives
£m £m £m £m £m £m £m
At | January 2010 2,678 2,686 - 1,524 2,784 - 3221
Total gains or losses recognised n profit or loss 563 111 - 163 (54 - 788
Total gains or losses recognised m other (34) - - 7 - - 4
comprehensive mcome
Purchases 120 16 - - (227) - -
Issues - - - - 800 - -
Sales (531) (24) - - - - -
Settlements (35) (11} - 52 (314) - (412)
Transfer out (195 (1,306} - a7 (381) - (1,682)
Transfer in 1,300 100 - (163) 831 - 220
Exchange differences (74) (45) - (k1)) 8) - 170
At 31 December 2010 - . 3,792 1,527 ~ 1,381 3,431 — 2,309
Total gains or losses recognised in profit or loss
refating to those assets and liabilities held at the
end of the reponting penod 402 112 - 326 (74) - 958

Available-for-sale securities greater pricing certainty of valuation in the ABS market (paruicularly MBS) has resulted
in the transfer of assets out of Level 3 during 2010

Trading assets greater pricing certainty of valuation of certain ABS resulted 1n the transfer of assets out of Level 3
dunng 2010 Transfers into Level 3 were dniven by ABS and certain other corporate bonds for which pricing
certamnty decreased

Tradmng habilities transfers out of and n to Level 3 relate pnimanly to increased/ decreased observability of
structured notes with embedded equity derivatives New issuances relate to structured notes particularly those with
embedded equity and foreign exchange denvatives

Denivative habilities the increased observability in certain OTC equity denvative markets led to transfers out of
Level 3

During 2010, there were no significant transfers between Level 1 and 2
Effects of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial mstruments are, n certain circumstances, measured ustng valuation
techniques 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 fair
values to reasonably possible alternative assumptions

The group
Reflected in profit/(loss) Reflected in OC1

Favourable Unfavourablke Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2010
Denvativesitrading assets/rading habilines’ 232 (217} - -
Financial mvestments available-for-sale - - 180 (166)

Al 31 December 2009
DenvativesArading assets/trading labilites' 262 (153) - -
Financial mvestments available-for-sale - - 543 (543)
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At 31 December 2010

Denivatives/trading assets/trading habilines'
Financial invesiments avalable-for-sale

A131 December 2009

Denvatives/trading asseis/trading liabihities’
Financial mvestments available-for-sale

Notes on the Financial Statements (continued)
A 0

Reflected i profit/(loss)

Reflected i OCI

Favourable Unfavourable
changes changes
£m £m

242 (231}

415 277)

Favourable Unfavourable
changes changes
£fm £m

159 (145)

465 (465)

| Dermvatives, trading assets and trading labilities are presented as one category to reflect the manner in which these financial

instruments are risk-managed

Sensitivity of fair values to reasonably possible alternate assumptions by Level 3 mstrument type

At 31 December 2010
Private equity investments
Asset-backed securiues
Structured notes
Derivatives with monclines
Other denvatives

Other portfolio

At 31 December 2009
Private equuty investments
Asset-backed secunties
Leverage finance
Dervatives with monolines
Other denvatves

Other portfolio

Reflected 1n profit or loss

Reflected in OC1

Favourable Unfavourable
changes changes
£m £m

52 25)

5 (5

11 (10

3s (32)

i1 {116)

18 29)

Reflected in profit or loss

Favourable Unfavourablke
changes changes
£fm £m

37 {36)

114 {116}

29 (14)

Reflected in OCI

Favourable Unfavourable
changes changes
£m £m

15 (16}

56 3

101 (96)

120 (44)

Favourable Unfavourable
changes changes
£m £m

112 (112)

418 (418)

13 (13)

Favourable and unfavourable changes are determined on the basis of changes n the value of the instrument as a
result of varying the levels of the unobservable parameters using statistical techniques 'When parameters are not
amenable to statistical analysis, quantification of uncertainty 1s judgemental

When the fair value of a financial mstrument 1s affected by more than one unobservable assumption, the above table
reflects the most favourable or most unfavourable change from varying the assumptions individually

In respect of private equity investments, m many of the methodologies, the principal assumption 1s the valuation
multiple to be applied to the main financial indicators This may be determined with reference to multiples for
comparable hsted compan:es and includes discounts for marketability

For ABSs, the principal assumptions in the models are based on benchmark information about prepayment speeds,

default rates, loss sevenines and the histonical performance of the underlying assets

For leveraged finance, loans held for secuntisation and denivatives with monolines the principal assumption concerns
the appropnate value to be attributed to the counterparty credit risk This requires estimation of exposure at default,
probability of default and recovery in the event of default For loan transactions, assessment of exposure at default 15
straightforward For derivative transactions, a future exposure profile 1s generated on the basis of current market

data Probabiimies of default and recovery levels are estinated using market evidence, which may mnclude financial
information, historical experience, CDS spreads and consensus recovery levels

For structured notes and other denvatives, principal assumptions concern the value to be attributed to future volatility
of asset values and the future correlation between asset values These pnincipal assumptions include credit volatilities
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and correlations used in the valuation of structured credit denvatives (including leveraged credit derivatives) For
such unobservable assumptions, estimates are based on available market data, which may include the use of a proxy
method to derive volatlity or a correlation from comparable assets for which market data 1s more readily available,
and/or an exammation of historical levels

Fair values of financial instruments not carried at fair value

The ctassification of financial instruments 15 determined 1n accordance with the accounting policies set out 1n Note 2
The following financial instruments are not carried at fair value on the balance sheet, their fair values are, however,
provided for information and are calculated as descrnibed below

