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This document comprises the Annual Report and Accounts 2007 for HSBC Barnk ple (‘the bank } and 1ts subsidiary
undertakings (together ‘the group ) It contains the Directors Report and Accounts. together with the Auditor s report,
as required by the UK Companies Act 1985 References to *HSBC or ‘the Group within this document mean HSBC

Holdings Plc together with 1ts subsidianes

Cautionary statement regarding forward-looking statements

| ——

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

operations and business of the bank

Statements that are not historical facts including statements about the bank s beliefs and expectations are forward-

looking statements Words such as ‘expects ‘anticipates . ‘miends

plans believes ‘seeks estimates’ ‘pokential

and ‘reasonably possible , variations of these words and simlar expressions are intended to identify forward looking
statements These statements are based on current plans, estimates and projections, and therefore undue relrance should
not be placed on them Forward-looking statements speak only as of the date they are made, and 1t should not be assumed
that they have been revised or updated in the light of new information or future events

Forward-looking statements involve inherent risks and uncertamnties Readers are cautioned that a npumber of factors could
cause actual results to differ n some Instances materially from those anticipated or imphed 1n any forward-looking

statement
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2007 2006 2003 2004 2003
£fm fm £m £m £m
For the year!?
Profit on ordinary activities before tax® 4,081 3,796 3,731 2,953 2,810
Profit attributable to shareholders of the parent company® 3,227 2,722 2,842 2,057 2,046
At year-end
Shareholders’ funds of the parent company 24,423 20,399 15,091 16,828 17,064
Caprtal resources 24,231 21,360 19,677 16,424 14,603
Customer accounts and deposits by banks 317,055 265863 239,673 193,664 175,390
Toial assets 622,280 440,760 386,422 292 481 246,104
Ratios (%)
Return on average sharchoiders’ funds (equity} of the parent
company 145 136 164 127 85
Capntal ratios
- total capital 109 112 108 105 107
- tier | capital 75 75 69 74 74
Cost efficiency rauo® 603 589 588 642 629
Profit on ordinary activities
before tax (Em) Cost efficrency ratio (%) Capital resources (£Em)
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| From 2004 the financial lughlights are prepared in accordance with IFRSs as endorsed by the EU

2 2004 financial highlights excludes IAS 32 IAS 39 and IFRS 4 The 2003 financial highlights are under UK GAAP as previously
reported .

3 The profit on ordinary activities before tax and the profit attributable to shareholders for 2003 exclude goodw:ill amortisation

4 Restated 2005 income statement and balance sheet figures

5 The cosi efficiency rano is defined as total operating expenses divided by net operating income before loan impairment charges and
ather credit risk provisions

The financial lnghlights are influenced by changes in the group structure over the five years The mosi sigrificant acquisttion during this
period was the acquisition of Marks and Spencer Retar! Financial Services Holdings Limited in 2004
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Results for 2007

The consohdated profit for the year attributable to
the shareholders of the bank was £3,227 million

First and second interum dividends of £840
miliion and £825 mullion were paid on the ordinary
share capital during the vear The Dhrectors have
recommended the payment of an interim dividend of
£1,000 million on the ordinary share capital which
has not been included as a liability, having been
approved after 31 December 2007

Further information about the results 1s given in
the consolidated income statement on page 30

Principal activities

The group provides a comprehensive range of
banking and related financial services The group
divides 1ts actrvities into geographical segments
UK, Continental Europe and Rest of the World The
group also divides its activiiies into the following
business segments UK Personal Financial Services,
UK Commercial Banking, UK Global Banking and
Markets, International Banking, HSBC France,
Private Banking, and HSBC Trinkaus & Burkhardt

As at 31 December 2007, the bank had 1,473
branches in the United Kingdom, including 13
branches in the Isle of Man and the Channel Islands

QOutside the United Kingdom, 1t has branches n
Australia, Belgium, the Czech Republic, France,
Greece, the Hong Kong Spectal Administrative
Region, Ireland, Israel, Italy, the Netherlands,
Slovakia, and Spain, 1t has representative offices in
Cyprus, and Venezuela, and 1ts subsidraries have
branches and offices tn Armenia, the Channel
Istands, the Czech Republic, France Georgia,
Germany, Greece, the Hong Kong Special
Admunistrative Region, Hungary, Ireland, Israel,
Kazakhstan, Luxembourg, Malta, Poland, Russia,
South Africa, Slovakia, Switzerland and Turkey

The Summary of Financial Performance 1s given
onpages Sto6

Significant events

In February 2007, the Board of Directors of the bank
agreed to market 1ts property at 8 Canada Square,
London to enter nto a sale and leaseback transaction
on the property On 30 Apnl 2007, the bank
announced that 1t had agreed the sale and leaseback
of the property, with a wholly owned subsidiary of
Metrovacesa, S A for £1 09 billion Under the terms
of the transaction, the bank retamed full control of
occupancy decisions while Metrovacesa took a 998-
vear lease on the property The bank has leased the
building back for 20 vears at an annual rent of £43 5
mullion with an option to extend for a further five
years The treatment of this transaction within the
accounts 1s described 1in Note 24 *‘Other Assets’

Given funding constraints in the Structured
Investrnent Vehicle (“SIV ) sector, the bank
announced on 26 November 2007 that 1t intended to
restructure 1ts two SIVs, Cullinan Finance Limmted
(“Cullinan ) and Asscher Finance Limited
(“Asscher’ ) Through a combination of liquidity
facilities and term funding, mnvestors in Cullinan and
Asscher will be provided with the option to
exchange their existing Income Notes and
Mezzanme Notes for notes 1ssued by one or more
new vehicles Each of these new vehicles will be
funided erther by commercial paper backed by a 100
per cent hqudity facility, or by term financing both
1o be provided by the bank This change has resulted
1n approximately £23 billion of additicnal assets and
related funding being included on the bank’s
consohidated balance sheet The bank expects no
material impact to 1ts earmngs and a limited impact
on regulatory capital requirements



Summary of Financial Performance

2007 2006
£m fm
Net interest income 3,854 4,196
Net tee income 4,184 3,742
Other income 4,762 3,680
Net operating income before loan impairment charges and credit risk provistons 12,860 11,618
Loan impairment charges and other credit risk provisions (1,043) {938)
Net operating income 11,757 10,680
Total operating expenses {7.7123) (6.844)
Operating profit 4,034 3,836
Share of profit / (loss) in assoctates and joint ventures 47 (40)
Profit on ordinary activities before tax 4,081 3,796
Tax on profit en ordmary activiies (767) (978)
Profit on ordinary activities after tax 3314 2,818
Attributable to shareholders of the parent company 3,227 2,722

In the following commentary reference to
‘underlying basis’ refers to results after adjustment
for the effects of acquisitions and disposals The
main acquisitions in the year were the transfer of
HSBC Insurance Brokers Holdings Limited
{‘Insurance Brokers’) 1n the UK from elsewhere 1n
the HSBC Group and the acquisition of the
remarning shares of life insurer Ensa and the
property and casualty insurer Erisa IARD from
Swiss Life in France, together now renamed as
HSBC Assurances

Net mterest income includes the cost of
funding trading assets, while the related revenues
are reported 1n trading income  As the bank has
expanded trading activities and enhanced
capabilities, the cost of funding has increased
accordingly In segmental results, the cost of
funding net long positions is included within
Global Banking and Markets net trading income as
an interest expense

Excluding the cost of funding trading assets
noted above underlying net interest income was
£520 million or 10 per cent higher

Loans and advances to customers increased by
14 per cent during the year In the UK, interest
earned on ligher commercial lending and trading
assets was partly offset by narrower margins The
tightening of credit criterta 1n the face of concerns
regarding customer over-indebtedness and
increasing personal insolvency suppressed personal
lending growth

Strong growth 1n property lending 1n France
was partially offset by the impact of tighter
margins, while balance sheet growth in Private
Banking reflected customer acquisition and an
expanded product range

Customer deposits grew by 18 per cent mainly
in the UK where growth in personal savings and
interest bearing current accounts was boosted by
higher commercial deposits and increased money
market deposits

Net fee income rose by £442 million, or 12 per
cent with increases across the bank In the UK,
growth from fee-earming packaged current accounts
was partly offset by lower income from creditor
and hife protection

On an underlying basis and excluding the cost
of funding trading assets mentioned above other
mcome increased £19 milhion or | per cent vear on
year Income growth arose mainly from gains on
foreign exchange and other trading transactions
together with gamns on the sale of financial
ivestments partially offset by write downs in the
credit and structured derivatives business following
the credit market dislocation in the second half of
the year

Loan impairment charges increased by £1035
mullion, or 11 per cent largely from chargeson a
small number of customers 1n UK Commercral
Banking, a higher charge in International Banking
and lower net recoveries in both France and UK
Global Banking and Markets  Loan impairment
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charges in UK Personal Financial Services were 2
per cent below 2006

Underlying operating expenses increased by
£651 million or 10 per cent Excluding ex gratia
payments expensed 1n respect of overdraft fees
applied m previous years of £115 million and a
provision for reimbursement of certarn charges on
historic will trusts and other related services',
expense growth mainly arose from investment 1n
branch refurbishment and expanston i the UK and
Turkey together with investment 1n core systems n
France

The bank’s share of profit 1n associates and
Joint ventures increased £87 million largely from
higher profits prior to mntegration of HSBC
Assurances together with the non-recurrence of a

loss arising from an impairment charge on a private
- “ e T I I P P s I T T 4

exports as global demand remained strong,
particularly from emerging markets Consumption
was relatively subdued despite declinmng
unemployment, although fiscal reforms
{parucularly in Germany) and higher inflation are
believed to have depressed household expenditure
Eurozone nflation increased steadily during the
second half of the year to an annual rate of 3 1 per
cent 1n December, driven largely by nises i food
and energy prices The European Central Bank
raised mnterest rates by 50 basts points, to finish the
year at 4 per cent

In France GDP growth slowed to 1 9 per cent
from 2 2 per cent in 2006 with lower exports and
residential investment The exemption of overime
pay from income and social welfare taxes
introduced after the Presidenual election has
suppotted household disposable ncome and the



As major banks move to the new Basel il
capital adequacy framework (see page 17), thewr
capital requirements will necessarly and
constructively be more closely matched with their
misk posiions  In an environment of economic
uncertainty, many banks may need to reduce
lending due to forecast increases in capital
requirements ansimg from any deterioration in the
quality of their credit nisk exposures This
reduction 1n risk appetite may potenually accelerate
the deterioration in credyt quality as credit 1s
withdrawn during a downturn in the economic
¢ycle Coupled with a lack of market liquidity, this
may lead to polarisation within the banking system
Banks with greater caputal and Liqumdity resources
are better placed to meet the ongoing banking
requirements of their customers than other banks
which are more restratned n this regard

Europe

In November 2007 the Evropean Commission
announced that, to improve the competiiveness
and efficiency of European retail financial services
markets, reviews would be undertaken These
reviews are intended to improve customer choice
and mobility within the single market better
facilitate retail insurance markets, progress towards
adequate and consistent rules for the distribution of
retail investment products and promete financial
education, financial inclusion and adequate redress
for consumers

Following a long tunning invesiigation, the
Competition Directorate-General determined that
MasterCard's multilateral interchange fees for
cross-border payment card transactions violate EU
compettion rules MasterCard has six months to
comply or respond HSBC 1s fully engaged in the
case through its membership of MasterCard

A number of EU key measures intended 1o
facilitate development of the single market and
increase competition came into effect during the
year, principally transposition of the Markets 1n
Financial Instruments Directive 1n November 2007
Implementation of phase 1 of the Single Euro
Payments Area programme occurred on 28 January
2008

UK

Fmnancial services, ncluding retanl banking 15 a
highly competitive sector sn the UK led by several
national and intemnational mstitutions, which
compete on both price and service quality The
sector 15 closely regulated and a senes of

mvestigations with particular relevance to Personal
Financial Services remain in progress

In July 2007, a group of seven banks
(including HSBC) and one building society
announced that they had agreed with the Office of
Fair Trading (“OFT") that the legal status and
enforceability of certam charges apphed to their
personal customers 1n relation to unauthorised
overdrafis should be tested in the High Court
Certain preliminary 1ssues in the case came before
the High Court m a trial starting in January 2008
and this part of the case concluded in February
2008 At the date of this report, judgement in the
case 15 awaited The OFT 15 also conducting a
market study into competition for personal current
accounts

The Competiion Commission (CC')
commenced an investigation into the Payment
Protection Insurance (‘PP!") market in February
2007 and published its Emerging Thinking
document 1n November 2007 Provisional findings
are due in May 2008 and the final report towards
the end of the year The Financial Services
Authority (‘FSA ) conducted the third phase of 1ts
review of the sales processes and systems around
the sale of PP policies and 1s now undertaking
further assessment of firms” performance 1n this
area

in December 2007, the CC announced us
decision to lift the price controls imposed m 2003
on HSBC and the other three largest banks
providing services to small and medium sized
enterprises 1n the UK This 15 expected to resuit 1n
greater compettion and imnavation within the
market

During 2007 the OFT continued to investigate
competition 1ssues tn connection with the setting of
mululateral interchange fees for domestic credit
card payments

France

In 2007, interest rates in the eurozone wcreased
while growth in real estate investment stabilised
Income tax rehief on new personal real estate loans
was itroduced following the presidential elections
though potential benefits were offset by higher
interest rates  Real estate mortgage loans remamed
the primary product by which banks attracted new
customers and as a result, competitive pricing led
to decreased margins
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The French government introduced various
fiscal in¢entives m the second half of 2007, which
reduced tax on overtime pay and introduced a cap
on the total tax paid by households at 50 per cent of
income These measures will increase the
disposable income of wealthier individuals who
qualify for HSBC Premier and Private Banking
setrvices

The commercial treasury bills market
contracted and companies had difficulty obtaining
facihities in the second half of 2007 due to market
uncertainty This trend 1s expected to continue in
2008

Turkey

Financial services s a highly competitive market in
Turkey mainly comprising large domestic and
international banks A number of international
banks entered the market 1n 2007 largely through
acquisiion  The privatisatton of certan state-
owned banks has been suggested although the
timing 1s uncertain

During 2007, the marketplace was
characterised by continued interest margin and
price compression and aggressive network
€Xpansion 1o gain new customers

GDP growth remained strong and mnflation
continued to moderate Investor and market
confidence remained robust with the New Turkish
Lira appreciating substantially agamst the US
dollar and Turkey expernencing record levels of
foreign direct nvestment

The credit card sector was affected by a
number of legislative and regulatory measures,
including increased mimimum customer payments
as a credit calming measure, changes to default
interest calculations, reduction by the central
transaction agency to interchange fees and the
Central Bank of Turkey s reduction of its
permussable cap on credit card interest rates which
reduced costs to the consumer

A new meortgage law was passed in 2007
which 15 expected to bring positive impacts to the
Turkish mortgage market including making
residential mortgage credit more readily available
and making the terms available to consumers more
flexible

Strategy

HSBC’s strategy reflects its position as ‘'The
World s Local Bank and 1s focused on delivering
superior growth and earnings over time by building
on the Group's hertage, skills and investment

In particular, the group aims to leverage the
HSBC brand and network to reach new customers
and offer more services to existing cusiomers, {0
maximise efficiency by taking advantage of local,
regional and global economues of scale and to
¢nsure staff are engaged by aligning objectives and
incentives

Central to the way the bank applies Group
strategy 15 the development of the ‘Best Place 10
Bank strategy, which 1s made up of three
principles. which incorporate every aspect of the
group s relationship with customers including
treating them fairly Make Better Products Sell
Them Properly. and Keep Them Sold It 1s the
bank’s aim that everything the bank does should be
driven by all of these principles and that when the
bank consistently makes better products, sells them
properly and keeps them sold. it will be the Best
Place (0 Bank

Following the same concept the bank
introduced a ‘Best Place to Work strategy which
emphasises performance management, reward,
personal development aligned to business strategy
and operating plans, a performance-driven culture
and an engaged workforce

The measures used to assess performance
against the strategy are discussed 1n the Key

Performance Indicators section below

Key Performance Indicators {‘KPIs’)

The Board of Directors monitors the group s
progress against 1is strategic objectives on a regular
basis Performance 1s assessed against the strategy.
operating plan targets and actual historical
performance using financial and non-financial
measures

Financial KPls

To support the Group strategy and ensure that
group performance can be momtored management
use a number of financial KPls

The table below presents. on an underlying
basis the measures for the period 2006-2007 Ata
business level, KPls are complemented by various
benchmarks which are relevant to the planning
process and to reviewing business performance



2007 2006

Revenue ,r_;,rowth2 (%) 76 81
Revenue mix * (%}
Net interest ncome 290 361
Net fee income 327 22
Other income 383 317
Cost efficiency”* (%) 599 589
Return on average mvested capital’ 136 131

(%)

Revenue growth provides an important guide to
the group s success in generating business In
2007 revenue grew 7 6 per cent on an underlying
basis Growth 1n both years reflects continued
mmprovements in brand recognition and refined
segmentation to meet customer needs, which
allowed balance sheet and transactional growth
Also contributing to revenue growth in 2007 were
fair value gains, primarily on bank debt designated
at farr value which are expected to reverse over the
Iife of the debt unless 1t 1s repaid before 1ts
contractual matunity

Revenue mx represents the relative distribution of
revenue streams between net interest income, net
fee income and other income It 15 used to
understand how changing economic factors affect
the group to highlight dependence on balance
sheet utilisation for income generation and to
indicate success 1n cross-selhing fee-based services
to customers with loan facilities This
understanding assists management 1n making
business investment decisions The percentage of
revenue attnbutable to net interest income fell from
36 1 per cent 1n 2006 to 29 0 per cent mn 2007,
partly attributable to the increasing cost of funding
trading assets Excluding this net interest income
was 48 0 per cent of net interest income, broadly n
line with 2006 Net fee income also remained in
line with 2006 while other operating income
adjusted for the impact of funding cost of trading
assets was 19 3 per cent a 130 basis point
decrease on 2006

Cost efficiency 15 a relative measure that indicates
the consumption of cost resources in generating
revenue Management uses this to assess the
success of technology utilisation and, more
generally the productivity of the group s
distribution platforms and sales forces On an
underlving basis, cost efficiency was marginally

2 The percentage increase in net operating sacome before loan impairmen and other
credit nsk charges compared with the previous reperung perod

3 Asa percentage of net aperating income before loan imparrmeni charges and other
credif risk provisions

4 Total operating expenses diaded by net opernting mcome after insurance claims but
hefore loan impairment and other ¢redir nsk charges

3 Prafir on ordinary acuvines afier tax draded by average wrvesred captal

higher than 2006 however excluding charges for
overdraft fee refunds and will trust services
referred to on page 6, cost efficiency fell 60 basis
points

Return on average invested capital measures the
return on the capital investment made in the
business, enabling management to benchmark
HSBC against competitors In 2007 the rato of
13 7 per cent on an underlying basis was higher
than that reported 1in 2006 The higher ratio
reflected the fact that profitability growth in 2007
was faster than growth in capital utilised to
generate profit

Non-financial KPis

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

Employee engagement 15 a measure of employees’
emottonal and rational attachment to HSBC

In 2007, HSBC conducted 1ts first Global
People Survey which comprised questions designed
to measure employee engagement levels
consistently across the Group

The response rate in Europe was 87 per cent
Survey results have been shared with all employees
and action plans are being developed at all levels of
the organisation

Brand perception

The score for brand health 15 set by data from
surveys that are conducted by accredited.
independendent, third party organisations A
weighted score card 15 used to produce an overall
score on a 100 point scale which 1s then
benchmarked against HSBC s matn competitors
The scores from each market are weighted
according to the risk adjusted revenues earned in
that market to obtain the overall company score

The 2007 brand score for UK PFS and UK
CMB were respectively ahead of the competitor
average by five and seven points on a 100 point
scale The 2008 brand health target is to increase
the gap to eight and seven points respectively

Customer satisfaction

HSBC has regularly conducted customer
satisfaction surveys 1n 1ts main markets over many
years HSBC now uses a consistent measure of
customer recommendation to gauge customer
satisfaction with the services provided by the
Group’s Personal Financial Services business This
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survey 1s also conducted by accredited.
independent, thard party orgamsations and the
resulting recommendation scores are benchmarked
aganst compentors

The 2007 customer recommendation score for
UK PFS was ahead of the competitor average by
one point on a 100 pont scale with a 2008 target to
increase that gap to three pomts

IT performance and systems reliabiiity

HSBC tracks two key measures as indicators of IT
performance, namely, the number of customer
transachons processed and the reliability and
restlience of systems measured 1n terms of service
avallability targets

Number of customer transactions processed

The number of customer transactions processed 15 a
reflection of the increasing usage of IT n each of
the delivery channels used to service customers

IT s aim 15 1o manage the rate of increase n
customer transactions cost effectively and ensure
that customer growth 1s enabled in the appropnate
channels The transition of customer fransactions
from labour intensive (branch and call centre) 1o
automated (credit card, internet self-service and
other e-channels) 1s occurring  The following chart
shows the 2006 and 2007 volumes per delivery
channel

2000 * m 2006
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Percentage of IT services meeting or exceeding
targets

HSBCs 1T function establishes with 1ts end users
agreed service levels for systems performance

such as systems runmng at 99 9 per cent of the
tune, credit card authorisations withm two seconds,
and montors the achievement of each of these

10

commitments The following chart reflects the
percentage of IT services meeting and/or ex ceeding
the agreed upon service targets Overall resulis 1n
2007 were impacted by a single month's service
1ssue, which skewed a trend of improving service
performance

Percentags of 1T services meeting or exceading targets

- 2006
99%
ga% 97 66%
7%
96%
95%
9%
83%
92%
1%
0%

Qutlook

Int both the eurezone and the UK a combination of
weaker global demand and softeming domestic
activity 1s expected to lead to a reducuon 1n growth
rates during 2008 The currently elevated level of
inflationary pressure 15 expected to dimtnish as
growth slows, presenting the possibility of policy
easing throughout the course of 2008

Eurozone GDP growth 1s expected to weaken
to 1 4 per cent n 2008, from a stronger than
anticipated 2 6 per cent n 2007 Ths reflects a
general slowdown across the region s major
economies

The bank expects UK growth to slow through
the course of 2008 The slowdown in housing
actity that developed during the final months of
2007 is expected to continue, with consumer
spending being depressed by any further decline n
nominal house prices Although some improvement
1n export performance ts expected, overall GDP
growth 15 expected to moderate to 1 5 per cent 1n
2008 from the 3 1 per cent growth recorded in
2007

Gains 1n energy prices are expected to increase
headline consumer price inflation further above the
Bank of England’s 2 per cent target duning the first
half of 2008, before a subdued leve! of demand
growth prompts a reversal of this trend in the final
months of the year



Segment Performance and Business Review

Profit on ordinary activities before tax

UK Personal Financial Services
UK Commercial Banking

UK Global Banking and Markets
Other

International Banking

HSBC France

Private Banking

HS$BC Trinkaus & Burkhardt

UK Personal Financial Services {'PFS’)

UK Personal Financial Services provides current
accounts, savings, personal loans, mortgages,
cards financial planning and general insurance to
UK personal customers through a variety of
distribution channels under various HSBC brands
These brands include first direct, Marks & Spencer
Money and partnershup card™

Pre-tax profit down £129 mullion, or 15 per cent

Net interest income ncreased due to higher deposit
balances and effective deposit pncing coupled with
interest rate rises in the first half of the year, which
led to wider deposit spreads This benefit was
partly offset by the impact of a changing pertfolio
mix as mortgage customers switched to fixed rate
products

There was signuficant growth in the number of’
high value current accounts while savings balances
grew strongly Loans to customers remain tightly
controlled, with an improvement tn the quality of
the loan book compared to the previous year

In 2007 the bank’s straight-through
processing programme has focused on completing
core product deliverables, which supported mnternet
sales growth Branch faciliies were further
enhanced. with 52 new-style stores either opened
or refurbished duning 2007 10 a programme, which
has included both the relocation of branches and
the opemng of new sites across the country

Other income increased largely due to higher
sales of fee-earming packaged current accounts
partly offset by lower year on year profits on the
MasterCard Incorporated [PO

2007 2006
£m £m
740 869

1,004 943
468 482
155 45
397 308 !
526 488
643 355
148 109

4,081 3,796

Credit quality remains strong, despite
challenging market conditions Loan impairment
charges fell, n part reflecting a strategic decision
to sell part of the partnership cards portfolio,
mainly the Marbles brand together with imtiatives
undertaken over the last three years to improve
underwriting and collections

Losses from the secured portfolio remain low
To mitigate the effects of a possible downturn in
the property market, maximum loan to value ratios
for new business were reduced during the year

Unsecured loan impatrment charges remain
predictable largely owing to the improving credit
quality of the portfolios following actions taken to
combat the effects of increasing customer over-
indebtedness Losses from personal insolvency
were broadly flat

Operating expenses grew by 12 per cent
mainly due to ¢x gratia payments expensed in
respect of overdrafi fees applied wn previous years,
a provision for charges on will trusts and other
related services ® and to a lesser extent investment
in branch, service and distnibution facihities
Further to the July announcement of the test case
discussed on page 188 no new claims for refunds
were charged

Strategic instiatives and outlook

In line with making HSBC the ‘Best Place to
Bank’ significant progress was made in three key
principles — ‘Make Better Products 1n a sumple,
innovative and segmented way, ‘Sell Them
Properly” by beiter understanding the needs of the
customer, and ‘Keep Them Sold through leading
customer service and satisfactton These principles

& Note 29 on page 108 refers
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incorporate every aspect of the group s
segmentation strategy and relationship with 1ts
customers

Make Better Products

The bank continued to grow the HSBC brand and
stay ahead of the competition, through improving
its exasting product offerings such as HSBC
Premier, the world's most comprehensively ‘joined
up premuer service, while the ‘Plus current
account offering was further improved ‘Life
Choices , a simpler protection product was also
created

Sell Them Properly

The business mamntained its drive to provide the
right sales environment for its customer base
through better segmentation and the repositioning
of its customer proposition which enables
customers to understand the products they are
buying and use channels that keep them informed
For example, to make 1ts fees and charges more
transparent, HSBC in the UK began to show
warning messages on ATMs 1f the customer's cash
withdrawal would cause a fee to be incurred It
believed that HSBC was the first bank in the UK to
do so This empowers the customer to decide
whether to continue with the transaction and
supports the bank s ‘fair fees overdrafi charging’
policy

Keep Them Sold

The bank’s commitment to customer service ard
satisfaction was demonstrated by the 90 per cent of
customers who say they are at least ‘satisfied " and
first direct s rating as the UK s best bank for
service® There were notable improvements 1o
mortgage and current account retention processes,
as well as continuous enhancements to ‘Passport’
and youth current accounts, which resulted in
customer migration to ‘Plus accounts and external
awards for ‘Passport Internet based product
purchases have been streamlined as far as possible
to deliver what the customer needs in a clear,
simple and consistent way New internet
functionality 1s delivered on average every six
weeks

UK Commercial Banking {‘CMB’)

UK Commercial Banking provides a wide range of
products and services to commercial orgamsattons,
from sole proprietors to quoted compames with
annual turnover greater than £500 million These

7 GJX NOP
& Gfk NOP
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imclude current and savings accounts payments,
electronic banking, trade finance, loans, overdrafis,
asset finance, card 1sswing and processing, foreign
exchange and other treasury and capital markets
instruments, wealth management services and
general insurance

Pre-tax profit up £61 million, or 6 per cent

Revenues rose due to both balance sheet growth
and an increase 1n fee based product income driven
by customer recruitment  These benefits were
partly offset by higher loan impairment charges
principally on corporate relationship managed
accounts and increased operating expenses from
ongomg nvestment in business xpansion

Net interest income increased mainly due to a
10 per cent growth in deposit balances, driven
primarily by a successful negonated rate deposit
product launched in 2005, which helped fund
lending growth of 14 per cent LIBOR-linked loan
balances increased by 46 per cent, with busimness
loans and commercial mortgages up by 9 per cent
and 18 per cent respectively This was a result of
particularly strong growth in Commercial
Banking’s successful Corporate and Structured
Banking business. supported by good growth in
lending to commerctal centre customers These
income benefits were partly offset by narrower
margins on loans and overdrafts from increasingly
competitive market conditions

Other income was higher, driven by strong
growth 1n foreign exchange fees and card activity
following the successful small business credit card
product launched 1n May 2006

Credit quality remains generally good. despite
challenging market conditions Net loan
impairment charges mncreased by £44 million,
principally frem a small number of large
impairments incurred across differing industry
sectors Overall the impairment charge was
broadly in line with expectations 1n view of recent
growth 1n the portfoho To mitigate the effects of a
potential downturn 1n the economy guidelnes have
been tightened for certain sectors

Underlying operating expenses were higher
from continued fronthne staff recruitment and other
costs to support business development and
expansion



Strategic imtiatives and outlook

During 2007 CMB continued to place considerable
emphasis on increasing availability of business
specialists and relationship managers through the
recruitment of frontline staff and investment 1n
direct channels in support of the strategy to become
the best bank for small business Following re-
alignment of the relationship management and
distribution approach in commercial centres,
customer satisfaction tmproved by eight percentage
points Furthermore, HSBC's award winning
business mternet banking service has been
improved and 1s now the largest, most functionally
rich service of 1ts kind 1n the UK according to
independent surveys Durning 2007, over 328.000
priority payments have been sent through the
platform

Business Direct, HSBC's direct commercial
banking proposition, has now attracted 66,000
customers since its launch 1in September 2006, of
which 63 per cent are new customers Of new
small and micro customers 22 per cent now choose
to bank with HSBC through the direct proposition
and customers are now able to apply and obtan
approval for new accounts online without the need
for telephone or branch intervention

In support of HSBC’s strategy to be the
leading mnternational commercial bank, a dedicated
International corporate banking team was
established to drive and support cross-border
business International Banking Centres are now in
place for 11 European countries including the UK,
stmplifying cross border account opeming for
customers HSBC s Multi-Cultural Commercial
banking proposition grew sigmficantly during 2007
with specialist relationship managers in 14
locations in the UK and the launch of the UK s
only dedicated Polish Commercral banking
proposition  The success of these initiatives in the
UK contributed to three-fold growth of outward
referrals in Europe through the Global Links
referral system

During 2008 CMB will continue to pursue the
strategies set out above which have generated
consistent success 1n recent years There will be
continued investment 1n people, 1n automation, and
10 the bank’s award winning e-busimness platforms
Investment 1n more focused marketing will dehiver
enhanced returns and continue to drive the
successful Business Direct proposition  Continued
focus on the bank s mternational proposttion will
dnive further income growth 1n strategic

mternational products and support the drive to join
up the bank

UK Global Banking and Markets

(Previously UK Corporate, Investment Banking
and Markets)

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

Pre-tax profit down £14 million, or 3 per cent

Sigmificant gains from a small number of
transacttons in principal investments and 1n asset
and structured finance were supplemented by the
benefit derived from a wider product offering and
hugher deposit balances in payments and cash
management These increases were partly offset by
lower trading income and write-downs on certatn
posttions in leveraged and acquisition finance

Net mnterest income decreased due to increased
cost of funding 1n the rail and structured finance
business and lower interest income 1n balance sheet
management, partly offset by the benefit of higher
deposit balances and related margins due to
inierest rate increases

Higher net fee income was driven by
structured finance deals and increased advisory and
equity capital markets revenues due to increased
market activity

Income from trading activities fell due to
losses reported in credit and structured credit
products This was partly offset by strong growth in
foreign exchange income driven by market
volatility and a weakening US dollar Strong
performance 1n equuties was principally due to
growth i income from core products

Securities services revenue benefited from
increased volumes and new client mandates
Addinonal income was generated from value added
services such as cash management securities
lending and foreign exchange

In Global Banking, credit protection imtiatives
were developed further m 2007 Average corporate
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balances remained flat against 2006 and corporate
spreads grew Significant fair value movements
flowed through as portfolio management
instruments value appreciated tn a widening credit
spread environment, offset by leveraged and
acquisition finance write-downs

Payments and Cash Management income grew
due to favourable currency account balances and
higher margins Other operating iIncome was
higher 1n money transmission and sterling
payments as volume increased in line with greater
business activity and the acquisition of new
institutional clients

Corporate credit quality remained good despite
challenging market conditions A net recovery on
loan impairment charges, albest lower than in 2006,
reflected the continued low level of corporate credit
defaults

Operating expenses rose due to volume growth
in the transaction-based businesses such as
payments and cash management and securities
services and 1n trading businesses, particularly
equities Performance-related costs were lower 1in
2007

Strategic initiatives and outlook

In 2007, the implementation of the ‘emerging
markets-led and financing focused strategy was
completed and Corporate, Investment Banking and
Markets was renamed Global Banking and
Markets HSBC s strategy 1s to be a leading
wholesale bank by

* utihsing HSBC s extensive distribution
network,

» developing Global Banking and Markets
hub-and-spoke business model as the
foundation on which the business can
best meet 1ts clients needs, and

+ continuing to build skills and capabilities
1n 1ts major centres to support the
delivery of an advanced suite of services
to corporate, institutional and government
clients across the HSBC network

Ensuring that this combination of product
depth and distribution strength meets the needs of
existing and new clients will allow Global Banking
and Markets to achieve 1ts strategic goals
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UK Other
Pre-tax profit up £110 milhien

The main items reported under ‘Other” include
movements n the fair value of own debt designated
at farr value, fees paid to Global Banking and
Markets related to asset based finance and tax
services rendered on behalf of the group, net under/
over recovery of IT services and exchange
movements on US dollar preference shares

International Banking

The International Banking business segment
represents the bank’s operations primarily n
Europe excluding those of HSBC France, HSBC
Trinkaus & Burkhardt and Private Banking It
provides a range of retail financial services 10 local
and expatriate personal and commercial customers
and Global Banking and Markets services to
corporate and institutional clients

Pre-tax profit up £92 million, or 30 per cent

Pre-tax profit increased mainly 1n Turkey, Malta
and Sparn due to a combination of growth 1n
customer numbers and a stronger performance m
Global Banking and Markets partly offset by lower
profits in Ireland Italy and Russia.

Returns from higher asset volumes and y:elds
and higher fee income were partly offset by volatile
corporate lending volumes and increased costs as
bustness expansion continues

In Turkey, pre-tax profit grew by 41 per cent,
as the bank continued to invest in branch
infrastructure commercial centres, relationship
staff and service standards Brand awareness and
geographic coverage were increased through the
opening of a further 45 branches during the year,
supported by a number of marketing initiatives
Turkey s balance sheet and related revenues have
shown strong growth, average loans and advances
mereased by 36 per cent and customer numbers
increased by 730 000 or 32 per cent during 2007

Across the international portfolio average
deposit balances rose by 14 per cent. largely driven
by customer recruntment, gained through marketing
campaigns and the addition of new retail outlets
Deposit spreads remained narrow as interest rates
started to dechne during the second half of 2007
following rate nises earlier in the year Average
lending balances increased by 11 per cent The
income benefit from these increases was partly
offset by market-wide credit calming measures



which together with increased compeution
adversely affected margins on lending and credit
cards

Marketing imtiatives and cross sales of credit
card customers helped to increase unsecured
lending balances Mortgage lending was also strong
especially in Turkey, Malta and Greece

Strategic imihatives and outlook

During 2007, significant investment has been made
in Central and Eastern Europe, in IT, premises and
staff recruitment 1n preparation for the opening of a
number of branches 1n 2008 1n Poland the Czech
Republic and Slovakia

New business initiatives are underway in
Armenia and Kazakhstan to expand 1n the personal
and commercial customers sectors

Following the granting of a retail banking
licence from the Central Bank of Russia, HSBC s
local banking subsidiary 1 Russia 1s well advanced
mn 1ts plans to develop a retail branch network,
offering personal and commercial banking services
in addrtion to wts current Global Banking and
Markets services

During the second half of the vear, the
National Bank of Georgia granted a banking
licence to HSBC Bank Georgia The bank will
open for busimness tn 2008

HSBC France

HSBC France offers a wide range of retail
commercial, asset management and 1nsurance
products to indtviduals, companies and institutional
customers through a network of banks in France

Pre-tax profit up £38 million, or 8 per cent

HSBC brand awareness increased from 49 per cent
mn 2006 to 60 per cent in the last quarter of 2007
Awareness in the Pans region increased to more
than 75 per cent The marked improvement in
brand awareness was reflected 1in continued growth
in new persenal customers This led to balance
sheet growth manly in residential property
lending, current account and life insurance
products, and increased cross-selling opportunities
The benefits of this growth were offset by a
combination of lughly competiive pricing and a
change 1n asset mix, together with the lag between
the costs of customer acquisition and the
incremental benefits of cross sales expected 1n
future periods
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In April 2007, HSBC France acquired the
rematmng 50 01 per cent of the Iife insurer Erisa
and the property and casualty nsurer Erisa IARD
from Swiss Life  HSBC France launched an award
winning on-line consultation and transaction
service 1n May 2007, which allows customers to
make on-line payments and swiiches of their life
msurance contracts A ‘Label d’excellence™ was
awarded to HSBC France by Les Dossiers de
I’Epargne magazine for their “HSBC Stratégre
Patrimoine * ltfe insurance product These two
subsidiaries have now adopied the HSBC name and
are now known as HSBC Assurances Vie and
HSBC Assurances IARD

In commercial banking, focus on brand
awareness also led to an increase ih new customers
and for most of these HSBC also became therr
principal relationship banker The chent base grew
by more than 6 per cent A combination of active
marketing campaigns, enhanced product and
service ranges, synergies with other businesses and
the support of the international strength of the
HSBC Group led to strong increases in volumes
This translated into growth in average lending and
deposits of 19 and 22 per cent, respectively  Thus,
tegether with improvements in credit margins at the
end of the year more than compensated for the
unfavourable impact of lower income on higher
yielding hedging products

In Globai Banking and Markets, revenue
growth was primarily driven by the structured
denvatives and rates businesses followng the
successful implementation of a central risk
management function and the global sales and
execution capabiliies Robust performance 1n
Global Banking reflected higher fees from advisory
and asset and structured finance activity coupled
with an increase in cross-border transactions In
HSBC Global Asset Management successful
campaigns on guaranteed funds within HSBC retail
network coupled with an increase 1n cross border
institutional business from alternative and
emerging market products resuited 1n sigmificant
growth In revenues against 2006 Higher gains
were also reported in Principal Investments

Private banking activities continued to focus
on cross referrals both within France and with other
private banking members of the HSBC Group The
fund management activities continue to attract
awards with the Louvre Gestion France Equity
fund ¢ Patrimoine’ ranked first in 1s category
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Tight cost control discipline continued
throughout 2007 and the higher level of operating
expenses was driven by recruitment of additional
sales staff, the acquisitton of Erisa and costs
assoctated with the migration to a common IT
platform

Loan impairment costs remain low although
increased by £29 million following lower
recovertes than i 2006 Overall credit quality 1n
HSBC France remarned good

Strategic imtratives and outlook

in 2008, HSBC France will continue 1ts customer
acquusttion programme, refurbish and vpgrade
selected major branches, introduce ded:cated
commercial banking centres, relaunch Premter
banking and develop additional on-line sales
products

Global Banking and Markets will focus on
contimung to expand its range of trading activities
and increase market share

Private Banking

Private Banking reflects the operations of HSBC
Private Banking Holdings (Suisse) SA and its
subsidiaries The prnivate banking business in
France, Germany and International Banking 1s
discussed within respective commentaries for those
busmess segments

Private Banking offers a range of chent
services to high net worth customers, including
advisory portfolio management, discretionary asset
management, tax, trust and estate planning, mutual
funds and currency and securities transactions

Pre-tax profit up £88 million, or 16 per cent

Excluding the gains on the partial disposal of a
seed capital investment 1n a fund, underlying profit
growth was 21 per cent, arising from higher client
assets, brokerage and sales of structured products
driven by customer acquisition and expansion of
the product range

Loans and advances to customers increased by
23 per cent to £16 billion as existing clients further
leveraged their portfolios to take advantage of
alternative investment opportunitics, including
hedge fund investments and emerging market
opportunities

Growth tn cross-referrals continued, with
inward referrals from Personal Financial Services
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and Commercial Banking contributing £2 billion to
total chient assets and £9 million to revenues

The business continued to benefit from the
growth 1n chent assets of 19 per cent to £135
billion, with consequently higher brokerage and
trading mcome Growth of chent assets was driven
by an overall improvement in global wealth with a
trend for clients to invest in offshore regions such
as Switzerland

A strategic move to the growth of higher fee
generatng discretionary and advisory managed
assets contributed to increased fees Client
mnvestments 1n structured products, brokerage fees
and tax advisory services also contributed to the
rise n fee income

Gans from financial investments decreased by
37 per cent predomunantly due to a lower gain
from a partial disposal of a seed capital investment
in the Hermitage Fund, where a simular but larger
gain was recognised in 2006

Higher operating expenses reflected the launch
of regional offices and geographic expansion in
Asia, recruitment of front office staff, increased
infrastructure and marketing spend The increase
was partially offset by the effect of a change in
penston arrangements

Credit quality remamns strong A small net
impairment recovery was recerved in 2007

Strategic inmhiatives and outlook

The strategy for Private Banking 1s to be one of the
world s leading international private banks, by
providing excellent chent service

HSBC’s global network and brand provides a
base from which Private Banking working n
conjunction with HSBC''s other customer groups
and global businesses serves the complex
mternational needs of 1ts clients, utihising
tradrtional and innovative ways of managmg and
preserving the wealth of high net worth individuals
while optimising returns

To deliver the bank’s strategy, Private
Banking’s aim 1s to remnforce 1ts product
capabilities 1n areas such as credit, hedge funds,
wmvestment advice and estate planning This wall be
achieved by attracting, retaimning and motivating
talented individuals, by surveying clients and
employees on a regular basis and by increasing



expenditure targeted on marketing and brand
awareness ltiatives

HSBC Trinkaus & Burkhardt

HSBC Trinkaus & Burkhardt based in Dusseldorf.
Germany, offers a comprehensive range of services
to high net worth individuals larger companies
institutional chients, public corporations and
financial institutions

Pre-tax profit up £39 million, or 36 per cent

Positive market conditions during the first half of
2007 enabled HSBC Trinkaus & Burkhardt to
maintain the double-digit growth rates experienced
over the last six years and a return on equity well
above the German market average This positive
start to the year allowed the bank to withstand the
more challenging markets in the second half of the
year and full year results showed growth in all
business segments

Growth in net interest income reflected further
increased customer funds Net fee income was
strong, especially from brokerage and asset
management products 1n all customer segments

Trading income continued to be dominated by
equity dertvatives trading particularly in retail
products such as discount or bonus certificates and
knock out warrants In addition, interest rate and
foreign exchange trading desks were also profitable
and tugher HSBC Group referrals m 2007 led to
higher income from derivatives and structured
products

Operating expenses grew mainly due to
increased headcount and higher performance
related costs, while loan impairment releases were
lower than in 2006

Strategic mtiatives and outlook

Ongoing uncertamnty mn the markets might lead to a
slow down in growth While the increased
customer base in private and corporate banking
should be a solid foundation to grow net interest
income and fee business. a recurrence of the high
trading income from retail equity derivative
products greatly depends on the conditions of the
markets In addition the demand of institutional
clients for structured products may weaken
compared to 2007

Increased mtegration into the HSBC Group
will be reflected 1n a continued distnibution of
HSBC Group preducts to the German client base
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Share capital

In March 2007, HSBC Holdings plc subscribed
£510 million for one additional ordinary share of
£1 credited as fully paid in the ordinary share
capital of the bank