The group
At 31 December 2010 At 31 December 2009
Carrying Fair Carrymg Farr
amount value arnount value
£m £m im £m
Assets
Loans and advances to banks 57,027 57,019 46,994 46,970
Loans and advances to cusiomers 285,218 281,833 274,659 269,542
Financial investments Debt securities 4,281 4,548 4851 5,235
Liabilities
Deposits by banks' 48,287 48,287 57,729 57,730
Customer accounts 344,123 344,176 332,896 333,039
Debt secunties 1n 1ssue 48,119 47,991 39,340 38,702
Subordmated hahilities 7.407 6,948 6,799 5,381
The bank
At 31 December 2010 A1 31 December 2005
Carrying Fair Carrying Fair
amount value amount value
£m £m £m £m
Assets
L.oans and advances to banks 27,860 27,860 20,729 20,729
Loans and advances 10 cCustomers 208,548 205,163 208,669 203,855
Liabilities
Deposits by banks 38,873 38,873 39,346 39,346
Customer accounts 230,795 230,795 223,652 224,363
Debt securities in 1s5ue 29,417 29,414 14,636 14,638
Subordmated habilies 7562 7,075 6,955 6,516

| The carrving amounis of these instruments are equal 1o the fair value because they are short-term n nature or reprice to current
market rates frequently

(1) Loans and advances to banks and customers

The fair value of loans and advances 1s based on observable market transactions, where available In the absence
of observable market transactions, fair value 1s estimated using discounted cash flow models

Performing loans are grouped, as far as possible, into homogencous poels segregated by matunty 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 in valuing instruments with similar matunty, repricing and credit risk
characteristics

The farr value of a loan pertfolio reflects both loan impairments at the balance sheet date and estmates of market
participants’ expectations of credit losses over the Life of the loans For impaired loans, fair value 15 estimated by
discounting the future cash flows over the ime period m which they are expected to be recovered

() Financial mvestments

The fair values of listed financial investments are determined using bid market prices The fair values of unhisted
financial investments are determined using valuation techniques that take nto consideration the prices and future
earmngs streams of equivalent quoted securtties
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() Deposus by banks and customer accounts

For the purposes of estimating 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 remaining maturities The fair value of a deposit repayable on demand 1s assumed to be the amount
payable en demand at the balance sheet date

(1v) Debt securities in issue and subordinated Liabilities

Fair values are determined using quoted market prices at the balance sheet date where available, or by reference

to quoted market prices for similar instruments

The fair values n this note are stated at a spectfic date and may be signmificantly different from the amounts which

will actually be paid on the maturity or settlement dates of the instruments In many cases, 1t would not be possible to
realise immediately 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

Maturity analysis of assets and liabilities

The following 1s an analysis, by remaining contractual maturities at the balance sheet date, of undiscounted cash

flows payable under financial habilities

The group

At 31 December 2010

Deposits by banks

Customer accounts

Trading Liabilities

Financial habilities designated
at fair value

Dervatives

Debl securities in i1ssue

Suberdmnated habilities

Other financial habilities

Loan commitments
Financsal guarantee contracts

At 31 December 2009

Deposits by banks

Customer accounts

Trading habihities

Financial habilhimes designated
at fair value

Denvatives

Debt securities 1n issue

Subordinated hiabilities

Other financial habihiies

Loan commitments'
Financial guarantee contracts

Due Due
between between
Due withn 3and 12 land § Due after

On demand 3 months months years 5 years Total
£m £m £m £m £m £m
13,018 39,150 4,759 3,204 658 60,789
234,438 86,053 31,709 4,564 641 357,405
132,360 - - - - 132,360
4,762 857 1,855 11,153 14,810 33,437
129204 200 649 814 202 131,069
652 22,033 15,301 10,776 411 49,173
22 737 68 724 7,850 9,401
1,795 4,628 1,874 553 411 9,261
516,251 153,658 56,215 31,788 24,983 782,895
112,718 717 386 204 19 114,044
571 4,092 5,263 3,146 1,559 14,631
629,540 158,467 61,864 35,138 26,561 911,570
14,476 48,265 8,989 2,203 705 74,638
227,086 105,528 17,347 2,631 1,000 333,592
118,881 - - - - 118,881
4,107 161 367 8,315 10,815 23,765
119,345 22 347 287 10 120,011
- 22,290 8,817 8,962 228 40,297
27 47 79 1,724 7,610 9,487
1,646 5,942 1,452 571 495 10,110
485,568 182,255 37,398 24,693 20,867 750,781
114,711 700 227 401 44 116,083
- 6,943 5418 3,487 2,144 17,992
600,279 189 898 43,043 28,581 23,055 884 856

| 2009 comparative data have been re-presented in line wuth the classification used in 2010 Thus resulted u an ncrease in the On

demand’ time band of £81,248, for Loan commuments There was an equivalent reduction across the other time bands
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The bank

At 31 December 2010

Deposits by banks

Customer accounts

Trading habilmes

Financial habihities designated
at fair value

Derivatives

Debt securities 1n 1ssue

Subordimated habilities

Other financial habilities

Loan commitments
Fmancial guarantee contracts

A131 December 2009

Deposits by banks

Customer accounts

Trading liabilities

Financial habihies designated
at fwr value

Derivatives

Debt securities in 1ssue

Subordmmated habiliies

Other financial habilities

Loan commitments’
Financial guarantee contracts

Notes on the Financial Statements (continued)
o s i g - T -

Due Due
between between
Due within Jand 12 1and § Due after

On demand 3 months months years 5 years Total
11,619 24,858 2,311 2,067 135 40,990
186,133 18,386 23,088 3,252 187 231,046
98,412 - - - - 98,412
4 857 1,730 7,398 12,432 22,421
108,786 199 627 461 196 110,269
652 7,285 13,918 7,962 63 29,880
- 735 25 1,353 6,458 8,571
186 2380 73% 166 156 3,627
405,792 54,700 42,438 22,659 19,627 545,216
82,267 282 215 124 18 82,916
- 3,729 3,816 2,031 812 10,388
488,059 58,711 46,479 24,814 20,457 638,520
12,746 24,554 1,897 138 49 39,384
185,937 26,788 9,577 1,170 610 224,082
96,821 - - - - 96,821
83 119 330 4,483 10,236 15,251
101,161 21 340 106 3 101,631
- 4,667 5,733 4,361 - 14,761
— 46 829 2,227 4,911 8,013
184 3,943 318 124 117 4,686
396,932 60,138 19,024 12,609 15,926 504,629
83,093 188 162 86 2 83,531
— 4.654 4,074 1,992 1.461 12,181
480,025 64,980 23,260 14,687 17,389 600,341

1 2009 comparative data have been re-presented in Itne with the classification used in 2010 This resulted in an increase in the ‘On
demand time band of £69,482 for Loan commitments' There was an equavalent reduction across the other fime bandy

Trading liabilites and trading derivatives have been included in the ‘On demand’ time bucket, and not by contractual
maturity, because trading habilities are typically held for short peniods of ime The undiscounted cash flows on
hedging derivative habilities are classified according to their contractual maturity The undiscounted cash flows
potentially payable under financial guarantee contracts are classified on the basis of the earhest date they can be

drawn down

The following 1s an analysis by remamming contractual maturities at the balance sheet date, of assets and hability hne

items 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 2010
Due within Due after more than
one year one year Total
£m £m £m
Assels
Financial assets designated at fair value 556 14,911 15,467
Loans and advances to banks 54,336 2,671 57,027
Leans and advances to customers 140,227 144,991 285,218
Fiancial investments 27,312 74,774 102,086
Other financial assets 5,070 1,360 6,430
227,521 238,707 466,228
Liabihties
Deposits by banks 48,686 (399 48,287
Customer accounts 338,438 5,685 344,123
Financial habilities designated at fair value 2,860 25075 27,935
Debt securities in 1ssue 37,332 10,787 48,119
Other financial habhities 4,627 1,159 5,786
Subordinated habilities 22 7,385 7,407
431,965 49,692 481,657
At 31 December 2009
Due within Due after more than
one year one year Toual
£m £m £m
Assets
Financial assets designated at fair value 774 15,661 16,435
Loans and advances 1o banks 45,278 1,716 46,994
Loans and advances to customers 139,453 135,206 274,659
Financial mvestments 15,428 71,267 86,695
Other financial assets 7,565 2,068 9,633
208,498 225,918 434,416
Liabilities
Deposits by banks 56,456 1,273 57,729
Customer accounts 329,146 3,750 332,896
Financial liabilitses dessgnated at faw 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 habiliies 5 6,794 6,799
423,100 38,904 462,004

180




HSBC BANK PLC

Notes on the Financial Statements (continued)

T LTI e R

The bank
At 31 December 2010
Due within Due after more than
one year one year Total
£m £m £m
Assets

Fnancial assets designated at fair value 84 4,421 4,505
Loans and advances to banks 26,760 1,100 27,860
Loans and advances to customers 99,035 105,513 208,548
Fmancial mvestments 8,995 32,343 41,338
Other financial assets 2,361 1,076 3,637
137,435 148,453 285,888

Liabilities
Deposuts by banks 38,514 359 38,873
Customer accounts 224,655 6,140 230,795
Financial habihites designated at fair vatve 2,493 15,841 18,334
Debt securities 1n 1ssue 21,334 8,083 29417
Cther financial habihities 2,334 583 2,917
Subordmated habihities - 7,562 7,562
289,330 33,568 327,898

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
Fmancial investments 4,833 22,556 27,389
Other financial assets 3,914 1,588 5,502
133,475 135,406 268 881

Liabilities
Deposits by banks 38,455 891 39,346
Customer accounts 218,493 5159 223,652
Financial habilities designated at fair value 267 10,408 10,675
Debt securities 1n 1ssue 10,316 4,320 14,636
Other financial habihittes 2,800 582 3,382
Subordmnated liabilities 799 6,156 6,955
271,130 27.516 298 646

Further discussion of the group’s hquidity and funding management can be found in the nisk section of the Report of
the Directors

34 Foreign exchange exposures

The group’s structural foreign currency exposure 1s represented by the net asset value of its foreign currency equity
and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates

The group’s management of structural foreign currency exposures 1s discussed 1n nisk section 1n the Report of
Directors
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Net structural currency exposures
Currency of structural exposure

2010 2009

£m £m
Euro 12,313 12,743
US doilars 2,558 1,916
Swiss francs 2,162 1,792
Turkish lira 1,194 1,073
Russian rouble 166 182
Others, each less than £100 milhon 221 155
Total 18,614 17,861

Assets charged as security for habilities and collateral accepted as security for assets

36

Financial assets pledged to secure liabilities are as follows

Group assets pledged at 31 December Bank assets pledged at 31 December

2010 2009 2010 2009

£m £m £m £m

Treasury bills and other ehigible secunities 532 - 29 -
Loans and advances to banks 6,467 3,381 6,432 3,168
Loans and advances to customers 23,077 31,901 12,439 22,688
Debt securities 110,978 108,383 61,721 54,635
Equity shares 4,231 4,173 4,173 4,087
Other 84 - - —
145,369 147,838 84,794 84,578

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 permutted to sell or repledge in the absence of
defauit 1s £157,462 milhon (2009 £175,084 millon) (the bank 2010 £83,643 mullion, 2009 £95,662 millicn) The
fair value of financial assets accepted as collaieral that have been sold or repledged 1s £93,643 mullion (2009
£100,631 nulhion) (the bank 2010 £29,208 million, 2009 £31,189 million) The group 1s obliged to return these
assets

These transactions are conducted under terms that are usual and custemary to standard stock borrowing and lending
activities

Called up share caprtal and other equity instruments

Authorised

The concept of authonsed 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 at a General
Meeting on 1 October 2009

Issued

HSBC Bank plc ordinary shares

Number £m
At | January 2010 796,969,107 797
Shares issued - -
At 31 December 2010 796,969,107 797
At 1 Japuary 2009 796,969,104 797
Shares 1ssued 3 -
At 31 December 2009 796,969 107 797
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HSBC Bank plc non-cumulative third dollar preference shares

Number £000
At 1 January and 31 December 2010 35,000,000 172
At 1 January and 31 December 2009 35,000,000 172