Save for this, there have been no other
changes to the authorised or 1ssued ordinary
share capital of the bank 1n the year ended 31
December 2007

Capital management
{audited information except where stated)

Capital measurement and allocation

The Financial Services Authority (‘FSA”) 1s the
supervisor of the bank and the group and, in this
capacity receives information on their capital
adequacy and sets miumum capital requirements
Individual banking subsidiaries are directly
regulated by the appropriate local banking
supervisors, which set and monitor their capital
adequacy requirements

Under the European Union s Banking
Consohdation Directive, the FSA requires each
bank and banking group to maintain an individually
prescribed ratio of total capital to nsk-weighted
assets Under the EU s Capital Adequacy
Directive, the FSA allows banks to calculate capial
requirements for market rnisk 1n the trading book
using value at risk techniques

The group s capital resources policy 15 to
maintain 1ts capital base through the diversification
of 1ts sources of capital and the efficient allocation
of capital It seeks to maintain at all times a prudent
relationship between ats total caprtal, as measured
according to the cntena used by the FSA for
supervisory purposes, and the varied nsks of its
business

The group s capital 1s divided into two tiers
Ther I capital comprises core tier | capital and
innovative tier 1 securities Core tier | capital
comprises shareholders funds. and minority
mterests in tier 1 capital, after adjusting for items
reflected 1n shareholders funds which are treated
differently for the purposes of capital adequacy
The book values of goodwtll and intangible assets
are deducted 1n arriving at uer | capital Tier 2
capital comprises collective impairment
allowances, reserves ansing from revaluaton of
property quahfying subordinated loan capital and
munority and other interests 1r tier 2 capital and
unrealised gamns ansing on the fair valuation of
equuty instruments held as available-for-sale The
amount of innovative tier | securities cannot
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exceed 15 per cent of overall uer | capial,
qualifying tier 2 capital cannot exceed tier 1
capital, and qualifying term subordinated loan
capital may not exceed 50 per cent of tier 1 capital
There are also limitations on the amount of
collective impairment allowances which may be
included i tier 2 capital Total capnal 1s calculated
by deducting the book values of unconsolidated
investments, investments n the capital of banks,
and certain regulatory 1tems from the total of tier |
and tier 2 capital

Changes to the definition of capital came into
force on 1 January 2007 They mclude the
mntroduction of proportional conschdation of
banking assoctates, which previously were either
fully consolidated or deducted from capital and the
relaxation of rules covering the deduction of
investments 1n other banks’ capital Further
changes came into force on 1 January 2008, details
of which are provided under ‘Future
developments below

Future developments

The Basel Commuttee on Banking Supervision
{‘the Basel Commuttee } has published a new
framework for calculating mimimum capital
requirements Known as ‘Basel Il | 1t replaces the
1988 Basel Capital Accord Basel Il 1s structured
around three ‘pillars minimum capital
reguirements, SUpeTvIsory review process, and
market discipline The supervisery objectives for
Basel Il are to promote safety and soundness 1n the
financial system and maintain at least the current
overall level of capital in the system, enhance
competitive equality, constiiute a more
comprehensive approach to addressing nisks, and
focus on internationally active banks

With respect to pillar | minimum capital
requirements Basel [[ provides three approaches,
of mcreasing sophistication, to the calculation of
credit risk regulatory capital The most basic the
standardised approach requires banks to use
external credit ratings to determine the risk
werghtings applied to rated counterparties, and
groups other counterparties into broad categories
and applies standardised risk weightings to these
categories In the next level, the internal ratings-
based foundation approach allows banks to
calculate their credit nisk regulatory capital
requirement on the basis of their interal
agsessment of the probability that a counterparty
will default, but with quantification of exposure
and loss estimates being subject to standard
supervisory parameters Finally, the internal
ratings-based advanced approach. will allow banks
to use their own internal assessment of not only the
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probability of default but also the quantification of
exposure at default and loss grven default
Expected losses are calculated by multiplying the
probability of default by the loss given default
multiplied by the exposure at default The capital
requirement under the internal ratings based
approaches 15 intended to cover unexpected losses
and 1s dertved from a formula specified in the
regulatory rules. which incorporates these factors
and other variables such as maturity and
correlation

for operational nisk and, again contains three levels
of sophustication The capital required under the
basic indicator approach will be a simple
percentage of gross revenues, whereas under the
standardised approach it will be one of three
different percentages of gross revenues allocated to
each of eight defined business lines Finally, the
advanced measurement approach uses banks own
staustical analysis and modelling of operational
risk data to determine capital requirements

|
Basel il also introduces capital requirements ‘
|

The second pillar of Basel II {Supervisory
Review and Evaluation Process) involves both
firms and regulators taking a view on whether a
firm should hold add:tional capital against risks not
covered in pillar 1 Part of the pillar 2 process 1s the
Internal Capital Adequacy Assessment Process
(ICAAP) which 1s the firm s self assessment of
risks not captured by pillar 1 The pillar 2 process
culminates with the FSA providing firms with
Individual Capital Guidance (ICG) The ICG
generally adjusts the pillar 1 capital resources
requirement by a specified percentage of not less
than one hundred per cent

Pillar 3 of Basel 11 1s related to market
discipline and arms to make firms more transparent
by requiring them to publish more details of their
risks, capital and risk management

The EU Capital Requirements Directive
{ CRD ) recast the Banking Consolidation
Directive and the Capital Adequacy Directive and
will be the means by which Basel Il will be |
implemented in the EU The CRD was formally
adopted by the Council and European Parliament
on 14 June 2006 and it required EU Member States
to bring implementing provisions into force on 1
January 2007 In the case of the provisions relating
to the implementation of the internal ratings-based
advanced approach to credit nsk and the advanced
measurement approach to operational risk,
implementation began on 1 January 2008

In October 2006, the FSA published the
General Prudential Sourcebook (‘GENPRU ) and



the Prudential Sourcebook for Banks, Building key factors in completing implementation of Basel
Societies and Investment Firms (*BIPRU’). which Il
took effect from | January 2007 and implemented

the CRD) in the UK GENPRU introduced changes

to the definition of capital and the methodology for

calculating capital ratios Changes which took

cffect from 1 January 2008 relate to those

portfolios where the internal ratings-based (‘IRB")

approach 1s adopted, 1n these cases the collective

imparrment allowances relating to those [RB

portfohios are no longer ehgible for inclusion in

tier 2 capital

In addition, for disclosure purposes, the excess
of expected losses over total impairment
allowances 1n IRB portfolios 1s deducted 50 per
cent from tier 1 and 50 per cent from tier 2 capital
The overall effect 1s that, for these pertfolios,
capital 1s reduced by the excess of expected losses
over specific impatrment allowances In addition, a
tax credit adjustment 1s made to tier 1 capital to
reflect the tax consequences 1nsofar as they impact
on the availability of tier 1 caprtal to cover risks or
losses

BIPRU introduced the Basel Il requirements
for the calculation of capital requirements as well
as changes to the consohdation regime the trading
book defimition and various ancillary provisions n
respect of counterparty risk in the trading book
certain changes were introduced with effect from
1 January 2007 Otherwise, transitional provisions
regarding the implementation of caprtal
requirements calculations meant that n general
unless firms notified the FSA to the contrary, they
continued to apply the existing caputal requirements
calculations until 1 January 2008

For credr risk, the group adopted the IRB
advanced approach to Basel I for the majority of
1ts busmess with effect from | January 2008, with
the remainder on either IRB foundation or
standardised approaches For individual banking
subsicharies the timing and manner of
implementing Basel 11 varies by jurisdiction
according to requirements set by local banking
supervisors Applying Basel 11 across the group s
geographically diverse businesses, which operate i
a number of different regulatory environments
presents a significant logistical and technologrical
challenge, and an extensive programme of
implementation projects 1s currently in progress

Basel 11 allows local regulators to exercise
discretion in a number of areas The extent to
which their requirements diverge, coupled with
how the FSA and the local regulators in the other
countries i which the group operates interact are
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The table below sets out the analysis of regulatory capital

2007 2006
Composition of eaprtal £m £m
Tier 1
Shareholders' funds of the parent company 23,574 20,620
Minority interests and preference shares 1,007 984
Innovative tier 1 secunties 1,636 1,609
Less goodwill capitalised and intangible assets (9,458) {8,844)
Total quahifying tier | capital 16,759 14,369
Tier 2
Reserves arising from revaluation of property and unrealised gains on available-for-sale equities 402 632
Collective impairment allowances 873 884
Perpetual subordinated loan 1,843 1,015
Term subordinated loan 5,323 5,064
Minorty and other interests i tier 2 capital 734 671
Total qualifying tier 2 capital 9,175 8,260
Unconsolidated tnvestments (1,551) (432)
[nvestments 1n other banks and ather financial mstitutions - (335)
Other deductions (152) (508)
Total capital 24,231 21,360
Total nsk-weighted assets (unaudired) 222,666 190,860
Capntal ratios (unaudited) % %
Total capital 109 12
Tier | capral 75 75

The above figures were computed 1n accordance with the EU Banking Consolidation Directive and the FSA
Prudential Standards The group complied with the FSA s capital adequacy requirements throughout 2007 and 2006

Tier 1

The increase of £2 4 billion in tier 1 capital was largely due to retained profits of £1 5 bullion

Tier 2

The increase of £0 9 billion in tier 2 capital was largely due to the 1ssuance of perpetual subordinated debt of £1
billion

Unconsolidated investments

The tncrease of £1 1 billion was largely due to the inclusion of the embedded value of life assurance subsidiaries

£0 4 bilhon the inclusion of HSBC Assurances Vie (France) and HSBC Assurances IARD (France) following the
increase 1n shareholding, £0 4 billion, and the acquisition of HSBC [nsurance Brokers Holdings Limited, £0 1 billion
Investments in other banks and other financial institutions

Deductions due to investments in other banks and other financial institutions have been included within
unconsohidated investments for 2007
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Estimated impact of Basel |l
(Unaudited)

As reflected 1n the table below, the bank s capital
base under Basel 11 15 £1 7 billion lower than under
Basel 1

As explained above, with effect from 1 January
2008 the basis of calculating capital changed This
had the affect of reducing the bank s capital base
by the extent to which expected losses exceed
individual and collective impairmerit allowances on
IRB portfolios Expected losses, which are derived
under Basel 11 rules, represent losses that would be
expected 1n the scenario of a severe downturn over
a 12-month pertod This definition differs from
loan impairment allowances which only address
losses inherent within lending portfolios at the
balance sheet date For rapadly revolving credit
portfolios such as credit cards, therefore,
impatrment allowances only capture some of the
expected losses predicted over the next 12 months,
as a large proportion of them relate to credit
advances not made at the measurement date In
addition, under the new rules, collective
impairment allowances on IRB portfolios are no
longer eligible for inclusion n capital This
reduction in the capital base does not reflect a
change 1n the risk profile of the underlying
portfolios and the bank remains strongly
capitalised

A

The effect of the deduction of the difference
between expected losses and total impairment
allowances is to set the deduction from caprtal to be
equal to the regulatory defimtion of expected
losses Because expected losses are based on long
term estumates and incorporate through-the-cycle
considerations, 1t 1s not anticipated that they will be
very volatile The impact of this deduction,
however, may vary from tume to time as the
accountmg measure of impairment moves closer to,
or further away, from the regulatory measure of
expected losses Because changes m imparment
allowances are taken to the profit and loss account,
the overall effect on bank capital 1s unchanged In
other words, the accumulated charges to the profit
and loss account for loan impairment allowances
plus the deduction of the difference between
expected losses and provisions, taken together,
always equals expected losses

The bank s nsk weighted assets under Basel 11
are estimated to be £10 3 mllien lower than under
Basei [ A reduction in the nsk weighted assets
related to credit risk 1s partially offset by the new
capital requirement for operational nisk

If the bank had been reporting on a Basel 11
basis as at 31 December 2007, 1t 15 esumated that
the capital posiion would be as follows
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Estimated Estimated
Basel I Basel 11
pro-forma pro-forma Actual
£m %' £m
(Unaudited) (Unaudited) (Audired)
Composition of regulatory capital
Tier 1 capatal
Shareholders’ equity 23,574 23574
Minority nterests and preference shares 1,007 1,007
Less
Goodwill capitahised and intangible assets (9,458) (9,458)
Other regulatory adjustments (161) -
50% of excess of expected losses over impairment losses (422) -
Core 1 capital 14,540 68 15,123
Innovative tier | securities 1,636 08 1,636
Tier | capital ratio - management basis 76
Tier 2 capitat
Reserves ansing from revaluation of property and unrealised gains on
available-for-sale equities 402 402
Collective impairment allowances 873
Perpetual subordinated debt 1,843 1,843
Term subordinated debt 6,057 6,057
Minority and other interests in tier 2 capital - -
Total qualifying tter 2 capital before deductions 8,302 39 9,175
Total quahfying tier 2 capital before deductions plus innovative ter 1
securittes 9,938 10,811
Unconsolidated mvestments? (1,229) (1,551)
50% of excess of expected losses over impairment losses {422)
Other deductions (313) (152)
Total deductions other than from tier | capal (1,964) {0 9) (1,703)
Total regutatory capital 22,514 106 24,231
(Unaudited)
Risk-weighted assets
Credit nisk 181,329
Market risk 12,531
Operational nsk 18,521
Banking book - 196,561
Trading book - 27,310
Total 212,381 223.871

! Percentage of risk-weighted assels
2 Mainly comprises mvestment in insurance entities
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Board of Directors

The objectives of the management structures within
the bank. headed by the Board of Directors and led
by the Chairman, are to deliver sustainable value to
shareholders Implementation of the strategy set by
the Board 15 delegated to the bank s Executive
Commutiee under the leadership of the Chief
Executive

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

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

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

J Singh retired as a Director on 20 Apnl 2007

S P O Sullivan was appointed as a Director on
7 August 2007 Having been appointed since the
Annual General Meeting 1n 2007, he will retire at the
forthcoming Annual General Meeting and offer
himself for re-election

C M S Jones, R E § Martin P M Shawver and
J F Trueman will retire by rotation at the
forthcoming Annual General Meeting and, with the
exception of CM § Jones, who will retire as a
Drrector, they will offer themselves for re-election

None of the Directors had dunng the vear or at
the end of the year, a material interest, directly or
indirectly 1n any contract of sigmficance with the
bank or any of 1ts subsidiary undertakings

Board committees

The Board has appointed a number of commitiees
consisting of certain Directors and senior executives
The following are the principal commuttees

Executive Committee

The Executive Commuttee meets regularly and
operates as a general management commuttee under
the direct authonity of the Board

The members of the Executive Commuttee are
D D J John (Chairman), D C Budd, S P O’Sullivan
each of whom are executtve Directors and P Boyles,
B M Cannon, ] M Fhnt, J D Garner, A M Kerr,
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S ] Large, A M Mahoney, M McCombe,

R K McGregor, P Nolan, C Schnor and

D K Sheehan, all of whom are semior executives of
the bank

Audit Committee

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

The members of the Audit Commuttee are
A R D Monro-Davies (Chairman), P M Shawyer and
J F Trueman All of the members of the Audit
Commuttee who served duning 2007 are independent
non-executive Directors

Remuneration Committee

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

Internal control

The Directors are responsible for internal control 1n
the group and for reviewing its effectiveness
Procedures have been designed for safeguarding
assets against unauthorised use or disposition, for
maintainng proper accounting records, and for the
reliability of financial information used within the
business or for publication Such procedures are
designed to manage rather than eliminate the risk of
failure to achieve business objectives, and can only
provide reasonable and not absolute assurance
against material misstatement 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 Authority
the bank s lead regulator

The key procedures that the Directors have
estabhished are designed to provide effective internal
control within the group and accord with the Internal
Control Revised Guidance for Directors on the
Combimed Code 1ssued by the Financial Reporting
Council Such procedures for the ongoing
indentification, evaluation and management of the
significant nisks faced by the group have been in
place throughout the year and up to 3 March 2008.
the date of approval of the Annual Report and
Accounts 2007 1n the case of companies acquired
during the year, the internal controls 1n place are
being reviewed against the group’s benchmarks and
they are being integrated into the group’s systems
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The group s key tnternal control procedures

include the following

Authority to operate the bank 15 delegated to the
Chief Executive who has responsibihity for
overseetng the establishment and mamtenance
of appropriate systems and controls and has
authority to delegate such duties and
responsibilities as he deems fit among the
Directors and semor management The
appointment of executtves to the most senior
positions within the group requures the approval
of the Board of Directors

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

Systems and procedures are n place 1n the
group to 1dentify, control and report on the
major nisks tncluding credit, changes n the
market prices of financial instruments, hquidity,
operational error, breaches of law or regulations,
unauthorised activities and fraud Exposure to
these risks 1s monitored by the bank’s or major
subsidiaries executive commuittees risk
management committees and the asset and
liability management committees

Processes are 1n place to identify new risks from
changes in market practices or customer
behaviours which could expose the group to
heightened risk of loss or reputational damage

Comprehensive annual financial plans setting
out the key business inuatives and the likely
financial effects of those initiatives are prepared,
reviewed and approved by the Board of
Directors Results are memtored regularly and
reports on progress as compared with the related
plan are prepared monthiy

Centrahised functional control 15 exercised over
all computer system developments and
operations Common systems are employed
where possible for similar business processes
Credit and market nsks are measured and
reported on tn the bank and major subsidianes,
and aggregated for review of risk concentrations
on an HSBC Group-wide basis

procedures and standards in the following areas
of sk credit risk, market risk, hquidity risk,
operational risk, IT risk, msurance nsk,
accounting risk, tax risk, legal and regulatory
comphance risk, human resources risk,
reputational risk and purchasing nisk, and for
certain global product lines

*  Policies and procedures have been estabhished to
guide the bank. subsidiary companies and
management at all levels m the conduct of
business to avoid reputational risk which can
arise from social, ethical or environmental
1ssues or as a consequence of operational risk
events As a banking group, HSBC s good
reputation depends upon the way 1n which 1t
conducts 1ts business but 1t can also be affected
by the way 1n which clients, to which 1t provides
financial services, conduct their business

s The internal audit function, which (s centrally
controlled monitors compliance with polictes
and standards and the effectiveness of mnternal
control structures across the group The work of
the internal audit function 1s focused on areas of
greatest risk to the group as determined by a rnisk
management approach

s Management s responsible for ensuning that
recommendations made by the internal audit
function are implemented within an appropriate
and agreed tunetable Confirmation to this effect
must be provided to nternal audit Management
must also confirm annually to internal audrt that
offices under their control have taken, or are in
the process of taking the appropriate actions to
deal with all sigmificant recommendations made
by external auditors 1n management letiers or by
regulators following 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 Commuttee 1n carrying out
its reviews include regular reports from the heads of
key nisk functions, the production and regular
updaung of summaries of key controls measured
agamst group benchmarks which cover all internal
controls both financial and non-financial, annual
confirmations from senior executives that there have
been no matenial losses contingencies or
uncertainties caused by weaknesses in internal

...... 1o bl i A b mmmmedn acbrnmemnl o



financial operational and comphiance controls and
risk management systems The Audit Commuttee has
received confirmation that management has taken or
15 taking the necessary action to remedy any failings
or weaknesses identified through the operation of the
group’s framework of controls

Risk management

The group regularly updates 1ts policies and
procedures for safeguarding agamnst reputational,
strategic and operational risks This 1s an
evolutionary process

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

Reputational risks are considered and assessed
by the Board, 1ts commuittees and senior management
in adherence with HSBC Holdings plc standards
Policies on all major aspects of business are set for
the group and for individual substdiary companies
businesses and functions These policies, which form
an wiegral part of the internal control systems, are
communicated through manuals and statements of
policy and are promulgated through internal
communications The policies cover social, ethical
and environmental 1ssues and set out operational
procedures 1n all areas of reputational nisk, including
money laundering deterrence environmental impact,
anti-cortuption measures and employee relations
The policy manuals address risk 1ssues 1n detail, and
co-operation between head office departments and
businesses 1s required to ensure a strong adherence
to the group s risk management system and its
corporate soctal responsibility practices

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

The financial risk management obectives and
policies of the bank and 1ts subsidiaries, including
those 1n respect of financial instruments together
with an analysis of the exposure to such nisks as
required under the Companies Act and International
Financial Reporting Standards are set out in Note 3§
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‘Risk management of the Notes on the Financial
statements

Health and safety

The maintenance of appropriate heaith 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 1ts business The bank’s

objectives are to identify, remove reduce or control

material nisks of fires and of accidents or imuries to

emplovyees and visitors

Health and safety policies and HSBC Holdings
plc standards and procedures are set by the Group
Corporate Real Estate and are implemented by
Health, Safety and Fire Coordinators based in each
country in which the Group operates

Despite the considerable mnternational pressure
on terrorist networks over the past few years, the
global threat from terrorsm persists HSBC remains
commutied to maintaiming its preparedness and to
ensuring the highest standards of health and safety
wherever in the world it operates

HSBC Group Security provides regular risk
assessments tn areas of increased nsk to assist
management 1n judging the level of terrorist threat
In addition, Regional Secunty functions conduct
regular security reviews to ensure measures to
protect HSBC staff, buildings, assets and
information are appropriate for the level of threat

Directors’ emoluments

Details on the emoluments of the Directors of the
bank for 2007, disclosed 1n accordance with the
Companies Act are shown in Note 8 Employee
compensation and benefits in the Notes on the
Financial statements

Employee involvement

The bank launched its Best Place to Work
programme 1 2006 Based cn employee feedback,
15 items for improvement were 1dentified and the
banks’s Chief Executive commutted to deliver these
Since the launch of the programme 13 out of 15 of
the items 1dentified for improvement have been
mmplemented Work 15 progressing on the two
remaining items with further research being
undertaken into employees views on reward,
including pensions and orgamisational culture
through the use of focus groups and random sample
surveys, together with feedback via e-mail
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During 2007 the bank has continued to involve
its employees through a number of complimentary
programmes to ‘Best Place to Weork’ - ‘Best Place to
Discuss’, ‘Best Place to Suggest’, ‘Best Place to
Workout , ‘Best Place to Blog , ‘Best Place to
Meet’, and ‘Best Place to Bank for Employees
These programmes have been delivered through the
intranet ‘meet the top leadership team’ sessions,
intranet delivered TV debates and feedback

The bank participates in the HSBC Group annual
employee engagement survey This Group-wide
survey, launched m September 2007, had a response
rate of 88 per cent The results will form the basis of
huigh level and local action plans for improving
employee engagement in 2008

Employees are encouraged to be further involved
through participation 1n bonus and share option
plans

Diversity policy: employees with
disabilities

The group conuinues to be commutted to providing
equal opportumties to employees and to proactively
encourage an inclusive workplace in line with our
brand promise

We continue to recruit, tramn and develop
disabled employees and make reasonable
adjustments where employees become disabled
duning their employment

Community involvement and
donations

HSBC has a long record of support for the
communities in which it operates These are the
communtties from which we draw our employees
and our customers, and we believe we can and
should play a role in supporting them

During 2007, the bank gave £8 million 1n
charitable donations to support commumty activiiies
in the UK The donations were used to fund a wide
variety of imtiatives as described below with the
main focus on educatton particularly for under-
privileged primary and secondary school students,
and the environment The bark also continued 1ts
focus on employee-led charitable imtatives

Education

In 2007 HSBC launched a £3 4m partnership
with the financial education charity Personal Finance
Education Group (‘pfeg ) called What Money
Means. this partnership aims to increase the quahty
and quantity of financial capability education in UK
primary schools What Money Means will bnng pfeg
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local authonties and educationalists together to
develop resources and approaches that will help
primary school teachers feel more confident 1n
teaching money skills to younger children In
addition to HSBC s financial commitment 1t 1s
planned that thousands of HSBC employees will,
where appropriate, work alongside teachers in the
classroom

2007 saw continued support for the nationwide
Kielder Challenge programme This inspirational
programme operated by The Fieldfare Trust brings
together young people with and without disabilities
to compele tn a series of outdoor challenges Over
2,900 young people took part in this programme
assisted by 140 HSBC employee volunteers

The HSBC Global Education Trust directly
supports educational imtiatives, for example, the
British Council's China programme This
programme has continued to evolve, offering
opportunities such as 2 Mandarin immersion summer
school for prumary school children, a Mandann
speaking competiion and the Area Links programme
where UK students make hnks with young people in
Chinese schools As well as sharing experiences and
working together to develop joint curriculum
projects, some students participating 1n the Area
Links programme are given the opportunity to travel
to China The Trust has continued to support sailling
academies and the tall ships voyage, whereby young
people learn to sail, together with the Teach First
programme where top graduates teach mathematics
n nner city schools

Environment

The group's employees are involved 1n a variety
of projects related to environmental sustainability
and climate change

In 2007 the HSBC Group launched a new global
programme aimed at tackling some of the 1ssues
generated by climate change Called the HSBC
Chmate Partnership, thus1s a US$100 million
contribution to the work of four of the world s
leading environmental orgamisations - The Climate
Group, The Earthwatch Insutute, WWF, and the
Smithsonian Tropical Research Institute Working
with these partners, the HSBC Climate Partnershup
aims to create cleaner, greener €ities across the
world, create individual HSBC climate champions
worldwide, help protect some of the world s major
rivers, and conduct the world’s largest ever field
experiment on the long-term effects of clunate
change on the world s forests



Community

While some of our community activities are
managed centrally, as the world’s local bank we
want to stay close to the communities in which we
operate In 2007 we continued our policy of allowing
our empioyees to propose local projects for HSBC

support

Over 400 employee-led projects were tunated as
a result of this policy with financial support

Supplier payment policy

The bank subscribes to the Better Payment Practice
Code for all suppliers, the four principles of which
are to agree payment terms at the outset and stick to
them, to explam payment procedures to suppliers, to
pay bills in accordance with any contract agreed with
the supphier or as required by law, and 1o tel! supphers
without delay when an invorce 1s contested and settle
disputes quickly
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——~— "  ~__ /- - T - - T -

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

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

Company law requires the Directors to prepare group and parent company financial statements for each financial
vear The Dhirectors are required to prepare the group financial statements 1 accordance with IFRSs as adopted by the EU
and have elected to prepare the bank financial statements on the same basis

The group and bank financial statements are required by law and IFRSs as adopted by the EU to present fairly the
financial position of the group and the bank and the performance for that pertod, the Companies Act 1985 provides in
relation to such financial statements that references in the relevant part of that Act to financial statements giving a true
and fair view are references to their achieving a far presentation

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

»  make judgements 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 it 1 not appropriate
Since the Directors are satisfied that the group has the resources to centinue 1n business for the foreseeable future the
financial statements continue to be prepared on a going concern basis

The Directors have responsibility for ensuring that sufficient accounting records are kept that disclose with
reasonable accuracy at any time the financial position of the bank and enable them to ensure that 1ts financial statements
comply with the Compantes Act 1985

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 irregularities

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

N"'__—'———-_--

On behalf of the Board
J H McKenzie, Secretary 3 March 2008
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Independent Auditor’'s Report to the Member of HSBC Bank plc
O—

We have audited the consolidated financial statements of HSBC Bank plc and its substdiaries (‘the group ) and parent
company financial statements of HSBC Bank plc (‘the bank’) for the year ended 31 December 2007 which comprise the
group Income Statement, the group and bank Balance Sheets, the group and bank Cash Flow Statements, the group and
bank Statement of Recogmised Income and Expense and the related notes These financial statements have been prepared
under the accounting policies set out therem

This report is made solely to the bank’s member, 1n accordance with section 235 of the Companies Act 1985 Our
audit work has been undertaken so that we might state to the bank’s member those matters we are required to state to
them in an auditor’s report and for no other purpose To the fullest extent permitted by law, we do not accept or assume
responsibihity to anyone other than the bank and the bank’s member as a body, for our audit work, for this report, or for
the opiions we have formed

Respective responsibilities of Directors and Auditors

The Directors’ responsibilities for preparing the Directors Report and the Financial Statements in accordance with
applicable law and International Financial Reporting Standards (IFRSs) as adopted by the EU are set out in the Statement
of Directors’ Responsibilities on page 28

Our responsibility 1s to audit the financtal statements in accordance with relevant legal and regulatory requirements
and International Standards on Auditing (UK and Ireland)

We report to you our opinien as to whether the financial statements give a true and fair view and whether the
financial statements have been properly prepared n accordance with the Companies Act 1985 and, as regards the group
financial statements, Article 4 of the IAS Regulation We also report to you whether in our opinion the information given
in the Directors™ Report 15 consistent with the financial statements

In addition we report to you if 1n our opinion, the company has not kept proper accounting records, 1f we have not
received all the information and explanations we require for our audit, or if information specified by law regarding
Directors remuneration and other transactions 1s not disclosed

We read the other mformation contained 1n the Annual Report and Accounts 2007 and consider whether 1t ts consistent with
the audited financial statements We consider the implications for our report if we become aware of any apparent misstatements
or matenal inconsistencies with the financial statements Our responsibilities do not extend to any other mformation

Basis of audst opimion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 1ssued by the Auditing
Practices Board An audit includes examination, on a test basis of evidence relevant to the amounts and disclosures in the
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Financial Statements
—

Consohdated income statement for the year ended 31 December 2007

1007 2006
Notes £m £m
Interest 1ncome 16,439 13,339
[nterest expense {12,585) (9,143)
Net interest income 3,854 4,196
Fee income 5442 5,018
Fee expense (1,258) (1,276)
Ne1 fee income 4,184 3,742
Trading income excluding net imterest income 1,698 1,699
Net interest income on trading activities 1,789 927
Net trading income 3,487 2,626
Net ingome from financial instruments designated at fair value 4 126 59
Gains tess losses from financial investments 552 239
Dividend income 43 50
Net eamed insurance premiums 5 1,921 317
Other operating income 307 480
Total operating income 14,474 11,709
Net msurance claims incurred and movement n policyholders’ hiabilities 6 (1,674) (51)
Net operating income before loan impairment charges and other credit risk provisiens 12,800 11,618
Loan impairment charges and other credit risk provisions {1,043) (938)
Net operating income 11,757 10,680
Employee compensation and benefits 3 (4,287) {3,929
General and administrative expenses 9 (2,872) (2,354)
Depreciation and impatrment of property, plant and equipment 22 (422) (410)
Amortisation and impairment of intangible assets and impairment of goodwilt 2 (142) (151)
Total operating expenses (7,723) (6,844)
Operating profit 4,034 3,836
Share of profit/ {loss) in associates and joint ventures 47 (40)
Profit before tax 4,081 3,796
Tax expense 1 (767} (978)
Profit for the year 3,314 2818
Profit attributable 10 shareholders of the parent company 3,227 2,722
Profit attributable to minority interests 87 96
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Consolidated balance sheet at 31 December 2007

2007 2006

Notes £m £m
ASSETS
Cash and balances at central banks 7,146 3618
Items in the course of collection from other banks 2,434 2,937
Trading assets 15 153,206 85,994
Financial assets designated at fair value 16 14,969 5,985
Derivatives 17 60,470 32,090
Loans and advances to banks 3 60,764 44 428
Loans and advances to customers 3! 227,687 200416
Fthancial investments 18 69,528 42,380
Interests 1n associates and joint ventures 20 118 923
Goodwiil and intangible assets 24 9,877 9,251
Property, plant and equipment 22 4,119 4,408
Other assets 24 5,936 4,454
Deferred tax assels i 50 29
Prepayments and accrued income 5,976 3,847
Total assets 622,280 440,760
LIABILITIES AND EQUITY
Liabilities
Deposits by banks 3! 48,786 38,513
Customer accounts 31 268,269 227,350
Items 1n the course of transmission to other banks 1,975 2,428
Trading habihties 25 117,454 52,080
Fmancial habuitzes designated at fair value 26 15,659 9,460
Denvatives 17 61,539 32,743
Debt securities 1n 1ssue 31 50,921 38,090
Retirement benefit hiabilities 8 674 2,252
Cther habilhites 27 6,843 4,614
Current tax liabilities 467 286
Liabilities under msurance contracts 1ssued 28 12,251 1,886
Accruals and deferred income 6,509 4,196
Provisions 29 427 402
Deferred tax Liabiltties H 302 142
Subordnated habiltties 30 5,205 5,380
Total trabihnes 597,281 419,822
Equity
Called up share capital 35 1,797 797
Share premium account 36 15,499 14,558
Other reserves 36 (221) 78
Retamed earnings 36 7,348 4,966
Total equity atiributable to sharcholders of the parent company 24,423 20,399
Minority interests 36 576 539
Total equity 24,999 20,938
Total equity and liabilities 622,280 440 760

S K Green, Chairman
M F Geoghegan Deputy Charrman / LA

D D J John, Chuef Executive
J H McKenzie Secretary 3 March 2008
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Financial Statements (continued)

————=

Consolidated statement of recognised income and expense for the year ended 31 December 2007

2007 2006
£m £m
Available-for-sale investments
— valuation (losses) gains taken to equity (964) 258
— transferred to 1ncome statement on disposal net of impaiment (501) [4hi)]
Cash flow hedges
~ losses taken to equity (71) (54)
— transferred to income statement a3 (118)
Exchange differences anising on net investments in foreign operattons 1,109 (617)
Share of changes 1n equity of associates and joint ventures 101 137
Actuarial gans on post-employment benefits 1,267 9
974 (574)
Tax on 1tems taken directly to equity (311 29
Total net income/ {expense} taken directly to equity during the year 663 (545}
Profit for the year 3314 2,818
Total recognised income and expense for the year 3,977 2,273
Total recognised income and expense for the year attributable to
- shareholders of the parent company 3,875 2,198
— minority interests 102 75
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Consolidated cash flow statement for the year ended 31 December 2007

Cash flows from operating activitres
Profit before tax

Adjustments for
— non-cash rtems included i profit before tax
- change 1n operating assets
- change 1n operating liabilities
— ¢hmination of exchange differences’
- net gain from mvesting activities
— share of (profits)/ losses 1n associates and joint ventures
— distnibutions from/ (to) associates
— contributions paid for defined benefit pension schemes
— tax pard

Net cash from operating activities

Cash flows used 1n mvesting activihes

Purchase of financial investments

Proceeds from the sale of financial investments

Purchase of property, plant and equipment

Proceeds from the sale of property, plant and equipment

Purchase of goodwill and intangible assets

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

Net cash outflow from acquisiion of and increase 1n stake of associates

Proceeds from disposal of assoclates

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

Net cash used 1n investing activities

Cash flows used in finaneing activities
Issue of share capital

Subordimated loan capital 1ssued
Subordinated loan capital repaid
Dhvidends paid to shareholders
Dividends paid te minonty interests

Net cash used 1n financing activiies
Net increase in cash and cash equivalents

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

Cash and cash equivalents at 31 December

2007 2006
Notes £m £m
4,081 3,796
37 2,023 1,861
37 (56,617) (26,052}
37 83,551 39,302
(1,792) 761
(552) (239)
47) 40
7 {50}
548 142
(872) (766)
30,330 18,795
{71,980) (46,621)
43,217 46,118
(578) (628)
67 179
(123) (147)
9 7
(118) (259}
982 270
182 142
(28,342) (939}
1,510 675
59 1,207
10 @11y
{1,706) {1,591)
@ O
(134) (129)
1,854 17,727
46,721 30,515
2,660 (1,521)
37 51,235 46,721

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

basis as detarls cannot be determined without unreasonable expense
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Notes on the Financial Statements (contnued)
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HSBC Bank plc balance sheet at 31 Becember 2007

2007 2006

Nores £m £m
ASSETS
Cash and balances at central banks 3677 2496
ltems tn the course of collection from other banks 1,377 1,367
Trading assets 15 149,102 62,729
Financial assets designated at fair value 16 3,439 -
Denvatives 17 46,325 24 361
Loans and advances {0 banks 3! 32,028 25,121
Loans and advances 1o customers ! 150,649 143,964
Financtal investments i8 13,821 12,135
Interests in associates and jownt ventures 20 46 255
Investments 1n subsidiary undertakings 23 15,754 14,546
Goodwill and intangible assets 21 540 557
Property, plant and equipment 22 1,078 1,521
Other assets 24 2,077 2,014
Deferred 1ax assets 1 515 873
Prepayments and accrued income 3,601 2,147
Total assets 424,029 294 086
LIABILITIES AND EQUITY
Liabthtes
Deposits by banks 37 41,061 29,182
Custofner accounts 3! 184,899 164,054
Items 1n the course of transmission to other banks 1,056 1,019
Trading Liabalimes 25 99,7588 35215
Financral liabihties designated at fair value 26 8,082 4,736
Denvatives 17 47,536 24967
Debt securrties in 1ssue 3! 5,117 5,408
Retirement benefit habilities 8 551 2,069
Other habilities 27 2,874 2414
Current taxation 198 106
Accruals and deferred imcome 4,214 2,572
Provisions 29 163 105
Deferred tax lizbihities 11 2 33
Subordinated habilities 30 4,744 4,999
Total habilities 403,252 276,879
Equty
Called up share capntal 35 1,797 797
Share premtum account 36 15,499 14,558
Other reserves 36 327 202
Retained earnings 36 3,154 1,650
Total equity 20,777 17,207
Total equity and liabilities 4 424,029 294,086
S K Green Chairman
M F Geoghegan Deputy Chair
D D JJohn Cheef Executive e .
J H McKenzie, Secretary 3 March 2008

W N
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HSBC Bank plc statement of recognised income and expense for the year ended 31 December 2007

Available-for-sale investments
— valuation gains taken to equity
— transferred to income statement on disposal or impairment
Cash flow hedpes
— gains taken to equity
— transferred to income statement
Exchange differences ansing on net investments in foreign operations
Actuarial gamns/{losses) on post-cmployment benefits

Tax on ttems taken directly to equity

Total net iIncome taken directly to equity during the year
Profit for the year

Total recognised tncome and expense for the year attributable to shareholders of the parent
company

35

2007 2006
£m £m
238 63

(167) 2

10 56
19 (35
(10) (0
1,231 (10)
1,321 75
{364) (42)
957 3
2,351 1,856
3,308 1,929
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Financial Statements (continued)

HSBC Bank plc cash flow statement for the year ended 31 December 2007

Cash flows (used )/ from operating activities
Profit before tax

Adjustments for
— non-cash items included 1n net profit
— change n operating assets
— change n operating habilities
— ehmination of exchange differences’
— net gain from mvesting activities
— contnibution paid for defined pension schemes
— tax paid

Net cash (used in)/ from eperating activities

Cash flows (used 1n)/ from investing activities

Purchase of financial investments

Proceeds from the sale of financial investments

Purchase of property, plant and equipment

Proceeds from the sale of property, plant and equipment

Purchase of goodwill and intangible assets

Net cash outflow from acquisition/increase stake in associates

Proceeds from disposal of associates

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

Net cash (used 1n)/ from investing activities

Cash flows used 1n financing activities
Issue of ordmary share capital
Subordinated loan capital 1ssued
Subordimnated loan capital repaid
Dividends paid

Net cash used 1n financing activities
Net {decrease)/ increase 1n 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

2007 2006
Notes £m £m
2,859 2,335
37 1,607 1,267
37 (44,754) {13.812)
37 39,363 21,446
(2,046) (160)
(167 (48)
535 127
{428) (323)
(3,031) 10,832
(20,361) (17,398)
19,027 20,315
(307 (373)
59 148
o7 (110}
(61) {98)
298 46
26 84
(1,416) 2,614
1,510 675
- 1,110
22 (400)
(1,706) {1,591)
(174) (206)
{4,621) 13,240
26,485 14,053
728 (808)
37 22,592 26,485

1 Adyustment to bring changes between opeming and closing balance sheet amounts to average rates This is not done on a line-by-line

basis, as detatls cannot be determined without unreasonable expense
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1

Basis of preparation

{a)

b

m—

{c)

Compliance with International Financial Reporting Standards

The group has prepared its consohidated and parent company financial statements 1n accordance with
International Financial Reporting Standards (‘IFRSs’) as endorsed by the Eurepean Union (‘EU’) EU-endorsed
IFRSs may differ from IFRSs as published by the International Accounting Standards Board (‘1ASB") if, at any
point in time, new or amended [FRSs have not been endorsed by the EU At 31 December 2007, there were no
unendorsed standards effective for the year ended 31 December 2007 affecung these consolidated and parent
company financial statements, and there was no difference between IFRSs endorsed by the EU and IFRSs 1ssued
by the IASB 1n terms of their application to the group Accordingly, the group s financial statements for the year
ended 31 December 2007 are prepared 1n accordance with IFRSs as 1ssued by the IASB

IFRSs comprise accounting standards 1ssued by the IASB and 1ts predecessor body as well as interpretations
1ssued by the international Financtal Reporting Interpretations Committee (‘IFRIC’) and its predecessor body

The sigmificant accounting pelicies applied in the preparation of these financial statements are set out 1n Note 2
below

On | January 2007, the group adopted IFRIC 10 ‘Interim Financial Reporting and Impairment’ The application
of this interpretation had no significant effect on the consolidated financial statements

During 2007, the group changed the presentation of its business segments to include ‘Other as an additional
segment All prior period comparative data have been restated to conform to the current year presentation
Additional information on ths 15 set out 1n Note 2(c)

Presentation of information

In publishung the parent company financial statements together with the group financial statements, the group 15
taking advantage of the exemption 1n 5230 of the Compantes Act 1985 not to present 1ts individual income
statement and related notes that form part of these approved financial statements

The group has taken advantage of the exemption under Regulation 7 of the Partnershups and Unlimuted
Companies {Accounts) Regulations 1993 from certain partnerships that are consolidated by the group presenting
theirr own individual financial statements under IFRSs

The audited capital management information presented on pages 17 to 22 also forms part of these financial
statements

Consolidation

The consolidated financ:al statements of HSBC Bank plc compnise the financial statements of the bank and 1ts
subsidiaries made up to 31 December Newly acquired subsidianes are consolidated from the date that control 1s
transferred to the group The purchase method of accounting 1s used to account for the acquisition of subsidiaries
by the group The cost of an acquisition 1s measured at the fair value of the consideration given at the date of
exchange, together with costs directly attributable to that acquisition The acquired identifiable assets habilities
and contingent habilities are measured at their fair values at the date of acquisition Any excess of the cost of
acquisition over the fair value of the group’s share of the 1dentifiable assets liabilinies and centingent habilities
acquired 1s recorded as goodwill If the cost of acquisition 1s less than the fair value of the group s share of the
identifiable assets liabilities and contingent habthties of the business required, the difference 1s recognised
immediately 1n the income statement Entities that are controlled by the group are consohdated until the date that
control ceases

For Speecial Purpose Entities (‘SPEs’), the following circumstances may indicate a relationship in which, in
substance, the group controls and, consequently, consolidates an SPE

e the activities of the SPE are being conducted on behalf of the group according to its specific business needs
so that the group obtains benefits from the SPE s operation,

¢ 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 ‘autopilot’ mechamism the group has delegated these decision-making powers,
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(d)

e the group has the rights to obtain the majonty of benefits of the SPE and therefore may be exposed to risks
incidental to the activities of the SPE, or

» the group retains the majority of the residual or ownership risks related to the SPE or 1ts assets n order to
obtain benefits from its activities

All intra-group transactions are ¢liminated on consolidation

The consolidated financial statements of the group also include the attributable share of the results and reserves
of joint ventures and assocrates These are based on financial statements made up to dates not earher 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

Future accounting developments
Standards and Interpretations issued by the LASB and endorsed by the EU