The bank has no obligation to redeem the preference shares but may redeem them in part or 1n whole at any tme,
with prior notification to 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 1n 1ssue if 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, is not sufficient to enable the bank to pay 1n full
both dividends on the preference shares in 1ssue and dividends on any other shares that are scheduled to be paid on
the same date and have an equal night to dividends or f payment of the dividend 1s 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
nights to conversion nto ordinary shares of the bank Holders of the preference shares in i1ssue 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 rights attaching to the preference shares or any resolution proposed to reduce the paid up capital of the preference
shares If the dividend payable on the preference shares in 1ssue has not been paid in full for the most recent dividend
period or any resolution 1s proposed for the winding-up of the bank or the sale of its entire business then, n such
circumstances, holders of preference shares will be entitled to vote on all matters put to general meetings In the case
of unpaid dividends the holders of preference shares in 15sue will be entitled to attend and vote at any general
meetings until such ime as dividends on the preference shares have been paid 1n full, or a sum set aside for such
payment m full, in respect of one dividend period

All shares 1n1ssue are fully paid

HSBC Bank plc perpetual subordinated debt

£m
At 1 January and 31 Becember 2010 1,750
At 1 January and 31 December 2009 1,750

Interest on HSBC Bank plc perpetual subordinated debt 15 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 carries no
rights to conversion into ordinary shares of the bank
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37 Notes on the cash flow statement

Non-cash items included in profit before tax

The group The bank
2010 2009 2010 2009
£m £m £m £m
Depreciation, amortisation and impairment 622 632 343 336
Share-based payment expense 246 191 166 107
Credit-related impairment losses gross of recovenes 1,952 3,364 1,614 2,784
Provisions rarsed 202 40 95 33
Imparrment of investments 8 164 156 65
Credit charge for defined benefit plans 239 (79) 208 {108)
Accretion of discounts and amortisatien of premiums (432) (88) (367) 1)
2,837 4,324 2,215 3,126
Change in operating assets
The group The bank
2010 2009 2010 2009
£m £m fm £m
Change n prepayments and accrued income (214) 2,162 (294) 1,336
Change n net trading securities and net dernvatives 22,388 (6,301) (1,260) (5,852)
Change 1n loans and advances to banks 1,229 8,339 (5,783) 14,389
Change 1n loans and advances to customers (10,482) 22,527 (1,205) 7,049
Change 1n financial assets designated at fair value 951 (2,516) 2,087 (2,000)
Change 1n other assets 3,353 1011 932 (518)
17,225 25,222 (5,523) 14,404
Change 1n operating habibties
The gronp The bank
2010 2009 2010 2009
£m £m £m £m
Change 1 accruals and deferred income 214 {1,703) 103 (733)
Change in deposits by banks 9,443) {3,702) (473) (15,640)
Change m customer accounts 11,232 (36,984) 7,152 (16,831)
Change m debt secunties in 1ssue 8974 (12,938) 14,781 5,966
Change 1n financial habilines designated at fair value 9,770 2,982 7,659 1,246
Change 1n other liabilities 121 (737) (488) (550)
20,868 (53,082) 28,734 (26,542)
Cash and cash equivalents
The group The bank
2010 2009 2010 2009
£fm £m £m £m
Cash and balances at central banks 24,495 14,274 22,357 13,130
Items 1n the course of collection from other banks 1,932 2,082 1,030 1,071
Loans and advances to banks of one month or less 53,557 42,076 26,086 24,802
Treasury bulls, ether bills and certificates of deposit less
than three months 7,432 3,851 2,463 2,294
Less 1tems in the course of transmission to other banks (1,411) (1,477) (577) {595)
Total cash and cash equivalents’ . 86,005 60,806 51,359 40,702

1 Toral cash and cash equivalents include the following amounts that are not avarlabie for use by the group Nil held by foreign
subsidiaries and subject to foreign exchange control vesirictions (2009 £13 million), and £1 459 mulfion subject to other restrictions
(2009 £1 431 million}

Total mterest paid by the group during the year was £4,062 million (2009 £7,626 mllion) Total interest received by
the group durning the year was £12,401 million (2009 £18,153 mmllion) Total dividends received by the group during
the year were £259 million (2009 £567 milhion)
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38 Contingent liabilities, contractual commitments and guarantees

The group The bank
2010 2009 010 2009
£m £m £fm £m
Guarantees and other contingent habilities
Guarantees and 1mevocable letters of credit pledged as collateral
security 17,324 20,971 11,293 13,507
Onher contingent habilines 32 32 — —
17,356 21,003 11,293 13 507
Commitments’
Documentary credits and shont-term trade-retated transactions 1,809 1,515 715 495
Forward asset purchases and forward deposits placed 19 492 - -
Undrawn formal standby facilites, credit lnes and other
commtments to lend® 112,215 114,076 82,191 83.036
114,043 116,083 82,916 83.53]

1 Excluding capral commtments which are separately disclosed below
2 Based on onnginal contractual maturity

The table above discloses the nommal principal amounts of commitments, guarantees and other contingent habilities
They are mainly credit-related mstruments which include both financial and nen-financial guarantees and
commitments to extend credit Nominal principal amounts represent the amounts at nisk should contracts be fully
drawn upon and chents 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 habihties ansing from hitigation against the group are disclosed tn Note 40
Financial Services Compensation Scheme

The Financial Services Compensation Scheme (‘FSCS”) has provided compensation 1o consumers following the
collapse of a number of deposit takers The compensation paid out te 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 31 March 2010 stood at approximately £20
billion Currently, the levy paid by the bank represents its share of the interest on these borrowings

The ultimate FSCS levy to the industry as a result of the collapses cannot currently be estimated reliably as it 15
dependent on vanous uncertain factors including the potennal recovernies of assets by the FSCS and changes in the
interest rate, the level of protected depostits and the population of FSCS members at the time