IFRS 8 ‘Operating Segments’, which replaces 1AS 14 *Segment Reporting . was 1ssued on 30 November 2006
and 1s effective for annual periods beginning on or after 1 January 2009 This standard specifies how an entity
should report information about 1ts operating segments, based on information about the components of the entity
that the chief operaung decision maker uses to make operating decisions The group currently presents two sets
of segments 1 accordance with IAS 14, one geographical and one based on cusiomer groups, which reflect the
way the businesses of the group are managed It1s anticipated that [FRS 8 will be adopted by the group with
effect from 1 January 2009, and will accordingly present segmental information which reflects the operating
segments used to make operating decisions at that time

IFRIC 1i *Group and Treasury Share Transactions was 1ssued on 2 November 2006 and 1s effective for annual
periods beginning on or after 1 March 2007 1FRIC 11 requires a share-based payment arrangement 11 which an
entity recetves goods or services as consideration for 1ts own equity InStruments to be accounted for as an equity-
settled share-based payment transaction, regardless of how the equity struments required are obtamned The
interpretation also provides guidance on whether share-based payment arrangements n which suppliers of goods
or services of an entity are provided with cquity instruments of the entity s parent should be accounted for as
cash-settled or equity-settled in the entity s financial statements It 1s anticipated that this interpretation will be
adopted with effect from 1 January 2008, and will have an impact on the group which 1s currently bewng
assessed

Standards and Interpretations issued by the IASB but not endorsed by the EU

The IASB 1ssued a revised 1AS 23 *Botrowing Costs’ on 29 March 2007, which 1s applicable for annual periods
beginming on or after 1 January 2009 The revised Standard ehminates the option of recognising borrowing costs
immediately as an expense, to the extent that they are directly attributable to the acquisition, construction or
production of a qualifying asset Adoption of the revised Standard 15 not expected to have a sigmficant impact on
group results

IFRIC 12 ‘Service Concession Arrangements ( IFRIC 12°) was 1ssued on 30 November 2006 and 15 effective
for annual pertods beginming on or afier 1 January 2008 IFRIC 12 provides guidance on service concession
arrangements by which a government or other public sector entity grants contracts for the supply of public
services to the private sector operators 1FRIC 12 addresses how service concession operators should apply
existing IFRSs to account for the obhgations they undertake and the nghts they receive 1n Service concession
arrangements IFRIC 12 is uniikely to have a material effect on the group

IFRIC 13 ‘Customer Loyalty Programmes (‘IFRIC 13 ) was 1ssued on 28 June 2007 and 15 effective for annual
periods beginning on or after 1 July 2008 1FRIC 13 addresses how companies that grant their customers loyalty
award credits (often called ‘points ) when buying goods or services should account for their obhigation to
provide free or discounted goods or services, 1f and when the customers redeem the points [FRIC 13 requires
companies o allocate some of the proceeds of the mitial sale to the award credits and recognise these proceeds
as revenue only when they have fulfilled their obhgations to provide the goods or services The group 1s
currently assessing the effect of this interpretation

IFRIC 14 ‘IAS 19 — The Limut on a Defined Benefit Asset Minimum Funding Requirements and their
Interaction (‘IFRIC 14°) was 1ssued on 5 July 2007 and 1s effective for annual pertods beginning on or after

38



1 January 2008 IFRIC 14 provides guidance regarding the circumstances under which refunds and future
reductions in contributions from a defined benefit plan can be regarded as available to an entity for the purpose
of recogrising a net defined benefit asset Additionally, in jurtsdictions where there 1s both a mimimum funding
requirement and resirictions over the amounts that companies can recover from the plan, etther as refunds or
reductions in contribution, additional habilities may need to be recognised IFRIC 14 15 not expected to have a
significant impact on the group

A revised IAS 1 ‘Presentation of Financial Statements’, which 1s applicable for annual periods begimning on or
after I January 2009, was 1ssued on 6 September 2007 The revised standard aims to improve users’ ability to
analyse and compare information given in financial statements Adopton of the revised standard will have no
effect on the results reported 1n the group’s consolidated financial statements but will change the presentation of
the results and financral position of the group m certamn respects

The IASB 1ssued an amendment to [FRS 2 ‘Share-based Payment’ on 17 January 2008 The amendment, which
1s applicable for annual periods begining on or after 1 January 2009, clarifies that vesting conditions comprise
only service conditiens and performance conditions It also specifies the accounting treatment for a failure to
meet a non-vesting conditton Adoption of the amendment 1s unlikely to have a significant effect on the group’s
consolidated financial statements

A revised IFRS 3 ‘Business Combinations’ and an amended 1AS 27 ‘Consolidated and Separate Financial
Statements’ were 1ssued on 10 January 2008 The revisions to the standards apply prospectively to business
combinations for which the acquisttion date 1s on or afer the beginning of the first annual financial reporting
period beginning on or after 1 July 2009 The main changes under the standards are that

+ acqusition-related costs are recognised as expenses 1n the income statement in the period they are incurred,

* equity interests held prier to contrel being obtained are remeasured to fair value at the time control 15
obtained, and any gamn or loss 1s recognised 1n the income statement,

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

e anoption 1s available on a transaction-by-transaction basis, to measure any non-controlling nterests
(previously referred to as minority interests) 1n the entity acquired either at fair value, or at the non-
controlling interest’s proportionate share of the net 1dentifiable assets of the entity acquired

The effect that the changes will have on the results and financial position of the group will depend on the
incidence and timing of business combinations occurring on or after 1 January 2010

The IASB ssued amendments to IAS 32 ‘Financial Instruments Presentation’ and IAS 1 *Presentation of
Financial Statements’, - ‘Puttable Financial Instruments and Obligations Anising on Liquidation’, on 14 February
2008 The amendments are applicable for annual periods beginning on or after 1 January 2009 The effect of the
amendments, 1f any, on the consolidated financial statements 1s currently being assessed by the group

2 Summary of significant accounting policies

(a) Interest Income and expense

Interest income and expense for all interest-bearing financial instruments except for those classified as held-for-
trading or designated at fair vahue {other than debt 1ssued by the group and related derivatives) are recogmsed in
‘Interest income” and ‘Interest expense’ in the income statement using the effective interest method The
effective interest method 1s a way of calculating the amortised cost of a financial asset or 2 financial hability (or
groups of financial assets or financial habilities) and of allocating the interest income or interest expense over the
relevant period

The effective interest rate 1s the rate that exactly discounts estumated future cash receipts or payments through
the expected life of the financial instrument or, where appropriate, a shorter period to the net carrying amount of
the financial asset or financial iabihty When calculating the effective interest rate, the group estimates cash
flows considering all contractual terms of the financial instrument but not future credit losses The calculation
mcludes all amounts paid or recerved by the group that are an integral part of the effective interest rate, including
transaction costs and all other premiums or discounts
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{b

—

{c)

{d)

[nterest on 1mpaired financial assets 1s calculated by applying the onginal effective interest rate of the financial
asset to the carrying amount as reduced by any allowance for impairment

Non interest income
Fee income

The group earns fee income from a diverse range of services provided to 1its customers Fee tncome 15 accounted
for as follows

- income earned on the execution of a sigmficant act 1s recogmised as revenue when the act 1s completed (for
example, fees arising from negotiating, or participating n the negotiation of, a transactton for a third party,
such as the arrangement for the acquisition of shares or other securities),

- income earned from the provision of services 1s recogmised as revenue as the services are provided (for
example, asset management, portfolio and other management advisory and service fees), and

~ ngome which forms an integral part of the effective interest rate of a financial instrument 1s recognised as
an adjustment to the effective interest rate (for example, certain loan commutment fees) and recorded
‘Interest income’ (Note 2(a))

Net income from financial instruments designated at fair value

‘Net income from financial instruments designated at fair value’ includes all gains and losses from changes in
the fair value of financial assets and financial habihities designated at fair value through profit or loss Interest
income and expense and dividend income arising on those financial instruments are also included except for
debt securities in 1ssue and derivatives managed in conjunction with debt securities in 1ssue Interest on these
instruments 15 shown 1n ‘Net interest income

Net trading income

Net trading mncome comprises all gains and losses from changes 1n the fair value of financial assets and financial
liabiiities held for trading, together with related interest income, expense and dividends

Dividend income

Dhividend income 1s recognised when the night to receive pavment 1s established This is the ex-dividend date for
cquity secunties

Segment reporting

The group s organised into three geographical regions, the Unuted Kingdom, Continental Europe and Rest of the
World and manages 1ts business through seven business segments UK Personal Financial Services, UK
Commercial Banking, UK Global Banking and Markets, International Banking, France, Private Banking, and
HSBC Trinkaus & Burkhardt The ‘Other’ segment comprises activities, operations and sources of income and
expense which are not allocated to any of the other business segments This includes movements n fatr value on
debt securities 1ssued by the group designated at farr value and exchange movements on foreign-currency
denominated equity instruments 1ssued by the group Segment income and expenses include transfers between
geographical regions and transfers between business segments These transfers are conducted at arms [ength

Determination of fair value

All financia! 1nstruments are recognised mitially at faur value In the normal course of business, the fair value of
a financial 1nstrument on mitial recognition is the transaction price (that 1s, the fair value of the consideration
given or received) In certain circumstances, however the imtial fair value will be based on other observable
current market transactions 1n the same instrument, without med:fication or repackaging, or on a valuation
technmique whose variables include only data from observable markets, such as interest rate yreld curves, option
volatilines and currency rates When such evidence exists, the group recognises a trading gain or loss at
inception of the financial instrument When unobservable market data have a significant impact on the valuation
of financial instruments the entire imittal difference in fair value indicated by the valuation model from the
transaction price 1s not recognised immediately 1n the income statement but 15 recognised over the hife of the
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(e}

{f

transaction on an appropriate basis, or when the inputs become observable, or the transaction matures or 1S
closed out, of when the group enters into an offsetting transaction

Subsequent to 1l recognition, the fair values of financial instruments are quoted 10 active markets are based
on bid prices for assets held and offer prices for iabihties 1ssued When independent prices are not available, farr
values are determined by using valuation techniques which refer to observable market data These include
comparison with similar mstruments where market observable prices exist, discounted cash flow analysis, option
pricing models and other valuation techniques commonly used by market participants For financial instruments,
fair values may be determimed in whole or n part using valuation techniques based on assumptions that are not
supported by prices from current market transactions or observable market data

When fair values are calculated using valuation techmques factors such as bid-offer spread, credit profile and
model uncertainty are taken into account as appropriate Valuation techniques incorporate assumptions that other
market participants would use in their valuations, including assumptions about 1iterest rate yield curves,
exchange rates, volatilitres and prepayment and defauli rates Where 2 portfolio of financial istruments has
quoted prices mn an active market the fair value of the instruments are calculated as the product of the number of
untts and quoted price and na block discounts are made

If the fair value of a financial asset measured at fair value becomes negative 1t 1s recorded as a financial iability
until 1ts fair value becomes posiive at which time 1t 15 recorded as a financial asset

The fair values of financial Liabilities are measured using quoted market prices wherc available, or using
valuation techmgues These farr values include market participants’ assessments of the credit quahity of the
group's hiabilities The amount of change during the period, and cumulatively, i the fair value of designated
financial liabilities and loans and advances that 1s attributable to changes 1n their credit nisk 15 determined as the
amount of change 1n the farr value that 1s not atinbutable to changes in market conditions that give rise to market
risk

Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances onginated by the group which are not
intended to be sold m the short term and have not been classified eather as heid for trading or designated at fair
value through profit and foss Loans and advances are recogmsed when cash 1s advanced to borrowers They are
derecognised when either borrowers repay their obligations, or the loans are sold or wnitten off or substantially
all the nsks and rewards of ownership are transferred They are imutially recorded at farr value plus any directly
attributable transaction costs and are subsequently measured at amortised cost using the effective interest
method, less impairment losses Where loans and advances are hedged by derivatives designated and quahifying
as farr value hedges the carrying value of the loans and advances so hedged includes a fair value adjustment for
the hedged nisk only

Loan impairment

Losses for impaired loans are recogmsed promptly when there 1s objective evidence that impairmerit of a loan or
portfolio of loans has occurred Impairment losses are calculated on individual loans and on groups of foans
assessed collectively Impairment losses are recorded as charges to the income statement The carrying amount
of impaired loans on the balance sheet 13 reduced through the use of impairment allowance accounts Losses
expected from future events are nol recognised

Individually assessed Joans and advances

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

—  the proup s aggregate exposure to the customer,

—  the viabihty of the customer s business model and 1ts capability to trade successfully out of financial
difficultzes and generate sufficient cash flow to service its debt obhigations,

—  the ahulity of the borrower 1o obtain, and make payments in the currency of the loan 1f not local currency,

—  the amount and nming of expected receipts and recoveries,
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—  the extent of other creditors’ commitments ranking ahead of, or par: passu with, the group and the
likelthood of other creditors continuing to support the company,

—  the complexity of determining the aggregate amount and ranking of all creditor claims and the extent to
which legal and msurance uncertainties are evident,

—  the realisable value of security {or other credit mitigants) and likelihood of successful repossession,
—  the likely dividend available on liquidation or bankruptey,

—  the likely deduction of any costs involved 1n recovery of amounts outstanding, and

—  when availabie. the secondary market price of the debt

Impairment losses are calculated by discounting the expected future cash flows of a loan at its ongmal effective
Interest rate, and companng the resultant present value with the loan’s current carrying value Any loss 1s
charged 1n the income statement The carrying amount of impaired loans on the balance sheet 1s reduced through
the use of an allowance account

Collectively assessed loans and advances
Impairment 15 assessed on a collective basis in two different scenarios

—  to cover losses which have been incurred but have not yet been identified on loans subject 1o individual
assessment, and

—  for homogeneous groups of loans that are not considered mndividually significant

Incurred but net yet identified impairment

Individually assessed loans for which no evidence of loss has been specifically identified on an individual basis
are grouped together according to their credit risk charactenstics for the purpose of calculating an estimated
collective loss This reflects impauirment losses that are likely to have been incurred as a result of the nisk
conditions i existence at the balance sheet date and that can be reliably estmated These losses will oniy be
individually identified in the future As soon as information becomes available which idenufies losses on
individual loans within the group, those loans are removed from the group and assessed on an individual basis
for impairment

The collective impairment allowance 15 determined after taking 1nto account

—  ‘Tustorical loss experience i portfolios of stmilar credit risk charactenstics {for example, by industry sector,
nisk rating or product segment),

- the estimated perlod between impairment occurning and the loss being dentified and evidenced by the
estabhshment of ant appropriate allowance against the individual loan, and

—  management s experienced judgement as to whether current economic and credit conditions are such that
the actual level of mherent losses 15 likely to be greater or less than that suggested by historical experience

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

Homogeneous groups of loans

Two methodologies are used to calculate impaument allowances where large numbers of relatively low-value
assets are managed using a portfolio approach

- when appropniate empirical information 1s available, the group utihises roll rate methodology This employs
a statistical analysis of historical trends of default and the amount of consequential loss, based on the
delinquency of accounts within a portfolio of homogenous accounts Other historical data and current
economic conditions are also evaluated when calculating the appropriate level of impairment allowance
required to cover inherent loss In certain highly developed markets, models also take into account
behavioural and account management trends revealed in. for example, bankruptey and rescheduling
statistics
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- when the portfolio s1ze 1s small, or when information 1s sufficient or not rehable enough to adopt a roll
rate methodology, a formulaic approach 1s used which allocates progressively higher percentage loss rates
the longer a customer's loan 15 overdue Loss rates reflect the discounted expected future cash flows for a
portfolio and are based on historical experience

In normal circumstances, historical experience 1s the most objective and relevant information from which to
assess inherent loss withun each portfolio In eircumstances where historical loss expertence provides less
relevant mformation about the 1nherent loss 1n a given portfolio at the balance sheet date - for example, where
there have been changes in economic conditions or regulations — management considers the more recent trends
in the portfolio nisk factors which may not be adequately reflected mn 1ts staustical models and, adjusts
impairment allowances accordingly

Roll rates, loss rates and the expected timing of future recoveries are regularly benchmarked against actual
outcomes to ensure they rematn appropriate

Reversals of impairment

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

Assets acquired m exchange for loans

Non-financial assets acquired in exchange for loans as part of an orderly realisation are recorded as assets held
for sale and reported mn ‘Other assets  The asset acquired 15 recorded at the lower of its fawr value (less costs to
sell) and the carrying amount of the loan (net of impairment allowance) at the date of exchange No depreciation
15 charged in respect of assets held for sale Any subsequent write-down of the acquired asset to fair value less
costs to sell 15 recogmsed in the income statement m *Other operating income’ Any subsequent increase in the
fair value less costs to sell, to the extent this does not exceed the cumulative wnite down 15 also recogmised
Other operating income , ogether with any reahsed gains or losses on disposal

Wnite-off of loans and advances

Loans, and the related impairment allowances, are normally written off, either partially or in full, 1n the case of
that portion of the loan amount not covered by the value of security, when there 15 no realistic prospect of further
recovery, and 1n the case of secured balances, after proceeds from the realisation of security have been received

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
to be past due, but are treated as new loans once the minimum number of payments required under the new
arrangements have been received Loans subject 1o individual impairment assessment whose terms have been
renegotiated are subject to ongoing review 1o determine whether they remain impaired or are considered to be
past due The carrving amount of loans that have been classified as renegotiated retain this classification until
maturity or derecognition

(g} Trading assets and trading habihties

Treasury ills debt securities, equity shares. loans. deposits, debt securtties in 1ssue and short positions in
securities are classified as held for trading 1f they have been acquired principally for the purpose of selling or
repurchasing in the near term. or they form part of a portfolio of 1dentified financial instruments that are
managed together and for which there 15 evidence of a recent pattern of shori-term profit-taking These financial
assets or financial habilities are recognised on trade date when the group enters into contractual arrangements
with counterparties to purchase or sell securities, and are normally derecogmised when either sold (assets) or
extinguished (liabihties) Measurement 1s inttially at fair value, with transaction costs taken to the income
statemnent Subsequently therr fair values are remeasured and all gains and losses from changes therem are
recognised 1n the mcome statement in ‘Net trading income” as they arise
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{h) Financial instruments designated at fair value

{1}

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

(1) Eliminates or sigmficantly reduces valuation or recognition inconsistencies that would otherwise arise from
measuring financial assets or financial liabilities, or recogmsing gains and losses on them, on different
bases Under this criterion, the main classes of financtal instruments designated by the group are

—  Long-term debt securities — The interest payable on certam fixed rate long-term debt securities m 1ssue
and subordinated liabihities has been maiched with receive fixed/ pay variable interest rate swaps as part
of a documented mterest rate risk management strategy An accounting mismaich would arise if the
debt securities 1n tssue were accounted for at amortised cost, because the related derivatives are
measured at farr value with changes in the fair value taken through the income statement By
designating the leng-term debt at fair value, the movement in the fair value of the long-term debt will be
recorded 1n the income statement

—  Financial assets and financial habiities under mvestment contracts — Liabilities to customers under
hnked contracts are determined based on the fair value of the assets held 1 the linked funds, with
changes recogmsed 1n the income statement [f no designation was made for the assets relating to the
customer liabilities they would be reclassified as available-for-sale and the changes in fair value would
be recorded directly in equity These financial instruments are managed on a fair value basis and
management mformation 13 also prepared on this basis Designation at fair value of the financial assets
and liabilities under investment contracts allows the changes in fair value to be recorded 1n the income
statements and presented 1n the same Iine

(1) Applies to groups of financial assets, financial habilities or combinations thereof that are managed, and their
performance evaluated, on a fair value basis i accordance with a documented risk management or
investment strategy, and where mformation about the groups of financial instruments 1s reported to
management on that bassis Under thus eniterion, certain financial assets held to meet Liabihities under
insurance contracts are the main class of financial instrument so designated The group has documented risk
management and mnvestment strategies designed to manage such assets at fair value, taking into
consideration the relationship of assets to liabilities 1n a way that mitigates market nisks Reports are
provided to management on the fair value of the assets Fair value measurement 15 also consistent with the
regulatory reporting requirements under the appropnate regulations for these msurance operations

(1) Relates to financial instruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments, including certain debt 1ssues and debt securities held

The fair value designation, once made, 15 1irrevocable Designated financial assets and financial habilities are
recogmsed when the group enters into the contractual provisions of the arrangements with counterparties, which
18 generally on trade date and are normaily derecognised when sold (assets) or extinguished (lhiabithties)
Measurement 1s tmtially at farr value, with transaction costs taken directly to the income statement
Subsequently, the fair values are remeasured and, except for interest payable on debt secunties in 1ssue
designated at fair value, gans and losses from changes therein are recognised m ‘Net income from financtal
mnstruments designated at fair value’

Financial investments

Treasury bills debt securities and equity shares intended to be held on a continuing basss, other than those
designated at fair value (Note 2(h)), are classified as ‘available-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 normally derecognised when either the securities are sold or the
borrowers repay their obligations

{1y Avalable-for-sale securities are initially measured at fair value plus direct and 1ncremental transaction costs
They are subsequently remeasured at fair value, and changes therem are recogmsed 1n equity in the
‘Available-for-sale reserve until the securities are erther sold or impaired When available-for-sale
securities are sold, cumulative gains or losses previcusly recognised 1n equity are recognised in the income
statement as ‘Gatns less losses from financial investments®



i

{k}

Interest income 15 recogmsed on available-for-sale securities using the effective interest rate method,
calculated over the asset’s expected life Premiums and/or discounts ansmg on the purchase of dated
investment securities are ncluded m the calculation of therr effective interest rates Dividends are
recognised 1n the income statement when the right to receive payment has been established

At each balance sheet date an assessment 1s made of whether there 15 any objective evidence of impairment
1n the value of a financial asset or group of financial assets Tins usually arises when circumstances are such
that an adverse effect on future cash flows from the asset or group of assets can be reliably estimated If an
available-for-sale security 1s impaired the cumulative loss (measured as the difference between the asset s
acquisttion cost (net of any principal repayments and amortisation) and 1ts current fair value less any
impairment loss on that asset previously recogmsed in the income statement) 15 removed from equity and
recognised 1n the income statement Reversals of impairment losses are subject to contrasting treatments
depending on the nature of the instrument concerned

— 1f the farr value of a debt instrument classified as available-for-sale increases i a subsequent period,
and the increase can be objectively related to an event occurring after the impairment loss was
recogmised 1 the income statement, the impairment loss 15 reversed through the income statement, and

— mmpairment losses recogmsed 1n the income statement on equity instruments are not reversed through
the income statement

(1) Held-to-matunty investments are non-derivanve financial assets with fixed or determinable payments and
fixed maturities that the group positvely intends, and 1s able, to hold until maturity Held-to-maturity
investments are initiatly recorded at fair value plus any directly attributable transaction costs. and are
subsequently measured at amorused cost using the effective interest rate method, less any impairment
losses

Sale and repurchase agreements (including stock lending and borrowing)

When secunities are sold subject to a commutment to repurchase them at a predetermined price (‘repos’), they
remain on the balance sheet and a liability 15 recorded 1n respect of the consideration received Securties
purchased under commitments to sell  reverse repos ) are not recognised on the balance sheet and the
consideration paid 1s recorded 1n ‘Loans and advances to banks’ or ‘Loans and advances (o 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 15 not normally
reflected on the balance sheet Cash collateral advanced or recerved 1s recorded as an asset or a hability
respectively

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

Derivatives and hedge accounting

Derivatives are recognised imtially and are subsequently remeasured, at fair value Fair values of exchange-
traded derivatives are obtained from quoted market prices Fair values of over-the-counter denvatives are
obtained using valuation techmques, meluding discounted cash flow models and opuon pricing medels

Derivatives may be embedded 1n other financial instruments, for example, a convertible bend with an embedded
conversion option Embedded derivatives are treated as separate derivatives when their economic charactenstics
and risks are not clearly and closely related to those of the host contract, the terms of the embedded derivative
would meet the definition of a stand-alone derivative if they were contained mn a separate contract, and the
combined contract 15 not held for trading or designated at fair value through profit and loss These embedded
derivatives are measured at fair value with changes therein recognised n the income statement

Derivatives are classified as assets when their fair value 1s positive or as liabiliies when therr fair value 15
negative Derivanve assets and liabilities arising from duifferent transactions are only offset 1f the transactions are
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with the same counterparty, a legal right of offset exists, and the parties intend to settle the cash flows on a net
basis

The method of recogmsing fair value gains or losses depends on whether derivatives are held for trading or are
designated as hedging instruments, and 1f the latter, the nature of the risks being hedged All gains and losses
from changes 1n the farr value of derivatives held for trading are recognised in the mcome statement When
denvatives are designated as hedges the group classifies them as either (1) hedges of the change i fair value of
recogmsed assets or habilities or firm commitments (*fair value hedges ), (11) hedges of the vanability in highly
probable future cash flows attributable to a recognised asset or liability, or a forecast transaction (‘cash flow
hedges’), or (u1) a hedge of net investments 1n a foreign operation (*net investment hedges’) Hedge accounting
15 applhed to derivatives designated as hedging mnstruments mn a fair value, cash flow or net investment hedge
provided certain criteria are met

Hedge accounting

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

Far value hedge

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

If a hedging relationship no longer meets the criteria for hedge accounting the cumulative adjustment to the
carrying amount of the hedged item 1s amortised to the income statement based on a recalculated effective



{n

—

{m

(n}

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

For prospective effectiveness the hedging instrument must be expected to be highly effective in achieving
offsetting changes m fair value or cash flows attnbutable to the hedged risk during the pertod for which the
hedge 1s designated For actual effectiveness the changes in fair value or cash flows must offset each other in the
range of 80 per cent to 125 per cent for the hedge to be deemed effective

Hedge meffectiveness 15 recogrused in the income statement 1n “Net trading income’

Derwvatives that do not quallfy for hedge accounting

All gains and losses from changes 1n the farr values of any denvatives that do not qualify for hedge accounting
are recognised tmmedhately in the income statement These gains and losses are reported 1n "Net trading

mcome , except where derivattves are managed in conjunction with financial instruments designated at fair value
(other than derivatives related to debt 1ssued by the group), In which case gains and losses are reporied in ‘Net
income from financial instruments designated at fair value’ The interest on derivatives managed 1n conjunction
with debt securtties 1ssued by the group that are designated at farr value 1s recognised 1n *Interest expense’ All
other gains and losses on these derivatives are reported i “Net income from financial instruments designated at
fair value’

Derecognition of financial assets and liabilites

Financial assets are derecogmsed when the right to recerve cash flows from the assets has expired, or the group
has transferred the financial assets such that 1t erther transfers its contractual rights to receive the cash flows of
the financial assets or retamns the rights to recerve the cash flows of the financial assets but assumes a contractual
obligation to pay the cash flows to reciptents n an arrangement where

- there 15 no obligation (o pass on the cash flows unless equivalent amounts are collected from the asset,
- the terms of the arrangement prohibits the sale or pledging of the asset, and

. cash flows collected are remitted to the recipient without matenal delay

When financial assets have been transferred derecogmition will occur when, either

. substantially all the risks and rewards of ownership have been transferred, or

. the group has neither retained nor transferred substantiaily all the risks and rewards, but has not retained
control

Financial hiabiliues are derecognised when they are extinguished, 1e when the obligation 1s discharged,
cancelled or exprres

Offsetting financial assets and financial habilities

Fancial assets and financial habilites are offset and the net amount reported in the balance shect when there 15
a legally enforceable right to offset the recogmised amounts and there 1s an intention to settle on a net basis, or
realise the asset and settle the Liability simultaneously

Subsidiaries, associates and joint ventures

The bank s mvestments 11 subsidiaries, associates and joint ventures are stated at cost less umpairment losses
and, 1n the case of subsidiaries, pre-acquisition dividends Reversals of impawrment losses are recognised in the
ncome statement 1f there has been a change in the esumates used to determine the recoverable amount of the
mnvestment

The group s investments 1n associates and tnierests in jont venlures are recognised using the equity method,
initially stated at cost, including attributable goodwill, and are adjusted thereafter for the post-acquisition change
1n the group s share of net assets

Adjustments to the carrying amount of investments in associates and interests in joint ventures that have not been
recognised 1n profit or loss are recogrused by the group directly i equity 1n the Associates and joint ventures
reserve

47



HSBC SBANK PLC

Notes on the Financial Statements (continued)
 ovsnt————

Unrealised gains on transactions between the group and its associates and joint ventures are eliminated to the
extent of the group s Interest 1n the respective associales or joint ventures Unreahsed losses are also elimmated
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

{0} Goodwill and intangible assets

W

(1)

Goodwill arises on business combinations including the acquisition of subsidiaries, joint ventures or
associates when the cost of acquisition exceeds the fair value of the group s share of the 1dentifiable assets,
liabilines and contingent liabilities acquired 1f the group’s interest in the fair value of the 1dentifiable assets,
habilities and contingent habilities of an acquired business 1s greater than the cost to acquire, the excess 18
recognised immediately 1n the income statement

Intangible assets are recagnised separately from goodwill when they are separable or arise from contractual
or other legal nghts and their fair value can be measured reliably

Goodwill 1s allocated to cash-generating units for the purpose of impairment testing, which 1s undertaken at
the lowest level at which goodwill s monitored for internal management purposes Impairment testing 1s
performed at least annually, and whenever there 15 an indication that the cash-generaung umit may be
impaired, by comparing the present value of the expected future cash flows from a business with the
carrying value of its net assets, including attnibutable goodw1ll Goodwill 1s stated at cost less accurnulated
mmpairment losses which are charged to the tncome statement

Goodwill on acquisitions of joint ventures or associates 1s included 1n ‘Interests 1n associates and joint
ventures

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

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

- Intangible assets that have an indefinite useful life, or are not yet ready for use, are tested for
impairment at least annually This impairment test may be performed at any time during the year,
provided 1t 15 performed at the same time every year An intangible asset recognised during the current
period 15 tested before the end of the current year

— Intangible assets that have a fimte useful hfe, except for the 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 hives Estimated useful hife 1s the lower of legal duration and expected economic
life

For the accounting policy followed in respect of the value of the in-force long-term insurance businesses see
Note 2(x}

Intangible assets are amortised over their finite useful lives as follows

Trade names 10 years

Purchased software 35 years

Internally generated software 5 years
Customer/merchant relationships between 3 and {0 years
Cther 10 years

{p} Property, plant and equipment

Land and buildings are stated at historical cost, or fair value at the date of transition to IFRSs, less any
mmpairment losses and depreciation calculated to wnite off the assets over their esumated useful lives as follows

frechold land 15 not depreciated,

freehold buildings are depreciated on cost at the greater of two per cent per annum on & straight-hne basis or
over their remaiming useful hves, and
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(r)

— leasehold buildings are depreciated on cost on a straight-line basis over the unexpired terms of the leases. or
over their remaining useful hves

Equipment, fixtures and fitings {including equipment on operating leases where the group 1s the lessor) are

stated at cost less any impairment losses and depreciation calculated on a straight-line basis to write off the |
assets over their useful lives which run to a maximum of 35 years but are generally between five years and

20 years

Property plant and equipment 1s subject to an impairment review 1f there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable

The group holds certain properties as investments to earn rentals or for capital appreciation, or both Investment
properties are included i the balance sheet at fair value with changes therein recogrused n the income statement
in the period of change Fair values are determined by independent professional valuers who apply recogmised
valuation techmques

Finance and operating leases

Agreements which transfer to counterparttes substantially all the risks and rewards incidental to the ownership of
assets, but not necessarily legal title, are classified as finance leases When the group 1s a lessor under finance
leases the amounts due under the leases after deduction of unearned charges, are included in ‘Loans and
advances to banks or ‘Loans and advances to customers as appropriate Finance income recervable 1s
recognised 1n ‘Net interest income  over the periods of the leases so as to give a constant rate of return on the net
investment 1n the leases

When the group 15 a lessee under finance leases the leased assets are capitahised and included 1n ‘Property, plant
and equipment’ and the corresponding liability to the lessor 1s included 1n ‘Other Liabilities’ A finance lease and
1ts corresponding liability are recogmsed minally at the fair value of the asset or, 1f lower, the present value of
the mimmum lease payments Finance charges payable are recogmsed tn ‘Net interest income’ over the pertod of
the lease based on the interest rate implicit in the lease so as to give a constant rate of interest on the remaining
balance of the liability

All other leases are classified as operating leases When acting as lessor the group includes the assets subject to
operating leases m ‘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 equpment 1s
thereby impaired When the group 1s the lessee Ieased assets are not recognised 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 included 1n “General and administrative expenses’ and ‘Other operating income  respectively

A sale and leaseback transaction 1nvolves the sale of an asset followed by the leasing back of the same asset The
resulting lease 15 classified erther as a finance lease or an operating lease and accounted for accordingly 1f a sale
and leaseback transaction results in the recognition of a finance lease, any excess of sales proceeds over the
carrying amount 1s deferred and amortised over the lease term If a sale and leaseback transaction results 1 an
operating lease, any profit or loss 1s recognused immediately

Income tax

Income tax comprises current tax and deferred tax Income tax 1s recogmised in the imcome statement except to
the extent that 1t relates to 1tems recognised directly in shareholders equity tn which case 1t 1s recogmsed m
shareholders’ equity
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Deferred tax 1s calculated using the tax rates expected to apply n the perniods in which the assets wiil be realised
or the habihties settled based on tax rates and laws enacted, or substantively enacted by the balance sheet date
Deferred tax assets and liabilities are offset when they arise 1n the same tax reporting group and relate to iIncome
taxes levied by the same taxation authority, and when a legal right to set off exists 1n the entity

Dreferred tax relating to actuarial gans and losses on post-employment benefits 15 recogmsed directly in equity
Deferred tax relating to farr value remeasurement of available-for-sale investments and cash flow hedging
instruments which are charged or credited directly to equity, 1s also credited or charged directly to equity and 15
subsequently recognised m the income statement when the deferred fair value gan or loss 1s recogrsed 1n the
Income statement

Pension and other post-employment benefits

The group operates a number of pension and other post-employment benefit plans throughout the world These
plans include both defined benefit and defined contribution plans and various other post-employment benefits
such as post-employment health care

Payments te defined contribution plans and state-managed retirement benefit plans, when the group’s obligations
under the plans are equivalent to a defined contribution plan, are charged as an expense as they fall due

The defined benefit pension costs and the present value of defined benefit obligations are calculated at the
reporiing date by the scheme s actuaries using the Projected Umit Credit Method The charge to the ncome
statement mainly comprises the current service cost, plus the unwinding of the discount rate on plan habilittes
less the expected return on plan assets and 1s presented in operating expenses Past service costs are recognised
immediately to the extent that the benefits have vested, and are otherwise recognised on a straight-line basis over
the average pertod until the benefits vest Actuarial gains and losses arise as a result of differences between
previous expectations based on actuarial assumptions and the actual outcome for the pertod and from changes 1n
actuarial assumptions They are recognised 1n sharcholders equity and presented 1n the Statement of Recogmised
Income and Expense in the period 1n which they arise

The defined benefit liability recognised 1n the balance sheet represents the present value of defined benefit
obiigations ad)usted for unrecogrised past service costs and reduced by the fair value of plan assets Any net
defined benefit surplus 15 hmuted to unrecognised past service costs plus the present value of available refunds
and reductions in future contributions to the plan

The costs of obligations arising from other post-employment benefits plans, such as defined benefit health care
plans, are accounted for on the same basis as defined benefit pension plans

Equity compensation plans

Shares in HSBC Holdngs ple awarded to an employee on joining the group that are made available immediately
with no vesting period attached to the award, are expensed immediately When an inducement 1s awarded to an
employee on commencement of empleyment with the group. and the emplovee must complete a specified perod
of service before the inducement vests, the expense 1s spread over the period 10 vesting

Share options granted by HSBC Holdings to group employees are accounted for as equity-settled share-based
payment transacttons The expense 1s recognised 1n the income statement over the vesting period and 15
determined by reference to the farr value of the options on grant date, and the effect of any non-market vesting
conditions such as option lapses An option may lapse 1f, for example, an employee ceases to be employed by the
group before the end of the vesting period Estumates of future such employee departures are taken 1nto account
when accruing the cost duning the service peried The fair value of these awards 15 credited to equity over the
vesting period and the awards are satisfied by HSBC Holdings transferring shares to the employees

Share awards granted to employees of the group by group entities are accounted for as cash-settled share-based
payment transaction and are expensed to the income statement over the vesting period at fair value A hiability
for the fair value of the share awards 15 recognised on-balance sheet and this liability 15 remeasured at each
reporting date over the vesung penod and on the date of settlement The employing entity has an obligation to
transfer HSBC Holdings shares to the employee 1f the vesting conditions of the award are satisfied

If awards of shares and options lapse during the vesting period due to an employee leaving employment with the
group, the charge 1o date 15 reversed to the mcome statement 1f an award lapses due to an employee leaving a
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plan but not employment with the group, this 1s accounted for as an acceleration of vesting with full immediate
recognition of the outstanding charge 1n the 1ncome statement No accounting entries are made 1f awards of share
options lapse after they have fully vested

{u) Foreign currencies

Items included 1n the financial statements of each of the group s entities are measured using the currency of the
primary economic environment m which the entty operates (*the functional currency ) The consoldated
financial statements of HSBC Bank plc are presented in sterling which 1s the group’s presentation currency

Transactions 1n foreign currencies are recorded 1n the functional currency at the rate of exchange prevailing on
the date of the transaction Monetary assets and habilities denominated 1n 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 n the income statement Non-monetary assets and habilinies that are measured at
historical cost 1n a foreign currency are translated o the functional currency using the rate of exchange at the
date of the initial transaction Non-monetary assets and habilities measured at fair value in a foreign currency are
translated mito 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 1em 18 recognised 1n equity 1if the gain or loss on the
non-monetary 1tem is recogsed directly 1n equity Any exchange component of a gain or loss on a non-
monetary 1tem is recogmised directly in the income statement if the gain or loss on the non-monetary item 1s
recogmised 1n the iIncome statement

In the financial statements, the assets, mciuding related goodwill where applicable, and habilitics of branches,
subsidiaries. jomnt ventures and associates whose functional currency 1s not sterling are translated into the
group s presentational currency at the rate of exchange ruling at the balance sheet date The results of branches
subsidiaries, joint ventures and associates that have a functional currency other than sterling are transiated into
sterling at the average rates of exchange for the reporting pertod Exchange differences ansing from the
retranslation of opening foreign currency net mvestments and exchange differences ansing from retranslation of
the result for the reporting period from the average rate to the exchange rate prevailing at the period end, are
recogmised 1n equity in the ‘foreign exchange reserve At the date of transition 1o IFRSs, the group set the
cumulative exchange differences for all foreign operations to zero in accordance with IFRS 1 Exchange
chfferences on a monetary 1tem that 15 part of a net nvestment in a foreign operation are recogmsed 1n the
\ncome statement of the separate financial statements In consolidated financial statements these exchange
differences are recognised in the foreign exchange reserve in shareholders equity On disposal of a foreign
operation, exchange differences relating thercto and previously recognised in reserves are recogrnised 1n the
income statement

{v} Provisions

Provistons are recogmised when 1t 1s probable that an outflow of economic benefits will be required to settle a
current legal or constructive obligation as a result of past events, and a rehiable estimate can be made of the
amount of the obligation

Contingent habiliies which include certain guarantees and letters of credit pledged as collateral security, are
possible obligations that anse from past events whose existence will be confirmed enly by the occurrence, or
non-occurrence, of one or more uncertain future events not wholly within the control of the group Conuingent
labilities are not recognised 1n the financial statements but are disclosed unless the probability of settlement 15
remote

{w} Financial guarantee contracts

Liabilities under financial guarantee contracts that are not classified as insurance contracts, are recorded

wunally at thewr farr value which 1s generally the fee recetved or receivable Subsequently the financial
guarantee Liabilities are measured at the higher of the initial fair value, less cumulative amortisation, and the best
estimate of the expenditure required to settle the obligations Where guarantee contracts have been classified as
insurance contracts. they are measured consistently with msurance habilities

HSBC Bark plc has 1ssued financial guarantees to other group entities and these are accounted for 1n accordance
with the above
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{x) Insurance contracts

Through 1ts msurance subsidiaries, the group issues contracts to customers that contain nsurance nisk, financial
risk or a combination thereof A contract under which the group accepts sigmficant insurance nisk from another
party by agreetng to compensate that party on the occutrence of a specified uncertain future event, 15 classified as
an wnsurance contract An insuranice contract may also transfer financial risk, but 1s accounted for as an insurance
contract 1f the insurance risk 1s sigmficant

As permitted by IFRS 4 mvestment contracts with discretionary participation features are accounted for as
Insurance contracts

Insurance contracts are accounted for as follows

Premiums

Gross insurance premiums for non-life msurance business are reported as ncome over the term of the insurance
contract atiributable to the risks borne during the accounting period The unearned premium or the proportion of
the business underwritten n the accaunting vear relating to the penod of nsk after the balance sheet date 1s
calculated on a daily or monthly pro rata basis

Premiumms for life assurance are accounted for when receivable, except 1n uni-hnked business where premiums
are accounted for when liabilities are established

Remsurance premums are accounted for m the same accounting period as the premiums for the direct insurance
to which they relate

Claims and remsurance recoveries

Gross msurance claims for non-life insurance business include paid clayms and movements n outstanding claims
reserves

Gross surance clamms for hfe msurance contracts reflect the total cost of claims ansing during the year
wncluding claim handling costs and any policyholder bonuses allocated 1 anhcipation of a bonus declaration
Claims arismg 1n the year include matursties, surrenders and death clains

Maturity claims are recognised when due for payment Surrenders are recogmsed when paid or at an earlier date
on which. following notification, the policy ceases to be included withun the calculation of the related insurance
hiabilines Death claims are recogmsed when notified

Remsurance recoveries are accounted for m the same period as the retated claim

Ligbilities under msurance contracts

Quistanding claims liabihiies for non-life insurance contracts are based on the estimated ulumate cost of afl
clasms incurred but not setiled at the balance sheet date, whether reported or not, together with related claim-
handimng costs and a reducton for the expected value of salvage and other recovenes Liabilities for claims
incurred but not reported are made on an estimated basis usmng appropriate statistical techmiques

Liabilities under non-inked ife msurance contracts are calcutated by each hfe msurance operation based on
local actuanal principles

Liabilities under unii-hnked hfe msurance contracts are at least equivalent to the surrender or transfer value
which 1s calculated by reference to the value of the relevant underiying funds or indices

A liabality adequacy test 1s carried out on msurance habslities to ensure that the carrying amount of the habilities
1s sufficient 1 the hght of current estumates of future cash flows When performing the ilability adequacy test, all
contractual cash flows are discounted and compared against the carrying value of the hability Where a shortfall
15 identtfied it 1s charged immediately to the income statement

Present vaiue of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business and are 1n force at the
balance sheet date 1s recognised as an asset
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The present value of in-force long-term insurance business 1s deternined by discounting future cash flows
expected o emerge from business currently in force using appropriate assumptions in assessing {actors such as
future mortality, lapse rates and levels of expenses and a nisk discount rate that reflects the risk premium
atiributable to the respective long-term 1nsurance business Movements in the present value of in-force long-term
msurance business are included in ‘Other operating income on a gross of tax basis

Future profit participation

Where contracts provide discretionary profit participation benefits to pelicyholders, msurance habihties include
the net unrealised gams recogmised 1n connection with the assets backing the contracis to the extent that
policyholders will benefit from such gains The benefit may arise from the contractual terms, regulation, or past
distribution policy on the basis of the contractual terms of the policy, regulation, or past distribution policy The
corresponding movement 1n the llabihty 1s recogmsed 1n equity or in the income statement in the same
proportion to net unrealised gains on the assets In the case of net unrealised losses, a deferred participating asset
ts recogmsed only to the extent that 1ts recoverability 1s highly probable

{nvestmaent contracts

Customer liabilities under non-linked and unit-linked investment contracts and the linked financial assets are
designated at fair value Movements in fair value are recognised 1n ‘Net income from financial investments
designated at fair value’ Premiums receivable and amounts withdrawn are accounted for as increases or
decreases in the Liabulity recorded n respect of investment contracts

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

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

Debt securities in 1ssue and deposits by customers and banks

Financial habilities are recognised when the group enters into the contractual provisions of the arrangements
with counterparties, which 1s generally on trade date Financial habilhities are mmtially measured at fast value,
normally the consideration recetved net of directly attributable transaction costs incurred Subsequent
measurement of financial habiliies, other than those measured at fasr value through profit or loss and financial
guarantees. 1s at amortised cost, using the effective interest rate method to amortise the difference between
proceeds net of directly attributable transaction costs and the redemption amount over the expected life of the
debt

{aa) Share capital

Frnancial instruments 1ssued are classified as equaty when there 1s no contractual obligation to transfer cash or
other financial assets Incremental costs directly attributable to the 1ssue of equity instruments are shown in
equity as a deduction from the proceeds, net of tax

(ab) Cash and cash equivalents

For the purpose of the cash flow statement cash and cash equivalents include tughly liquid investments that are
readily convertibie to known amounts of cash and which are subject to an insigmificant risk of change in value
Such mnvestments are normally those with less than three months™ maturity from the date of acquisition, and
include cash and balances at central banks treasury bills and other eligible bilis, loans and advances to banks,
items in the course of collection from or 1n transmission to other banks and certificates of deposit

(ac)Non-current assets held for sale

The group classifies a non-current asset or disposal group as held for sale 1f s carrying amount will be
recovered principally through a sale transaction rather than through continuing use

For the group to use this classification, the asset or disposal group must be avatlable for immediate sale in s
present condition and its sale must be highly probable A sale 15 highly probable 1f
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- the appropriate level of management 1s commutted to a plan to sell the asset or disposal group,
- an active plan to locate a buyer and complete the plan has been ated,

- the asset or disposal group 1s being actively marketed for sale at a price that 1s reasonable in relation to 1ts
current fatr value,

- the sale 1s expected to be completed within one year from the date of classification, and
- atas unlikely that there will be significant changes to the plan or that the plan will be withdrawn

When the group classifies an asset or disposal group as held for sale 1t 15 measured at the lower of tts carrying
amount and fair value less costs to sell

3 Use of assumptions and estimates

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

When preparing the financial statements, tt 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 poltcies that are deemed critical to the group’s results and financial position, 1n terms of the
materiality of the items to which the policy 1s applied, or which involve a high degree of judgement and estimation,
are

Impairment of loans

The group’s accounting policy for losses in relation to the impatrment of customer loans and advances 1s described 1in
Note 2(f) on the financial statements Further information can be seen in Note 38 ‘Risk Management’

Losses in respect of impaired loans are reported in the group’s income statement under the caption ‘Loan impairment
charges and other credit msk provisions’ An increase 1n these losses has the effect of reducing the group’s profit for
the period by a corresponding amount (while a decrease 1n impairment charges or reversal of impairment charges has
the opposite effect)

The group’s pohicy requires a review of the level of impairment allowances on mdividual faciliies above matenahity
thresholds at least half-yearly. or more regularly when individual circumstances require This normally ncludes a
review of collateral held (including re-confirmation of its enforceability) and an assessment of actual and anticipated
receipts

In the case of homogenous loans, 1n normal circumstances, historical experience 1s the most objective and relevant
information from which to assess inherent loss within each portfolio In circumstances where historical loss
experience provides less relevant information about the mherent loss in a given portfolio at the balance sheet date, for
example, where there have been changes in economic conditions or regulatory changes, management considers the
most recent trends 1n the portfolio risk factors which may not be fully reflected 1n 1ts statistical models when
calculating the appropriate level of impairment allowances Key nisk factors include recent trends in charge-off and
delinquency, economic conditzons such as national and local trends 1n housing markets, changes 1 product mix and
concentration, bankruptcy trends, other market condittons such as changes m interest rates and energy prices

changes 1n laws and regulations and natural disasters

The portfolio approach 1s generally applied to the following

« Low value, homogenous small business accounts,

¢ Residenual mortgages,

+  Credit cards and other unsecured consumer lending products, and
s  Motor vehicle financing

These portfolio allowances are generally reassessed monthly and charges for new allowances or reversals of existing
allowances, are calculated for each separately 1dentified portfolio
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Goodwill impairment
The group’s accounting poficy for goodwill 1s described Note 2(0)

Goodwill 1s aliocated to cash-generating units (“CGU ) for the purpose of impairment testing When the process of
identifying and evaluating goodwll impairment demonstrates that the expected cash flows of a CGU have dechined
and/or that 1ts cost of caprtal has increased, the effect 1s to reduce the CGU's estimated fair value Ifthis results in an
estimated recoverable amount that 1s lower than the carrying amount of the CGU, a charge for imparment of
goodwill will be recorded, thereby reducing by a corresponding amount the group s profit for the year Goodwiil 15
stated at cost less accumulated impairment losses

Significant management judgement 1s involved 1 determining the cost of capital assigned to an individual
CGU and 1n estimating 1ts future cash flows This 1s discussed in further detail in Note 21 ‘Impawrment of assets
other than financial instruments

Valuation of financial instruments

The group s accounting pohicy for valuation of financial nstruments 1s included 1n Note 2(d) and 1s discussed further
within Note 17 ‘Denvatives and Note 31 *Fair value of financial instruments’

When fatr values are determined by using valuation techmgques which refer to observable market data because
independent prices are not available, management will censider the following when applying a model

e The likelihood and expected uming of future cash flows on the nstrument These cash flows are usually
governed by the terms of the instrument although management judgement may be required when the ability of
the counterparty to service the instrument 1n accordance with the contractual terms 1s 1n doubt, and

«  An appropriate discount rate for the instrument Management determines this rate based on 1ts assessment of the
appropriate spread of the rate for the instrument over the risk-free rate

When valuing instruments by reference to comparable mstruments management takes into account the maturnty,
structure and rating of the nstrument with which the position held 13 bemng compared When valuing instruments on a
model basis using the fair value of underlying components, management also constders the need for adjustments to
take account of factors such as bid-offer spread credit profile and model uncertainty These adjustments are based on
defined policies which are applied consistently across the group

When unobservable market data have a significant impact on the valuation of denivatives, the entire imtial change 1n
farr value indicated by the valuation model 1s recognised over the hfe of the transaction on an appropriate basis, in
the mcome statement when the inputs become observabile, or when the transaction matures or 15 closed out

Financial instruments measured at fair value through profit or loss compnise financial instruments held for trading
and financial mstruments designated at fair value Changes in therr fair value directly impact the group s income
statement 1n the period in which they occur

A change n the fair value of a financial asset which 1s classified as ‘available-for-sale’ 1s recorded directly in equity
unte] the financial asset 15 sold when the cumulative change in fair value 1s charged or credited to the income
statement When a decline n the fair value of an available-for-sate financial asset has been recogmsed directly in
equity and there 15 objective evidence that the asset1s imparred, the cumulative loss that had been recognised directly
1n equity 15 removed from equity and recogmised 1n profit or loss, reducing the group’s operating profit

Pensions

The assumptions used are disclosed in Note 8 Employee compensation and benefits
Share-based payments

The assumpttons used are disclosed in Note 10 Share-based payments
Consolidation

The circumstances under which the group consolidates special purpose entities are outlined in Note 1(c) and
disclosed in Note 38 ‘Risk Management
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4 Net income from financial instruments designated at fair value

Net income from financial instruments designated at fair value includes
» all gains and losses from changes 1n the fair value of financial assets and Liabilities designated at fair value, including
habaltties under investment contracts,

+  all gans and losses from changes in the fair value of derivatives that are managed n comjunction with financial assets
and habilities designated at fair value, and

+ nterest income, interest expense and dividend income 1n respect of
- financial assets and habilities designated at fair value, and
- dervatives managed in conjunction with the above,

except for interest arising on the group’s debt securities in 1ssue and subordinated liabalities, together with the interest
element of derivatives managed in conjunction with them, which 1s recognised 1n ‘Interest expense’

2007 2006
£m im
Net income ansing on
- financial assets held to meet [1abilities under insurance and investment contracts 368 395
— other financial assets designated at fair value' 188 50
— denvatives managed tn conyunction with financial assets designated at fair value' 7 26
563 471
— habihties to customers under mvestment contracts (295) (350)
— own debt securtiies 1n 1ssue and subordmated liabilitres? 76 186
- derivatives managed 1n conjunction with own debt securities in 1ssue and subordinated
habibities 27 {186}
— other financial habilities designated at fair value (183) (62)
- denvatives managed 1n conjunction with financial habilinies designated at fair value (8) -
(437} (412)
Net income from financial instruments designated at fair value 126 59

1 The group has designated certain loans and advances at fair value

2 Gains and losses from changes wn the fair value of own debt securities in issue and subordinated habiltnies may arise from changes in
own credit nisk. In 2007 the group recogmised a £205 mullion gain (2006 £6 nmllion loss) on changes in the fr value of these
mstruments arising from changes in own credit risk.

5 Net earned Insurance premiums

2007
Tavestment
contracts with
Life Life discretionary
Non-hife msurance msurance participation
nsurance (non-linked) {linked) features’ Total
£m £m £m £m £m
Gross written premiums ! 372 723 129 933 2,157
Movement in unearned premiums 6 2 - - 8
Gross earned premiums 378 725 128 933 2,165
Gross written premiums ceded to
TRINSUTETS {73 (154) %) - {236)
Reinsurets’ share of movement in
unearned premiums (8) - - - 3
Reinsurers’ share of gross earned
premiums (81) (154) (%) - (244)
Net earmed insurance premums 297 571 120 933 1,921

| Gross written insurance prepuwms in 2007 include adjustments on the implementation of FSA Policy Statement PS06/14
2 Investment contracts with with discretionary participation features have been recogrused i 2007 as a result of obtatning control of
HSBC Assurances VIE (France) and HSBC Assurances IARD (France) during the year
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2006

Investment
contracts with
Life Life discretionary
Non-life insurance mnsurance partictpation
nsurance {non-hinked} (linked) features Total
£fm £m £m £m £m
Gross written premiums 131 304 52 - 487
Movement in unearned prenuums 22 5 - - 27
Gross earned premiums 153 309 52 - 514
Gross written premiums ceded to
reinsurers {63) (131) (7 - (201)
Remsurers’ share of movement m
unearned premiums 4 - - - 4
Reinsurers” share of gross eamed
premiums (59) (131) (N - (197)
Net earned insurance premiums 94 178 45 — 317
Net insurance ¢laims incurred and movement in pelicyholders’ habilities
2007
Investment
contracts with
Life Life discretionary
Non-hfe msurance imsurance participation
insurance {non-hinked) (Imked) features' Total
£m £m fm £m £m
Claims, benefits and surrenders pard 250 132 139 537 1,058
Movement 1n liabilities 36 (123) 19 536 468
Gross ¢laims incurred and movement 1n
lrabilities 286 9 158 1,073 1,526
Rensurers” share of claims, benefits and
surrenders pad (65) (73) (8) - (146)
Retnsurers” share of movement in
ltabilities 29 263 2 — 294
Retnsurers’ share of ¢laims 1ncurred and
moverent 1n liabilities (36} 150 6) - 148
Net insurance claims mcurred and
movement tn policyholders’
liabilities 250 149 152 1,073 1,674

| Investment contracts with discrenionary participation features have been recaogmsed in 2007 as a result of obtmmng comroal of HSBC
Assurances VIE (France) and HSBC Assurances IARD (France) during the year
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2006
Investment
contracts with
Life Life discretionary
Non-lhife mnsurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
Claims, benefits and surrenders pawd 83 103 119 - 305
Movement i liabihities (5) (32) (50 - 87
Gross claims imcuired and movement 1n
lLiabilities 78 71 6% - 218
Remsurers” share of claims, benefits and
surrenders paid (36) (69) (3) - (110}
Reinsurers’ share of movement in
liabilities 7 (35) 11 - (17
Rewnsurers’ share of claims incurred and
movement 1n habilities (29) {104} 6 - (127)
Net msurance claims mncurred and
movement 1n policyholders’
liabilities 49 (33) 75 ~ 91
7 Net operating income
Net operating income for the year 1s stated after the following items of income, expense, gains and losses
2007 2006
£fm £m
{ncome
Interest on financial mstruments, excluding nterest on financial assets hetd for trading or
designated at fair value 16,439 13,339
Interest recogrused on impaired financial assets 28 39
Fees earned on financial assets that are not held for trading or designated at fair value and that
are not included n thetr effective mterest rates 2,966 2,316
Fees earned relating to trust and other fiduciary activities where the group holds or invests
assets on behalf of its customers 767 691
Expense
Interest on financial instruments, excluding interest on financial habilities held for trading or
designated at fair value 12,310 8,936
Fees payable on financial assets or liabilities not held for trading nor designated at fair value, other
than fees mcluded 1n effective mterest rate calculations on these types of assets and habilities §71 478
Fees payable relating to trust and other fiduciary activities where the group helds or invests
assets on behalf of its customers 18 12
Gans/(losses)
Gain on disposal of assets held for sale 111 -
Impainment losses on
-~ loans and advances (1,043) (935)
- availabie-for-sale financial investments 23) (8)
8 Employee compensation and benefits
The group The bank
2007 2006 2007 2006
£m £m £m £m
Wages and salanes 3,465 3,221 1,935 1,951
Social security costs 478 409 195 187
Post-employment benefits 344 299 287 220
4,287 3,928 2,417 2,358
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employment healthcare benefits at 31 December 2007, which will form the basis for measuring the 2008 penodic

Costs, were
Rate of
increase for
pensions in
payment Rate Healthcare
Discount Inflatien  and deferred of pay cost trend
rate assumption pension Icrease rates
n/ﬂ o/ﬂ % D/U %
At 31 December 2007
UK 580 330 330 430 730
France 450 200 200 300 600
Germany 450 200 200 300 n/a
Switzerland 2125 150 n/a 125 n/a

The group determines discount rates 1n consultation with 1ts actuaries based upon the current average yield of high
quality (AA rated) debt mstruments with maturities conststent with that of the pension obliganon The expected rate
of return on plan assets 1s determined n consultation with the group s actuaries, based on historical market returns,
adjusted for additional factors such as the current rate of inflation and mterest rates

‘The principal actuartal financial assumptions used to calculate the defined benefit pension plans and post employment
healthcare benefits at 31 December 2006, which formed the basis for measuring the 2007 periodic costs, were as

follows
Rate of
increase for
pensions tn
paymert Rate Healthcare
Iiscount Inflation and deferred of pay cost trend
rate assumption pension Increase rates
Y% Y% % % %
At 31 December 2006
UK 510 300 300 400 700
France 450 200 200 300 600
Germany 450 200 200 300 n/a
Switzerland 228 150 n‘a 225 na

The mortality tables and average life expectancy at 65 used at 31 December 2007 were as follows

Life expectancy at Life expectancy at

age 65 for a male age 65 for a female

Mortality table member currently member currently
Aged 65 Aged 45 Aged 65 Aged 45
UK PA92U2005 2040 2170 2340 2460
France TGOS 2293 2573 26 41 2929
Germany Heubeck 2005G 1806 20 84 2220 24 85
Switzerland BVG2005 17%0 17 90 2098 1098

The mortality tables and average life expectancy at 65 used at 31 December 2006 were as follows

Life expectancy at Life expectancy at
age 65 for amale age 65 fora female
Mortality table member currently member currently

Aged 65 Aged 45 Aged 65 Aged 45



HSBC Bank (UK) Penston Scheme

2007 2006
£m £m
Discount rate
Change 1 pension obligation at 31 December from a 25bps ncrease (493) (553)
Change 1n pension obligation at 31 December from a 25bps decrease 530 584
Change in penston cost from & 25bps increase (10} (10)
Change m pension cost from a 25bps decrease 10 i
Rate of inflatton
Change in pension obhigation at 31 December from a 25bps increase 530 584
Change 1n pension obligation at 31 December from a 25bps decrease {493) (553}
Change n pension cost from a 25bps increase 40 45
Change m pension cost from a 25bps decrease (37 (39
Rate of increase for pensions in payment and deferred pensions
Change 1n pension obligation at 31 December from a 25bps mcrease 410 463
Change in pension obligation at 31 December from a 25bps decrease (378) (444)
Change in penston cost from a 25bps increase 30 29
Change 1n penston cost from a 25bps decrease (28) 28
Rate of pay increase
Change 1n pension obhigation at 31 December from a 25bps increase 120 146
Change 1 penston obligation at 31 December from a 25bps decrease (115) (140)
Change 1n penston cost from a 25bps increase 11 16
Change 1n pension ¢ost from a 25bps decrease (10 (14}
Mertabty
Change 1n penston obligation from each addiuonal year of longevity assumed 340 385
Other plans
2007 2006
fm £m

Change 1n pension abligation from each additional year of longevity assumed 9 16

Defined benefit pension plans

Value recogmsed n the balance sheet

At 31 December 2007

HSBC Bank (UK) Pension Scheme Other plans
Expected Expected
rate of rate of
return Value return’ Value
% £m % £m
Equittes 83 2,283 72 196
Bonds 61 7,646 36 260
Property 73 936 52 11
Cther 51 451 4% 90
Fair value of plan assets 11,316 557
Present value of funded cbligations (11,719) (610}
Present value of unfunded obligations - (33)
Defined benefit obligation (11,719) (643)
Effect of lumut on plan surpluses - 1)

Unrecognised past service cost - -

Net liability {403) (107)
1 £415 mulhon of the net habihty for defined benefit pension plans relates 1o the bank (2006 £1 917 mlhon}
2 The expected rates of return are weighted on the basis of the fair value of the plan assets

61



HSBC BANK PLC

Notes on the Financial Statements (continued)

SR
At 31 December 2006
HSBC Bank (UK) Pension Scheme Other plans
Expected Expected
rate of rate of
return Value return' Value
% £m % £m
Equities 80 2,570 57 178
Bonds 53 6,208 33 229
Property 70 1,047 - 5
Other 43 660 30 48
Fair value of plan assets 10,485 460
Present value of funded obligations (12,392) (595)
Present value of unfunded obligations - (32}
Defined benefit obligation (12,392) (627)
Effect of it on plan surpluses - 2
Unrecognised past service cost - -
Net liability {1,907) (165)

I The expected rates of return are weighted on the basis of the fair value of the plan assets

The Scheme holds a diversified portfolio of investments to meet future cash flow Lhabilities ansing from accrued
benefits as they fall due to be paid The Trustee of the Scheme 15 required to produce a wnitten statement of
mvestment principles (SIP) The statement sets out the principles governing how decisions about mvestments are
made

During 2006, the Trustee undertook a review of the Scheme’s investment strategy in the hight of the latest trienmal
valuation {31 December 2005) and related discussions with the bank on Scheme funding As a result of this review,
the Trustee has adopted a revised investment strategy that seeks to reduce the financial nisks arising from the Scheme
The impact on the asset allocation of the Scheme resulting from the implementation of this revised invesiment
strategy has been to reduce the Scheme s equuty holdings and increase holdings 1in debt instruments The Scheme has
entered mto derivative transactions with the bank to manage the nisks ansing from its portfolio These derivatives
comprise 1nterest rate London Interbank Offered Rate (*LIBOR’), swaps and inflation, Retail Prices Index (‘RPI ),
swaps Under the terms of these swaps the Scheme 1s commtted to making LIBOR-related interest payments in
exchange for cash flows pard into the Scheme based on a projection of the future benefit payments to the Scheme
members Further information on these swaps 1s detailed 1in Note 42 ‘Related party transactions

Changes in the present value of the defined benefit obligation

2007 2006
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Scheme plans Scheme plans

£m fm £m £m

At | January 12,392 627 11,961 601
Current service cost 227 23 242 24

Interest cost 623 23 560 21
Contributions by employees - 16 - 13
Actuanial gains {1,208) (49) {2) (15)
Benefits paid (315) 37) (369) (32)
Past service cost — vested immediately - 3 - 2
Curtailments - 29 - -
Exchange and other movements - 66 - 13
At 31 December 11,719 643 12 392 627
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Changes in the fair value of plan assets

At 1 January

Expected return

Contributions by the group
Contributions by employees
Expernience gains

Benefits paid

Assets distributed on settlements
Exchange and other movements

At 31 December

2007 2006
HSBC Bank HSBC Bank

{UK) Pensien Other (UK) Pension Other
Scheme plans Scheme plans

£m £fm £m £m

10,485 460 10,107 404

605 25 620 22

535 13 127 15

- 16 - 11

6 3 - 7
(315) 24 (369) (16)

. » - -

. 67 - 17

11,316 557 10 485 460

The actual return on plan assets for the year ended 31 December 2007 was £639 million (2006 £649 mullion) The
group expects to make £251 million of contributions to defined benefit pension plans duning 2008

Total expense recogmsed 1t the income statement 1n ‘Employee compensation and benefits’

Current service cost

Interest cost

Expected return on plan assets
Past service cost
{Gains)/losses on curtallments

Total expense

Summary

Defined benefit obligation
Fair value of plan assets
Effect of imit on plan surpluses

Net deficat

Expertence gains on
plan Liabaltties

Experience gains/{losses) on
plan assets

Gains/(losses) from changes in
actuarial assumptions

Total net actuartal
gains/(losses)

2007 2006 2005
HSBC Bank HSBC Bank HSBC Bank

{UK) Pension Other  (UK) Pension Other  {UK) Pension Other
Scheme plans Scheme plans Scheme plans

£fm £m £m £m im £m

227 23 242 20 211 23

623 23 560 16 540 20

{605) (25) (620) (16} (525) (15)

- 3 - 1 - 2

- (29) - - ) )

245 (5) 182 21 226 26

2007 2006 2005
HSBC Bank HSBC Bank HSBC Bank

(UK) Pension Other  (UK) Pension Other  {UK) Pension Other
Scheme plans Scheme plans Scheme plans

£m £m £m fm £m £m

{11,719} (643) {12,392) (627) (11,961) (601)
11,316 587 10,485 460 10,107 404

- 21 - 2 . .
(403) {107) {1507) (165) {1,854) (197}

(30} (4) 300 1 40 3

6 3 - 7 905 9

1,238 53 (298) 14 _(1,166) (71)

1,214 52 2 22 (221) (59)

Total net actuarial gans recogmsed in equity since transition to IFRSs are £738 mullion The total effect of the limit
on plan surpluses recogmsed 1 equity 1ogether with net actuanial losses 1n 2007 was a £17 millron loss (2006 £3

mitlion loss)
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The most recently completed trienmal actuarial valuation of the Scheme performed by the Scheme Actuary on behalf |
of the Trustee was carried out as at 31 December 2005 The valuation 1dentified a deficit of £1,200 million The

method adopted for this valuation was the projected umit credit method basis The expected cash flows from the

Scheme were projected by reference to the RP1 swap break-even curve at 31 December 2005 Salary increases were

assurned to be | per cent per annum above RPI and inflationary pension increases, subject 1o a minimum of zero per

cent per annum and a maximum of five per cent per annum were assumed to be in line with RP1 The projected cash

flows were discounted at the LIBOR swap curve at 31 December 2005 plus a margin for the expected return on the

investment strategy of 110 basis points per annum The mortality experience of the Scheme’s pensioners over the

three year pertod since the previous valuation was analysed and the mortality assumption set on the basis of this with

allowances for medium cohort future improvements on the PA92 series of tables from the valuation date

As part of the 31 December 2005 valuation, calculations were also carried out as to the amount of assets that might be
needed to meet the liabilities 1f the Scheme was discontinued and the members’ benefits bought out with an insurance
company, although 1n practice this may not be possible for a plan of thus size, or the Trustee continued to run the
Scheme without the support of the bank The amount required under this approach 1s estimated to be £15,500 million
as at 31 December 2005 In estimating the solvency position for this purpose, a more prudent assumption about future
improvements in mertality was made that for the assessment of the ongoing position and 1t was assumed that the
Trustee would alter the investment strategy to be n line with that on an appropriately matched portfolio of cash and
interest and inflation swaps An explicit allowance for expenses was also included

In anticipation of the valuation result, on 22 December 2005 HSBC Bank plc made an additional contribution of

£1 billion 1n order to reduce the deficit of the plan Following receipt of the valuation the Trustee and the bank have
agreed a funding plan to close the deficit over a maximum period of ten years and adopt an appropriate ongoing
contribution rate As a result of these negotiations the bank has agreed to make ongoing contributions to the Scheme
at a rate of 36 0 per cent of pensionable salanes from | January 2007 unt:] the completion of the next actuarial
valuation, due at 31 December 2008 During 2006 the bank paid contributions at the rate of 20 per cent of
pensionable salanes and in order to compensate for thus, a further 2 per cent of pensionable salaries i1s betng patd over
the period 1 January 2007 to 31 December 2014 The bank has also agreed to a series of additional contributions
towards the deficit as detailed below

fm
2012 465 |
2013 465 |
2014 465 |

The Trustee and the bank will monitor progress towards closing the deficit on an annual basts and 1n the light of the

next trienmal valuation due as at 31 December 2008

The benefits payable from the Scheme are expected to be as shown n the chart below

Benefit payments (Em)
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The bank

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

Directors’ emoluments

The aggregate emoluments of the Directors of the bank, computed in accordance with Part [ of Schedule 6 of the
Companies Act were

2007 2006

£000 £000

Fees 466 365
Salartes and other emoluments 2,026 1,607
Bonuses 8,448’ 3,316°
10,940 5,288

Vesting of Restricted Share Plan awards 4,243 534

| Includes the sum of £4 274 098 deferred wnto shares which are not subyect to performance conditions, but are subject to a restricted
pertod

2 In return for the prior waiver of bonus, the employer contribution into the pension scheme of a Director was increased by the amount of
£245458

In aggregate, awards of £157,576 (2006 £3,081,494) will be made to one Director under long-term incentive plans mn
respect of 2007

Retirement benefits accrue to one Director under a defined benefit scheme and to one Director under a money
purchase scheme A further Director accrued retirement benefits under a money purchase scheme from January to
August 2007 Aggregate contributions during the year to money purchase arrangements 1n respect of Directors
services were £395,023

In addition, there were payments under retirement benefit agreements with former Directors of £700,887 (2006
£690,462), including payments in respect of unfunded pension obligations to former Directors of £386,873 (2006
£397,657) The provision as at 31 December 2007 in respect of unfunded pension obligations to former Directors
amounted to £4,653,000 (2006 £5,130,000) During the year, aggregate contributions to pension schemes n respect
of Directors were £395,023 (2006 £645,612 - including £245,458 anising from Director’s warver of bonus)

Discretionary bonuses for Directors are based on a combination of individual and corporate performance and are
determuned by the Remuneration Commuttee of the bank’s parent company, HSBC Heldings ple The cost of the
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 period of service to which the award relates

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

2007 2006
£000 £000
Fees - 35
Salanes and cther emoluments 208 422
Bonuses' 3,064 8457

1 includes the sum of £1 2 million deferred into shares which are not subyect o performance conditions, but are subject to a restricted
penod

2 Inrewrn for the prior waiver of bonus, an employer contribution of £2435 458 was made into a defined contribunion pension
arrangement and 15 not shown in this figure

The highest paid Director received 424,486 shares as the result of awards under long-term 1ncentive plans that vested
during the year The highest paid Dhrector did not exercise any share options over HSBC Holdings Pic ordinary
shares during the year

Contributions of £180 (00 into a defined contribution pension arrangement were made by the bank in respect of
services by the highest patd Director during the year
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The Remuneration Commuitee of the bank's parent company, HSBC Holdings plc, 1s propesing that the highest paid
Dhirector should receive a conditional award of HSBC Holdings plc ordinary shares with a face value of £157,576
under The HSBC Share Plan in respect of services as a Director during the year Details of The HSBC Share Plan and
performance conditions are contamed within the Directors’ Remuneration Report of HSBC Holdings ple

General and administrative expenses

Auditors’ remuneration
Auditors’ remuneration n relation to statutory audit amounted to £9 0 million (2006 £8 1 million)

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

2007 2006
£m £m
Audit fees for HSBC Bank plc statutory audit

— fees relating to current year 33 33
— fees relating to prior year 01 -
34 33

Fees payable to KPMG for other services provided to the group
— audit of subsidianes, pursuant to legislation 50 44
= ather services pursuant to legislation 22 23
- tax services 02 03
- services relating to information technology 02 01
- valuation and actuanal services 01 01
— all other services 19 14
96 86
Total fees payable 130 119

*Audit fees for HSBC Bank plc statutery audit are fees payable to KPMG Audit plc for the statutory audit of the
consolidated financial statements of the group and the separate financial statements of HSBC Bank plc It excludes
amounts payable for the statutory audit of HSBC Bank ple’s substdiaries which have been meluded m ‘Fees payable
to KPMG for other services provided to the group’

The following 15 a description of the type of services included mn ‘Fees payable to KPMG for other services provided
to the group’

Audit related services

—  Audit of the group s subsidiaries pursuant to legislation, includes fees payable to KPMG for the statutory audit
of HSBC Bank plc’s subsidiaries and associated pension schemes

—  Other services pursuant to legislation include services for assurance and other services that are 1n relation to
statutory and regulatory filings. including comfort letters and interim reviews

Tax services
—  Tax services include tax comphance services and lax advisory services
Other services

—  Services relating to information technology nclude advice on 1T secunty and business continuity and performing
agreed upon IT testing procedures

—  Valuation and actuanal services include internal valuation opintons on transfers within the group

—  All other services include other assurance and advisory services such as translation services, ad-hoc accounting
advice and review of financial models

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

Share option awards granted by HSBC Holdings to group employees are accounted for as equity-settled share-based
payments and are satisfied by HSBC Heldings transferring shares to the employees on exercise

Where an award of HSBC Holdings shares 1s made to a group employee by a group entity, the employing entity has
an obligation to transfer HSBC Holdings shares to the employee 1f the vesting conditions of the award are satisfied
The employing entity incurs a liability in respect of the share awards recogmsed at fair value, remeasured at each
reporting date over the vesting period and at the date of settlement These transactions are accounted for as cash-
seitled share-based payment transactions

During 2007, £42 million was charged to the income statement 1n respect of equity-settled share-based payment
transactions and £122 mullion was charged to the income statement 1n respect of cash-settled share-based payment
transactions (2006 £77 million and £122 mulhon respectively) The equity-settled share-based payment expense was
based on the fair value of the transactions at the grant date The cash-settled share-based payment expense was based
on the fair value of the transactions at the date of settlement or at the year end All of the expense arose under
employee share awards made within the group’s reward structures The carrying amount of the share-based payment
liability at the balance sheet date was £184 million (2006 £140 million)

Calculation of fair values

Fair values of equity mstruments at date of grant are calculated using 2 binommal lattice model methodology that 1s
based on the underlying assumptions of the Black-Scholes model When modelling options/share awards with vesting
dependent on the Group's Total Sharcholder Return over a period, these performance targets are incorporated into the
model using Monte-Carlo simulation The expected Iife of options depends on the behaviour of option helders, which
15 incorporated into the optton model consistent with historic observable data The fair values calculated are
mherently subjective and uncertain due to the assumptions made and the limitations of the model used

The significant weighted average assumptions used to estimate the fair value of the options granted 1n 2007
were as follows

1-year Savings- 3-year Savings- S-year Savings-
Related Share Related Share Refated Share The HSBC
Option Option Optien Share
Schemes Schemes Schemes Plan
Risk-free interest rate! (%) 56 55 54 -
Expected life? (years) 1o 30 50 -
Expected volatility® (%) 170 170 170 -

1 The nisk-free rate was determined from the UK gults yield curve for Group Share Option Plan awards and UK Savings-Related Share
Option Schemes A stmilar yield curve was used for the Overseas Savings-Related Share Option Schemes

2 Expected life 15 not a single input parameter but a function of various behavioural assumptions

3 Expected volatluy 15 estimated by considering both historic average share price volanhity and imphed volatility dernved from traded
options over HSBC shares of simrlar maturity (o those of the employee options

Expected dividends have been incorporated into the valuation model for eptions and shares, where applicable
Expected dividend growth was determined, denominated 1n US Dollars, to be 10 per cent for the first 3 years (2006
9 per cent for first year) and 8 per cent thereafter (2006 8 per cent), consistent with consensus analyst forecasts

The average share price for 2007 was £3 03 (2006 £9 60) The high mid-market price for the year was £9 72 and the
low mid-market price was £7 84 (2006 £10 28 and £9 14 respectively)

The significant weighted average assumptions used to estimate the fair value of the options granted 1n 2006
were as follows
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3-year Savings- 5-year Savings-

Related Share Related Share The HSBC

Group Share Option Ophon Share

Option Plan Schemes Schemes Plan
Risk-fiee interest rate’ (%) 47 48 47 -
Expected life” (years) 10 30 50 -
Expected volatility® (%) 170 170 170 -

1 The risk-free rate was determined from the UK gilts yreld curve for Group Share Opnon Plan awards and UK Savings-Related Share
Option Schemes A similar yield curve was used for the Overseas Savings-Related Share Option Schemes

2 Expected life 15 not a single input parameter but a function of various behavioural assumpuons

3 Expected volatiiity 15 estumated by considering both historic average share price volaniiy and implied volaulity derived from wraded
options aver HSBC shares of similar maturily 1o those of the employee options

HSBC Share Plan

The HSBC Share Plan was adopted by the Group 1n 2005 This plan comprises Performance share awards, Restricted
share awards and Achievement share awards The aim of the HSBC Share Plan 1s to align the interests of executives
to the creation of shareholder value and recogmise individual performance and potential Awards are also made under
this plan for recruitment and retentton purposes

Performance share awards

Performance share awards are made to sentor executives taking into account individual performance tn the prior year
Performance share awards are divided into two equal parts for testing attainment against pre-determined
benchmarking One half 15 subject to a Total Shareholder Return measure based on HSBC's ranking against a
comparator group of 28 major banks The other half of the award 1s subject to an Earmings per share target For each
clement of the award shares would be released to the employee according to a shding scale from 30 to 100 per cent,
depending upon the scale of achievement against the benchmarks and providing that a threshold has been passed If
the threshold 1s not passed zero per cent will vest for that part of the award Shares will be released after three years
to the extent that the performance conditions are satisfied These awards are forfeited in total if the Group
performance fails to meet the threshold crnitena

2007 2006’
Number Number

(000) (000
Outstanding at | January 1,966 962
Additions during the year 421 1,132
Releases during the year 203 (128)
Forfeited in the year - -
Outstanding at 31 December’ 2,184 1 966
1 The above table mcludes the bank employee awards of 1 735,782 (2006 1 446 832}
2 Restated

The weighted average fair value of shares awarded by the group for Performance Share Awards in 2007 was £8 96
{2006 £7 38)

Restricted Share awards

Restricted Share awards are made to eligible employees for recrustment and retention purposes or as part of deferral
of annual bonus The awards vest between one and three years from date of award
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Outstanding at 1 January
Additions duning the year
Released during the year
Forfeited 1n the year

Qutstanding at 31 December’

2007 2006"
Number Number
(000) {000}
13,333 214
21,035 13,570
(2,454) (163)
(2,324) (288)
29,590 13,333

1 The above table includes the bank employee shares of 11,448,342 granied during the year and 16 576,814 shares outstanding at

31 December 2007
2 Restated

The weighted average fair value of shares awarded by the group for Restricted Share Awards 1n 2007 was £8 96

(2006 £9 65)

Share options

Share options were granted under the rules of The HSBC Share Plan to employees 1n France based on theirr

performance m the previous year The share options are subject to the corporate Performance Condition, which
consists of an absolute Earnings Per Share measure and a Total Shareholder Return measure, based on the Group’s
ranking against a comparator group of 28 major banks The options vest after three years Optiens granted m June
2005 are exercisable up to the fourth anmiversary of the date of grant, after which they lapse Opuons granted in
September 2003 are exercisable up to the tenth anniversary of the grant, after which they lapse

2007 2006
Weighted Weighted
average average
exercise exercise
Number price Number price
(000) £ (000) £
Outstanding at 1 January 628 884 628 § 84
Granted 1n the year - - - -
Forfeited 1n the year (103) 879 - -
Qutstanding at 31 December 525 8 85 628 8§ 84

No share options were granted in 2007 (fair value of options granted i 2006 ml) The remamning contractual hfe of
options outstanding at the balance sheet date 15 2 39 years (2006 3 years) The exercise price range of options
cutstanding at the balance sheet date 15 £8 794 - £9 17 None of these opuions are exercisable at the balance sheet

date
No share options were exercised 1n the year

Savings-related share plans

The savings-related share option plans invite ehigible 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 plan 1s to align the interests of al}

employees to the creation of sharehelder value The options are exercisable within six months following erther the
third or the fifth anmversary of the commencement of the savings contract depending on conditions set at grant The
exercise price 1s set at a 20 per cent (2006 20 per cent) discount to the market value at the date of grant
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2007 2006

Weighted Weighted
average average
exercise exercise

Number price Number price

(000) £ (000 £

Qutstanding at 1 January 37,053 6 46 37,164 598
Granted 1n the year 10,845 708 7,890 889
Exercised 1n the year 3,613) 645 (6,714} 563
Transferred in the year {1,242} 689 134 590
Expired in the year (2,004) 6 76 (1,421) 641
Outstanding at 31 December'? 41,029 6 59 37,053 6 46

| The above table includes the bank emplayee options of 33,571,481 omstanding o1 { January 2007 (2006 36 005,997}, 8 269 034 options
granted in the year (2006 7.537,041) and 34 569 476 options outstandmg at 31 December 2007 (2006 33 571 481)

2 The weighted average exercise price for bank employees af | January 2007 was £6 44 (2006 £5 97) and at 3] December 2007 was
£657

The weighted average fair value of options granted n the year as at the date of grant was £2 12 (2006 £2 50) The
number of options weighted average exercise price, and the weighted average remammng contractual life for options
outstanding at the balance sheet date, analysed by exercise price range, were as follows

The group
2007 2006
Exercise price range (£) £535-£8 02 £535-£802
Numiber (000) 41,029 37,053
Weighted average exercise price (£) 659 646
Weighted average remainng contractual life (years) 177 208
Of which exercisable
Number (000) i54 214
Weighted average exercise price (£) 649 535
The bank
2007 2046
Exercise price range (£) £5 358 02 £535-£8 02
Number (000) 34,569 335N
Weighted average exercise price (£) 657 644
Weighted average remaimng contractual life (years) 176 224
Of which exercisable
Number (000} 85 186
Weighted average exercise price (£) 649 535

The weighted average share price at the dates the share options were exercised was £8 96 (2006 £9 54)

Restricted Share Plan 2000
Performance Share awards made under the HSBC Holdings Restricted Share Plan 2000

Performance Share awards under the Restricted Share Plan were granted to Semuor Executives from 1996 to 2004
The amm of the plan was to align the interests of executives to the creation of shareholder value This was actueved by
setting certain Total Shareholder Return targets aganst a peer group of major banks which must normally be attained
\n order for the awards to vest No further awards will be made under this Plan following adoption of the HSBC
Share Plan 1n 2005
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2007 2006

MNumber Number

{000} (000)

Outstanding at | January 1,977 2,210
Additions during the year 849 80
Released in the year (1,750} (313)
Transferred 1n the year (24) -
Qutstanding at 31 December' 1,052 1,977

1 All the above awards relate to executives of HSBC Bank plc

The fair value of the shares at 31 December 2007 was £8 42 (2006 £9 31)

The weighted average remaining vesting period as at 31 December 2007 was 10 months (2006 15 months)

Restricted share awards made under the HSBC Holdings Restricted Share Plan 2000 ("Achievement Shares )

Restricted shares were awarded to elimible employees after taking into account the employee’s performance n the
prior year potential and retention requirements Restricted shares are also awarded as part deferral of annual bonius
or for recruitment purposes Shares are awarded without corporate performance conditions and are generally released
to employees between one and three years after the award was made providing the employees have remained
continucusly employed by the Group for this period

2007 2006

Number Number

(000) {000)

Outstanding at | January 12,867 26,023
Released in the year (7.299) {13,960)
Additions during the year 452 1,139
Forferted in the year (792) (439

Transferred in the year 883 104
Outstanding at 31 December ' 6,111 12,867

| The above 1able mncludes bank employee shares of 7,525 817 outstanding at | January 2007 (2006 25 617 586} rul shares granted in
the year (2006 515 872) and 3 569 9350 outstanding at 31 December 2007

No shares were awarded by the group for HSBC Holdings Restnicted Share Plan 2000 1n 2007 or 2006
The weighted average remaining vesting period as at 31 December 2007 was 0 14 years (2006 0 95 years)

Group Share Option Plan

The Group Share Option Plan was a long-term incentive plan available to certain group employees between 2000 and
2005 The aim of the plan was to align the interests of those higher performing employees to the creation of
sharcholder value This was achieved by setting certain Total Shareholder Return targets which must normally be
attamned wn 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
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2007 2006

Weighted Weighted
average average
exercise exercise

Number price Number price

(000) £ (000} £

Outstanding at | January 45,352 782 67,350 774
Granted in the year - -
Exercised in the year (2,098) 696 (22,211} 745
Transferred in the year 1,141 772 282 767
Expired 1o the year 2,179 797 (10%) 802
OQutstandmg at 31 December' * 42,222 7 86 45 352 7 82

The above mcludes the bank employee awards of 21 402 302 outstanding at | January 2007 (2006 33,341 930} mil options granted in
the year (2006 ntl) and 21 270 293 options outstanding at 31 December 2007 (2006 21,402,302}

2 The weighted average exercise price for bank employees at 1 January 2007 was £7 80 (2006 £7 61) and at 31 December 2007 was

£7 83 (2006 £7 80)

A charge of £27 3 million was recognised in the income statement m 2006 arising from the warver of the Total Shareholder Return
performance condition in respect of the 2003 awards made under the Group Share Optior Plan The Group Remuneratron Committee
exercised its discretion as permutted by the Plan 10 warve this performance condinon n light of the performance and shareholder
returns over the three years covered by the 2003 awards This was accounted for as a modification 1 accordance with [FRS 2, resulung
1 an addinonal charge to the mcome statement representing the addinonal far value awarded as a resuit of the modificatton,
calculated in accordance with the fmr value methodology outlined above

s

No share options were awarded by the group for the Group Share Option Plar in 2007 (farr value of options granted
1 2006 rl) The number of options, weighted average exercise price, and the weighted average remaining
contractual life for options outstanding at the balance sheet date, analysed by exercise price range, were as follows

The group
2007 2006
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shares of US$0 50 each 1n the same ratio as the Exchange Offer for Credit Commercial de France shares (13 ordinary
shares of US$0 50 for each HSBC France share} Options are granted at market value and are exercisable within
10 years of the vesting date

2007 2006

Weighted Weighted

average average

exercise exercise

Number price Number price

(000) € (000) €
Outstanding at 1 January 646 142 50 766 142 50
Exercised in the year {44) 142 50 {120y 142 50
Qutstanding and exercisable at 31 December 602 142 50 646 142 50

The werghted average remaining contractual life for options outstanding at the balance sheet date was 2 3 years
(2006 3 3 years)

The weighted average share price at the dates the share options were exercised was £9 03 (2006 £9 58)

At the date of 1ts acquisitton 1n 2000, certain of HSBC France’s subsidiary companies also operated employee share
optien plans under which options could be granted over their respective shares On exercise of certam of these
options the subsidiary shares are exchanged for HSBC ordinary shares The total number of HSBC Holdings shares
exchangeable under such arrangements was 113,240 shares during the year (2006 356,491)

Detailed below are the share-based payment awards made before the date of application of [FRS 2 on 7 November
2002 and therefore, are not accounted for within the balance sheet or income statement

The Group Share Option Plan

2007 2006
Weighted Weighted
average average
exercise exerctse
Number price Number price
(000) £ (000) £
Cutstanding at | January 35,798 817 46,654 810
Exercised 1n the year (3,695) 787 (11,113) 790
Transferred in the year 2,552 822 320 783
Expired 1n the year (244) 781 (63) 774
Outstanding at 31 December'* 34,411 820 35,798 817

| The above includes the bank employee awards of 21,402,021 options cutstanding at 1 January 2007 (2006 30,424,672), and 20,236 879
aptions outstanding at 31 December 2007 (2006 21,402,621)

2 The weighted average exercise price for bank employees was £7 97 at { January 2007 (2006 £7 93) and £8 02 at 31 December 2007
2006 £7 97}

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

The group
2007 2006

Exercise price range (£) £6 38-£7 4 £747-£9 54 £638-£7 46 £747-£9 54
Number (000} 7,121 27,290 8,116 27,682
Weighted average exercise price (£) 685 856 6 84 856
Weighted average remainming contractual life (years) - - - -
Of which exercisable

— number (000} 7,121 27,290 8,118 27,682
— weighted average exercise price (£) 6 85 8 56 6 84 8 56
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The bank

Exercise price range (£)

Number {000)
Weighted average exercise price (£)
Weighted average remammg contraciual life (years)
Of which exercisable
— number (000)
— weighted average exercise price (£)

Savings Related Share Option Plan

Outstanding at { January
Exercised n the year
Transferred 1o the year
Expired 1n the year

Outstanding at 31 December'?