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 2010 A1 3] December 2009
Guarantees by Guarantees by the
Guarantees the group Guarantees in  group n favour of
favour of third favour of other  favour of tird other Group
parties  Group entities parties entitics
£m £m £m £m
Guarantees type
Financial guarantee contracts’ 7,920 1,171 10,051 927
Standby letters of credit which are financial guarantee
contracts’ 456 38 1,791 1
Other direct credit substitutes’ 246 68 314 39
Performance bonds* 2,018 62 2,048 51
Bid bonds® 46 2 45 3
Standby letters of credit related to particuiar
transactions’ 561 - 444 -
Other transaction-related guarantees® 4,393 21 4,803 18
Other items 84 ~ 463 -
Total 16,024 1,332 19,964 1,039
The bank
At 31 December 2010 At 31 December 2009
Guarantees by Guarantees by the
Guarantees in the bank n Guarantees in  bank 1n favour of
favour of favour ofother  favour of third other Group
thard parties  Group entities parties entities
£m £m £m im
Guarantees type
Fmancial guarantee contracts’ 5,486 2,242 7,535 2,311
Standby letters of credit which are financial guarantee
contracts’ 7 - 5 -
Performance bonds® 701 76 734 48
Bid bonds* 16 12 12 3
Standby letters of credit related to particular
transactions® 128 - 107 ~
Other transaction-related guarantees® 2,174 451 2,290 26
Other 1tems — — 436 —
Total 8,512 2,781 11,119 2,388

V  Financial guarantees contracts are contracts that require the issuer fo make specified payments fo reumburse the holder for a loss
wncurred because @ specified debtor fails to make payment when due i accordonce with the oniginai or modified terms of a debt
instrument The amounts w the above table are nonunal principal amounts

2 Standby letters of credit which are financial guarantee contracts are wrevocable 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 remnsurance letters of credit and trade-related leiters of credit 15sued withour provision for the
1ssuing entity to retan title to the underlying shipment

4 Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the
obhiganion on the group and/or the bank to make paymeny 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 indrvidual
guarantee undertakings The risks and exposures ansing from guarantees are captured and managed 1n accordance
with the group’s overall credit nsk management pohicies and procedures Guarantees with terms of more than one
year are subject to the group’s annual credit review process

Other commitments

In add:tion to the commitments disclosed above, at 31 December 2010 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 £4
maliion (2009 £239 million)

The group had no contingent liabihities or commutments 1n relation to joint ventures or associates, mcurred jotntly ot
otherwise
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39 Lease commitments

Finance lease commitments

The group leases land and buildings (including branches) and equipment from third parties under finance lease
arrangements to support 1ts operations

2010 2009
Total future Total future

mInimum Interest Present mMImmum Interest Present

payments charges value payments charges value

£m £m £m £m £m £m

No later than one year 12 1y 1 2 (19 3
Later than one year and no later than five years 53 (51) 2 103 77 26
Later than five years 242 (74) 168 3N (110) 262
307 (136) 171 497 (206) 201

At 31 December 2010 future mimmmum sublease payments of £281 milhon {2009 £315 million) wete expected to be
recerved under non-cancellable subleases at the balance sheet date

Operating lease commitments

At 31 December 2010, the group was obligated under a number of non-cancellable operating leases for properties,
plant and equipment for which the future minimum lease payments extend over a number of years

Land and bmidings

2010 2009
£m £m

Future mimmum lease payments under non-cancellable operating leases expiring
No later than one year 189 173
Later than one year and no later than five years 680 508
Later than five years 1,213 1,182
2,082 1,963

In 2010, £162 mitlion (2009 £113 milhion) was charged to ‘General and admunistrative expenses’ in respect of lease
and sublease agreements, all of which related to minimum lease payments

Finance lease receivables

HSBC leases a variety of assets to third parttes 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 n any sales proceeds achieved Lease rentals ansing duning the lease terins
will esther be fixed 1n quantum or be vanied 1o reflect changes m, for example, tax or interest rates Rentals are
calculated to recover the cost of assets less their residual value, and earn finance mcome

2010 2009
Total future Total future
nmpIimum Interest Present minimum Interest Present
payments charges value payments charges value
£m £m £m £m im £m
Lease recervables
No later than one year 1,049 (138) 211 987 (111 876
Later than one year and no later than five years 2,938 (438) 1,500 2,996 {486) 2,510
Later than five years 2,766 {762) 1,004 3,264 (951) 2,313
6,753 (1,338) 5,415 7,247 (1,548) 5,699 |

At 31 December 2010, unguaranteed residual vatues of £114 million (2009 £110 million) had been accrued, and the
accumulated allowance for uncollectible minimum lease payments receivable amounted to £2 milhion (2009 £8
mllion)

In 2010, £42 milhion (2002 £51 million) was paid as contingent rents and recognised in the ncome statement
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Operating lease receivables

The group leases a variety of different assets to third parties under operating lease arrangements, mcluding property,
aircraft and general plant and machmery

Equpment

2010 2009
£m £m

Future mmnnum lease payments under non-cancellable operating leases expirmg
No later than one year 10 267
Later than one year and no later than five years 14 565
Later than five years 1 276
25 1,108

In 2010, ml (2009 £2 million) was recerved as contingent rents and recogmised i “Other operating mncome’

Legal proceedings and regulatory matters

Bernard L Madoff Investment Securities LLC

In December 2008, Bernard L. Madoff (“Madoff™) was arrested for running a Ponzi scheme and a trustee was
appointed for the liquidation of his firm, Bernard L Madoff Investment Secunties LL.C (‘Madoff Secunities), an
SEC-registered broker-dealer and investment adviser Since his appointment, the trustee has been recovering assets
and processing claims of Madeff Securities customers Madoff subsequently pleaded guilty to vartous charges and 1s
serving a 150 year prison sentence He has acknowledged, in essence, that while purporting to invest his customers’
money 1n securities and, upon request, return their profits and principal, he in fact never mvested in secunities and
used other customers” money to fulfil requests for the return of profits and principal The relevant US authorities are
contimung therr investigations into his fraud, and have brought charges agamst others

Various non-US HSBC companies provided custodial, adminstration and similar services to a number of funds
incorporated outside the US whose assets were invested with Madoff Securities