2007 2006
£6 38-£7 46 £747-£9 54 £6 38-£7 46 £747-£9 54
6,281 13,956 7,207 14,195
682 856 681 856
6,281 13,956 7,207 14,195
682 856 6 81 856
2007 2006
Weighted Wetghted
average average
exercise exercise
Number price Number price
{000) £ {000) £
3,650 633 7,347 65l
(3,465) 633 (3,583) 670
24) 629 11 636
(58) 646 (12%) 637
103 632 3630 633

| The above table includes the bank employee options of 3,500,932 outstanding at | January 2007 (2006 7 246 942) and 98 706 oprions

outstanding at 31 December 2007 (2006 3 500 932)

2 The weighted average exercise price for bank employees was £6 33 ar I January 2007 (2006 £6 51) and £6 32 at 31 December 2007

(2006 £633)

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

The group

Exercise price range (£)

Number {000)
Weighted average exercise price (£)
Weighted average remaming contractual hfe (years)
Of which exercisable
- number (000)
—weighted average exercise price (£)

The bank

Exercise price range (£}

Number (000)
Weighted average exercise price (£)
Weighted average remaining contractual life (years)
Of which exercisable
— number (000)
—weighted average exercise price (£)

75

2007 2006
£6 04-£6 75 £6 04-£6 75
103 3,650
632 633
- 033
103 82
632 675

2007 2006
£6 04-£6 75 £6 04-£6 75
99 3,501
632 633
- 033
99 75
632 675
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11 Tax expense

2007 2006
£m fm
Current taxation
Umited Kingdom corporation tax charge — current year 661 466
Untted Kingdom corporation tax charge — adjustment in respect of prior years 7 (82)
Overseas tax — current year 331 370
Overseas tax — adjustment 1n respect of prior yeats 26 {6)
1,025 748
Deferred taxation
Ongmation and reversal of temporary differences (220) 219
Effect of changes in the tax rates 20 -
Adjustment 1n respect of previous periods (18) il
(258) 230
Tax expense 767 978

The bank and 1ts subsidiary undertakings 1n the Unuted Kingdom provided for UK corporation tax at 30 per cent
(2006 30 per cent) Other overseas subsidiary undertakings and overseas branches provided for taxation at the
appropriate rates 1n the countrtes i which they operate

The 2007 Finance Act reduction i the UK corporation tax rate from 30% to 28% and the reduction of the German
federal tax rate, both enacted 1 2007 but commencing 1n 2008, has resulted 1n a one off remeasurement of deferred
tax assets and lhabilites Thus has given rise to a credit to the group’s tax charge of £20 mullion

2007 2006
Percentage of Percentage of
overall tax overall tax
charge charge
fm % £m %
Analysis of overall tax charge
Taxation at UK corporate tax rate of 30 per cent
(2006 30 per cent) 1,224 300 1,139 300
Impact of overseas profits in principal locations
taxed at different rates (61) {13 (65) (17
Tax-free gains (253) (62} (19) (05)
Impact of profits in associates and joint ventures (12) 3 11 03
Previously unrecogrised temporary differences (53) (13) (24) (0 6)
Release of deferred tax consequent on restructuring of
group interest (180) “4 - -
Adjustments 1n respect of prior penod hizbilities 16 04 (30 21)
Other items 86 21 16 04
Overall tax charge 767 18 8 978 258

In addition to the amount charged to the income statement the aggregate amount of deferred taxation, relating to
1tems that are taken directly to equity, was a £311 million reduction m equity {2006 £29 million increase in equity)

The group s subject to income taxes 1 many jurisdictions and sigmificant judgement 15 required 1 estimating the
group’s provision for income taxes There are many transactions and tnterpretations of tax law for which the final
outcome will not be established untl some time later The group recognises hiabilities for taxation based on estimates
of whether additional taxes will be payable The estimation process imcludes seeking expert advice where appropriate
Where the final liability for taxation 1s different from the amounts that were itially recorded, these differences will
affect the income tax and deferred taxation provisions in the period i which the estimate 1s revised or the final
hability 1s established
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Deferred taxation

The group

Temporary differences
— retirement benefits

— provisien for loan impairment

charges

— assets leased to customers

— revaluation of property

—~ accelerated capital allowances

— other short term timung differences

Unused tax losses

2007 2006
Deferred Deferred Deferred Deferred
tax asset  tax habihity Total tax asset  tax labihty Total
£m £m £m £m fm £m
35 262 297 31 749 780
8 58 66 2 68 70
[r4)] (577) (598} (€3] {750) (811}
(55) (36) (91) (46) @7 (93)
- (49) (49) - (60} (60)
83 {6 77 63 (110) 47
- 46 46 - 48 43
50 (302) (252) 29 (142) {113)

The amount of deferred tax assets for which no deferred tax 1s recogmsed in the balance sheet 1s £53 mullion (2006
£115 miilion) This amount 1s 1n respect of capital losses that have no expiry date where the recoverability of the
potential benefits 1s not considered likely

The bank

Temporary differences
— retirement benefits

— provision for loan imparment

charges

— revaluation of property
— accelerated capital allowances
— other short term timing differences

Unused tax losses

2007 2006
Deferred Deferred Deferred Deferred
tax asset  tax habihty Total tax asset  tax labihty Total
£fm £m fm £m £m £m
262 - 262 730 - 730
63 - 63 73 - 73
(21) - {21} (29) - 29)
(50) - (50) {63) - (63)
218 ) 216 130 (49) 81
43 - 43 32 16 48
315 (2} 513 873 (33) 840

The amount of temporary differences for which no deferred tax 1s recogmsed in the balance sheet 1s £46 mullion
(2006 £107 rullien) Thus amount 15 1n respect of capital losses that have no expiry date where the recoverability of
the potential benefits 1s not considered likely

Deferred tax 1s not recognised on temporary differences with investments 1n subsidiartes and branches because
earnings are mntended to be indefimtely remnvested m the case of subsidiaries and no further tax 1s expected te anise in
the foreseeable future 1n respect of branches The total amount of such relevant temporary differences amounted to

£3,486 million (2006 £2 977 million)

Movernents in deferred taxation dunng the year

Movements during the year

At 1 January

Charge/(credit) to income statement
Foreign exchange movements and other’
Movements through reserves

At 31 December

The group The bank
2007 2006 2007 2006
£m £m £m £m
(113} 36 840 995
258 (230) 52 (124)
(73) 22 1 1
(324) 39 (380) (42)
(252) (113) 513 840

| Included tn the movement for 2007 are deferred tax habiliies of £68 mullion recogrused from the acquisition of HSBC Assurances VIE
(France) and HSBC Assurances IARD (France) during the year
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12 Diwvidends

2007 2006
£ per £ per
Dividends declared on ordinary share capuital share £m share £m
Second intertm dividend for previous year 105 840 (88 700
First intenim dividend for current year 103 825 112 891
208 1,665 200 1591

A dividend of £0 91 per share was paid in 2007 (2006 mil) on the HSBC Bank plc Non-cumulative thurd dollar
preference shares Total dividend pard was £32 million

Interest of £9 mullion (2006 ml) was pard 1n 2007 (2006 ml) on HSBC Bank plc Perpetual subordmated debt

13 Segment analysis

The allocation of earnings reflects the benefit of shareholders funds to the extent that these costs are actually
allocated to businesses 1n the segment by way of intra-group capital and funding structures

By geographical region
Geographical information has been classified by the location of the principal operations of the subsidiary undertaking

or, wn the case of the bank, by the location of the branch responsible for reporting the results or for advancing the
funds

Umited Continental Rest of
Kingdom Europe the world Intra-group Total
£m £m £fm £m £m
2007
Total operating izcome
Net interest income 2,275 1,188 88 303 3,854
Net fee ncome 2,723 1,355 106 - 4,184
Net trading income 2,525 1,080 185 (303) 3487
Net income from financial instruments
designated at farr value 93 33 - - 126
Gains less losses from financial
Investments 364 188 - - 552
Dividend income 19 23 1 - 43
Net eamed insurance premiums 693 1,228 - - 1,921
Cther operating income 191 106 15 (5) 307
Total operating 1ncome 8,883 5,201 395 {5) 14,474
Share of profits/losses 1n associates and
Jomnt ventures (1) 4% {1) - 47
Profit before tax 2,528 1,316 237 - 4,081
Profit attributable to shareholders 2,069 966 192 - 3227
Depreciation and impairment of property,
plant and equipment (338) (84) - - (422)
Amortisation and impairment of intangible
assets and impairment of goodwill (122) {19 1) - (142)
Loan imparrment charges and other credit
risk provisions (953} (91) 1 - (1,043)
Cost to acquire property, plant and
equipment (371) (203) 4) - (578)
Cost to acquire intangibles 27} (25) - - (122)
Total assets 440,411 218,927 14,333 (51,391) 622,280
Total hialihiues 430,604 203,830 14,238 (51,391) 597,281
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2006

Total operating 1ncome

Net interest imcome

Net fee income

Net trading income

Net income from financral instruments
designated at fair value

Gains less losses from financial
1nvestments

Dividend income

Net earmed nsurance premiums

Other operating income

Total operating income

Share of profits/losses 1n associates and
Joint ventures

Profit before tax

Profit attributable to shareholders

Depreciation and impairment of property,
plant and equtpment

Amortisation and 1mpairment of imtangible
assets and impairment of goodwill

Loan impairment charges

Cast to acquire property, plant and
equipment

Cost to acquire intangtbles

Total assets

Total habilities

By class of business

United Continental Rest of

Kmgdom Europe the world Intra-group Total
£m £m £m £m £m
3,083 985 41 87 4,196
2,379 1,285 78 - 3,742
1,686 847 180 (87} 2,626
54 5 - - 59

105 130 4 - 239

9 31 - - 50

176 141 - - 317

382 66 32 - 480
7,884 3,450 338 - 11,70%
(53) 14 m - (40
2473 1,133 190 - 3,796
1,819 737 166 - 2,722
(332) (77) n - (410}
(130} 2L - - (151
(906) (3 - - (938)
(525) (101) @ - (628)
(93} (16} - - (109
309,778 138,092 13,166 (20,276) 440,760
301,147 125,863 13,088 (20,276} 419,822

The group’s operations include a number of support services and head office functions The costs of these functions
are allocated to business lines, where 1t 15 appropriate, on a systematic and consistent basis

Net operating income before loan impairment charges

UK Personal Financial Services
UK Commercial Banking

UK Corporate, Investment banking and Markets

UK Other

International Banking
France

Private Banking

HSBC Trinkaus & Burkhardt
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2007 2006
£m £m
3,745 3641
2,207 1,935
2,065 1,905
106 52
1,104 871
1,910 1,733
1,299 1,153
364 328
12,800 11,618
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—

2007 2006
£m £m
Profit/(loss) on ordinary activities before tax
UK Personal Financial Services 740 869
UK Commercial Banking 1,004 943
UK Corporate, Investment banking and Markets 468 482
UK Other 155 45
International Banking 397 305
France 526 488
Private Banking 643 555
HSBC Trinkaus & Burkhardt 148 109
4,081 3,796
Total assets
UK Personal Financial Services 69,837 73,723
UK Commercial Banking 44,905 34,105
UK Corporate, Investment banking and Markets 273,791 175,182
UK Other - -
International Banking 22,190 17,972
France 156,533 93,006
Private Banking 40,900 34,621
HSBC Trinkaus & Burkhardt 14,124 12,151
622,280 440 760
Cost to acquire property, plant and equipment
UK Personal Financial Services 165 222
UK Commercial Banking 77 92
UK Corporate, Investment banking and Markets 130 210
UK Other - -
International Banking 62 43
France 42 40
Private Banking 13 13
HSBC Trinkaus & Burkhardt 89 8
578 628
Cost to acquire other mtangibles
UK Personal Financial Services 51 44
UK Commercial Banking 26 33
UK Corporate, Investment banking and Markets 25 23
UK Other - -
International Banking 4 1
France 12 4
Private Banking - ]
HSBC Trinkaus & Burkhardt 4 3
122 109

14 Analysis of financial assets and habilities by measurement basis

Financial assets and financial habiliies are measured on an ongoing basis either at fair value or at amortised cost The
principal accounting policies in Note 2 describe how the classes of financial mstruments are measured, and how
income and expenses including fair value gains and losses are recogmised The following table analyses the financial
assets and habihties i the balance sheet by the class of financial instrument to which they are assigned. and therefore
by the measurement basis
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15 Trading assets

The group The bank
2007 2006 2007 2006
im £m £m £m
Trading assets
— which may be repledged or resold by
counterparties 57.912 22,215 37.040 881
~ not subject to repledge or resale by
counterparties 95,294 63,779 112,062 53918
153,206 85,994 149,102 62,729
Treasury and other eligible bills 445 197 437 165
Debt securities 58,741 47,101 37,902 25260
Equtty securitres 22,419 10,836 13,095 1279
Loans and advances to banks 37,020 10,233 59,451 13,560
Loans and advances to customers 34,581 17,627 38,217 16,465
153,206 85,994 149,102 62 729
16 Financial assets designated at fair value through profit or loss
The group The bank
2007 2006 2007 2006
£m £m £m fm
Financial assets designated at fair value
— not subject to repledge or resale by counterparties 14,969 5,985 3,439 -
The group The bank
2007 2006 2007 2006
£m £m fm £m
Treasury and other eligible bills 25 28 - -
Debt secunities 7,822 2,361 3,439 -
Equity securities 7,033 3,476 - -
Loans and advances to barks 89 120 - -
14,969 5 985 3,439 —
17 Denvatives
Fair values of derivatives open positions by product contract type held by the group
At 31 December 2007
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Exchange rate 17,279 - 17,279 {17,757) {30% {17,787y
[nterest rate 31,397 367 31,764 (31,393) 601} {31,994)
Equities 7,014 - 7,014 (6,719} - (6,719)
Credit denvatives 3,629 - 3,629 (4,294) - (4,294)
Commodity and other 784 - 784 (745) = (745)
Gross total fair values 60,103 367 60,470 (60,908) (631) (61,539)
Total 60,470 (61,539)
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————— -
At 31 December 2006
Assets Liablines
Trading Hedging Total Trading Hedg:ng Total
£m £m £m £m £m £m
Exchange rate 10,298 87 10,385 (10,572) (89) (10,661)
Interest rate 18,141 357 18,498 (17.985) (404) (18,389)
Equities 3,728 - 3,728 (4,063) (3) (4,066)
Credit derivatives 1,442 - 1,442 (1,585) - (1,585)
Commodity and other 7 - 7 {12) - (12)
Gross total fair values 33.616 444 34,060 (34 217) (496) (34,113)
Netting (1,970) 1,970
Total 32 090 (32.743)
Fair values of derivatives open positions by product contract type held by the bank
At 31 December 2007
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Exchange rate 17,428 - 17,428 (17,493) - (17,493)
[nterest rate 22,240 232 12,472 (23,005) {197) {23,202)
Equities 2,036 - 2,036 (1,825) - (1,825)
Credrt derivatives 3,607 - 3,607 (4,276) - (4,276)
Commodity and other 782 - 782 (740) - {740)
Total 46,093 232 46,325 (47,339) (197) (47,536)
At 31 December 2006
Assets Liabilities
Trading Hedging Total Trading Hedging Total
f£m £m fm fm £m fm
Exchange rate 10,864 - 10,864 (10,910) - {10,910)
Interest rate 11,031 91 11,122 (11,021) (89) (11 110)
Equities 965 - 965 (1,390) - (1,390}
Credit denivatives 1,407 - 1,407 (1,549) - {1,549)
Commodity and other 3 - 3 )] - (8)
Total 24 270 91 24,361 (24,878) (89) {24 967)

Derivatives are financial instruments that derive their value from the price of an underlying item such as equities,
bonds, interest rates, foreign exchange, credit spreads, commodities and equity or other indices Derivatives enable
users to increase reduce or alter exposure to credit or market risks The group makes markets tn dertvatives for its
customers and uses derivatives to manage its exposure 1o credit and market risks

Derivatives are carrted at fair value and shown 1n the balance sheet as separate totals of assets and liabilities Asset
values represent the cost to the group of replacing all transactions with a fair value m the group’s favour assuming
that all the group s relevant counterparties default at the same ume, and that transactions can be replaced
instantaneously Liability values represent the cost to the group counterparties of replacing all thetr transactions with
the group with a fair value 1n their favour if the group were to default Derivative assets and liabilities on different
transactions are only netted if the transactions are with the same counterparty. a legal nght of set-off exists and the
cash flows are intended to be settled on a net basis

Use of denvatives

The group transacts derivatives for three primary purposes to create risk management solutions for chents, for
proprictary trading purposes, and to manage and hedge the group’s own nisks Derivatives (except for derivatives
which are designated as effective hedging tnstruments as defined 1o [AS 39) are held for trading The held for trading
classification includes two types of dervatives those used in sales and trading activities, and those used for nsk
management purposes but which for various reasons do not meet the qualifying criternia for hedge accounting The
second category includes derrvatives managed in conjunction with financial instruments designated at fair value
These activities are described more fully below
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The group’s derivative activities give rise to significant open positions in portfolios of derivatives These positions
are managed constantly to ensure that they remain within acceptable nisk levels, with matching deals being utilised to
achieve this where necessary When entering into derivative transactions the group employs the same credit nisk
management procedures to assess and approve potential credit exposures that are used for traditional tending

Trading derivatives

Most of the group’s dertvative transactions relate to sales and trading activities Sales activities 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 denvatives are entered into principally for the purpose of generating
profits from short-term fluctuations in price or margin Positions may be traded actively or be held over a period of
time to benefit from expected changes in currency rates nterest rates, equity prices or other market parameters
Trading includes market-making, posttroning and arbitrage activities Market-making entails quoting bid and offer
prices to other market participants for the purpose of generating revenues based on spread and volume, positioning
means managing market risk positions 1n the expectation of benefiting from favourable movements 1n prices, rates or
indices, arbitrage involves identifying and profiting from price differentials between markets and products

As mentioned above other derrvatives classified as held-for-trading 1include non-qualifying hedging derivauves
ncffective hedging dervatives and the components of hedging derivatives that are excluded from assessing hedge
effectiveness Non-qualifying hedging derivatives are entered into for nsk management purposes but do not meet the
criteria for hedge accounting These include denivatives managed 1n conjunction with financial instruments
designated at fair value

Gains and losses from changes 1n the fair value of derrvatives that do not qualify for hedge accounting are reported n
‘Net trading income’, except for derivatives managed i conjunction with financial instruments designated at fair
value, where gains and losses are reported in Net income from financial instruments designated at fair value ,
together with the gains and losses on the hedged items Changes in the fair values of trading derivatives are mclusive
of contractual interest Changes 1n the fair value of denvatives managed 1in conjunction with financial instruments
designated at far value are included 1n *Net income from financial instruments designated at fair value inclusive of
contractual interest unless the derivatives are managed with debt securities 1n 1ssue 1n which case the contractual
mterest 15 shown 1n interest payable with the interest payable on the 1ssued debt

Notional contract amounts of dervatives held for trading purposes by product type

Year ended 31 December

The group ‘The bank
2007 2006 2007 2006
£m £m £m £m
restated restated
Exchange rate 1,027,254 731,098 296,917 709,851
Interest rate 4,089,512 3,445,072 2,815,793 2,438,804
Equities 119,493 89,600 31,186 22,827
Credit denvatives 485,976 256,493 482,397 254 538
Commodity 13,837 859 15,283 668
Total denivauves 5,736,072 4,523 122 4,341,576 3,426 688

The notional or contractual amounts of these instruments indicate the nomunal value of transactions outstanding at the
balance sheet date, they do not represent amounts at risk

The contract amount of credit dernvatives of £485.976 million {2006 £256 493 muilion) above consists of protection
bought of £245,952 million (2006 £131 169 million) and protection sold of £240 024 milhion (2006 £125,324
mulilon)

Derwatives valued using models with unobservable nputs

The amount that has yet to be recognised m the income statement relating to the difference between the fair
value at initial recognition (the transaction price) and the amount that would have ansen had the market data
available at inception been considered observable, less subsequent releases, 1s as follows
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The group The bank
2007 2006 2007 2006
£m £m £m £m
Unamortised balance at 1 January 84 63 66 37
Deferral on new transactions 102 I8 46 87
Recogrused 1n the income statement duning the penod
— amoriisation {26} (15) " {5)
— subsequent to cbhservability {33) (60) (26) (39)
- maturity or termination 37 210 18) (14)
- FX movements and other - () - -
Unamortised balance at 31 December 90 84 59 66

Hedging instruments

The group uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own asset
and Liability portfolios and structural positions This enables the group to optirmse the overall cost to the group of
accessing debt capital markets, and to mitigate the market risk which would otherwise arse from structural
imbalances 1n the maturity and other profiles of 1ts assets and habilities

The accounting treatment of hedge transactions varies according to the nature of the mstrument hedged and the type
of hedge transactions Derivatives may quahfy as hedges for accounting purposes 1f they are fair value hedges, or
cash flow hedges These are described under the relevant headings below

Notional contract amounts of derivatives held for hedging purposes by product type

The group
At 31 December 2007 At 31 December 2006
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
£m im £m £m
as restated as restated
Exchange rate contracts 93 444 87 400
Interest rate contracis 69,323 9,065 56,277 3,222
Equities - 12 - -
The bank
At 31 December 2007 At 31 December 2006
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
£m £m £m £m
as restated as restated
Exchange rate contracts - - -
Interest rate contracts 21,001 3 18,083 9

The notional or contractual amounts of these instruments indicate the nomnal value of transactions outstanding at the
balance sheet date, they de not represent amounts at risk

Fair 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 mstruments due to movements 1n market interest rates For qualifying fair
value hedges, all changes 1n the fair value of the derivative and in the fair value of the 1item in relation to the risk
being hedged are recogrsed 1n mcome 1f the hedge relationship 1s terminated, the fair value adjustment to the
hedged 1tem continues to be reported as part of the basis of the item and 1s amortised to tncome as a yield adjustment
over the remainder of the hedging period

The fair values of outstanding derivatives designated as fair value hedges at 31 December 2007, were assets of mil
and habilities of £138 million (2006 assets of £41 million and liamhities of £37 mullion}

88




Gains or losses arising from the change n farr value of fair value hedges

The group The bank
2007 2006 2007 2006
£m £m £m fm
(Losses)/ gawns ansing from the change in fair value
of fair value hedges
- on hedging mstruments (58) 54 - -
— o hedged items attributable to the hedged risk 62 (54) - -

The amount reported 1n the income statement 1n respect of the ineffectiveness of fair value hedges was tnsigmificant
in the year ended 31 December 2007

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and cross-currency swaps that are used to protect
against exposures to variability in future interest cash flows on non-trading assets and Liabilities which bear interest at
vartable rates or which are expected to be re-funded or reinvested in 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
liabilittes on the basis of thewr contractual terms and other relevant factors, including estimates of prepayments and
defaults The aggregate principal balances and interest cash flows across all portfolios over time form the basis for
dentifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions Gains and losses are inally recognised directly 1n equity, in the cash flow hedging reserve, and are
transferred to the income statement when the forecast cash flows affect the income statement

At 31 December 2007, the far values of outstanding derivatives designated as cash flow hedges of forecast

transactions were assets of £367 million {2006 £403 million) and Liabilines of £493 mullion (2006 £459 mullion)

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December 2007 1s

as follows

The group

At 31 December 2007

Assets
Liabilities

Net exposure

At 31 December 2006

Assels
Liabthittes

Net exposure

The bank

At 31 December 2007

Assets
Liabilities

Net expasure

Mare than 3 5 years or less
3 months months but but more More than
or less less than 1 year than 1 year S years
£m £m £m £m
22,133 24,583 16,648 13
(11,607) _(10,736) (11,582) (571)
11,126 13,847 5,066 {558)
More than 3 5 years or less
3 months months but but more More than
or less less than ! year than 1 year § years
£m £m £m £m
15,940 14,032 9,362 197
(11,617) (9,674 (6,797) -
4,323 4,358 2,565 197
More than 3 S years or less
3 months months but but more More than
or less less than 1 year than 1 year 5 years
£fm fm £m £m
12,703 12,305 10,435 13
(7,516) {7,516) (8,955) (181)
5,187 4,789 1,480 {168)
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At 31 December 2006

Assets
Liabiltizes

Net exposure

More than 3 5 years or less
3 months menths but but more Meore than
or less less than [ year than | year 5 years
fm £m £m £m
19,733 19,708 10,885 -
{15,930) (15.861) (12,002) -
3,803 3,847 (1,117 -

The gains and losses on ieffective portions of such derivatives are recognised immediately in the income statement

During the year to 31 December 2007 a loss of £1 million (2006 £2 million) was recogrised due to hedge

meffectiveness

18 Financial investments

Financtal thvestments

— which may be pledged or resold by

counterparties

- not subject to repledge or resale by

counterparties

The group

Treasury and other eligible bills
- available-for-gale
— held-to-maturtty

Debt secunities
— available-for-sale

- held-to-matunty

Equity securities
- available-for-sale

Total financtal tvestments

The bank

Treasury and other eligible bills
— available-for-sale
- hetd-to-matunity

Debt securities
— avatlable-for-sale

- held-to-maturity

Equity secunties
- available-for-sate

Total financial investments

The group The bank
2007 2006 2007 2006
£m fm £m £m
3710 2,276 3,047 1,17t
65,818 40,104 10,774 10,964
69,528 42 380 13,821 12,135
2007 2006
Carrying value Fair value Carrying value Fair value
£m £m £m £m
1,882 1,882 3,199 3,199
1,882 1,882 3,199 3,199
64,594 64,594 37,286 37,286
64,556 64,556 37.210 37,210
38 38 76 76
3,052 3,052 1,895 1,895
[ 3052] | 3,052 | 1,895 ] | 1,895 |
69,528 69,528 42,380 42,380
2007 2006
Carrying value Fair value Carrying value Fair value
£m £m £m fm
1,397 1,397 2,826 2,826
1,397 1,397 2,826 2,826
11,497 11,497 8,923 8,923
11,497 11,497 8,923 8,923
927 927 386 386
( 927] | 27] [ 386 | | 386 |
13,821 13,821 12 135 12,135
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19 Secunrnitisations and other structured transactions

The group enters 1nto transactions 1 the normal course of business by which 1t transfers recogmised financial assets
directly to third parties or to special purpose entities These transfers may give nise to the full or partial derecognition
of the financial assets concerned

(1) Full derecogmtion occurs when the group transfers its contractual right to receive cash flows from the financial
assets and substantially all the risks and rewards of ownership The risks include credit, interest rate, currency,
prepayment and other price risks In additron, full derecognition occurs where, 1nter alia, the contractual rights to
recerve the cash flows of the financial assets are retained but a contractual obligation to pay the cash flows to one
or mere recipients 1s assumed without matertal delay

(1) Partial derecognition occurs when the group sells or otherwise transfers financial assets in such a way that some
but not substantrally all of the nisks and rewards of ownership are transferred but control 1s retamed These
financial assets are recogmised on the balance sheet to the extent of the group’s continumg involvement

The mayority of transferred financial assets that do not qualify for derecognition are (1) debt securities held by
counterparties as collateral under repurchase agreements or (1) equity securities lent under securities lending
agreements The following table analyses the carrying amount of financial assets as at 31 December that did not
qualify for derecogrution during the year and their associated financial hiabilities

The group
2007 2006
Carrymg Camrying
Careying amount of Carrying amount of
amount of associated amount of assoclated
assets Labilitres assets Labtlities
£m £m £m fm
Nature of transaction
Repurchase agreements 50,868 51,338 18,313 18,168
Securities lending agreements 10,818 10,813 6,178 5,952
Total 61,686 62,151 24,491 24,120
The bark
2007 2006
Carrymg Carrying
Carrying amount of Carrying amount of
amount of associated amount of associated
assets habilities assets habilities
£m £m £m £m
Nature of transachion
Repurchase agreements 29,376 29,942 4.002 3,871
Securities lending agreements 10,713 10,713 5,980 5,951
Total 40,089 40,655 9,982 9,822

A small proportion of financial assets that do not qualify for derecognition relate to loans, credit cards, debt securities
and trade recervables that have been securitised under arrangements by which the group retains a contimuing
mvolvement 1n such transferred assets Continuing involvement may entail retaining the rights to future cash flows
ansing from the assets after mvestors have recetved therr contractual terms {for example, interest rate strips),
providmg subordinated interest, continuing to service the underlying asset, or entering into dervative transactions
with the securitisation vehicles As such, the group continues to be exposed to nsks and rewards associated with these
transactions

The rights and obligations that the group retans from 1ts continiung involvement n securitisations are nrally
recorded as an allocation of the fair value of the financial asset between the part that 15 derecogmsed and the part that
continues to be recognised on the date of transfer The following 1s an analysis of the carrying amount of financial
assets to the extent of the group s continuing mvolvement, that qualified for partial derecognition during the year, and
their associated liabilities
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Secuntisahions at 31 December
2007 2006
£m £fm
Carrymg amount of assets (origmnal) - 2,035
Carrying amount of assets {currently recognised}) - 42
Carrying amount of associated hiablities - 24

20

1 As a result of consolidanng Cullingn Finance Limited the securitised assets are reported on-balance sheer at 31 December 2007

Interests in associates and joint ventures

Principal associates of the group
At 31 December 2007

The group’s Issued
Country of mterest in equity
incorporanon equity caputal captal
Vocalink England 13 95% 100,000

The above investment 1s owned by HSBC Bank plc Although the group owns less than 20% of the voting rights in
Vocalink, 1t 1s an associate of the group by virtue of the group s influence exerted via board representation

During 2007 the group s interests in AEA Investors (Cayman) I LP, HSBC PE European No 2 LP. Private Equity
Portfolio (Investment) LP Inc and Montague 111 LP were restructured As a result. the group no longer has sigmificant
influence over these partnerships and they have ceased to be assocates of the group At 31 December 2007 the
group s interests 1n these partnerships were accounted for as financial investments

As a result of acquiring additional shares the group obtained control of HSBC Assurances VIE (France) (previously
‘Ensa LIFE } and HSBC Assurances [ARD (previously ‘Erisa IARD ) during 2007 and these entities ceased to be

assoclates of the group Further information can be seen 1n Note 23 ‘Investments’

Summarised aggregate financial information on associates

2007 2006

£m £m

Assets 46 10,539
Liabilities 41 10,210
Net income 56 30

Interests 1n joint ventures
At 31 December 2007

HSBC’s Issued

mterest in equity

Principal activity equity capital caputal
Internatronal Transaction Services GmbH Outsourcing support 51% £5m
Vaultex (UK) Limited Cash management 50% £10m

Investment Holdings and

Holnwoods Termtime Credit management 50% £l
HSBC Yen Investment Partners Yen mnvestments 50% -1

I HSBC Yen Imestment Partners 1s a parinership and hence has no issued equuty caprial
Although the group owns more than 50 per cent of the equity capital of International Transaction Services GmbH. the

agreement with the other shareholder means joint control 1s exercised over the entity with strategic, financial and
operating decisions requiring joint consent
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Summarised aggregate financial information on jount ventures

2007 2006

£m fm

Assets 268 52
Liabilities 207 54
Net imcome 4 2

Goodwill and intangsble assets

Goodwill and intangible assets include goodwill arising on business combinations, the present value of in-force long-
term assurance business, and other intangible assets The carrying amounts of these assets at 31 December was as
foliows

The group The bank
2007 2006 2007 2006
£m £m £m £fm
Goodwill 3974 8,395 291 331
Present vatue of in-force long-term assurance business
(‘PVIF?) 444 407 - -
Other intangible asscts 459 449 249 226
9877 9,251 540 557
Goodwill
The group
2007 2006
£m £m
Cost
At | January 8,395 8,664
Addittons'? 1 8
Disposals - -
Exchange translation differences 585 (312)
Amounis written of ! (33 -
Other changes * 26 5
At 31 December 8,974 8,395
Accumulated impairment losses
At 1 January - -
Impairment loss recogmsed® (33 -
Amounts written off* 33 -
At 31 December - -
Net book value at 31 December 8,974 8§ 395

1 2607 additions include goodw:ill arising on the acquisition of an increased stake wn Elysee Foréts of £0 3 million

2 2006 addimons inchude goodwill anising on the acqinsition of the Czech Slovak, and Hungary Consumer Fimance Busmesses of

£15 mullion and the Alternatrve Fund Services Business also of £15 million

2007 other changes include the transfer of goodwill of HSBC Insurance Brokers Holdings Lid from ASBC Holdings to HSBC Bank plc

4 The impawrmeni charge for the year is recognised tn the income statement under Amortisation and impawrment of intangible assets and
wmpairment of goodwill’ The impatrment charge for 2007 of £33 muthon arose on reclassification of certain HFC cards portfolios 1o
assets held for sale during the year These portfolios were also sold during the year resulting in the goodwill and related impairment
allowance of £33 million being written off

L
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The bank
2007 2006
£m £m
Cost
At 1 January 331 321
Addtions' - 15
Exchange transiation differences 1 6)
Amounts written off* 33 -
Other changes (8) 1
At 31 December 291 33t
Accumulated impairment losses
At | January - -
Impairment foss recogmised’ (33) -
Amounts written of 13 -
At 31 December - -
Net book value at 31 December 291 331

1 2006 addhtions include goodwill ansing on the acquisiiion of the Alternanve Fund Services Business of £13 mithion

2 The umpairment charge for the year 15 recogmised in the income statement under ‘Amortisation and impairment of intangible assets and
tmpatrment of goodwill’ The impatrment charge for 2007 of £33 nullion arose on reclassification of certain HFC cards portfolios to
assets held for sale during the year These portfolios were also sold duning the year, resulting i the goodwill and related impairment
allowance of £33 million being written off

During 2007 goodwill impairment of £33 milhon was recogmsed (2006 £ml) Impairment testing of goodwill 15
performed annually by comparing the recoverable amount of cash generating units (*CGUs ) determined at 1 July
2007 based on a value-in-use calculation That calculation uses cash flow estimates based on management’s cash
flow projections, extrapolated in perpetuity using a nominal long-term growth rate based on current GDP and
mnflation for the countries within which the CGU operates Cash flows are extrapolated in perpetuity due to the long-
term perspective within the group of the business units making up the CGUs The discount rate used 15 based on the
cost of capital the group allocates to investments i the countries within which the CGU operates

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on 1ts valuation The cost of capital percentage 1s generally derived from an appropniate Capital Asset Pricing
Model which itseif depends on inputs reflecting a number of financial and economic vanables including the risk-free
rate in the country concerned and a premium or discount to reflect the inherent nisk of the business being evaluated
These variables are established on the basis of management judgement

Management judgement 15 required 1n estmating the future cash flows of the cash-generating units These values are
sensitive to the cash flows projecied for the pertods for which detailed forecasts are available, and to assumptions
regarding the long-term sustainable pattern of cash flows thereafter While the acceptable range within which
underlying assumptions can be applied 1s governed by the requirement for resulting forecasts to be compared with
actual performance and verifiable economic data 1n future years, the cash flow forecasts necessarily and appropriately
reflect management s view of future business prospects

The following CGUs include 1n their carrying value goodwill that 1s a significant proportion of total geodwill
reported by the group These CGUs do not carry on their balance sheet any intangible assets with indefinite useful
Itves, other than goodwill

Goodwill at Nomnal growth rate beyond
Cash Generating Umt (‘CGU”) 1 July 2007 Discount rate mtial cash flow projections
fm % %
Private Banking 2,331 100 30
France 5,375 100 35
Total goodwill in the CGUs listed above 7,706

There was no evidence of impairment ansing from this review In addition during 2007 there was no impairment of
the cartying amount of investments tn subsidharies in the bank s financial statements A review of the net asset valye
of the subsidiaries agamnst carrying value 1s performed on an annual basis to determine whether these investments are
impaired
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The present value of in-ferce long-term assurance business (‘PVIF')
The group
PVIF-specific assumptions

The key assumptions used 1n the computation of PVIF for the group’s main msurance company are

2007 2006

UK Life UK Life

Risk free rate 4 30% 4 30%
Risk discount rate 8 00% 8 00%
Expenses infiatton 340% 340%

Movement on the PVIF

2007 2006

£m fm

At 1 January 407 463
Addition from current year new business 67 25
Mevement from n-force bustness {50) (&1)
Exchange and other adjustments 20 -
At 31 December 444 407

The calculation of the PVIF 15 based upon assumptions that take into account risk and uncertainty To project these
cash flows, a variety of assumptions regarding future experience 1s made by each tnsurance operation which reflect
local market condiions and management's judgement of local future trends The calculations are consistent n therr
objective of achieving a valuation that reflects the shareholder's interest in the in-force business of the life insurance

operattons Some of the group's insurance operations incorporate risk margins separately into the projecuion

assumptions for each product, while others incorporate risk margins into the overall discount rate This 1s reflected
the wide range of risk discount rates applied The use of different methodology 15, mter alia attnbutable to the
differing nature of the preducts being valued and the constitution and structure of the local funds but it represents a

consistent apphication of the policy
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Other intangible assets

The analysis of the movement of intangible assets, excluding the present value of in-force long-term assurance
business, for the year ended 31 December 2007 15 as follows

The group
Customer/
Internally merchant
Trade generated  Purchased relation-
names software software ships Other Total®
£m £m £m £m £m £m
Cost
At 1 January 2007 13 675 58 4 17 1,007
Addutions' - 103 15 - 4 122
Disposals - - (2} - - {2)
Exchange translation differences 2 9 7 - 1 19
Other changes - i - (40) (10) (49)
At 31 December 2007 15 788 78 204 12 1,097
Accumulated amortisation and impairment
At 1 January 2007 (5) (441) (38) (73} (13] (558)
Amortisatton charge for the year® (1) (75) (12) 1% ) (108}
Imparrment charge for the year® - m - - - (1)
Disposals - - 3 - - 3
Exchange translation differences (48] (4] ) - - 14)
Other changes - - - 40 = 40
At 31 December 2007 (7) (526) (51) (52) (2) {638)
Net book value at 31 December 2007 8 262 27 152 10 459
Cost
At | January 2006 16 578 56 246 16 912
Additions' - 101 7 - 1 109
Disposals - - (6 3) - %
Exchange translatton differences (3) Q)] - N - (5)
Other changes - 3) 1 2 - -
At 31 December 2006 13 675 58 244 17 1,007
Accumulated amortisatton and impairment
At 1 January 2006 (5) (366) (30) (19) [0 (421)
Amortisation charge for the year’ n {78) (1) (20) - [4310)]
Impairment charge for the year’ - {3) H 37 - (41)
Disposals - - 6 3 - 9
Exchange translation differences 1 1 - - - 2
Other changes - 5 (2) - - 3
At 31 December 2006 {5) (441) (38) {73) {1 {558)
Net book value at 31 December 2006 8 234 20 171 16 449

1 The group has £2 miflion (2006 rul) of contractual commitments on the acquastion of intangible assets in the year

2 The amorusation and impatrment charges for the year are recogmsed within the income statement under ‘Amortisation and impairment
of intangible asseis and impairment of goodwill  The impairment charge in 2006 arose due to customer delingquency on the HFC cards
business which caused the recoverable amount of the imtangible asset to be revised

3 included n the above are mtangible assets relanng to Marks and Spencer Retatl Financial Services Holdings Limited with a net book
value of £141 million 2006 £158 million) on which the amortisation charges for the year to 31 December 2007 was £17 nullton {2006
£16 milhon) The remarning amortisation period 15 7 years
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The bank

Cost

At I January 2007
Additions

Other changes

At 31 December 2007

Accumulated amortisation

At | January 2007

Amortisatton charge for the year'
Impairment charge for the year'
Other changes

At 31 December 2007
Net book value at 31 Decemnber 2007

Cost

At 1 January 2006
Addisons'

Other changes

At 31 December 2006

Accumulated amortisation

At | January 2006

Amortisation charge for the year®
Impairment charge for the year'
Other changes

At 31 December 2006
Net book value at 31 December 2006

Internally Customer/
generated merchant
software relationshyps’ Other Total
£m £m £m £m
572 41 3 616
96 - - 96
- (41) - (41)
668 - 3 671
(348) (41) (1) (390)
(72) - (n {73}
(n - - (1}
1 41 - 42
{420) - (2) {422)
248 - 1 249
479 41 2 522
94 - 1 95
(1) - - )]
572 4] 3 616
273) (3} - (276)
(73) 2 (1 (76
(3) (36) - (39)
1 - — 1
(348) 40 [€))] {390}
224 — 2 226

| The amortisalron and impairment charges for the year are recogmised within the income statement under Amortisation and imparrment
of itangible assets and impairment of goodwill  The impairment charge in 2006 arose due to customer delinquency on the HFC cards
business which caused the recoverabie amaunt of the imtangible asset to be revised
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22 Property, plant and equipment

The group
Long Short Equipment
Freehold leasehold leasehold Equipment, on
land and land and land and fixtures operating
Buildings buildings buildings and fithings’ leases Total*
£m £m £m £m £fm fm
Cost or fair value
At | January 2007 966 362 275 2,657 3,004 7,264
Additions at cost 104 3 84 321 66 578
Acquisttion of subsidiaries 49 - - 1 - 50
Fair value adjustments 13 - - - - 13
Dnsposals * (257) (320) a2 {135) {65) (789)
Transfers - - 4 n - 3
Exchange translation
differences 55 - 4 69 - 128
Other changes (6) - 2 (9) - (13)
At 31 December 2007 924 45 357 2,903 3,005 7,234
Accumulated depreciation
At | January 2007 97 27 (150) (1,656} (926) (2,856)
Depreciation charge for the
year (22) 3) (22) (281) (100) (428)
Disposals * 48 15 8 76 58 205
Transfers - - {2) - - )
Impatrment losses recoghised - - - - - -
Impairment losses reversed 6 - - - - 6
Exchange translation
differences 4) - {2) 39) - (45)
Other changes (6) - (1) 12 — 5
At 31 December 2007 (75) (15} (169} (1,388) (963) (3,115)
Net book value at
31 December 2007 849 30 188 1,015 2,037 4,11%