Based on information provided by Madoff Securities, as at 30 November 2008, the purported aggregate value of
these funds was US$8 4 bilhion, an amount that includes ficitious profits reported by Madoff Based on information
available to HSBC to date, we estimate that the funds’ actual transfers to Madoff Securities mnus their actual
withdrawals from Madoff Securities during the ime that HSBC serviced the funds totalied approximately US$4 3
billion

Plamntiffs (including funds, fund investors, and the Madoff Securities trustee) have commenced Madoff-related
proceedings agamnst numerous defendants in a multitude of junsdictions Various HSBC companies have been named
as defendants 1 suits n the US, Ireland, Luxembourg, and other jurisdictions The suits (which include US class
actions) atlege that the HSBC defendants knew or should have known of Madoff’s fraud and breached vanous duties
to the funds and fund investors In December 2010, the Madoff Secunities trustee commenced suits agamst various
HSBC companies n the US bankruptey court and in the English High Court  The US action (which also names
certain funds, nvestment managers, and other entiies and mdividuals) seeks US$9 billion 1n damages and addifional
recovenies from HSBC and the vanous co-defendants It secks damages against HSBC for allegedly aiding and
abetting Madoff’s fraud and breach of fiduciary duty It also seeks, pursuant to US bankruptcy law, recovery of
unspecified amounts recerved by HSBC from funds mvested with Madoff, including amounts that HSBC receaved
when it redeemed umis HSBC held in various funds HSBC acquired those fund umts in connection with financing
transactions HSBC had entered into with various chients  The trustee’s US bankrupicy law claims also seek recovery
of fees earned by HSBC for providing custodial, administration and siumilar services to the funds The trustee’s
Enghsh action seeks recovery of unspecified transfers of money from Madoff Securities to or through HSBC, on the
ground that the HSBC defendants actually or constructuvely knew of Madoff’s fraud

Between October 2009 and July 2010, Fairfield Sentry Limsted and Fairfield Sigma Limited (“Fairfield”), funds
whose assets were directly or indirectly invested with Madoff Securities, commenced muluple suits in the British
Virgin Islands and the US against numerous fund shareholders, mcluding various HSBC compamies that acted as
nominees for chients of HSBC’s private banking business and other clients who invested in the Fairfield funds The
Fairfield actions seek restitution of amounis paid to the defendants in connection with share redemptions, on the
ground that such payments were made by mistake, based on inflated values resulting from Madoff’s fraud
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There are many factors which may affect the range of possible outcomes, and the resulting financial impact of
vanous Madoff-related proceedings, including but not limited to the circumstances of the frawd, the multiple
junisdictions in which the proceedings have been brought and the number of different plaintffs and defendants in
such proceedings The cases where HSBC companies are named as a defendant are at an early stage For theses
reasons, among others, 1t 1s not practicable at this ime for HSBC to estimate reliably the aggregate habihties, or
ranges of liabibities that mighs anse as a result of all such claims but they could be significant In any event, HSBC
considers that it has good defences to these claims and will continue to defend them vigorously

Payment Protection Insurance

Following an extensive period of consultation, on 10 August 2010 the Financial Services Authority (‘FSA’)
published Policy Statement 10/12 (‘PS 10/12°) on the assessment and redress of Payment Protection Insurance
(‘PPI") complaints This included (1) new handbook guidance setting out how complaints are to be handled, and
‘redressed fairly’ where appropriate, (1) an explanation of when and why firms should analyse their past complaints
to 1dentify if there are serious flaws 1n sales practices that may have affected complainants and non-complainants,
and (1) an Open Letter setting out common sales faillings to help firms identify bad practices

After extensive consideration, the British Bankers Association (‘BBA’), as the representative body of UK banks, sent
a formal pre-action protocol letter to the FSA and the Financial Ombudsman Service (‘FOS’) setting out its concerns
and what 1t considered to be the flaws identified m PS 10/12 and Guidance 1ssued by FOS on the handling of PPl
complaints The letter indicated that, absent a sausfactory reply, 11 was the BBA’s intention to apply to the Hagh
Court for a Judicial Review of both PS 10/12 and the FOS Guidance The FSA and FOS responded on 28 September
2010 denying that they had acted unlawfully in introducing the Policy Statement or relying on the Guidance

On 8 October 2010, an application for Judicial Review was 1ssued by the BBA seeking an order to quash PS 10/12
and the FOS Guidance The FSA subsequently 1ssued a statement on 24 November 2010 seeking to clanfy aspects of
PS 10/12 and the Open Letter The FSA and FOS filed defences to the Judicial Review application on 10 December
2010 The Judicial Review application was heard by the Court on 25 — 28 January 2011, and Judgement 1s currently
awaited

HSBC believes that the BBA has a strongly arguable case against both the FSA and the FOS If the Court ultimately
concludes, however, after any appeals of the Judgement that may follow from any of the parties, that PS 10/12 and
the FOS Guidance stand, in whole or in part, then these would need to be taken into consideration when determuning
complains alleging the mis-sale of PP1

If, contrary to HSBC's current assessment, a decision 1s reached in the case that results in a potential habilbty for
HSBC, a large number of chfferent outcomes 1s possible, each of which would have a different financial impact
There are many factors affecting the range of possible outcomes, and the resulung financial impact, including the
extent to which one¢ or both of PS 10/12 and the FOS Guidance are upheld, and the underlying rationale for each
deciston, the ways in which PS 10/12 and or the FOS Guidance are found to impose additional requirements over and
above the common law and the FSA Conduct of Business rules in force at the ume relating to the sale of general
insurance products, and m the handling of firms” PPI complaints, the effect of any decision on the nature and volume
of customer complaints, and the extent to which, if at all, HSBC might be required to take action, and the nature of
any such action, in relation to non-complainants The extent of any redress that may be required as a result of a
decision to uphold PS 10/12 and the FOS Guidance, in whole or in part, would also depend on the facts and
circumstances of each individual customer’s case For these reasons, among others, HSBC does not at this time
consider 1t practicable to provide a rehable estimate or range of esumates of the potential financial impact of an
adverse decision