Includes assets held on finance leases with a net book value of £171 mullion (2006 £169 miilion} on which the accumulated
depreciatton as at 31 December 2007 was £1 5 million (2006 £20 nullion)

Includes assets with a net book value of £173 mullion (2006 £172 nulhion) pledged as security for habiitnies on which the accumulared
depreciation as at 31 December 2007 was £3 million (2006 £24 miifion)

At 31 December 2007 the group had £281 nuilion (2006 £329 million) of contractual comnutments to acgquire praoperty, plant and
equipment

4 Includes transfers to assets held for sale with a net book value of £517 million

()8
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Cost or farr value

At 1 January 2006

Additions at cost

Fair value adjustments
Disposals

Transfers

Exchange translation differences
Other changes

At 31 December 2006

Accumulated depreciation

At | January 2006

Depreciation charge for the
year

Disposals

Transfers

Exchange translation
differences

Other changes

At 31 December 2006

Net book value at
31 December 2006

The bank

Cost or fair value

At { January 2007
Addrtions at cost'
Acquisiton of subsidianes
Disposals

Transfers

Exchange differences
Other changes

At 31 December 2007

Accumulated depreciation

At | January 2007

Deprectation charge for the year
Disposals *

Transfers

Impairment losses recognised
Impairment losses reversed
Exchange differences

Other changes

At 31 December 2007

Net book value at 3 December 2007

Long Short Equipment
Freehold leaseheld leasehold Equipment, on
land and land and land and fixtures operating
Buildings buildings buildings and fittings' leases Total®
£m £m £m fm fm £m
1,045 370 235 2,472 2,746 6,868
42 2 57 378 149 628
6 - - - - 6
(110) 48} an (164) (15) (307)
- - - 7 - 7
(16} - (2 (39) - (57)
[$))] 9 2 3 124 119
966 362 275 2,657 3,004 7,264
(90) (28) (133) (1,556) (722) (2,549)
(24) 9) (15) (268) (94) (410)
14 - 18 149 14 195
- - - (7 - N
2 - - 27 - 29
1 10 - (1) (124) (114)
on 27 (150} {1,656) (926) (2,836)
869 335 125 1001 2,078 4408
Long Short
Frechold leasehold leaschold Equipment,
Iand and land and land and fixtures
buildings bwildings buildings and fithngs Total
£m £m £m £m £m
397 368 240 2,105 3,110
18 2 78 209 307
(191} (320) 9) (109) (629)
_ - - (1) (1}
- - 1 b3 3
(&3] - 1 - (2}
221 50 311 2,206 2,788
(59) 27) (136) {L367) (1,58%9)
(11) (3) (18) (201) (233)
35 15 7 56 113
- - - ) (1)
(35) (15) (147) (1,513) (1,710)
186 35 164 693 1,078

1 At 31 December 2007, the bank had £103 mullion 2006 £111 million} of contractual commutments to acquire praperty plant and

equipment

2 Includes transfers to assets held for sale with a net book value of £457 million
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Long Short
Freehold leasehold leasehold Equipment,
land and land and land and fixtures
buildings bunldings buildings and fittings Total
£fm £m £m £m £m

Cost or fair value
At | January 2006 454 376 208 1,922 2,960
Additions at cost! 37 2 54 280 373
Disposals {89) (1) {22) (105) 217
Transfers - - - 9 9
Other changes (5) {5) - () (15)
At 31 December 2006 397 368 24¢ 2,105 3,110
Accumulated depreciation
At 1 January 2006 {62) (28) (147) (1,254) (1,491
Depreciation charge for the year {13) {9} (12) {19%) (233)
Disposals 11 - 23 95 129
Transfers - - - (%) (%)
Other changes 5 10 - - 15
At 31 December 2006 (39) (27 (136) (1,367) {1,589)
Net book value at 31 December 2006 338 341 104 738 1,521

Included within ‘Short leasehold land and buildings are the following amounts 1n respect of assets classed as
improvements to buldings, which are carrred at depreciated historical cost

The group The bank
2007 2006 2007 2006
fm £m £m fm

Cost
At 1 January 264 231 239 207
Additrons 84 56 8 54
Disposals (12) {22) [¢)] 22)
Transfers 3 - - -
Exchange translation differences 3 {2) - -
Other changes 3 1 1 —
At 31 December 345 264 309 239
Accumulated depreciation
At 1 January (145) {150) (137) (150)
Depreciation charge for the year 19 (13) {17) (11
Disposals 8 24 7 24
Transfers - - - -
Exchange translatton differences (n - - -
Other changes [U)] (6) - -
At 31 December (158) (145) (147) (137)
Net book value at 31 December 187 119 162 102
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Investment properties

The composition of the investment properties at fair value in the year was as follows

Freehold
land and
bwildings'
£m
Fair value
At 1 January 2007 3l
Additions at cost 82
Acquisition of subsidiaries 49
Reclassified as held for sale 30)
Fair value adjustments 13
Other changes 7
At 31 December 2007 152
Fair value
At | January 2006 27
Disposals ()]
Fair value adjustments 6
Other changes (1)
At 31 December 2006 31

1 Included in Property plant and equipment on page 98

Investment properties are valued on an open market vatue bas:s as at 31 December each vear by independent
professional valuers who have recent expertence in the location and type of propertics A surplus of £13 million
(2006 surplus of £6 mllion) was credited to the income statement for the year ended 31 December 2007

Included within ‘Other operating income  was rental mcome of £2 mifhion (2006 £2 million) earned by the group on
1ts mvestment properties Direct operating expenses of £ ml (2006 ml) incurred 1n respect of the investment
properties during the year were recogrused in ‘General and administrative expenses

Group properties leased to customers

The group properties leased to customers none of which was held by the group. included £4 million at 31 December
2007 (2006 £25 million) let under operating leases net of accumulated depreciation of £5 miilion (2006 £20
muillion)
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23 Investments

Principal subsidiary undertakings of HSBC Bank plc

HSBC France

HSBC Asset Finance (UK) Limited
HSBC Bank A S

HSBC Bank International Limited
HSBC Bank Maltaplc

HSBC Guyerzeller Bank AG

HSBC Invoice Finance {(UK) Limited
HSBC Life (UK) Limited

HSBC Rail (UK) Limited

HSBC Private Bank (Guernsey) Limited
HSBC Private Bank (Suisse) § A

HSBC Private Bank (UK) Limited
HSBC Trinkaus & Burkhardt AG
HSBC Trust Company {UK) Limited
Marks and Spencer Retal! Frnancial Services Holdings Limited

Country HSBC Bank

of  plc'sinterestin
Lacorporation equity capital
or registration %
France 9999
England 100
Turkey 100

Jersey 9993

Malta 68 19
Swuzerland 9993
England 100
England 100
England 100
Guemnsey 99 93
Switzerland 94 49
England 9993
Germany 78 60
England 100
England 100

SPEs consolidated where HSBC Bank plc owns less than 50 per cent of the voting rights

Carrying value of total
consohdated assets

Asscher Finance Limited
Bryant Park Funding LLC
Cullinan Finance Limited
Regency Assets Limuted
Solitaire Funding Limited

All the above make their financial statements up to 31 December

Acquisitions

£bn
37
26
166
45
108

Nature of SPE

Structured investment vehicle
Conduit

Structured investment vehicle
Conduit

Condwit

HSBC Bank plc made the following acquisitions of subsidiary undertakings or business operations in 2007, which

were accounted for by applying the purchase method

- On | Januvary 2007 HSBC Bank plc acquired 100% of the share capital of HSBC Insurance Brokers Holdings
Limited for a cash consideration of £115m No goodwill arose on the acquisition Details of the net assets acquired

are as follows

Cash and cash equivalents
Trade and other receivables
Intangible assets

Property, plant and equipment
Other investments

Trade and other payables

Net assets acquired

Carrying value

immediately

prior to

Fatr value acquisition
fm £m
329 329
639 639

35 35

4 4

126 126
(1,018) (1,018)
115 115

The acquired business contributed total operating income of £338 mullion and net profit of £36 million to the group 1n

2007
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- On 26 March 2007 HSBC Bank plc, through 1ts subsidiary HSBC France, acquired 50 01% of the shares in HSBC
Assurances VIE (France) (previously Ernsa LIFE ) and HSBC Assurances IARD (France) (previously ‘Ensa IARD )
not already owned, taking the total holding n each entity up to 100%

The group paid cash consideration of £156 milhon 1n respect of this acquisition The fair value of the assets acquired
exceeded the cash consideration by £9 million Thus excess has been recognized within “Other operating income” n
the income statement

Carrying value

immediately
The farr values of the assets and habilities and contingent liabilities anising from the acquisition, prior to
determined provisionally, were as follows Fair value acquisition
£m fm
Financial assets designated at fair value 3,926 3,926
Berivative assets 25 25
Loans and advances to banks 48 48
Financial investments 5,728 5,728
Intangtble assets 199 199
Property, plant and equipment 48 48
Prepayments and accrued income 13t 131
Other asset categortes 41 41
Financial habilities designated at fair value (37 (37)
Derivative lrabilities () ()]
Liahilities under insurance contracts 1ssued (8,929) (8,929)
Other lLability categories (844) (844)
Net assets acquired 329 329

The acquired business contributed total operating income of £1,205 million and net profit of £35 mallion to the group
in 2007 [f the acquisition had occurred on | January 2007, the group total operating income would have been
£15,020 million and profit for the year would have been £3,396 million These amounts have been calculated using
the group's accounting policies

HSBC Bank plc made the foilowing acquisitions of subsidiary undertakings or business operations 1n 2006, which
were accounted for by applying the purchase method

— On 2 March 2006, the group increased 1ts stake in HSBC Trinkaus & Burkhardt AG by 0 709 per cent for a cash
consideration of £10 85 million Goodwill of £6 88 million arose on the increase in stake

—  On 9% November 2006, the group, through 1ts Dutch holding company HSBC Europe (Netherlands) BV, acquired
two consumer finance subsidiaries Beneficial Zrt in Hungary and Beneficial Finance a s in the Czech Republic
and Slovakia Both companies were wholly owned subsidiaries of Household International Europe Limited,
owned by HSBC Finance Corporation for consideration of £24 4 mullion Goodwill of £14 5 mullion arose on the

acquisitien
24 Other assets
The group The bank

2007 2006 2007 2006
£m £m £m £m
Bulhion 147 233 70 180
Assets held for sale 626 22 555 16
Assets of disposal groups held for sale’ 78 - 78 -
Reinsurance assets 528 633 - -
Current taxation recoverable 67 33 1 -
Endorsements and acceptances 375 353 251 238
Other accounts 4,115 3,180 1,122 1,580
5,936 4,454 2,077 2,014

| At 3] December 2007, assets of HFC cards porifolios with a carrying amownt of £78 millton (2006 nil} were classified as disposal
groups held for sale
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Assets held for sale

The group The bank
2007 2006 2007 2006
£m £m £m £m
Non-current assets held for sale
Property, plant and equipment 586 16 555 16
Investment Properties 31 - - -
Financial Assets 7 - - -
Recervables 2 6 - -
Total assets classified as held for sale 626 22 555 16

On 31 May 2007, the bank entered into a contract for the sale and leaseback of the property and long ieasehold land
comprising 8 Canada Square London to Metrovacesa, S A (*Metrovacesa ) for £1,090 million Under the terms of
this arrangement the bank has leased the building back from Metrovacesa for a period of 20 years at an annual rent
of £43 5 millton, with annual upward-only rent reviews linked to the Retail Price Index (all items) and subject to an
annual maximum and mmmum increase of 6 per cent and 2 5 per cent respectively In the normal course of business,
the bank has provided finance to Metrovacesa in respect of the debt element of this transaction at arm’s length market
rates in the form of a bnidging loan of £810 million secured by a charge on the property The bridging loan had a
maturity of 30 November 2007 and was extended through a new facility provided by the bank with a maturity of 30
November 2008 The equity portion of £280 million was settled in cash by Metrovacesa on 31 May 2007

The sale has not been recogmised n the financial statements at 31 December 2007 because the bank has retained a
sigmficant interest by virtue of the loan provided to part-finance the purchase of the building Accordingly, 8 Canada
Square 15 presented within property, plant and equipment as a non-current asset held for sale with a carrying value of
£432 mullion and the equity portion recerved from Metrovacesa 1s presented in the balance sheet as deferred mcome
It 1s expecied that the sale will be recognised when the bridging loan 1s repaid

Also included within property, plant and equipment classified as held for sale are other properties the group itends
to dispose of through sale and leaseback transactions and repossessed property that had been pledged as collateral by
customers

25 Trading lhiabilities
Carrymg amount
The group The bank
2007 2006 2007 2006
£fm £m £m £m
Deposits by banks 39,382 8,672 48,390 10,4597
Customer accounts 21,999 2,791 17,636 8,610
Other debt securities 1n 185ue 14,353 9,863 10,597 5,972
Other habilities — net short positions 41,720 23,754 23,132 10,136
117,454 52,080 99,755 35215
26 Financial habilities designated at fair value
The group The bank
2007 2006 2007 2006
£m £m £m £m
Depostts by banks 3,635 108 3,513 72
Liabilities to customers under investment contracts 5,842 4553 - -
Debt securities i 1ssue 2,820 1,141 1,204 1,003
Subordinated liabilities 3,084 3,353 3365 3,661
Preference shares 278 305 - -
15,659 9 460 8,082 4,736

The carrying amount at 31 December 2007 of financial liabilites designated at fair value was £37 mullion lower

(2006 £111 million higher) {the banrk 2007 £1% million lower, 2006 £113 million higher) than the contractual amount at
maturity At 31 December 2007, the accumulated amount of change in fair value attributable to changes in credst risk was
a gain of £165 mullion (2006 £48 mithion loss) (the bank 2007 £163 mithon gam, 2006 £47mullion loss)
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27 Other habilities

The group The bank
2007 2006 2007 2006
£m £m £m fm
Amounts due to investors i funds consolidated by
the group 1,225 396 - -
Share-based payments 184 140 105 89
Obligatrons under finance leases 327 327 - -
Endorsements and acceptances 375 353 251 238
Gther habilities 4,732 3,398 2,518 2,087
6,843 4,614 2,874 2,414
Obligations under finance leases falling due
—less than | year - 1 — -
— between | and 5 years - 3 - -
— over 5 years 327 323 - -
327 327 - =
28 Liabilities under insurance contracts 1ssued
2007
Gross Reinsurance Net
£m £m £m
Non-hife imsurance ltabilities
Unearned premium provision 387 (48) 339
Netified claims 30 (129) 172
Clamms incurred but not reported 112 s 97
Other 18 (18) -
818 (210) 608
Policyholder habihities
Life (non-linked) 1,128 {290} 838
Investment contracts with discretionary partictpation features 9,447 - 9,447
Lafe (hnked) 858 (28) 830
11,433 (318) 11,115
Total liabtlities under insurance contracts' 12,251 (528) 11,723

1 Though ivestment contracis with discretionary participation features are financial instruments, the group continued to treat them as

nsurance contracis as pernuiied by [FRS 4

Non-life insurance provisions
Uneamed premium reserve

Notifted clatms

Claims incurred but not reported

Other

Policyholder habiltties

Life (non-iinked)

Investment contracts with discretionary participation features

Life (linked}

Total habilities under insurance contracts’

2006

Gross Rermnsurance Net
£m £m £fm
286 {27 259
75 (32) 43
41 (20) 21
402 (79) 323
837 {525) 312
647 (29) 618
1,484 (554) 930
1,886 (633) 1,253

1 Though imestment contracts with discretionary participanion features are financial instruments, the group continued o treat them as

insurance coniracts as permitted by IFRS 4

The movement of labilities under insurance contracts was as follows
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Non-hfe insurance habilities
Year ended 31 December 2007

Gross Remsorance Net
fm £m £m
Unearned premium reserve {‘UPR’)
At | January 286 [r}) 259
Changes n UPR recognised as (income)/expense
— gross written premiums 372) 73 (299)
— gross earned premrums 378 (81) 297
Foreign exchange and other movements 95 (13) 82
A1 3] December 387 (48) 339
Notified and incurred but not reported
At 1 January 116 (52) 64
- notified claims 75 (32) 43
— claims mcurred but not reported 41 (20) 21
Claims paid 1n respect of current year (250) 65 (185)
Current year notifications 302 29 331
Foretgn exchange and other movements 245 (186) 59
At 31 December
= notified claims 301 (129) 172
— claims tncurred but not reported 112 (15) 97
At 31 December 413 (144) 269
Year ended 31 December 2006
Gross Remsurance Net
£m £m £fm
UPR
At | January 313 (23) 290
Changes in UPR recognised as (income)/ expense
— gross written premiums (131} 63 (68)
— gross earned premiums 153 (59) 94
Foreign exchange and other movements (49) (3) (57)
At 31 December 286 27) 259
Notitied and incurred but not reported
At 1 January 121 (57) 64
— notified claims 89 (39) 50
- claims incurred but not reported 32 (18) 14
Clams paid in respect of current year (83) 36 (47)
Current year notifications 78 29) 49
Foreign exchange and other movements - (2) (2)
At 31 December
— notfted claims 75 (32) 43
— claims incurred but not reported 41 (20) 21
At 31 December 116 (52) 64

The above tables each include an insigmificant amount in respect of the development of prior year claims For this
reason, no detailed table of claims development has been provided This 15 because a significant amount of the non-
life insurance business claims are settled within a short penod of time
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Life insurance policyholder liabilities
Year ended 31 December 2007

Gross Rewnsurance Net
£m £m £m

Life {non-linked)
At 1 January 837 (525) 312
Benefits paid (132) 73 (5%)
Increase 1n policyholder habilities 9 190 199
Foreign exchange and other movements 414 (28) 386
At 31 December 1,128 (290) 838
Investment contracts with discrettonary participation features
At | January - - -
Benefits paid (537 - (537)
Increase in policyholder liabilities 1,073 - 1,073
Foreign exchange and other movements’ 8,911 - 8,911
At 31 December 9,447 - 9,447
Lafe (hnked)
At 1 January 647 (29) 618
Benefits paid (139) 8 (131}
Increase 1n policyholder habiitres 158 (6) 152
Foreign exchange and other movements 192 [§}] M
At 31 December 858 (28) 330
Total policyholder labilities 11,433 (318) 11,115

1 As a result of obtaimng control of HSBC Assurances VIE (France} and HSBC Assurances IARD (France) during the year £8 929
mllion of liabilities under insurance contracts 1ssued were recogrised by the group (further information on this acquusiion can be
Jound 1r Note 23}

Year ended 31 December 2006

Gross Remsurance Net
£m £m £m

Life {non-linked}
At | January 847 (474) 373
Benefits paid (103) 69 (34)
Increase n policyholder Liabilities 71 {104} (33)
Foreign exchange and other movements 22 {16) 6
At 31 December 837 {525) 312
Life (linked)
At 1 January 697 (40) 657
Benefits pard (119) 5 {114)
Increase mn policyholder hiabilities 69 6 75
At 31 December 647 (29 618
Totat policyholder liabilitres 1,484 (554) 930

The increase 1n liabilities to policyholders represents the aggregate of all events giving rise to additional policyholder
liabilities in the year These include death claims, surrenders, lapses, the setting up of hability to policyholders at the
initial inception of the policy, the declaration of bonuses and other amounts attributable to policyholders
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Provisions

30

The group

Provisions

2007 2006

£m £m
At | January 402 384
Additional provisions/increase 1n provisions' 406 206
Provisions utihsed (317) (124)
Amounts reversed (86) (72)
Exchange and other movements 22 8
At 31 December 427 402

| Includes unwinding of discounts of £1 million (2006 £5 mullion) in relation 1o vacant space provisions

Included above 1s a provision of £60 million (2006 £38 mullion) for the posstble cost of redress relating to the sale of
certain personal pension plans and mortgage endowment policies and a provision for indemmity clawbacks The
provision 1s based on an actuarial calculation extrapolated from a sample of cases The timing of the expenditure
depends on settlement of individual claims

The bank

Provisions

2007 2006

£m £m
At | January 105 124
Addruonal provisions/increase mn provisions' 251 46
Provisions utilised {172) (43)
Amounts Teversed 2% (23}
Exchange and other movements 8 i
At 3] December 163 105

1 Includes unwinding of discounts of £1 millton (2006 £5 nmullion) 1n relation to vacant space provisions
Included n the above are

() Provisions for onerous property contracts of £28 million (2006 £54 milhion), of which £7 million (2006 £13
million) relates to discounted future costs associated with leaschold properties that became vacant as a
consequence of the bank s move to Canary Wharf in 2002 The provisions cover rent voids while finding new
tenants, shortfalls 1n expected rent receivable compared with rent payable, and the cost of refurbishing the
buildings to attract tenants Uncertainties arise from movements in market rents delays in finding new tenants
and the timing of rental rcviews

{11) Provisions of £85 mullion (2006 £nil) for the estimated cost of redress 1n 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 of
the initial estimated cost of redress The total provision 1s based on a calculation extrapolated from a sample of
cases Uncertainties arise from factors affecting the iming of notifving and reimbursing those affected

Subordinated liabilities

The group The bank
2007 2006 2007 2006
£fm £m £m fm

Subordinated habihities

- At amortised cost 5,205 5,380 4,744 4,999
Subordinated habihines 3,111 2,960 4,744 4,553
Preference shares 2,094 2,420 - 446
- Designated at fair value 3,362 3,658 3365 3,661
Subordinated habilities 3,084 3,353 3,365 3661
Preference shares 278 305 - -
8,567 9038 8,109 8,660

108




31

Subordinated borrowings of the group Book value

2007 2006

£m £m

USE300m 6 95% Subordinated Notes 2011 162 166
€250m Floating Rate Subordinated Loan 2015 183 168
€600m 4 25% Callable Subordinated Notes 2016' 439 408
€800m Callable Subordmated Floating Rate Notes 2016 586 536
£350m Callable Subordmated Vanable Coupon Notes 2017 355 344
£1,000m Floating Rate Subordinated Loan 2017 734 671
£500m 4 75% Callable Subordinated Notes 2020° 464 480
€500m Callable Subordinated Floating Rate Notes 2020 337 335
£350m 5% Callable Subordinated Notes 2023* 335 350
£300m 6 5% Subordinated Notes 2023 298 298
US$300m 7 65% Subordinated Notes 2025 179 190
£350m 5 375% Catlable Subordinated Step-up Notes 2030° 325 357
£500m 5 375% Sebordinated Notes 2033 474 531
€900m 7 75% Non-cumulative Subordinated Notes 2040 660 604
£225m 6 25% Subordinated Notes 2041 223 223
£600m 4 75% Subordinated Notes 2046 591 591
£700m 5 844% Non-cumulative Step-up Perpetual Preferred Securrties® 700 700
£300m 5 862% Non-cumulative Step-up Perpetual Preferred Securities’ 278 305
US$750m Undated Floating Rate Prumary Capital Notes 374 382
US$500m Undated Floating Rate Primary Capital Notes 249 255
US$300m Undated Floating Rate Primary Capital Notes (Series 3) 150 153
£150m 8 625% Undated Subordinated Step-up Notes - 155
US$875m Non-cumulative Thurd US$ Preference Shares® - 446
Other subordinated habtlities less than £50m 471 390

8,567 9,038

The nterest rate on the 4 25% Callable Subordinated Notes 2016 changes in March 2011 to three month EURIBOR plus I 05%

The nterest rate on the Callable Subordinated Variable Coupon Notes 2017 1s fixed at 5 75% unul June 2012 Thereafier, the rate per

annum 1s the sum of the gross redemption yreld of the then prevaihing five year UK gilt plus 1 70%

3 The mterest rate on the 4 75% Callable Subordinated Notes 2020 changes n Seprember 2015 1o three month sterling LIBOR plus
082%

4 The mnterest rate on the 5% Callable Subordimated Notes 2023 changes m March 2018 to become the rate per annum which 1s the sum of
the gross redemption yield of the then prevarling five year UK glt plus 1 80%

5 The mterest rate on the 5 375% Callable Subordinated Step-up Notes 2030 changes in November 2025 to three month sterling LIBOR
plus 1 50%

6 The distribution rate on the 5 844% Non-cumulartive Step-up Perpetual Preferred Securities changes in November 2031 to six month
sterling LIBOR plus 1 76%.

T The dismbution rate on the § 862% Non-cumulatve Step-up Perpetual Preferred Securifies changes wn April 2020 to six month sterling
LIBOR plus 1 85%

8 The terms and conditions of the Non-cumulative Third USS Preference Shares were changed on 31 July 2007, resulting in their

extinguishment as  financial ability of the bank and recogmiion as equuty from that date

[ —

Footnotes 1 10 7 all relate to notes that are repayable at the option of the borrower on the date of the change of the mterest rate and at
subsequent interest rate reset dates and interest payment dates in some cases subject to the prior non-objection of the Financial Senvices
Authorrty

Fair value of financial instruments

Fair value 1s the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing
parties 1n an arm’s length transaction

Financial istruments measured at fair value on an ongoing basis include trading assets and hiabilities, instruments
designated at fair value through profit or loss, derivatives, and financial instruments classified as available-for-sale
{including treasury and other eligible lls, debt securities and equity securities)

Control framework

Fair values are subject to a control framework that ains to ensure that they are either determined, or validated, by a
function independent of the risk taker To this end, ultimate responsibility for the determination of fair values lies
with Finance. which reports functionally to the Group Finance Director Finance establishes the accounting policies
and procedures governing valuation, and 1s responsible for ensuring that these comply with all relevant accounting
standards
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For farr values determined using a valuation model, the control framework may include, as applicable, independent
development or validation of valuation models, independent determunation or vahidation of valuation model mputs,
independent determination or validation of any adjustments required outside of the valuation model, and where
possible, independent validation of model outputs For fair values determined without a valuation model, there 1s
independent price determmation or validation The results of independent validation processes are reported to semor
management, and adjustments to the fair values made as appropniate

Determination of fair value of financral instruments carried at fair value

Financial instruments measured at fair value on an ongoing basis include trading assets and liabilities, instruments
designated at fair value through profit or loss, derivatives, and financial investments classified as available-for-sale
(includmng treasury and other eligible bills, debt secunties, and equity securities)

The rehiability of the fair value measurement for financial instruments reported on the group's consolidated balance
sheet at fair value 15 assessed according to how the fair values have been determined, as follows

(a) Quoted markel price
Financial instruments with quoted prices for 1dentical instruments tn active markets
(b) Valuation technigue using observable inputs

Financial mstruments with quoted prices for sumilar instruments n active markets or quoted prices for 1dentical
or similar instruments in inactive markets and financial instruments valued using models where all stgnificant |
inputs are observable

(¢) Faluation technique with sigrificant non-observable mputs
Financial instruments valued using models where one or more significant inputs are not observable

The best evidence of fair value 15 a quoted price 1n an actively traded market In the event that the market for a
financial instrument 1s not active, a valuation technique 15 used The majority of valuation techniques employ only
observable market data, and so the rehability of the fair value measurement 1s high However, certain financial
instruments are valued on the basis of valuation techmiques that feature one or more significant market inputs that are
not observable For these instruments, the fair value measurement derived 1s more judgemental ‘Not observable 1n
this context means that there 1s little or no current market data available from which to determine the level at which
an arm s length transaction would likely occur, but 1t generally does not mean that there 1s absolutely no market data
available upon which to base a determmation of fair value (lustorical data may, for example, be used) Furthermore,
the assessment of hierarchy level 15 based on the lowest level of input that 1s significant to the fair value of the
financial instrument Consequently, the level of uncertainty 1n the deternunation of the unobservable inputs will
generally give rise to valuation uncertainty that 1s less than the fair value itself

In certain circumstances, the group applies the fair value option to own debt i 1ssue Where available, the fair value
will be based upon quoted prices 1n an active market for the specific instrument concerned Where not available, the
fair value will erther be based upon quoted prices 1n an inactive market for the specific instrument concerned or
estimated by comparison with quoted prices in an active market for similar instruments The fair value of these
mnstruments therefore includes the effect of own credit spread Gains and losses arising from changes n the credit
spread of hiabihties 1ssued by the group reverse over the contractual hfe of the debt

Issued structured notes and certamn other hybrid instrument habilities are included within trading liabilities, and
marked 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 significantly tighter than credit spreads observed in vamlla debt ot
credit default swap markets

All net posittons n non-derivative financial instruments, and all denvative portfolios, are valued at bad or offer as
appropriate Long positions are marked at nd, short positions are marked at offer

The fair values of large holdings of non-derivative financial instruments are based on a multiple of the value of a
single instrument, and do not include block adjustments for the size of the holding

The valuation models used where quoted market prices are not available mcorporate certain assumptions that the
group anticipates would be used by a market participant to establish fair value Where the group anticipates that there
are additional considerations not mcluded within the valuation model, adjustments may be adopted outside the model
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Examples of such adjustments are

Credit nisk adjustment an adjustment to reflect the credit worthiness of over-the-counter derivative
counterparties

Market data/model uncertamty an adjustment to reflect uncertainties in fair values based on uncertain market
data mputs (e g as a result of illiquidity) or 1n areas where the chotce of valuatien model 1s particularly
subjective

Inception profit (‘day 1 P&L reserves’) for financial instruments valued, at inception on the basis of one or
more significant unobservable mputs, the difference between transaction price and model value (as adjusted) at
inception 1s not recognised in the consolidated income statement, but 1s deferred and included as part of the fair
value

Transaction costs are not included 1n the fair value calculation Trade ongination costs such as brokerage, fee
expense, and post-trade costs are included 1n operating expenses The future cost of admrnistering the over-the-
counter derivative portfolio 1s also not included in fair value, but 15 expensed as incurred

Loans

Loans are valued from broker quotes and/or market data consensus providers where availlable Where
unavailable, fair value will be determined based on an appropniate credit spread derived from other market
mnstruments 1ssued by the same or comparable entities

Debt securities, Treasury and other eligible bills, and Equities

These instruments are valued based on quoted market prices from an exchange, dealer, broker, industry group or
pricing service, where available Where unavailable, fair value 1s determined by reference to quoted market
prices for stmilar instruments or, 1in the case of certain mortgage-backed securities and unquoted equities,
valuation techriques using inputs determined from observable and unobservable market data

Denvatives

Over-the-counter (1 ¢ non-exchange traded) derivatives are valued using valuation models Valuation models
calculate the present value of expected future cash flows, based upon no-arbitrage’ principles For many vanilla
denvative products, such as interest rate swaps and European options, the modelling approaches used are
standard across the industry For more complex derivative products there may be some divergence 1n 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 Certamn inputs may not be
observable in the market directly, but can be determined from observable prices via model calibration
procedures Finally, some inputs are not observable, but can generally be estimated from historic data or other
sources Examples of inputs that are generally observable include foreign exchange spot and forward rates,
benchmark interest rate curves and volatihty surfaces for commonly traded option products Examples of inputs
that may be unobservable include volatility surfaces, in whole or n part, for less commonly traded option
products, and correlations between market factors

Private equity

The group s private equity positions are generally classified as available for sale and are not traded n an active
market In the absence of an active market for the investment, fair value 1s estimated based upon an analysis

of the investee’s financial position and results, nisk profile, prospects and other factors as well as reference to
market valuations for similar entities quoted 1n an active market, or the price at which similar compames have
changed ownership The exercise of judgement 1s required and because of uncertainties inherent 1n estimating
fair value for private equity investments, 1t 15 not until realisation of the investment that subjective valuation
factors are removed

The following table provides an analysis of the basis for the valuation of financial assets and financial liabilities
measured at fair value 1n the consolidated financial statements
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The group
Valuation technrques
Quoted using with sigmificant Amounts
market observable non-observable Third Party  with HSBC
price inputs mputs Total entities Total
£m £m £m £m £fm £fm

At 31 December 2007
Assets
Trading assets 80,256 61,878 3,603 145,737 7,469 153,206
Financial assets destgnated at farr value 10,615 4,330 - 14,945 24 14,969
Dertvatives 3,019 49,199 807 53,025 7,445 60,470
Financial investments 17,757 42,229 3304 63,300 6,190 69,490
Liahlitres
Trading liabihties 56,494 41,237 2,366 100,097 17,357 117,454
Financial Liabihties designated at fair value 9,481 6,178 - 15,659 - 15,659
Dervatives 2,871 43,808 842 52,521 9,018 61,539
At 31 December 2006
Assets
Trading assets 55,947 25312 569 81,828 4,166 85,994
Financtal assets designated at fair value 5,665 191 - 5,856 i29 5,985
Denvatives 1,808 25,142 480 27,430 4,660 32,090
Financial investments 1,801 28,380 2,548 35,739 6,565 42,304
Liabilities
Trading habilities 35426 11,893 914 48,233 3,847 52,080
Financial habilities designated at fawr value 8,368 889 - 9,257 203 9.460
Derivatives 2,767 23,149 526 26,442 6,301 32,743
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The bank

At 31 December 2007

Assets

Trading assets

Financial assets designated at fair value
Dervatives

Financial investments

Liabilities

Trading liabilities

Financial habilimes designated at fair value
Denvatives

At 31 December 2006

Assets

Trading assets

Financial assets designated at fair value
Derivatives

Financial investments

Liabihities

Trading liabilities

Financial habihities designated at fair value
Derivatives

Quoted
market
price
fm

39,935
57
6,749

33,285
4,278
186

31,707

7,832

20,600
4,254
1,108

Valuation techmigues
using with sigmficant
observable non-observable

mputs mnputs
£m £m
58,777 3,603
3439 -
32,185 287
5,843 1,026
34,301 2,319
3,804 -
32,622 249
22,075 569
16,670 241
3,635 234
7,347 914
70 -
15,10t 175

Movements 1n unobservable assumptions 1n fair value valuation models

Third
Party
Total

£fm

102,315
3,439
32,529
13,618

69,905
8,082
33,057

54,351

16,911
11,701

28,861
4324
16,394

Amounts
with HSBC
enfities

fm

46,787

13,796
13

29,850

14,479

8,378

7450
434

6,354
412
8,573

As discussed above the fair value of financial instruments are, 1n certain circumstances, measuted using valuation
models that incorporate assumpttons that are not supported by prices from observable current market transactions n
the same instrument and are not based on observable market data The following table shows the sensitivity of fair

values reasonably possible alternative assumptions

The group

At 31 December 2007

Dervativesitrading assets/trading liabilities’
Financial assets/liabilities designated at fair value
Financial investments available-for-sale

At 31 December 2006

Denvatives/traditig assets/trading hiabilities
Financial assets/iabilities designated at fair value
Fmancial investments available-for-sale

Reflected i profit/(loss)

Reflected in equity

Favourable Unfavourable
Changes Changes
£m £m

150 (93)

127 (132)

113

Favourable
Changes
£m

171

28

Unfavourable
Changes

£m

202)

{28)

Total
£m

149,102
3,439
46,325
13,605

99,755
8,082
47,536

62,729

24,361
12,135

35215
4,736
24,967
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————
The bank
Reflected 1 profit/(loss) Reflected 1n equity
Favourable Unfavourable Favourable Unfavourable
Changes Changes Changes Changes
£m £m £m £m
At 31 December 2007
Denvatives/trading assets/trading liabilities' 135 (107 - -
Financial assets/liabihities designated at fair value - - - -
Financial mvestments avatlable-for-sale - - 87 (87
At 31 December 2006
Derivatives/trading assets/trading Liabilities 90 94 - -
Financial assets/habilities designated at fair value - - - -
Financial mvestments available-for-sale - - 23 23)

1 Derivatives, irading assets and trading habihities are presented as one category to reflect the manner tn which these financial
instruments are risk-managed

Changes in fair value recorded in the income statement

The following table details changes 1n fair values recogmsed 1n profit or loss during the period, where the fair value 13
estimated using valuation technigues that incorporate significant assumptions that are not supported by prices from
observable current market transactions 1n the same instrument, and are not based on observable market data

e the table details the total change in fair value of these instruments, 1t does not 1solate that component of the
change that 15 attributable to the non-observable component,

e nstruments valued with significant non-observable inputs are frequently dynamically hedged with instruments
valued using observable inputs, the table does not include any changes in fair value of these hedges, and

+ there were sigmficant assets and liabilities valued using observable mputs at 31 December 2006 that became
valued with sigmficant unobservable inputs during 2007, the table reflects the full change in fair value of those
instruments during 2007, not just that element arising following the category change

The group
Amounts recogmsed o the income
statement 1n
2007 2006
£m £m
Dervatives/trading assets/trading Liabilities 92 -
The bank
Amounts recogmsed in the income
statement 1n
2007 2006
£m £m
Derivatives/trading assets/trading habilies 27) -

Fair value of financial instruments not carried at fair value

The fair values of financial instruments that are not recognised at fair value on the balance sheet are calculated
as described below

The calculation of fair value incorporates the group’s estimate of the amount at which financial assets could be
exchanged, or financial habihities settled, between knowledgeable, willing parties in an arm’s length
transaction It does not reflect the economic benefits and costs that the group expects to flow from the
instruments’ cash flows over their expected future ives Other reporting entities may use different valuation
methodologies and assumptions in determining fair values for which no observable market prices are available,
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so comparisons of fair values between entities may not be meaningful and users are advised to exercise caution
when using this data

The following types of financial instruments are measured at amortised cost unless they are held for trading or
designated at fair value through profit or loss Where assets or liabilities are hedged by derivatives designated
and qualifying as fair value hedges, the carrying value of the assets or hiabilities so hedged includes a fair value
adjustment for the hedged risk only Fair values at the balance sheet date of the assets and habilities set out
below are estimated for the purpose of disclosure as follows

(1) Loans and advances to banks and customers

The fair value of loans and advances 1s based on observable market transactions, where available In the
absence of cbservable market transactions, fair value 1s estimated using discounted cash flow models
Performing loans are grouped, as far as possible, into homogeneous pools segregated by amount, customer
type, currency, facility grade, maturity 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 1 valuing instruments
with sumular maturity, repricing and credit risk charactenstics For maturity buckets where there 15 no
recent price information, a linear trend 1s assumed between known points

For loans and deposits, the fair value of the amounts repayable on demand 1s estimated as the carrying
value at the balance sheet date

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date and estimates of
market participants’ expectations of credit losses over the life of the loans

Fer impaired loans, fair value 1s estimated by discounting the future cash flows over the time period they
are expected to be recovered

(m} Fmancial mvestments

The fair values of listed financial investments are determined using bid market prices The fair values of unlisted
financial investments are determined using valuation techmques that take mnto conswderation exther the prices of,
or future earmings streams of, equivalent quoted securities

(i) Deposits 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 remaring maturities The fair value of a depostt repayable on demand 15 assumed to be the amount
payable on demand at the balance sheet date

(1v) Debt securities 1n 1ssue and subordmated lrabihties
Fair values are determined using quoted market prices at the balance sheet date where available, or by reference

to quoted market prices for simular instruments

The fair values in this note are stated at a specific date and may be significantly different from the amounts that
will actually be paid on the matunty 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

For all classes of financial instruments, fair value represents the product of the value of a single instrument,
multiphed by the number of instruments held No block discount or premium adjustments are made

The fair values of intangible assets, such as values placed on portfolios of core deposits, credit card and
customer relationships, are not included above because they are not financial instruments

The following table lists those financial instruments for which their carrying amount 1s a reasonable approximation of
fair value because, for example, they are short term in nature or reprice 10 current market rates frequently
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———— —
Assets Liabihties
Cash and balances at central banks Items 1n the course of transmission to other banks
Items 1n the course of ¢collectton from other banks Endorsements and acceptances
Endorsements and acceptances Short-term payables withun ‘Other Liabilities’
Short-term receivables within ‘Other assets’ Accruals

32

Accrued income

The following table provides an analysis of the fair value of financial instruments not measured at fair value 1n the
balance sheet For all other instruments the fair value 1s equal to the carrying value

The group 2007 2006
Carrying Fair Carrying Fair
value value value Value
£fm £m £m £m

Assets

Loans and advances to banks 60,764 60,764 44 428 44,428
Loans and advances to customers 217,687 226,572 200,416 200,416
Financial investments debt securities 38 38 76 7%

Liabilities

Deposits by banks 48,786 48,783 38,513 38,510
Customer accounts 268,269 268,059 227,350 227,358
Debt securities in 1ssue 50,921 50,620 33,090 38,178
Subordinated habilites 5,205 4,921 5,380 5,338
The bank 2007 2006
Carrying Far Cartying Fair
value value value Value
£m £m £m £m
Assets
Loans and advances to banks 32,028 32,028 25,121 25,121
Loans and advances to customers 150,649 149,876 143,964 143,964
Liabthties
Depostts by banks 41,061 41,061 29,182 29,182
Customer accounts 184,899 184,899 164,054 164,185
Debt securtties in 1ssue 3,117 8,194 5,408 5,421
Subordinated habilities 4,744 4,469 4,999 4,959

Matunty analysis of assets and liabilities

The foltowing 1s an analysis of undiscounted cash flows payable under financial habihties by remaiming contraciual
maturities at the balance sheet date

Trading liabilities and trading derivatives have been included in the ‘On demand time bucket and not by contractual
maturity, because trading liabilities are typically held for short periods of ime The undiscounted cash flows on
hedging derivative habilities are classified according to their contractual matunty
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The group

Deposits by banks

Customer accounts

Trading labilities

Financial habilities designated at fair value
Denvatives

Debt securities 1n 1ssue

Subordmnated liabilities

Qther financial habihues

Loan commitments
Total at 31 December 2007

Deposits by banks

Customer accounts

Trading habilities

Fmancial habilities designated at fair value
Derivatives

Debt secunities in 1ssue

Subordinated habilities

Other financial habilities

Loan commitments
Total at 31 December 2006

The bank

Deposits by banks

Customer accountis

Trading habilities

Financial liabihittes designated at fair value
Denvatives

Debt securittes in 1ssue

Subordinated liabihities

Qther financial habilities

Loan commitments
Tonal at 3t December 2007

Due Due
Due between between Due
On within3 3 and 12 1and§ after §
demand months months years years Total
£m £m £m £m £m £m
11,564 34,01 4,375 1,561 3,043 54,574
173,902 90,818 7,720 2,232 1,255 275,927
117,454 - - - - 117,454
5,828 408 1,345 1,716 8,134 18,431
60,908 4 246 483 104 61,745
316 32,903 8,741 11,527 2,962 56,449
- 36 190 782 7,121 8,129
2,567 6,152 861 253 585 10,418
36,914 58,332 8,610 23,791 11,497 139,144
409,453 222,684 32,088 43,345 34,701 742,271
Due Due
Due between between Due
Cn within 3 Jand 12 1and 5 after 5
demand months months years years Total
£m £m £m £m £m £m
8,562 25,134 2,706 2,546 2,089 41,037
159,604 68,152 5,606 2,486 1,753 237,601
52,080 - - - - 52,080
4,540 72 193 2,600 4,460 11,865
34,217 77 27 310 52 34,683
275 26,392 2,165 9,539 2272 40,643
- 62 181 1,430 7,068 8,741
649 4,794 68 71 357 5,939
42,454 50,090 5,306 17,132 13,931 128,913
302,381 174 773 16 252 36114 31,982 561,502
Due Due
Due between between Due
On within3 3 and 12 1and$ after §
demand months months years years Total
£m £m £m £m £fm £m
9,626 29,888 1,496 137 112 41,259
141,788 35,584 2,648 5,094 1,334 186,448
99,755 - - - - 99,755
- 54 161 2,401 7,769 10,385
47,339 (41 66 229 5 47,598
3 5,408 2,029 506 1,121 9,067
- 34 102 1.894 4,542 6,572
- 4,639 64 15 1 4,719
16,538 55,765 1,787 14,418 8,340 96,848
315,049 131,331 8,353 24,694 23,224 502,651
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Due Due