Pending resolution of the dispute, HSBC continues to review all complaints received which allege that PPI has been
mus-sold and, where possible, seeks to resolve them Where HSBC constders it 1s not 1n a positton to reach a final
decision on a complaint until the conclusion of the application for Judictal Review of PS 10/12 and the FOS
Guidance and any subsequent appeals, i1t informs the complainant that this 1s the case

In December 2007, HSBC decided to cease selling PPI products in the UK and a phased withdrawal was completed
across the HSBC, first direct and M&S Money brands dunng 2008 Dunng the consultation process in 2009, the FSA
reported that 1t had obtained agreement from firms representing 40 per cent of the market for face to face single
premium PPI sales to review all such sales smce July 2007 No HSBC subsidiary or associate was included in that
group of firms
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41 Related party transactions

The ultimate parent company of the group 1s HSBC Holdings plc, which 15 incorporated in England
Copies of the Group financial statements may be cbtained from the following address

HSBC Holdings plc
8 Canada Square
London

E14 5HQ

The group’s related parties include the parent, fellow subsidianies, associates, jomnt 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 family members

(a) Transactions with Directors and other Key Management Personnel

Key Management Personnel are defined as those persons having authority and responsibihty for planning, directing
and controlling the activities of HSBC Bank plc and the group and includes members of the Beard of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Dhrectors of HSBC Holdings plc

Compensation of Key Management Personnel

The followng represents the compensation paid to the Key Management Personnel of the bank 1n exchange for
services rendered 10 the bank

2010 2009
£000 £000
Short-term employee benefits 1,651 1,900
Post-employment benefits _ _
Termnation benefits _ -
Share-based payments 1,425 1,177
3,076 3,077

Shareholdings and cptions of Directors’ and other Key Management Personnel

Balance at Balance at
31 December 2010 31 December 2009

Number of share options from equity participaton plans held by Directors and other

key management personnel (and their connected persons) 688,652 1,033,662
Number of shares held by Directors and other key management personnel (and their
connected persons) 14,552,607 20,094,864

Transactions, arrangements and agreements including Directors and other Key Management
Personnel

The table below set out transactions which fall to be disclosed under IAS 24 ‘Related Party Disclosures’ between the
group and the Key Management Personnel of both the bank and 1ts parent company, HSBC Holdings plc, and their
connected persons or controtled companies

2010 2009

Highest balance Balance at  Highest balance Balance at
during the year' 31 December'  during the year' 31 December’
£000 £000 £000 £000

Key Manag t Pex | and connected persoos and

compames controlled by them

Loans 1,217,301 700,616 877,944 453,707
Credit cards 8,798 319 3,453 224
Guarantees 19,504 17,512 20,984 19,589

1 The disclosure of the year-end balance and the lighest balance during the year 1s considered the most meamingful informatton ro
represent transactions during the year

The above transactions were made 1n the ordinary course of business and on substantially the same terms, including
mnterest rates and security, as for comparable transactions with persons of a2 sumilar standing or, where applicable,
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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 its subsidiaries with Directors of HSBC Bank plc are required 10 be disclosed pursuant to section
413 of the Companmes Act 2006 Under the Companies Act there 15 no requirement to disclose transactions with the
Key Management Personnel of the bank’s parent company, HSBC Holdings ple

The 1able below sets out transactions which fall to be disclosed under section 413 of Companies Act 2006

The group
Balance at Balance at
31 December 2010 31 December 2009
£000 £000
Dhrectors
Loans 127,863 2,242
Credit cards 101 52
Guarantees 6 -
(b) Transactions with other related parties
Associates and joint ventures
The group
2010 2009
Highest balance Balance st Highest balance Balance at
dunng the year' 31 December'  dunng the year' 31 December’
£m £m £m £m
Amounts due from joint ventures — unsuberdinated 208 208 170 170
Amounts due from associates — unsubordinated 45 25 45 45
Amounts due to joint ventures 8 2 12 8

Amounts due to associales - — -

1 The disclosure of the year-end balance and the lughest balance during the year 15 considered the most meamngful information lo
represent transactions during the year

The bank
2010 2009

Highest balance Balance at  Highest balance Balance at
doring the year' 31 December'  dunng the year' 31 December’
£m £m £m £m
Amounts due from yomi ventures — unsubordinated 208 208 170 170
Amounts due from associates — unsubordinated 45 25 45 45
Amounts due 10 joint ventures - - 10 -

Amourts due 10 associates - - -

1 The disclosure of the year-end balance and the highest balance during the year 1s considered the most mearungful information to
represent transactions during the year

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
inctuding interest rates and secunty, as for comparable transactions with third party counterparties
Transactions of the group with HSBC Holdings plc and fellow subsidiaries of HSBC Holdings ple

Transactions detailed below include amounts due to/from HSBC Holdings plc

2010 2009

Highest balance Balance at  Highest balance Balance at
during the year' 31 December'  durnng the year' 31 December’
£m £m £m £m

Assets
Trading assets 567 36 53 39
Financial assets designated at fair value 26 26 28 20
Loans and advances to customers 218 - T98 102
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Financial investments

Liabilities

Trading habilities
Deposits by banks
Customer accounts
Subordinated amounts due

Guarantees

Income Statement

Interest income

Interest expense

Fee tncome

Dividend income

Trading income

Other operating mcome

General and administrative expenses

78 74 68 63
17 16 40 15
35 - - -
8,693 7,318 15,020 8,693
- - 3,047 ~
For the year ended For the year ended

31 December 2010 31 December 2009

£fm £m

1 1

81 117

1 -

s 13

9 5

39 17

111 114

1 The disclosure of the year-end balance and the hghest balance during the year 1s considered the most meamngful information ta

represent transactions during the year

Transactions detailed below include amounts due to/from fellow subsidianes of HSBC Holdings ple