Due between between Due

On within 3 Jand 12 1 and § after §
demand months months years years Total
£m £m £m £m £m £m
Deposits by banks 7,002 20,590 1,432 175 106 29,305
Customer accounts 128,767 26,196 1,856 4226 3,769 164,814
Trading liabilities 35,215 — - - - 35215
Financial habilities designated at far value - 43 174 2435 4,197 6,849
Derwvatives 24,878 1 27 64 52 25,022
Debt securittes 1n1 1ssue 275 3,175 427 1,195 1,052 6,124
Subordinated habilites - 41 795 1,785 4,631 7252
Other financral habilittes 202 3,108 16 — — 3,326
Loan commitments 22,500 48,321 1.475 16761 8.894 91,953
Total at 31 December 2006 218 839 101 475 6,202 20,641 22,703 369,860

The following 1s an analysis, by remaiming contractual maturities at the balance sheet date, of assets and hability ine
items that combine amounts expected to be recovered or settled in under one year, and after one year

Contractual maturity 1s considered to be a reasonable approximation of expected maturity for the assets and habilities
analysed below However, for items such as demand deposits and overdrafts the contractual maturities could differ

from expected matunities

Trading assets trading lhabilities and derivatives are expected to be recovered or settled no more than twelve months
after the balance sheet date and therefore are excluded from this analysis

The group At 31 December 2007
Due after
Due within more than
One year one year Total
£m £m £m
Assets
Financial assets designated at fair value 2,267 12,702 14,969
Loans and advances to banks 55,163 5,601 60,764
Loans and advances to customers 119,052 108,635 227,687
Financial investments 16,467 53,061 69,528
Other financtal assets 4,330 413 4,743
197,279 180,412 377,691
Liabihities
Deposits by banks 44,422 4,364 48,786
Customer accounts 264,976 3,293 268,269
Financtal habilities designated at farr value 4,750 10,909 15,659
Debt securittes in issue 39,675 11,246 50,921
Cther financial Lhabithities 6,332 ass 6,690
Subordinated liabilities — 5,205 5,205
360,155 35,375 395,530
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Assels

Financtal assets designated at fair value
Loans and advances to banks

Loans and advances to customers
Financial investments

Other financial assets

Liabihties

Deposits by banks

Customer accounts

Financial habiities designated at fair value
Debt securities in (ssue

Other financial liabilities

Subordmated liabilines

The bank

Assets

Financial assets designated at fair value
Loans and advances to banks

Loans and advances to customers
Financial investments

Other financial assets

Liabilittes

Deposits by banks

Customer accounts

Fmancial liabilities designated at fair value
Debt securities in 1ssue

Other financial habilities

Subordinated liabilities

Assets

Financial assets designated at fair value
Loans and advances to banks

Loans and advances to customers
Financial investments

Cther financial assets

Liabilities

Deposits by banks

Customer accounts

Financial liabthities designated at fatr value
Debt securities in i1ssue

(Other financial habilies

Subordinated Liabilittes
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At 31 December 2006

Due after

Due within more than
one year one year Total
£m £m £m
794 5,191 5,985
43,176 1,252 44,428
100,933 99,483 200,416
18,631 23,749 42,380
3,119 719 3,838
166 653 130,394 297047
34,175 4,338 38,513
223,932 3418 227,350
342 3,118 9,460
28,053 10,037 38,090
922 860 1,782
123 5,257 5,380
287,547 33,028 320,575

At 3] December 2007

Due after

Due within more than
one year one year Total
£m £fm £m
- 3,439 3,439
28,479 3,549 32,028
71,543 79,106 150,649
8,467 5,354 13,821
1,485 154 1,639
109,974 91,602 201,576
38,854 2,207 41,061
181,340 3,559 184,899
3,366 4,716 8,082
7,282 835 8,117
2,793 - 2,793
- 4,744 4,744
233,635 16,061 249,696

At 31 December 2006

Dug after

Due within more than
one vear one year Total
£m £m £m
24528 593 25,121
68,943 75,021 143,964
9,665 2470 12,135
1,734 206 1,940
104,870 78 290 183,160
28,929 253 29,182
156,578 7,476 164,054
190 4,546 4,736
3,756 1,652 5,408
317 155 472
671 4,328 4,999
190,441 18410 208 851
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Further discussion of the group’s liquidity and funding management can be found 1n Note 38 ‘Risk management”

Foreign exchange exposures

34

Structural foreign exchange exposures

The group’s structural foreign currency exposure 15 represented by the net asset value of its forergn currency equity
and subordinated debt investments 1n subsidiary undertakings, branches, joint ventures and associates Garns or losses
on structural foreign currency exposures are taken to reserves

The group s management of structural foreign currency exposures 1s discussed in Note 38

Net structural currency exposures

Currency of structural exposure 2007 2006

£m £m
Euros 10,449 9,433
US dollars 558 818
Swiss francs 1,324 1,271
Turkish lira 895 494
Maltese hira 135 137
Others, less than £100 mitlion 189 145
Total 13,550 12,298

Assets charged as secunity for habilities and collateral accepted as security for assets

35

Financial assets pledged to secure habilities are as follows

Group assets pledged at Bank assets pledged at
2007 2006 2007 2006
£fm £m £m £m
Treasury bills and other eligible secunities 1,410 213 1,404 213
Loans and advances to banks 5,402 347 1,113 347
Leans and advances to customers 24,664 11,213 3,408 11,213
Debt securnities 100,750 47,188 38,696 32446
Equity shares 9,366 5,887 9,300 5,767
141,592 64,848 53,921 49,986

These transactions are conducted under terms that are usual and customary to standard securities lending and
repurchase agreements
Collateral accepted as security for assets

The fair value of financial assets accepted as collateral that the group 1s permutted to sell or repledge 1n the absence of
default 15 £104,506 milhion (2006 £46,794 million)

The fair value of financial assets accepted as collateral that have been sold or repledged 1s £59,668 mallion (2006
£24,729 million) The group 1s obliged to return these assets

These transactions are conducted under terms that are usual and customary to standard stock borrowing and lending
activitics

Called up share capital

Authorised

The authorised ordmary share capital of HSBC Bank plc at 31 December 2007 and 2006 was £1,000 million divided
into 999 999,999 ordinary shares of £1 each and 1 preferred ordinary share of £1

At 31 December 2007 and 2006, the authorised preference share capital of HSBC Bank plc was £130 million non-
cumulative preference shares of £1 each and USS$2 44 million non-cumulative preference shares of US$0 01 each
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Issued

HSBC Bank plc Ordinary shares

Number £m
At 1 January 2007 796,969,101 797
Shares 1ssued 1
At 31 December 2007 796,969,102 797
At 1 January 2006 796,969,099 797
Shares 1ssued 2 -
At 31 December 2006 796 969,101 797
HSBC Bank plc Non-cumulative third dollar preference shares

Number £000
At | January 2007 - -
Recogrised during the year 35,000,000 172
At 31 December 2007 35,000,000 172

On 31 July 2007, the terms and conditions of the HSBC Bank ple non-cumulative third dollar preference shares were
changed As a result, the preference shares were extinguished as financial liabilities of the bank and recognised as
equity from that date with a related credit to share premium of £431 mullion The bank has no obhgation to redeem
the preference shares but may redeem them 1n part or in whole at any time, with the prior non-objection of the FSA
Dividends on the preference shares 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 1f payment of the dividend would cause
the bank not to meet the capital adequacy requirements of the FSA or the profit of the bank available for distribution
as dividends are not sufficient to enable the bank to pay 1n full both dividends on the preference shares and dividends
on any other shares that are scheduled to be paid on the same date and have an equal right to dividends or 1f payment
of the drvidend 1s prohtbited by the rights attached to any class of shares 1n the capital of the bank, excluding ordinary
shares The preference shares carry no rights to conversion nto ordinary shares of the bank Holders of the preference
shares 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 has not been paid in full for the
most recent dividend period or any resolution 15 proposed for the winding-up of the bank or the sale of 1its entire
business then 1 such circumstances, holders of preference shares will be entitled to vote on all matters put to general
meetings In the case of unpard dividends the holders of preference shares will be entitled to attend and vote at any
general meetings until such time as dividends on the preference shares have been patd tn full, or a sum set aside for
such payment 1n full, 1n respect of one dividend period

HSBC Bank plc Perpetual subordimated debt

£fm
At | January 2007 -
Issued during the year 1,000
At 31 December 2007 1,000

Interest on HSBC Bank plc perpetual subordinated debt 1s paid quarterly at the sole and absolute discretion of the
Board of Directors The perpetual subordinated debt may only be redeemed at the option of the bank and 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

Deprectation, amortisation and impairment
Loan impairment losses gross of recovenes
Provisions raised

Impairment of financial investments
Charge for defined benefit pension schemes
Accretion of discounts and amortisation of
premiums

Change In operating assets

Change in prepayments and accrued income
Change i net trading securitres and net derivanves
Change 1n [oans and advances to banks

Change in loans and advances to customers
Change 1n financial assets designated at fair value
Change 1 other assets

Change in operating hiabilities

Change m accruals and deferred income
Change in deposits by banks

Change in customer accounts

Change n debt secunties tn 1ssue

Change in financtal habilities designated at fair
value

Change 1n other liabilities

Cash and cash equivalents comprise

Cash and balances at central banks

ftems 1n the course of collection from other banks
Loans and advances to banks of one month or less
Treasury tills, other bills and certificates of deposit
less than three months

Less items tn the course of transmission to other
banks

Total cash and cash equivelents!

The group The bank
2007 2006 2007 2006
£m £m £m £m
564 561 340 348
1,043 938 825 798
342 140 230 22
_ (4) - —
240 203 245 182
{166) 23 (33) 83),
2,023 1,861 1,607 1267
The group The bank
2007 2006 2007 2006
£m £m £m £m
(2,129) (836) (1,454) (657)
(6,299) (6,018) (25,811) (5,775)
(10,421) (547) (7.371) 2,238
(27,302) (17,669} {6,616) (9,126)
{8,984) (640} {3,439) 16
{1,482) (342} {63) (508)
(56,617) (26,052} (44,754) {13,812)
The group The bank
2007 2006 2007 2006
£fm £m £m £m
2313 748 1,642 721
10,273 4,315 11,879 1,183
40,919 21,875 20,845 22,293
12,831 11,289 2,709 (2.804)
6,199 1,275 3,346 415
11,016 (200) (1,058) (362)
83,551 39,302 39,363 21,446
The group The bank
2007 2006 2007 2006
£m £m £m fm
7,146 3618 3,677 2,496
2,434 2,937 1,377 1,367
37,751 31,838 13,205 13,669
5,879 10,756 5,389 9,972
(1,975) {2428) (1,056) (1,019)
51,235 46,721 22,592 26,485

1 Total cash and cash equinalents inciude the following amounts that are not avanlable for use by the group £18 millton held by
Joreign subsidiaries and subject to foreign exchange conirol restrictions (2006 £65 6 mullion) and £3 098 milhon subject to other

resiriciions (2006 £942 muillion)
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Total interest paid by the group during the year was £13,318 million (2006 £11,176 miilion) Total interest received
by the group during the year was £14,632 million (2006 £16,312 million) Total dividends received by the group
during the year was £715 million (2006 £635 mullion)

Risk management

All the group s activities involve analysis evaluation acceptance and management of some degree of risk or
combmation of risks

The most important types of risk arising from financial instruments are credit risk (which includes country and cross-
border risk), iquidity sk, market risk, and insurance risk Market risk includes foretgn exchange, interest rate and
equity price nsk In addition, nisk also arises from transactions with special purpose entities, both on and off-balance
sheet, and other types of off-balance sheet arrangement, including financial guarantees. letters of credit and
commitments to lend

The management of all nisks that are sigmficant to the group 15 discussed below

Credit risk management

Credit nisk 1s the risk of financial loss 1f a customer or counterparty fails to meet an obligation under a contract It
arises principally from lending trade finance, treasury and leasing business Credit sk also anises where assets are
held 1n the form of debt securities the value of which may fall The group has standards. policies and procedures
dedicated to momtonng and managing risk from all such activities

HSBC Holdings plc 1s responsible for the formulation of high-level credit risk policies and provides high-level
centrahsed oversight and management of credit nisk for its subsidiaries worldwide In addition, its responsibilities
include

s  controlling exposures to sovereign entities banks and other financial institutions HSBC’s credit and settlement
risk limits to counterparties 1n these sectors are approved and managed by Group Credit Risk, to optimise the use
of credit availability and avoid excessive risk concentration

+  monitoring intra-Group exposures to ensure they are maintained within regulatory hmits

¢  controlling cross-border exposures, through the imposition of country limits with sub-limits by maturity and type
of business Country limits are determined by taking into account economic and political factors, and applying
local business knowledge Transactions with countrics deemed to be higher risk are considered on a case by case
basts

Within the group. the Credit Risk function 1s headed by the Head of Credit Risk and reports to the Chief Operating

Officer Its responsibilities inciude

s formulating and recording in instruction manuals detailed credit policies and procedures, conststent with HSBC
policy

e 1ssuing policy guidehnes to subsidiaries and offices on appetite for credit nsk exposure to specified market
sectors activities and banking products

+ underteking independent review and objective assessment of nsk Credut Risk approves all commercial non-bank
credit facihities and exposures — including those embedded in derivatives — that are originated or renewed by
subsidiaries and offices over designated limits

s montoring the performance and management of retaif portfolios

« mamtaining policy on large credit exposures, ensuring that concentrations of exposure by counterparty sector or
geography de not become excessive in relation to the group s capital base and remain within internat and
regulatory himits

e maintaining and developing the governance and operation of HSBC s risk rating framework and systems, to
classify exposures
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s reporting to sentor executives on aspects of the group s credit nisk portfolio These executives as well as the
Executive Risk Management Committee, Audit Commuttee and the Board of Directors of the bank receive a
vanety of regular and ad hoc reports covenng

nsk concentrations,

retail portfolio performance,

specific higher-risk portfolio segments e g real estate banks and automotive sector,

individual large impaired accounts, and impairment allowances/charges for all customer segments,
country limits cross-border exposures and related impairment allowances,

portfolio and analytical mode! performance data. employing Basel 2 metrics, and

stress testing results and recommendations

« where appropriate, establishing specialist units to provide intenstve management and control to maximise
recoveries of doubtful debts

« managing and directing credit nsk management systems mitiatives

s providing advice and gwidance to offices and subsidiaries. to promote best practice on credit-related matters such

as

regulatory developments,
nisk modelling,
collective impairment allowances, and

new products and credit nisk reporting

* acting on behalf of the group as the primary interface, for credit-related 1ssues, with external parties including
the Bank of England, the FSA, rating agencies, corporate analysts, trade associations and counterparts

Maximum exposure to credst risk

The foliowing table presents the maximum exposure to credit nisk of balance sheet and off-balance sheet financial
instruments, before taking account of any collateral held or other credit enhancements unless such credit
enhancements meets offsetting requiremnents as set out in Note 2(m)
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The group

Items 1n course of collection from other banks
Trading assets

~ treasury and other simular bills

— debt securities

~- loans and advances

Financial assets designated at farr value
— treasury and other similar bills
~debt securibes
—loans and advances

BPerivatives
Loans and advances to banks
Loans and advances to customers
Financial investments
— treasury and other similar bills
~ debt secunties

Other assets
- endorsements and acceptances
-~ other

Off-balance sheet
- financial guarantees and other credit related contingent habilities
- loan commutments and other credit related commitments

The bank

Items in course of collection from other banks
Trading assets

— treasury and other similar bills

- debt securities

— loans and advances

Financial assets designated at fair value
— treasury and other similar bills
— debt securiies
— loans and advances

Denvatives
Loans and advances to banks
Loans and advances to customers
Financial investments
- treasury and other simtlar bills
— debt securities

Other assets
- endorsements and acceptances
- other

Off-balance sheet
- financial guarantees and other credit related contingent habilities
- [oan commitments and other credit related commitments

129

Maximum Maximum
exposure exposure
At 31 At 3l
December December
2007 2006

£m £m
2,434 2,937
130,787 75,158
445 157
58,741 47,101
71,601 27,860
7,936 2,509

25 28

7,822 2,361

89 120
60,470 32,090
60,764 44,428
227,687 200,416
66,476 40,485
1,882 3,159
64,594 37,286
375 353
3,293 2,762
17,603 22,938
146,019 131,352
723,844 555428
Maximum Maximum
exposure exposure
At 31 At 31
December December
2007 2006

£m fm

1,377 1,367
136,007 55,450
437 165
37,902 25,260
97,668 30,025
3,439 -
3,439 -
46,325 24,361
32,028 25,121
150,649 143,964
12,894 11,749
1,397 2,826
11,497 8,923
251 238
1,086 1,482
9,706 16,129
102,326 94,336
496,088 374,197
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Collateral and other credit enhancements

Loans and advances

It 15 the group s policy when making loans to establish that they are within the customer’s capacity to repay, rather
than rely excessively on security Depending on the customer’s standing and the type of product, faciities may be
unsecured Nevertheless. collateral can be an important mitigant of credit risk

When appropriate, operating comparies are required to implement guidelines on the acceptability of specific classes
of collateral or credit nsk mitigation and determine suitable valuation parameters Such parameters are expected to
be conservative, reviewed regularly and supported by empirical evidence Securnty structures and legal covenants are
required to be subject to regular review to ensure that they continue to fulfil their intended purpose and remain i line
with local market practice The principal collateral types are as follows

- mn the personal sector, mortgages over residential properties,
- in the commercial and industrial sector, charges over business assets such as premises, stock and debtors,
- in the commercial real estate sector, charges over the properties being financed,

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

- credit derivatives are also used to manage credit risk in the group s loan portfolio, including 1ts transfer into
synthetic securitisation structures for sale to third party investors

The group does not disclose the fair value of collateral held as security or other credit enhancements on loans and
advances past due but not impatred or on individually assessed impaired loans and advances, as 1t 1s not practicable to
do so

Other financial assets

Collateral held as secunty for financial assets other than loans and advances 1s determined by the nature of the
instrument Debt secunities treasury and other eligible bills are generally unsecured with the exception of asset-
backed securities and similar instruments that are secured by pools of financial assets

The ISDA Master Agreement 15 the group’s preferred agreement for documenting dernivatives activity It provides the
contractual framework within which dealing activity across a full range of over-the-counter products 15 conducted,
and contractually binds both parties to apply close-out netting across all outstanding transactions covered by an
agreement 1f either party defaults or other pre-agreed termination events occur It 1s common and the group's
preferred practice, for the parties to execute a Credit Support Annex (‘CSA”) in comunction with the ISDA Master
Agreement Under a CSA collateral 1s passed between the parties to mitigate the market-contingent counterparty risk
mherent 1n the outstanding positions

Settlement risk anses 1n any situation where a payment in cash securities or equities 1s made 1n the expectation of a
corresponding receipt in cash, securities or equities Daily settlement limits are established for each counterparty to
cover the aggregate of all settlement risk ansing from the group s mvestment banking and markets transactions on
any single day Settlement risk on many transactions, particularly those involving securities and equities, is
substantrally mitigated through being effected via assured payment systems, or on a delivery versus payment basis
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Concentrations of exposure

The group
2007 2006
%o %
United Kingdom 42 47
France 18 12
Germany 5 g
Rest of Continental Europe 20 21
Continental Europe 43 41
United States 6 5
Rest of world 9 7
100 100

The bank

2007 2006
% %
United Kingdom 56 66
France 5 4
Germany 3 4
Rest of Continentatl Europe 21 18
Continental Europe 29 26
United States 5 3
Rest of world 10 5
1060 100

The group provides a diverse range of financial services both 1n the United Kingdom and internationally As a result,
s portfolio of financial instruments with credit risk 1s highly diversified with no exposures to individual industries or
economic groupings totalling more than 10 per cent of consolidated total assets, except as follows

— the bank's position as one of the principal UK clearing banks means that the majonity of the group s exposure to
credit risk 1s concentrated in the Umited Kingdom Within the United Kingdom the group s credit nisk 15
diversified over a wide range of industrial and economic groupings, and

~ the group’s position as part of a major international banking group means that 1t has a sigmficant concentration
of exposure to banking counterparties The majority of credit nsk to the banking industry at 31 December 2007
and 31 December 2006 was concentrated in Europe (including the United Kingdom)

There are no special collateral requirements relating to industrial concentrations, with the exception of exposures to

the property sector The majonty of exposures to the property and construction industry and the residential mortgage

market are secured on the underlyng property

Credit quality

Loans and advances

The group
At 31 December 2007 At 31 December 2006

Loans and Loans and Loans and Loans and
advances to advances to advances to advances to
customers banks customers banks
£m £m £m fm

Gross loans and advances
— neither past due nor impaired 225,153 60,760 197,999 44 426
— past due but not imparred 1,375 - 1,412 -
— imparred 2,953 6 21,767 6
229 481 60,766 202,178 44 432
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The bank

Gross loans and advances
— neither past due nor imparred
— past due but not impaired
— impaired

At 31 December 2007

At 31 December 2006

Loans and Loans and Loans and Loans and
advances to advances to advances to advances to
customers banks customers banks
£m £m £m £m

148,837 32,025 142,156 25,118
L150 - 1,198 -

1,496 6 1,513 6
151,483 32,031 144,867 25,124

Dhistnibution of loans and advances neither past due nor imparred

The credit quality of the portfolio of loans and advances that were neither past due nor impaired at 31 December
2007 can be assessed by reference to the group s legacy credit risk raung system which provides risk grades for
ummpaired exposures on the basis of a ‘composite assessment of probability of default and risk mitigation The

following information 1s based on that system

The group

Grade 1-3 — satisfactory risk
Grade 4 — watch list
Grade 5 - sub-standard but not impaired

The bank

Grade 1-3 — satisfactory risk
Grade 4 — watch list
Grade 5 — sub-standard but not impaired

At 31 December 2007

At 31 December 2006

Loans and Loans and Loans and Loans and
advances to advances to advances to advances to
customers banks customers banks
£m £m Em £m

220,098 60,459 191,896 44 011
3,755 82 4,088 415

1,300 219 2,015 -
225,153 60,760 197,999 44,426

At 3] December 2007

At 31 December 2006

Loans and Loans and Loans and Leans and
advances to advances to advances to advances to
customers banks customers banks
£m £m £m £m

145,296 31,724 137,569 25,089
2,762 82 3,042 29

779 219 1,545 -

148,837 32,025 142 156 25,118

Grades 1 and 2 represent corporate facilities demonstrating financial condiuon nsk factors and capacity to repay that
are good to excellent, restdential mortgages with low to moderate loan to valuation ratios, and other retail accounts
which are maimntained within generally applicable product parameters

Grade 3 represents sausfactory risk and includes corporate facihities that require closer momitoring, mortgages with
higher loan to valuation ratios credit card exposures and other retail exposures which operate outside generally
applicable product parameters without being impaired

Grades 4 and 5 include facilities that require varying degrees of special attention and all retail exposures that are

progressively between 30 and 90 days past due

Grades 6 or 7 represent impaired exposures

Loans and advances which are individually assessed for impairment are identified on an individual basis, and
classified as grades 6 or 7 when they are impaired It 1s not practicable to individually identify impaired loans and
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advances within portfolios of homogenous loans which are assessed on a collective basis for impairment In practice
such loans and advances are not individually 1dentuified as impaired until the ume each impaired loan 1s written off It
15 therefore necessary to estimate the carrying value of impaired loans and advances within these portfolios

The approach adopted by the group to estimate the carrying value of impaired loans and advances within portfohos of
homogenous leans that are collectively assessed for impairment, 1s to classify these loans and advances as impaired
when the balances are 90 days or more past due These loans and advances are classified as grades 6 and 7 All other
collectively assessed loans and advances, including those which are less than 90 days past due, are classified as not
mmpatred, and reported within grades 1 to 5 Collective impairment allowances are recognised in relation to losses that
are likely to have been incurred at the balance sheet date on loans which are collectively assessed for impairment and
classified 1n grades 1 to 5, representing a small percentage of the total loans and advances in these grades

This historical seven grade risk rating system 1s being phased out and superseded by a more sophisticated and
granular methodology based on the probability of default and loss estimates calculated 1n accordance with the Basel
I1 Framework This 1s now m use throughout the group for the credit assessment of individually sigruficant

customers Within the group’s retail portfolios, risk 15 assessed and managed using a wide range of risk and pnicing
models, and while the quality of retail assets has been reported by reference to the group’s legacy nisk rating scale
described above, 1t will in future be based on the probability of default and expected loss parameters applied to
homogenous segments of retail portfolios The integration of such parameters into reporting structures at alt levels
will enable Board and regulatory reporting on the new basis 1n 2008 1n accordance with the group’s obligations under
its advanced IRB permission from the FSA

Loans and advances which were past due but not impaired

Loans and advances that were past due but not impaired at 31 December 2007 were as follows

The group
Loans and advances
to customers
2007 2006
£m £m
Past due up to 29 days 756 776
Past due 30 — 59 days 308 310
Past due 60 - 89 days 210 205
1,274 1,291
Past due 90— 179 days 96 105
Past due over 180 days but less than 1 year 3 14
Past due more than | year 2 2
1,375 1,412
The bank
Loans and advances to
customers
2007 2006
£m £fm
Past due up to 29 days 594 635
Past due 30 — 59 days 274 276
Past due 60 — 89 days 188 183
1,056 1,094
Past due 90 - 179 days 93 102
Past due over 180 days but less than 1 year 1 1
Past due more than 1 year - 1
1,150 1,198

The past due ageing analysis includes loans and advances less than 90 days past due that have collective impairment
allowances set aside to cover credit losses on loans which are 1 the early stages of arrcars
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There are & variety of reasons why certain loans designated as ‘past due’ are not regarded as impaired Unless other
information 18 available to indicate to the contrary, all loans less than 90 days past due are not considered impaired

[t 13 also not unusual for short-term trade finance facihities to extend beyond 90 days past due for reasons that do not
reflect any congern on the creditworthiness of the counterparty, such as delays i documentation In addition, past
due loans secured in full by cash collateral are not considered impaired and, where appropnate, neither are residential
mortgages 1n arrears by more than 90 days where the value of collateral 1s sufficient to repay both the debt and all

potential nterest for at least one year

Loans and advances to customers and to banks — net total credit risk

Loans and advances against which the group had legally enforceable rights to offset with financial lrabilittes were as

follows

The group

Loans and advances to customers
Loans and advances to banks

Loans and advances to cusiomers
Loans and advances to banks

The bank

Loans and advances {o customers
Loans and advances to banks

1 Agamnst financial habltties with the same counterparty
2 Excluding the value of any collateral or securtty held
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At 31 December 2007

Amount for
which the
gronp has
has a legally
enforceable Net total
Book value right to off-set’ credet risk’
£fm £m £m
227,687 (31,816) 195,871
60,764 (135) 60,629
288,451 (31,951 256,500
At 31 December 2006
Amount for
which the
group has
alegally
enforceable Net total
Book value right to offset’ credit nisk®
£m £m £m
200418 {33,254) 167,162
44,428 (229) 44,199
244 844 (33,483) 211,361
At 31 December 2007
Amount for
which the
group has
a legally
enforceable Net total
Book value nght to offset! credit nisk?
fm £m £m
150,649 (29,974) 120,675
32,028 - 32,028
182,677 {29,974} 152,703




At 31 December 2006

Amount for
which the
group has
alegally
enforceable Net total
Beok value nght to offset’ credit nigk?
fm fm £m
Loans and advances to customers 143,964 (31,138) 112,826
Loans and advances to banks 25,121 - 25,121
169,083 (31 138) 137,947

1 Aganst financial habifiies with the same counterparty
2 Excluding the value of any collareral or securuy held

Other securities

Debt securtties and other bills by rating agency designation

The following table presents an analysis of debt and similar secunities other than loans, by rating agency designation,
based on Standard and Poor s {*S&P ) ratings or their equivalent

The group
At 31 December 2007
Treasury Other Debt
bills ehgible bills securifies Total
£m £m £m £m
AAA 562 114 69,783 70,459
AA-tAA+ 1,043 59 25,308 26,410
A-t0A+ 85 - 12,487 12,572
Lower than A — 465 - 1,658 4,123
Unrated - - 17,046 17,046
Supporttng linked msurance and investment
contracts 24 - 2,875 2,899
Total 2,179 173 131,157 133,509
Of whuch 1ssued by
— governments 2,042 - 36,511 38,553
— local authonties 134 - 495 629
— asset backed securities - - 41,942 41,942
- corporates and other 3 173 52,209 52,385
Total 2,179 173 131,157 133,509
Of whuch classified as
- financial instrumenis designated at faur vatue 25 - 7,822 7,847
- available-for-sale securntics 1,709 173 64,556 66,438
— held-to-maturity investments - - 38 38
— held for trading 445 - 58,741 59,186
Total 2,179 173 131,157 133,509
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AAA

AA-to AA+

A-toA+

Lower than A -

Unrated

Supperting linked insurance and 1nvestment
contracts

Total

Of which 1ssued by
— governments
- local authonities
— asset backed securities
- corporates and other

Total

Of which classified as
~ financial mstruments designated at fair value
— available-for-sale securities
— held-to-maturity investments
- held for trading

Total

Notes on the Financial Statements (contnued)
——

At 31 December 2006

Treasury Other Debt
bills eligible bills securities Total
fm £m £m £m
2,800 144 41,447 44 391
54 111 16,930 17,095
41 - 12,797 12,838
246 - 3,254 3,500
- - 10,727 10,727
28 - 1,593 1,621
3169 255 86,748 90 172
2,935 - 28,793 31,728
41 - 34] 382
_ - 12,649 12,649
193 255 44,965 45413
3,169 255 86,748 90,172
28 - 2,361 2,389
2944 255 37210 40,409
- - 76 76
197 - 47,101 47,298
3,169 255 86,748 90,172
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Debt secunties with short-term ratings are reported agamnst the long-term rating of the 1ssuer of the short-term debt
secuntties If major rating agencies have different ratings for the same debt secunities. the securities are reported

agamnst the lower rating

The bank

AAA

AA-to AA+

A-toA+

Lower than A —

Unrated

Supporting linked insurance and investment
contracts

Total

Of which 1ssued by
- governments
— local authorities
— asset backed securities
— corporates and other

Total

Of which classified as
~ financal instruments destgnated at fair value
— available-for-sale securities
- held-to-maturity investments
~ hetd for trading

Total

AAA

AA -0 AA+

A-toA+

Lower than A -

Unrated

Supporting Iinked 1nsurance and nvestment
contracts

Total

Of which 1ssued by
— governments
~ local authonties
- asset backed securities
— corporates and other

Total

Of which classified as
- financial instruments designated at fawr value
— available-for-sale secunties
- held-to-maturity nvestments
— held for trading

Total

At 31 December 2007

Treasury Other Debt
halls ehgble hlls securites Total
£m £m £m £m
350 - 17,869 18,159
1,031 - 9,199 10,230
17 - 8,617 8,634
436 - 2,921 3,357
- - 14,292 14,292
1,834 - 52,838 54,672
1,813 - 2,078 10,891
21 - 147 168
- - 12,572 12,572
- - 31,041 31,041
1,834 — 52,838 54,672
- - 3,439 3,439
1,397 - 11,497 12,894
437 - 37,902 38,339
1,834 - 52,838 54,672

At 31 December 2006

Treasury Other Debt
btlls ehgible bills securities Total
£fm fm £m £fm
2,756 - 13,738 16,494
41 - 7,467 7,508
- - 9,128 9,128
194 - 2,782 2,976
- - 1,068 1,068
2,991 — 34,183 37 174
2,757 - 8,299 11,056
41 65 106
193 - 25819 26,012
2,991 — 34,183 37,174
2,826 - 8,923 11,749
165 - 25,260 25425
2,991 — 34 183 37174
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Debt securities and other bills — net total credit risk

Debt securities and other bills agatnst which the group had legally enforceable nights to offset with financial habilities
were as follows

The group
At 31 December 2007
Amonnt for
which the
group has
a legally
enforceable Net total
Book value right to offset! credit rsk’
£m £m £m
Trading assets
— treasury and other stmilar bills 445 - 445
— debt securities 58,741 - 58,741
— loans and advances to banks 37,020 - 37,020
— leans and advances to customers 34,581 {3,307 31,274
130,787 (3,307) 127,480
Financial assets designated at fair value
— treasury and other similar bills 25 - 25
— debt secunities 7,822 - 7,822
- loans and advances to banks 39 - 89
— loans and advances to customers — - -
7,936 - 7,936
Derivatives 60,470 {30,452) 30,018
Financial mvesiments
— treasury and other similar bills 1,882 - 1,882
— debt secunties 64,594 — 64,594
66,476 - 66,476
Other assets
Acceptances and endorsements 375 (111) 264
266,044 (33,870) 232,174

1 Against financial habiities with the same counterparty
2 Excluding the vaiue of any collateral or security held
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At 31 December 2006

Amount for
which the
group has
alegally
enforceable Net tozal
Book value night to offset! credit risk’
£m £m £m
Tradng assets
— treasury and other sivlar bills 197 - 197
— debt securities 47,101 - 47,101
- loarts and advances to banks 10,233 - 10,233
—loans and advances to customers 17,627 - 17,627
75,158 = 75,158
Financial assets designated at fair value
— treasury and other sirrular bills 28 - 28
— debt securities 2361 - 2,361
— loans and advances 10 banks 120 - 120
— loans and advances to customers = — -
2,509 - 2,509
Denvatives 32090 (14,335) 17,755
Fmancial investments
— treasury and other similar bills 3,199 - 3,199
- debt securities 37286 {1 37,285
40,485 {1) 40,484
Other assets
Acceptances and endorsements 353 (95) 258
150 595 (i4.431) 136,164

| Aganst financial habiiities with the same counterparty
2 Excluding the value of any collateral or security held
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The bank
At 31 December 2007
Amount for
whach the
group has
a legally
enforceabls Met total
Book value right to offset’ credit risk?
£m £m £m
Trading assets
- treasury and other similar bills 437 - 437
— debt secunities 37,902 - 37,902
- loans and advances to banks 59,451 - 59,451
— loans and advances to customers 38,217 (3,307) 34,210
136,047 {3,307) 132,700
Fnancial assets designated at fair value
— debt securtties 3,439 - 3,439
Derivatives 46,325 (17,813) 28,512
Financial investments
— treasury and other similar bills 1,397 - 1,397
— debt securities 11,497 — 11,497
12,894 — 12,894
Other assets
Acceptances and endorsements 251 -~ 251
198,916 (21,120) 177,796

| Against financial habilities with the same counterparty
2 Excluding the value of any collateral or securizy held
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At 31 December 2006

Amount for
which the
group has
alegally
enforceable Net total
Book value night to offset’ credit risk?
£m fm £m
Trading assets
~ treasury and other simular bills 165 - 165
— debt securities 25260 - 25,260
— loans and advances to banks 13,560 - 13,560
— loans and advances to customers 16,465 - 16,465
55,450 - 55,450
Denvatives 24,361 (8,893) 15,468
Fmangial investments
— treasury and other similar tills 2,826 - 2,826
- debt securities 8,923 1) 8,922
11,749 (1) £1,748
Other assets
Acceptances and endorsements 238 - 238
91,798 (8,894} 82,904

| Agwnst financial habilines with the same counterpary
2 Excluding the value of any collateral or security held

Impairment assessment

Management regularly evaluates the adequacy of the established allowances for impaired loans by conducting a
detaled review of the loan portfolio, comparing performance and delinquency statistics with historical trends and
assessing the impact of current economtc conditions

Two types of impairment allowance are in place individually assessed and collectively assessed which are discussed
below
Individually assessed impairment allowances

These are determined by evaluating the exposure to loss, case by case, on all individually sigmficant accounts and all
other accounts that do not qualify for the collective assessment approach outlined below

In determining allowances on individually assessed accounts the following factors are considered
- aggregate exposure to the customer,

- the vialulity of the customer’s business model and their capacity to trade successfully out of financial difficulties,
generating sufficient cash flow to service debt obligations,

- the ability of the borrower to obtain and make payments 1n, the currency of the loan 1f not denominated 1n local
currency,

- the amount and ming of expected receipts and recoveries,

- the extent of other creditors’ commitments ranking ahead of, or par: passu with, the group and the likelihood of
other creditors continuing to support the company,

- the complexity of determimmng the aggregate amount and ranking of all creditor claims and the extent to which
legal and insurance uncertaintics are evident,

- the realisable value of security {(or other credit mitigants) and likelihood of successful repossession,
- the likely dividend available on liqudation or bankruptcy,
- the likely deduction of any costs involved in recovering amounts outstanding, and

- when available, the secondary market price of the debt

141




HSBC BANK PLC

Notes on the Financial Statements (continued i
——————— i

The group’s policy requires the level of impairment allowances on mdividual facilities that are above materiality

thresholds to be reviewed at least semi-annually, and more regulatly when individual circumstances require The

review normally encompasses collateral held (including re-confirmation of 1ts enforceability) and an assessment of

actual and anticipated receipts For significant commercial and corporate debts spectalised loan ‘work-out’ teams

with experience m insolvency and specific market sectors are used to assess likely losses on sigmficant individual

exposures Individually assessed imparment allowances are only reversed when the group has reasonable and

objective evidence of a reduction 1n the estabhished loss estimate !