Assets

Trading assets

Denvatives

Financial assets designated at fair value
Loans and advances o banks

Loans and advances to customers
Financial investments

Liabihties
Trading hiabilities

Financial labilines designated at far value

Deposits by banks
Customer accounts
Dervatives

Guarantees

2010 2009
Highest Highest

balance durnng Balance at the balance during Balance at the
the year' year end' the year' year end'
£m £m £m £m
9,653 5,384 8369 4,473
360,117 14,424 30,665 1,770
12 11 - -
6,832 6,150 9,881 4,093
2,758 961 3,252 1,757
6,120 5,295 7,484 5,685
17,299 12,362 29,662 10,562
35 34 34 34
6,061 5,599 8,632 4,176
2,576 1,365 1,585 952
330,808 14,784 29,022 12,218
1,171 1,171 1,009 927

1 The disclosure of the year-end balance and the highest balance during the year 1s considered the most meamngful information v

represeni transactrons during the year

Income Statement

Interest ncome

Interest expense

Fee incomme

Fee expense

Trading income

Other operating income

General and adminsstrative expenses

For the year ended  For the year ended
31 December 2010 31 December 2009
£m £m

14t 263

99 156

93 175

210 157

43 42

4 13

201 206
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The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and secunty, as for comparable transactions with third party counterparties

Transactions between HSBC Bank plc and i1ts subsidianes, HSBC Holdings plc and fellow
subsidianes of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Bank plc and its subsidiaries

2010 2009
Highest Highest
balance during Balance at the balance duning Balance at the
the year! year end' the year' year end'
£m £m £m fm
Assets

Trading assets 23,756 16,245 34,081 16,390
Dernvatives 25,580 14,897 32,375 20,311
Financial assets designated at fair value 87 77 - -
Loans and advances to banks 10,157 8,287 6,595 4,046
Loans and advances to customers 21,307 20,425 21,106 21,106
Financial investments 3,309 3,309 2,670 1,680

Liabihties
Trading habilities 21,946 9,244 18,683 14,222
Deposits by banks 12,918 10,906 21,560 12,918
Customer accounts 11,243 7,085 11,849 11,243
Derivatives 22,495 11,597 33,368 18,255
Subordinated amounts due - - 622 -
Guarantees 1,896 1,273 2,139 1,474

1 The disclosure of the year-end balance and the highest balance during the year 15 considered the most meamngful informatton to
represent rransactions durmg the year

Transactions detailed below include amounts due to/from HSBC Bank pic and HSBC Holdings plc

2010 2009
Highest Highest
balance during Balance at the balance duning Balance at the
the year' year end' the year" year end’
£m £m £m £m
Assets

Trading assets 567 36 33 39
Loans and advances to customers 228 - 798 102

Liahilities
Trading hiabilities 17 16 40 15
Deposits by banks 35 - - -
Customer accounts 8,378 7.541 15,011 8,378
Subordinated amounts due - - 3,047 -
Guarantces - - - -

| The disclosure of the year-end balance and the highest balance during the year 1s considered the most meamngful information to
represent transactions during the year

In December 2010, the bank received two guarantees from HSBC Holdings plc in respect of monies owing to the
bank by 1ts structured investment conduits (‘SICs’) The first guarantee renewed an existing contract and covers due
but unpaid momes owed by the bank’s principal SIC, Solitaire, up to a maximum amount of US$16 biilion, to the
extent that unpad Labilihes exceed USS1 bilion A second guarantee covers losses on unpaid monies owed by the
bank’s other SICs, Mazarin, Barton and Malachite, up 1o a maximum amount of US$22 billion, to the extent that
unpaid habilities exceed US$200 milhon

The bank pays no fee to its parent company for the provision of these guarantees
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Transactions detailed below include amounts due to/from HSBC Bank plc and fellow subsidiaries of HSBC

2010 2009
Highest balance Balance at the  Highest balance Balance at the
during the year' yearend'  durmg the year' year end*
£m £m £m £m
Assets
Trading assets 9,081 5,138 7,486 4,166
Denvatives 17,496 14,030 24,290 11,220
Loans and advances to banks 5,408 4,096 8,437 2,763
Loans and advances to customers 2,052 864 3,085 1,640
Liamhties
Tradmg habilities 16,813 11,949 27,857 10,348
Deposits by banks 4,798 4,351 5,130 3,585
Customer accounts 2,198 557 1,371 819
Denvatives 17,327 14,577 21,599 11,435
Guarantees 269 969 933 837

| The disclosure of the year-end batance and the highest balance during the year is considered the most meamingful 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 2010, fees of £6 million (2009 £5 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 £1,163 mllhion (2009 £531 million) with 1ts banking subsidiaries

The above outsianding balances arose from the ordnary 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 haif of 2009, a gain of £322 milhon was recognised by the bank following a restructuring of the basis of
delivery of death in service and 1] health early retirement benefits to certain UK employees These benefits were
provided by the HSBC Bank (UK) Pension 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
liabihties At 31 December 2010, the gross notional value of the swaps was £14,686 million (2009 £14,617 million),
the swaps had a negative fair value of £1,400 milhon to the bank (2009 negative fair value of £647 milhion) and the
bank had delivered collateral of £2.136 million (2009 £1,729 muilion) to the Scheme 1n respect of these swaps All
swaps were executed at prevailing market rates and within standard market b:d/offer spreads

In order to satisfy 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 15 posted to the Scheme by the bank at an amount that the Trustee 15 highly confident
would be sufficient to replace the swaps 1n 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 1o 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 substantialty the same terms as comparable transactions with third party
counterparttes

Purchase of non-controlling interests

In June 2010, the group purchased the minonty interest in HSBC Europe B V. which was owned by HSBC Holdings
(Luxembourg) S A , a drect subsidiary of HSBC Overseas Holdings (UK) Limited, for a cash consideration of
£176m

In March 2009, the group purchased the minority interests in HSBC Private Bank (Swisse} 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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A second interim dividend for 2010 of £915 mallton to shareholders of the parent company was declared by the
Directors after 31 December 2010
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