Collectively assessed impairment allowances

Impaiwrment 15 assessed on a collective basis i two circumstances

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

»  for homogeneous groups of loans that are not considered individually sigmficant

Incurred but not yet identified impairment

Individually assessed loans for which no evidence of impairment has been specifically 1dentified on an individual
basis are grouped together according to therr eredit risk characteristics A collective loan loss allowance 1s calculated
to reflect impairment losses incurred at the balance sheet date which will only be individually dentified in the future

The collective impairment allowance 1s determined having taken into account

* historical loss experience in portfolios of similar credit risk charactenstics (for example, by industry sector, risk
rattng or product segment),

+  the estimated penod between impairment occurring and the loss betng identified and evidenced by the
establishment of an appropriate allowance against the individual loan, and

+ management’s experienced judgement as to whether current economic and credit conditions are such that the
actual level of inherent losses 1s likely to be greater or less than that suggested by historical experience

The period between a loss occurring and its identification 1s estimated on the basis of local expenence for each ‘
identified portfolio In general, the periods used vary between four and twelve months

Homaogeneous groups of loans

Two methodologies are used to calculate impatrment allowances where large numbers of relatively low-value assets
are managed using a portfolio approach, typically

e low-value, homogeneous small business accounts, and
s credit cards and other unsecured consumer lending products

When appropriate empirical mformation 1s available, the group uses roll rate methodology This employs a statistical
analysis of hustorical trends of default and the amount of consequential loss, based on the delinquency of accounts
within a portfohio of homogeneous accounts Other historical data and current economic conditions are also evaluated
when calculating the appropnate level of impairment allowance required to cover mmherent loss In certain highly
developed markets, models also take into account behavioural and account management trends revealed 1n, for
example, bankruptcy and rescheduling statistics

When the portfolio size 1s small, or when information 1s mnsufficient or not reliable enough to adopt a roll rate
methodology, a formulaic approach 1s used which allocates progressively higher percentage loss rates the longer a
customer’s loan 1s overdue Loss rates reflect the discounted expected future cash flows for a portfolio

In normal circumstances, historical experience 1s the most objective and relevant information from which to assess
inherent loss within each portfolio In crreumstances where historical loss experience provides less relevant
information about the inherent loss 1n a given portfolio at the balance sheet date — for example, where there have been
changes 1n economic cendrtions or regulations — management considers the more recent trends m the portfoho risk
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factors which may not be adequately reflected in 1ts statistical models and subject to gwdance from Group Finance
and Group Credit Risk, adjusts impairment allowances accordingly

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

Collectively assessed allowances are generally calculated monthly and charges for new allowances or reversals of
existing allowances, are determined for each separately identified portfolio

Impairment allowances

When impairment losses occur, the group reduces the carrying amount of loans and advances and held-to-maturity
financial investments through the use of an allowance account When impairment of available-for-sale financial
assets occurs, the carrying amount of the asset 15 reduced directly

If 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 recogmised, the excess 1s written back by reducing the loan impairment
allowance account accordingly The reversal 1s recognised 1n the income statement

Assets acquired in exchange for loans

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

Loan write-offs

Loans, and the related impairment allowances, are normally written off, either partially or 1 full, 1n the case of that

portion of the loan amount not covered by the value of security, when there is no realistic prospect of further ‘
recovery, and 1 the case of secured balances, after proceeds from the realisation of security have been recerved

Unsecured consumer facilities are normally written off between 150 and 210 days overdue

Instances of write-off perods exceeding 360 days overdue are few, but can arise where certain consumer finance
accounts are deemed collectible beyond this point or where 1n a few countries regulation or legislation censtrain
earlier write-off

In the event of bankruptcy or analogous proceedings, write-off can occur earlier
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Impaired loans

Individually impaired loans by industry sector and by geographical region

The group
Year to 31 December 2007
Gross loans
Gross by industry
loans and  sectorasa
United Continentzal Rest of advances to % of total
Kingdom Europe the world  customers gross loans
£m fm £im £m %Y
Personal 233 282 - 535 24
Commercial and corporate 951 786 - 1,737 76
Total unparred loans and advances to customers 1,204 1,068 - 2,272 100
Year to 31 December 2006
Gross loans
Gross by mndustry
loans and sector as a
Umted Continental Restof advances to % of total
Kingdom Europe the world  customers  gross loans
£m £m fm £fm Yo
Personal 295 200 - 495 24
Commercial and corporate 822 734 1 1,557 76
Total impaired loans and advances to customers 1,117 934 1 2052 100
The bank
Year to 31 December 2007
Gross loans
Groess by industry
loans and  sectoras a
Umted Continental Rest of advances to % of total
Kimgdom Europe the world  customers gross loans
£m £m £m £m %
Personal 236 - - 236 20
Commercial and corporate 923 30 - 953 80
Total impaired loans and advances 1o customers 1,159 30 - 1,189 100
Year to 31 December 2006
Gross loans
Gross by industry
loans and sectorasa
United  Continental Rest of advances to % of total
Kmngdom Europe the world  customers  gross loans
£m £m Im fm %
Personal 272 - - 272 25
Commercial and corporate 790 31 1 822 75
Total impaired loans and advances to customers 1,062 31 1 1094 100

144




Impairment allowances

When impairment losses occur, the group reduces the carrying amount of loans and advances and held-to-maturity
financial investments through the use of an allowance account When impairment of available-for-sale financial
assets occurs the carrying amount of the asset 1s reduced directly

Movement 1n allowance accounts for total loans and advances

The group

At 1 January

Amounts wnitten ofl’

Release of allowances no longer required
Charge to income statement

Transfers

Exchange and other movements

At 31 December

At 1 January

Amounts written off

Release of allowances no longer required
Charge to income statement

Transfers

Exchange and other movements

At 31 December

The bank

At | January

Amounts wnitten off

Release of allowances no lenger required
Charge to income statement

Transfers

Exchange and other movements

At 31 December

At } January

Amounts writen off

Release of allowances no longer required
Charge to income staternent

Exchange and other movements

At 31 December
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Year ended 31 December 2007

Individually Collectively
assessed assessed Total
£m £fm £m
382 84 1,766
(185) L,112) (1,297
(194) (113} (307
390 1,228 1,618
30 (14) 16
923 373 1,796
Year ended 31 December 2006
[ndividually Collectively
assessed assessed Total
£m £m £m
910 975 1,885
(294) {944) {1,238)
(240) (109) (349
388 1,123 1,511
149 (149) -
Gy (12) (43)
882 334 1 766
Year ended 31 December 2007
Indwidually Collectively
assessed assessed Total
£m £m £m
334 572 206
(96) (1,018) 1,114)
(78) (46) (1249
211 1,004 1,215
(12) 34 (46)
359 478 837
Year ended 31 December 2006
Individually Collectively
assessed assessed Total
£m £m £m
408 518 926
{169) {839) (1,008)
(100} 47 (147)
208 943 1,151
(13 (3) (16}
334 572 906
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Impairment allowances agamnst loans and advances to customers

The group
2007 2006
% %
Total impairment allowances to gross lending'
Individually assessed imparrment allowances 043 043
Collectively assessed impairment allowances 041 045
Total 0 84 090
The bank
2007 2006
% %
Total impairment allowances te gross lending'
Indwidually assessed impairment allowances 024 023
Collectively assessed impairment atlowances 032 040
Total 0 56 063
1 Net of reverse repo transactions and settlement accounts
Net impairment charge to income statement by geographical region
The group
Year ended 31 December 2007
United Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Individually assessed impairment allowances
New allowances 233 157 - 390
Release of allowances no longer required (82) {112) - (194)
Recoveries of amounts previously written off {17) @) - 21
134 41 - 178
Collectively assessed imparment allowances
New allowances 1,116 112 - 1,228
Release of allowances no longer required 47 (66) - (113)
Recoveries of amounts previously wrntten off {250) 3 - {247}
819 49 - 868
Total charge for impatrment losses 953 90 - 1,043
Bank - - - -
Customer 953 90 - 1,043
Other credit nsk provisions - - - -
Loan impairment charges and other credit nsk
provisions 953 9¢ - 1,043
Customer charge for imparrment losses as a
percentage of closing gross loans and advances 059 014 - 045
31 December 2007
Balances outstanding
Non-performing loans 1,789 1,170 - 2,959
Impairment allowances 1,075 721 - 1,796
(ross loans and advances 192,489 90,304 6,954 290,247
Tota! allowances cover as a percentage of
non-performung loans and advances 6009 6162 - 60 70
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Individually assessed impaiment allowances
New allowances

Release of allowances no longer required
Recoveries of amounts previously written off

Collectively assessed impairment allowances
New allowances

Release of allowances no longer required
Recovenes of amounts previously written off

Total charge for impairment losses
Bank
Customer

Other credit nsk provisions

Loan impairment charges and other credit nisk
provisions

Customer charge for impairment losses as a

percentage of closing gross loans and advances

31 December 2006

Balances outstanding

Non-performing loans

Impairment allowances

Gross loans and advances

Total allowances cover as a percentage of
non-performing loans and advances

Year ended 31 December 2006

United Continental Rest of the

Kingdom Europe world Total
£m £m £m fm
230 158 - 388
ain (129) - (240)
(8) an - (19

111 18 - 129
1,042 81 - 1,123
(46) (63) - (109}
{208) - - (208)
788 18 - 806
899 36 - 935
899 36 - 935

5 2) - 3

904 34 - 938
058 008 — (046
£m £m £m £m
1,779 992 2 2,773
1,120 645 1 1,766
175,120 66,181 5,309 246,610
6296 6502 5000 6369
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The bank Year ended 31 December 2007
Umited Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Individually assessed impairment allowances
New allowances 210 1 - 211
Release of allowances no longer required (78) - - (78)
Recoveries of amounts previously wnitten off’ (22) - - (22}
10 1 - 111
Collectively assessed impaurment allowances
New allowances 1,001 3 - 1,004
Release of allowances no longer required (46) - - {46)
Recoveries of amounts prevtously written off (244) - - (244)
711 3 - 714
Total charge for impairment losses 821 4 - 825
Bank - - - -
Customer 321 4 = 825
Other credtt nisk provisions - - -
Loan impairment charges and other credtt risk provisions 821 4 - 825
Customer charge for impairment losses as a
percentage of closing gross loans and advances 0 56 007 — 054
31 December 2007
Balances outstanding
Non-performing loans 1,470 32 - 1,502
Impairment allowances 822 15 - 837
Gross loans and advances 177,067 5,898 549 183,514
Total allowances cover as a percentage of
nen-performing loans and advances 5592 4375 - 5573
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Year ended 31 December 2006

United Continental Rest of the
Kingdom Europe world Total
fm £m £m £m
Indivrdually assessed impatrment allowances
New allowances 204 4 - 208
Release of allowances no longer required {99) Q)] - (100}
Recovenes of amounts previously written off (7) - = )]
98 3 - 101
Collectively assessed impairment altowances
New allowances 941 2 - 943
Release of allowances no longer required (46) () - (47)
Recoveries of amounts previously written off (198) - - (198)
697 1 = 698
Total charge for impairment losses 795 4 — 799
Bank - - - -
Customer 795 4 = 799
Other credit nisk provisions 5 i - 6
Loan impairment charges and other credit nisk
provisions 800 5 - 805
Customer charge for imparmment losses as a percentage
of closing gross loans and advances 057 005 - 055
31 December 2006 fm £m £m fm
Balances outstanding
Non-performing loans 1,486 32 1 1,519
Impairment allowances 893 12 1 906
Gross loans and advances 163,771 5,269 951 169,991
Total allowances cover as a percentage of non-perforrning
lpans and advances 6009 3750 100 00 55 64
Collateral and other credit enhancements obtained
During 2007, the group obtained assets by taking control of collateral accepted as secunity, or through other credit
enhancements as follows
Carrymg value obtarned Carrying value obtained
n 2007 n 2006
The group The bank The group The bank
£m £m £m fm
Type of asset
Residential property 67 65 20 19
Commercial and industrial property - - 1 -
Other assets - - 3 3
67 65 24 22

Procedures for the disposal of assets not readily convertible into cash are established at operating company level and
depend on the nature of the asset concerned

Renegotiated loans

Restructuring activity 1s designed to manage customer relationships maximise collection opportumties and avold
foreclosure or repossession. if possible Following restructuring, an overdue perscnal account will normally be reset
from delinquent to current siatus Restructuring policies and practices are based on indicators or critena which, 1n the
judgement of local management, evidence the probability that payment will continue These policies are reviewed
and thetr application varies depending upon the nature of the market. the product and the availability of empirically
based data Where empirical evidence indicates an increased propensity to default on restructured accounts the use of
roll rate methodologies for the calculation of impairment allowances results in the increased default propensity being
reflected i impairment allowances
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Renegotiated loans that would otherwise be past due or impaired

The group
2007 2006
£m £m
Loans and advances to customers 313 813
L.oans and advances to banks - -
813 313
The bank
2007 2006
£m £fm
Loans and advances te customers 642 705
Loans and advances to banks — -
642 705

Liquidity and funding management

Liquedity risk 15 the nisk that the group does not have sufficient financial resources to meet its obhigations as they fall
due, or will have to do so at an excessive cost This risk anses from mismatches in the timing of cash flows Funding
risk (a form of liquidity risk) arises when the necessary liquidity to fund illiquid asset positions cannot be obtained at
the expected terms and when required

The objective of the group’s liqudity and funding management 1s to ensure that all foreseeable funding commitments,
including deposit withdrawals, can be met when due, and that wholesale market access 15 ce-ordinated and
disciphned To this end, the group maintains a diversified and stable funding base comnprising core retail and
corporate customer deposits and nstitutional balances, augmented by wholesale funding and portfolios of hughly
liquid assets which are diversified by currency and maturity, 1n order to enable the group to respond gquickly and
smoothly to unforeseen liquidity requirements

The group requires 1ts operating entities to maintain a strong hiquidity position and to manage the liqudity profile of
their assets, liabilities and commitments so that the cash flows are appropriately balanced and funding obhigations can
be met when due

Policies and procedures

The management of iquidity and funding 1s primarily carried out locally 1n the operating companies of the group in
accordance with practice and limits set by the group Risk Management Meeting These limits vary by local financial
unit to take account of the depth and liquidity of the market in which the entity operates It 1s the group s general
policy that each banking entity should be self-sufficient with regard to funding 1ts own operations Exceptions are
permutted to facilitate the efficient funding of certain short-term treasury requirements and start-up operations or
branches which do not have access to local deposit markets, all of which are funded under strict internal and
regulatory guidelnes and limits from the group’s larpest banking operations These internal and regulatory limits and
guidelines serve to place formal limitations on the transfer of resources between group entinies and are necessary to
reflect the broad range of currencies, markets and time zones within whuch the group operates

The group’s hquidity and funding management policy requires

—  projecting cash flows by major currency under various stress scenarios and considering the level of hquid assets
necessary 1n relation thereto,

— momtoring balance sheet liquidity ratios against internal and regulatory requirements,
— mantainmg a diverse range of funding sources with adequate back-up facihties,

— managmng the concentration and profile of debt maturitres,

— managing contmgent hquidity comrmtment exposures within predetermined caps,

—  mamtamng debt financing plans,
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- monitoring depositer concentration n order to avoid undue reliance on large individual depositors and ensure a
satisfactory overall funding mix, and

— mantaining hquidity and funding contingency plans These plans must 1dentify early indicators of stress
conditions and describe actions to be taken wn the event of difficulties arsing from systemic or other crises while
munimising adverse long-term implications for the business

Primary sources of funding

Current accounts and savings deposits payable on demand or at short notice form a significant part of the group's
funding The group places considerable importance on maintatning the stability of these deposits

The group accesses professional markets 1n order to provide funding for non-banking subsidiaries that do not accept
deposits, to maintain a presence 1n local money markets and to optimise the funding of asset maturities not naturally
matched by core deposit funding

Of total habihities of £597 billion at 31 December 2007, funding from customers amounted to £268 billion, of which
£265 billiont was contractually repayable within one year However, although the contractual repayments of many
customer accounts are on demand or at short notice 1n practice short-term deposit balances remain stable as inflows
and outflows broadly match

An analysis of cash flows payable by the group and bank under financtal liabthties by remaining contractual
maturities at the balance sheet date 1s included 1n Note 32

Assets avatlable to meet these [iabilities, and to cover outstanding commutments to lend (£622 billion), included cash
central bank balances. 1tems in the course of collection and treasury and other bills (£12 billion}, loans to banks

(£61 billion, including £55 billion repayable within one year), and loans to customers (£228 billion, including

£119 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 £131 billion Of these assets, some £102 ilhion of debt secunities and treasury and other bills have been
pledged to secure hiabilities

As mentioned above the group emphasises the importance of current accounts and savings accounts as a source of
funds to finance lending to customers and discourages a reliance on short-term professional funding To achieve this
goal, limts are placed on group banking entittes which restrict their ability to grow loans to customers without
corresponding growth 1n core current accounts and savings accounts This measure 1s referred to as the “Advances to
Deposits™ ratio and compares loans and advances to customers as a percentage of core customer current and savings
accounts together with certain other rehable sources of funding, including loans from banks non-bank professional
funding and securities 1ssued, with a remaining term to maturity 1n excess of one year Deposits from customers
deemed to be professional are excluded The definmtion of a prefessional customer takes account of the size of the
customer s total deposit balances by applying a tiering classification Generally, any customer with funds deposited 1n
excess of £1 million 15 regarded as professional Due to the distinction between core and professional depositors, the
group s measure of Advances to Deposits will be more restrictive than that which could be inferred from the
pubhished financial statements

Advances to Deposits ratios

The group The bank
2007 2006 2007 2006
% % % %
Year end 8912 920 975 1007
Maximum 922 1028 1017 104 3
Mimimum 360 920 926 981
Average 891 984 971 1020

Advances to Deposits ratto imits are set by the Risk Management Meeting

The group would meet unexpected net cash outflows by selling securities and accessing addittonal funding sources
such as interbank or asset-backed securities markets In addition to the Advances to Deposits ratios outlined above,
the group uses a range of other measures for managing hquidity nsk These measures include the rato of net hquid
assets to customer labilities and projected cash flow scenano analysis
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Net liquid assets are hquud assets less all whelesale market funds, and all funds provided by customers deemed to be
professional, maturing 1n the next 30 days The group defines liquid assets for the purposes of the liquidity ratio
as cash balances, short-term interbank deposits and highly-rated debt securities available for immediate sale
and for which a deep and liquid market exists As noted above, the definition of a professional customer takes
account of the size of the customer’s deposits

Limts for the ratio of net liquid assets to customer hiabilities are set for each bank operating entity

The group uses a number of standard projected cash flow scenarios which are designed to model both group specific
and market-wide hiquidity ¢rises The scenarios vary the rate and timing of deposit withdrawals and drawdowns on
commtted lending facihities, and restrict access to interbank funding, term debt markets, and the ability to generate
funds from asset portfolios  The scenarios are modelled by all group banking operations  The assumptions for each
scenario are regularly reviewed for appropriateness In addition to the group’s standard projected cash flow
scenartos, individual entities are required to design their own scenarios tailored to reflect specific local market
conditions, products and funding bases

Limits for cumulative net cash flows under stress scenarios are set for each banking entity

Both ratio and cash flow [imuts reflect local market conditions, the diversity of funding sources available, and the
concentration risk from large deposttors Compliance with entity level limits 1s monitored and reported regularly to
the Risk Management Meeting and to local Asset and Liability Management Commuttees

Ranio of net liquid assets to customer liabtlitres

The group The bank
2007 2006 2007 2006
% % % %
Year end 143 204 121 163
Maximum 221 218 215 191
Mimmum 143 175 121 128
Average 190 193 156 151

Contingent hiqueduty risk

In the normal course of its business, the group provides commutted facilities to customers, these facilities include
commutted back stop hnes to conduit vehicles sponsored by the group As noted above, the hquidity nsk
consequences of drawdowns on these committed loan facilities provided by group entities are reflected in projected
cash flow scenario analyses where the level of drawdown s varied under different stress scenarios The group also
sets total notional limits by group entity for non-cancellable contingent funding commitments The limats are set by
the group’s Risk Management Meeting after due consideration of the entity’s ability to fund the commitments should
the facilities be drawn in full The Limits are split according to the borrower, the liquidity of the underlying assets
and the size of the commutted line

The group exposures under the contingent liquadity risk Iimit structures as at 31 December 2007 are set out 1n the
following table
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The group The bank

2007 2006 2007 2006
£bn £bn £bn £bn

Conduits — client originated assets'
Total lines 45 30 32 20
Largest individual lines 08 08 0s 05
Assets managed by the group® 129 132 129 132

Single tssuer hiquidity facihities

Five largest’ 50 55 23 30
Largest market sector’ 58 49 42 314

| These vehicles provide funding to group customers by 1ssumng debt secured by a dnersified pool of customer originated assets
2 These vehicles 1ssue debt secured by ghly rated asset-backed securities which are managed by the group

3 These figures represent the 5 largest commutted hquidity faciliies provided to customers other than those factlities 1o conduits
4 These figures represent the total of all commutted hquidhiy facilities provided to the largest market sector

The exposures 1n the above table are on a contractual basis The group recognises that in times of market stress 1t
may choose to provide non-contractual liquidity support to certain non-group sponsored vehicles or group promoted
products Such potential support would not be included ir the group’s hquidity nisk measures unttl such tume as the
suppert becomes legally binding, and would only be provided after careful consideration of the potential funding
requirement and the wnpact on the entity’s overall levels of hquidity

Such was the case in November 2007 when the group announced plans to restructure two Structured Investment
Vehicles (“SIVs™) sponsored by the group, Cullinan Finance Limited and Asscher Finance Limited  Further
mnformation on these S1Vs 1s provided below

Market nsk management

The objective of the group’s market risk management 15 to manage and control market risk exposures 1n order to
optimise return on rnisk while mamtaining a market profile consistent with the group’s status as a premter provider of
financial products and services

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

The group separates exposures to market risk mnto either trading or non-trading pertfolios Trading portfolios include
those positions arising from market-making, proprictary pesition-taking and other marked-to-market positions so
destgnated

Non-trading portfolios include positions that arise from the interest rate management of the group's retail and
commercial banking assets and liabihties, financial assets designated as available-for-sale and held-to-matunty, and
exposures arising from the group’s insurance operations

The management of market risk 1s principally undertaken in Global Markets using risk limits approved by the Risk
Management Meeting Limits are set for portfolios, products and risk types with market liqudity being a principal
factor in determiming the level of limits set Traded Credit and Risk, an independent unit within the Group
Management Office, develops the Group’s market risk management policies and measurement techniques Each
major operating entity has an independent market risk function which 1s responsible for measuring market risk
exposures 1n accordance with the policies defined by Traded Credit and Market Risk, and monitoring these exposures
aganst the prescribed limits on a daily basis

153




HSBC BANK PLC

Notes on the Financial Statements (continued)
—

Each operating entity 1s required to assess the market risks which arise on each product n its business and to transfer
these risks to erther its local Global Markets unit for management, or to separate books managed under the auspices
of the local Asset and Liability Management Committee (' ALCO") The aim 15 to ensure that all market risks are
consolidated within operations which have the necessary skills, tools, management and govemnance to manage such
risks professionaily

The group uses a range of tools to monitor and limit market risk exposures These tools include value at nsk
sensitivity analysis and stress testing The following table provides an overview of the reporting of risks within this

section
Portfoho
Tradwng Non-trading

Risk Type

Foretgn Exchange VAR VAR
Interest Rate VAR VAR
Equity VAR Sensikivity
Credst Spread VAR VAR

Value at risk ('VAR')
VAR 15 a techmique that estimates the potential losses that could occur on risk positions as a result of movements 1n
market rates and prices over a specified time horizon and to a given level of confidence

The VAR models used by the group are predominantly based on historical simulatron The historical simulation
models denve plausible future scenarios from histerical market rate and price time series, taking account of inter-
relationships between different markets and rates, for example between interest rates and foreign exchange rates The
models also incorporate the impact of option features in the underlying exposures

The historical simulation models used by the group incorporate the following features
- potential market movements are calculated with reference to data from the last two years,

- histonical market rates and prices are calculated with reference to foreign exchange rates and commodity
prices, interest rates, equity prices and the associated volatilities,

- VAR 1s caleutated to a 99 per cent confidence level, and
- VAR s calculated for a 1-day holding period

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

The VAR model was extended to cover Specific Interest Rate Risk ( credit VAR ) from | December 2006 Asa
result, the average mimimum and maximum VAR figures disclosed for 2006 exclude Credit VAR 1n view of the short
period in 2006 when this element of the VAR model was used by the group

Although a useful guide to risk, VAR should always be viewed in the context of its iimitations For example

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

—  the use of a 1-day holding penod assumes that all positions can be liquidated or hedged in one day This may not
fully reflect the market risk arising at umes of severe iliquidity when a 1-day holding period may be insufficient
1o ligudate or hedge all positions fully,

—  the use of a 99 per cent confidence level, by defimuon dees not take 1nto account losses that might occur
beyond this level of confidence, and

— VAR 15 calculated on the basis of exposures outstanding at the close of business and therefore does not
necessanly reflect mntra-day exposures
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The group recogmises these hmitations by augmentng 1ts VAR limits with other position and sensitivity himit
structures Additionally, the group applies a wide range of stress testing, both on individual portfolios and on the
group s consolidated positions The VAR, both trading and non-trading, for the group was as follows

£m
Total
At 31 December 2007 320
At 31 December 2006* 179
Average Mimmum Maximum
£m £m £m
2007} 207 143 348
2006 178 92 377

1 Includes trading and non-irading credit VAR
2 Excludes non- trading credit VAR
3 Excludes trading and non- trading credit VAR

The major contributor to the trading and non-trading VAR for the group was Global Markets

The histograms below illustrate the frequency of daily revenue ansing from Global Markets' trading, balance sheet
management and other trading activities The average daily revenue earned therefrom in 2007 was £5 mullien
compared with £5 3 million in 2006 The standard deviation of these daily revenues was £8 4 mullion compared with
£4 1 mullion for 2006 The standard deviation measures the variation of daily revenues about the mean value of those
revenues

An analysis of the frequency distnbution of daily revenue shows that there were 42 days with negative revenue
duning 2007 compared with 16 days in 2006

Daily distnibution of Global Markets’ trading, balance sheet management and other trading revenues in 2007
Number cf days

24

21

15

o

48 -44 40 3@ 32 -28 24 -20 18 12 4§ -4 0 4 B 12 18 20 24 28 32 I 4D 44 48 52
Revenue (Em)

The effect of any month end adjusiments not attributable 10 a specific dadly market move 15 spread evenly over the days in the month in
question
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Daly distribution of Global Markets trading, balance sheet management and other trading revenues in 2006
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questron

Fair value and price verification control

Where certain financial instruments are carried on the group s balance sheet at fair values, 1t 1s the group policy that
the valuation and the related price verification processes are subject to independent testing across the group Financial
mnstruments which are accounted for on a fair value basis include assets held n the trading portfoho, financial
mstruments designated at fair value, obligations related to securities sold short, all derivative financial instruments
and available for sale securities

The determination of fair values 15 therefore a significant element in the reporting of the group’s Global Markets
activities

Responsibility for determining accounting policies and procedures governing valuation and validation ultimately rests
with independent finance functions which report functionally to the Group Finance Director All significant valuation
polictes and any changes thereto must be approved by semor HSBC finance management The group s governance
of financial reporting requires that financial control departments across the group are independent of the risk-taking
businesses, with the finance functions having ultumate responsibility for the determination of far values included in
the financial statements, and for ensuring that the group’s pelicies comply with all relevant accounting standards

Trading portfolios

The group’s control of market risk 1s based on a pohey of restricting individual operations 1o trading within a hist of
permisstble instruments authorised for each site by Traded Credit and Market Rusk, of enforcing ngorous new
product and approval procedures and of restricting trade in the more complex derivative products only to offices
with appropnate levels of product expertise and robust control systems

In addiion at both portfolio and position levels, market risk in trading portfolios 15 momtored and controlled using a
complementary set of techniques These include VAR and, for interest rate risk present value of a basis pount
movement in interest rates, together with stress and sensitivity testing and concentration limits These techniques
quantify the impact on capital of defined market movements

Market making and proprictary position taking 1s undertaken within Global Markets The VAR for such trading
activity at 31 December 2007 was £24 4 mullion (2006 £14 mullion) This 1s analysed below by risk type
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Total trading VAR by risk type

Foreign Interest
exchange rate trading Equity Credit! Total
£m £m £m £fm £m
At 31 December 2007 46 187 82 14 4 244
At 31 December 2006 27 103 32 56 140
Average
2007 49 125 50 73 165
2006 31 96 29 - 102
Mimimum
2007 19 76 29 31 I3
2006 15 53 13 - 65
Maximum
2007 122 196 89 175 266
2006 63 16 4 43 - 158

1 The credit VAR model has been i use by the group since | December 2006 and hence 15 excluded from the amverage mummum and
maximum VAR figures disclosed for 2006 VAR figures for 2007 include trading credit VAR

Non-trading portfolios
The principal objective of market nisk management of non-trading portfolios 1s to optimise net interest income

Market risk in non-trading portfolios arises principally from mismatches between the future vield on assets and their
funding cost as a result of interest rate changes Analysis of this risk 1s complicated by having to make assumptions
on optionality 1n certain product areas, for example, mortgage prepayments, and from behavioural assumptions
regarding the economuc duration of {1abilities which are contractually repayable on demand, for example, current
accounts The prospective change in future net interest income from non-trading portfolios will be reflected in the
current realisable value of these positions should they be sold or closed prior to maturity In order to manage this risk
optimally, market risk in non-trading portfolios is transferred to Global Markets or to separate books managed under
the ausptces of the local ALCCO

The transfer of market risk to trading books managed by Global Markets or ALCO 15 usually achieved by a series of
internal deals between the business units and these trading books When the behavioural characteristics of a product
differ from 1ts contractual charactenistics, the behavioural characteristics are assessed to determine the true underlying
interest rate nisk Local ALCOs regularly monitor all such behavioural assumptions and mterest rate rsk positions, to
ensure they comply with interest rate risk limits established by the HSBC Group Management Board

As noted above, 1n certain cases, the non-linear characteristics of products cannot be adequately captured by the nsk
transfer process For example, both the flow from customer deposit accounts to alternative mnvestment products and
the precise prepayment speeds of mortgages will vary at different interest rate levels In such circumstances
simulauon modelling 1s used to 1dentify the impact of varying scenarios on valuations and net interest income

Once market risk has been consolidated in Global Markets or ALCO-managed books the net exposure 15 typically
managed through the use of interest rate swaps within agreed limits The VAR for these portfolios 1s included within
the group VAR

Fixed-rate securities

The principal non-trading nisk which 1s not included 1n the VAR reported for Global Markets anses out of Fixed Rate
Subordinated Notes 1ssued during 2006 The VAR related to these instruments was £15 6 muillion at 31 December
2007 (2006 £8 5 million), whilst the average, mimimum and maximum during the year was £10 3 mullion, £6 7
million and £58 | million respectively (2006 £8 4 million. £7 6 million and £10 3 muilion)

Equuty securtties held as available-for-sale

Market risk arises on equity securities held as available-for-sale The fair value of these securities at 31 December
2007 was £2.691 muliion (2006 £1,605 mithon) and included private equity holdings of £1,170 muillion {2006 £254
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million) Investments in private equity are pnmarily made through managed funds Potential new commitments are
subject to risk appraisal to ensure that industry and geographical concentrations remain within acceptable levels for
the portfolio as a whole Regular reviews are performed to substantiate the valuation of the investments within the
portfolie, and Finance 15 responsible for reviewing the carrying value of the investments Money market funds
represented £923 milhion (2006 £648 million) and typically related to funds held for short-term cash management
Investments held to facilitate ongoing business, such as holdings 1n government sponsored enterprises and local stock
exchanges, represented £194 mullion (2006 £247 milhion) The fair value of the constituents of equity securities held
as available-for-sale can fluctuate considerably A 10 per cent reduction in the value of the available-for-sale equities
at 31 December 2007 would have reduced equity by £269 mullion (2006 £161 mullion)}

Defined benefit pension scheme

Market nisk 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 flows Tlus risk derives principally from the pension
schemes holding equities against their future pension obligations The risk 1s that market movements 1n equity prices
could result 1n assets that are insufficient over time to cover the level of projected liabilities Management, together
with the trustees who act on behalf of the pension scheme beneficiaries assess the level of this nisk using reports
prepared by independent external actuaries

The present value of the group s defined benefit pension schemes hiailittes was £12 billion at 31 December 2007
compared with £13 billion at 31 December 2006 Assets of the defined benefit schemes at 31 December 2007
comprised equty investments 21 per cent {25 per cent at 31 December 2006), debt securities 66 per cent (59 per cent
at 31 December 2006) and other (including property) 13 per cent (16 per cent at 31 December 2006)

Sensurvity of net tnterest income

A principal part of the group’s management of market risk in non-trading portfolios 1s to monitor the sensiivity of
projected net interest income under varytng mterest rate scenarios (simulation modelling) The group aims. through
1ts management of market nsk in non-trading portfolios, to mittgate the impact 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 scenarios relevant to local businesses and local markets
and standard scenarios which are required throughout the group The standard scenarios are consolidated to 1llustrate
the combined proforma effect on the group s consohdated pertfolio valuations and net interest income

Structural foreign exchange exposures

Structural foreign exchange exposures represent net investments in subsidiaries, branches or associated undertakings
the functional currencies of which are currencies other than the sterling

Exchange differences on structural exposures are recorded in the consolidated statement of recognised income and
expense The main operaung (or funcuional) currencies of the group’s subsidiaries are sterling, euros US dollars
Swiss francs, Turkish lira and Mailtese hra

The group s policy 15 to hedge structural foreign currency exposures only in mited circumstances The group s
structural foreign currency exposures are required to be managed with the primary objective of ensuring, where
practical that the group s consolidated capital ratios and the capita ratios of mdividual banking subsidiaries are
protected from the effect of changes in exchange rates Thus 15 usually achieved by ensuring that, for each 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

In the second half of 2007, credit nisk concerns emanating from the US sub-prime mortgage market led to a
deterioration tn the fair value of assets supported by sub-prime mortgages However, there was a consequential
mmpact beyond sub-prime refated assets and, 1o a lesser degree, fair value deterioration occurred in US mortgage-
related financial instruments generally, with financial nstruments 1ssued by non-US government-sponsored
enterprises more significantly affected than sponsored financial instruments
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The following table shows the group’s market risk exposure to US mortgage-backed securities (‘MBSs”) MBSs
include those represented by collateralised debt obligations

Unrealised Realised Impairment  Faiwr value
Carrying gains gains losses movements
Principal’ amount  andlosses’ and lesses’  incurred’  recogmised
£m £fm £m £m £fm £m
Year ended 31 December 2007
US sub-prime mortgage-refated assets’
MBSs and MBS CDOs* 2285 2,116 (75) (1} - (92
— hugh grade {AAA or AA rated) 2,240 2,082 (63) - - (92)
—rated Ato C 32 23 8) - - -
— not rated 13 11 4) - — -
Total 2,285 2,116 (75) ) - (92)
Other US mortgage-related assets
MBSs and MBS CDOs* 10,963 10,369 (81 23 - (514)
— high grade (AAA or AA rated) 10,917 10,338 (63) - - (514)
—rated At C 48 3 (18) - - -
- not rated — - — - - -
Total 10,965 10,369 (E1)] 23 - (514)
Total US mortgage-related assets 13,250 12 485 (156) 22 — (606)
Year ended 31 December 2006
US sub-prime mortgage-related assets
MBSs and MBS CDOs® 1171 1,173 - - - 1
— hugh grade (AAA or AA rated) 1,101 1,103 - - - 1
—rated Ato C 50 50 - - - -
— not rated 20 20 - - — -
Total 1,171 1,173 - - — ;
Other US mortgage-related assets
MBSs and MBS CDOs® 4,096 4,101 - ] - O]
— high grade (AAA or AA rated) 4,034 4.039 - - - 5
—rated Ato C 60 60 - - - -
— not rated 2 2 - - — -
Total 4,096 4,101 - 1 - (3)
Total US mortgage-related assets 5,267 5274 — 1 - (4)

| The principal 1s the redemption amount on maturity or in the case of an amortsing instrument the sum of the future redemption
amounts through the residual life of the security

Recogrused during the year i the income statement

Impairment losses incurred during the year inciude both realised and unrealised losses

Farr value gans and losses recogmised during the year in equity

The group has primarily utthsed loan counterparty credit scores as the basis for determining whether an asset s classified as sub-prime
Mortgage-backed securines {('MBSs ) and collateralised debt obliganons ( CDQs’)

L NP S

In addition to the exposure detailed above, HSBC also holds long positions in MBSs with a carrying value of
£336 million (2006 £32 million) and MBS CDOs with a carrying value of £19 mullion (2006 £126 million) where
the exposure has been matched by specific credit derivatives with monolines and other financial institutions
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Insurance rnisk

Insurance risk 1s risk other than financral nisk transferred from the holder of a contract to the 1ssuer Within its
service proposition the group offers its personal customers a wide range of insurance products, many of which
complement other bank products The group’s business focus 15 on life insurance and, accordingly, 86 per cent
of the total insurance manufacturing liabihties relate to hife insurance contracts The nature of the contracts
influences 1nsurance habilities Non-life insurance habilities are predominantly set based on claims notified to
the insurer, claims incurred but not reported and typically reflect the one year period of cover For life
contracts, a hability 15 established at the inception of the contract to reflect the expected claims over the life of
the contract, which can span several years

The group s insurance businesses are exposed to a range of financial risks, including market risk, credit nsk and
liquidity risk The nature and management of these risks 15 described below The principal insurance nisk faced by the
group 15 that the cost of claims combined with acquisiion and administration costs may exceed the aggregate amount
of premiums received and investment income Underwriting subsidiaries are exposed to financial risk, for example,
when the proceeds from financial assets are not suffictent to fund the oblhigations ansing from non-linked insurance
and investment contracts

Life insurance business

Life insurance contracts include term assurance and critical illness cover income and payment pretection annuities,
mvestment bonds pensions and participating business such as endowments The key contracts manufactured by the
group are described below For hfe insurance business, the tnsurance risk varies considerably depending on the type
of business The princtpal nisks are in relation to mortality, morbidity lapse and surrender, investment return and
expense levels In add:tion to the local underwnting, claims handling and expense control management functions, the
product diversity of the group s life insurance business provides an effective mitigation of exposure to insurance risk

In general terms mortality and morbidity risks are mitigated through medical underwnting and the ability in a
number of cases to amend the premium 1n the ight of changes in experience  Market risk 15 generally mitigated
through a combination of investment policy to match lhabilities and the risk being shared with pohicyholders In the
case of urut linked business, market risk 1s borne by policyholders In the case of life business with a discretionary
participation feature, the risk 1s shared with policyholders through the management of bonuses

The principal division of life business 1s between unit linked and non-linked There are a number of major sub-
categories of non-linked life assurance Insurance contracts with discretionary participation features include with-
profits business Although prima facie this business entails sigmificant market risk, this 1s managed in conjunction
with other risks through the investment policy and adjustment to bonus rates In practice this means that the majority
of the market risk 1s borne by pelicyholders The main risk associated with this product is the value of assigned assets
falling below that required to support benefit payments The group manages this nisk by conducting regular actuarial
investigations on the sustainability of the bonus rates

Credit Life insurance business 1s written 1n relation to banking and financial products and provides protection in the
event of death or unemployment The insurance nsk relates to mortality and morbadity risk for the duration of the
loans advanced Claims experience 1s continuously momtored and premium rates adjusted accordingly For much of
this business. the average term of the credit risk exposure 1s for two to three vears which hmuts the msurance nisk
exposure

Annuities are contracts providing income from capital investment paid in a stream of regular payments for either a
fixed period or during the annuitant s ifetime Deferred annurties are those where payments to the annuitant begin at
a designated future date as opposed to immediate anmuties where payments begin on inception The principal nisks in
respect of annuity business relate to mertality and a market risk 1n relation to the need to match investments against
the anticipated cash flow profile of the pelicies These risks are substantially reinsured out of the group

The major components of the *Term assurance and other long-term contracts category are lerm assurance income
bends, mcome protection and critical 1llness policies written in the UK The principal risks are in respect of mortality
and morbidity, and are managed through a combination of underwriting practices, premum adjustment 1n hght of
changes in experience and retnsurance
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Linked life msurance business pays benefits to the policyholder which s typically determined by reference to
the value of the investments supporting the policy For linked imsurance business, market risk 1s generally
borne by policyholders The principal risk retained by the group relate to expenses incurred in managing these
products, although mortahity, disability and morbidity risks are also asscciated with these producis and are
managed through the application of the techniques set out above for non-linked lines of business

Non-ltfe insurance business

Nen-life insurance contracts include motor, fire and other property damage Motor mnsurance business covers vehicle
damage and Liablity for personal injury It includes a substantial book from prior years, which 1s 1n run-off
Reinsurance protection has been arranged where necessary to aveld excessive exposure to larger losses, particularly
those relating to personal inyury claims

In fire and other damage business the predominant focus 1s insurance for homes and contents All portfolios at
nisk from catastrophic losses are protected by reinsurance in accordance with information obtained from
professional risk modelling organisations

The kev nisks associated with non-life business are underwriting nisk and claims expenience nsk Underwriting risk 1s
the nisk that the group does not charge premiums appropriate for the cover provided and claims experience risk 1s the
risk that portfolio expenence 1s worse than expected The group manages these risks through pricing (for example,
imposing restrictions and deductibles 1n the policy terms and conditions), product design, risk selection, claims
handling, investment strategy and reinsurance policy All non-life insurance contracts are annually renewable and the
underwriters have the right to refuse renewal or to change the terms and conditions of the contract at renewal

Insurance risk

The group manages its insurance risks through the application of formal underwriting reinsurance and claimns
procedures These procedures are designed also to ensure compliance with regulations  The group s overall approach
to insurance risk 15 to seek to mamtan a good diversification of insurance business by type and to focus on risks that
are straightforward to manage and frequently are directly related to the underlying banking activity

A key feature of insurance business and life msurance m particular, 1s the importance of managing the assets,
liabilities and risks tn a co-ordinated fashion rather than individually This reflects the greater interdependence of
these three elements for hife insurance than 1s generally the case for non-life insurance Of particular importance for a
number of lines of business 15 the need to match the expected pattern of cash flow, which n some cases (such as
annuities) can run for many years

Both [ife and non-life business insurance nisks are controlled through a combination of local and central procedures
and policies These include a centrahsed approach to the authorisation to write certain classes of business Use 15 also
made of nsk management committees 1 order to momtor nisk exposures Market nisk lumits are also applied centrally
as an additional control over the extent of insurance risk that 1s retained

As indicated i the specific comments relating to particular classes, use 1s alse made of remnsurance as a means of
further mitigating exposure

The following tables provide an analysis of the insurance risk exposures by type of business They demonstrate that
there 1s diversification of nisk Separate tables are provided for life and non-lLife business, reflecting their very distinct
risk characteristics Life business tends to be longer term than non-life and also frequently mvolves an element of
savings and investment 1n the contract For this reason the hife insurance nisk table provides an analysis of the
nsurance hiabihities as the best available overall measure of the insurance exposure By contrast for non-life business,
the table uses written premiums as representing the best available measure of risk exposure
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Analysis of hfe insurance risk — policyholder hiabilities before reinsurance

2007 2006
£m £m

Life (non-lenked)
Insurance contracts with DPF' 469 100
Credit Iife 117 25
Annuities 205 138
Term assurance and other long-term contracts 337 573
Total htfe {non-linked) 1,128 836
Life (linked) 858 647
Life msurance policyholder liabtlities 1,986 1,483

| Insurance contracts with discretionary parucipation features (‘DPF ) gihve policyholders a contractual night to receive as a supplement
to their guaranteed benefits, additional benefits that are likely to be a sigmificant pornion of the total contractual benefits and whose
amount or timag 1s contractualfly at the discretion of the group The additional bengfits are contractually bused on the performance of a

specified pool of contracts or assets, or the profit of the company isswung the contracts

Analysis of non-life msurance risk — net written insurance premiums’

Fire and ather damage
Credit (non-life)
Accident and health
Motor

Other (non-life)

Total net written insurance premiums

2007 2006
£m £m
64 28
18 34

11 -
183 -
23 5
299 67

1 Net written insurance premiums represent gross wrriten premiums less BrOSs Written premiums ceded to reinsurers

Frnancial risks

The group’s imsurance businesses are exposed to a range of financial risks, including market rsk, credit risk and

liquidity risk The nature and management of these risks 15 described below

The following table analyses the assets held tn the group’s insurance underwriting subsidiaries at 31 December 2007

by type of hability, and provides a view of the exposure to financial risk

Financial assets held by insurance manufacturing operations
At 31 December 2007

Lafe hnked  Life non-linked Non-hfe
contracts contracts 1msurance Other assets Total

£m £m £m £m £m

Financial assets designated at fair value
Treasury bills 25 - - - 25
Debt securities 2,873 502 - 943 4,338
Equity securities 3,482 3,211 - 340 7,033
6,380 3,713 - 1,283 11,376

Available-for-sale

Treasury bills - - 57 59 116
Other ehgible bills - - 88 86 174
Debt securtties - 6,133 152 145 6,430
Equity securittes - - 7 - 7
- 6,133 304 290 6,727
Dernvatives 150 39 - 15 204
Other financial assets 439 198 375 350 1,462
6,969 10,183 679 1,933 19,769
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At 31 December 2006

Life linked  Life nen-linked Nen-life
Contracts contracts \Asurance Other assets Total
£m £fm £m £m £m
Financial assets designated at fair value
Treasury bills 28 - - - 28
Debt securities 1,593 359 - 358 2,310
Equity secunttes 3,429 27 - 18 3,474
5,050 386 - 376 5,812
Available-for-sale
Other eligible bills - - 18t 73 254
Debt securities - - 99 8 107
- - 280 81 361
Dernatives 367 - - - 167
(Other financial assets 97 1 77 33 208
5,514 387 357 490 6,748

In lrfe linked insurance premium income less charges levied 1s invested in unit-linked funds The group manages the
financial risk of this product by holding appropriate assets tn segregated funds or portfohios to which the habilities are
linked Thas substantially transfers the financial nisk to the policyholder The assets held to support life linked
liabilities represented 35 per cent of the total financial assets of the group’s insurance underwniting subsidiaries at the
end of 2007 (2006 82 per cent)

Market risk

Market risk can be further sub-categorised into interest rate risk and equity risk Each of these categories 1s discussed |
further below i

Interest rate risk

The group s insurance underwriting subsidiaries are exposed to interest rate risk when there 1s a mismatch 1n terms of
duration or y1elds between the assets and hiabihties

The group manages the interest rate nisk arising from 1ts insurance underwnting subsidiaries by establishing limits
centrally These govern the sensitivity of the net present values of expected cash flows from subsidiaries assets and
liabilities to a one basis point parallel upward shift 1n the discount curve used to calculate values Adherence to these
{imuts 15 monitored by local ALCOs Interest rate risk 1s also assessed by measuring the smpact of defined movements
in interest yield curves on the profits after tax and net assets of the msurance underwriting subsidiaries An immediate
and permanent movement n 1nterest yield curves as at 31 December 2007 1n all territonies in which the group s
insurance subsidiaries operate would have the following impact on the profit for the year and net assets at that date

2007 2006
Impact on impact on
profit for Impact on profit for [mpact on
the year net assets the year net assets
£m £m £m £m
+ 100 basis points shift in yield curves (1) (14) (v)] 31)
- 100 basts pownts shift 1n yield curves 4 17 32 37

The interest rate sensitivities set out above are ilfustrative only and employ simplified scenanos It should be noted
that the effects may not be linear and therefore the results cannot be extrapolated The sensitivities do not incorporate
actions that could be taken by management to mitigate the effect of the interest raie movements nor do they take
account of any resultant changes in pohcyholder behaviour

Egqurty risk

Equity risk 1s the risk of changes 1n the fair value of an equity instrument The group manages the equity nisk ansing
from 1ts holdings of equity securties centrally by setting limits on the maximum market value of equities that each
insurance underwnting subsidiary may hold Equity nisk 1s also monitored by estimating the effect of predetermined
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movements in equity prices on the profit and total net assets of the insurance underwriting subsidiaries The following
table 1llustrates the 1mpact on the aggregated profit for the year and net assets of a reasonably possible 10 per cent
variance 1n equity prices

2007 2006
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
£m £m £m £m
10 per cent increase 1n equity prices 8 3 8 8
10 per cent decrease 1n equity prices N 7) [C)) (4}

These equity sensitrvities are 1llustrative only and employ simplified scenanios It should be noted that the effects may
not be linear and therefore the results cannot be extrapolated They do not allow for the effect of management actions
which may mitigate the equity price decline, nor for any resultant changes, such as in pelicyholder behaviour, that
might accompany such a fall

Credtt risk

Credit risk 15 the risk that one party to a financial mstrument will cause a financial loss for the other party by failing to
discharge an obligation In the context of the group’s insurance underwriting busingss, the exposure to credit nisk
arises primartly from the invested assets held and the remsurance contracts The group’s insurance underwriting
subsidiaries are exposed to credit risk 1in respect of their investment portfohos and their reinsurance transactions

The group’s underwniting 1nsurance subsidiaries are responsible for the quality and performance of the investment
portfolios Investment guidehnes are set at group level Local subsidiary ALCOs set investment parameters
appropriate to the local environment within the framework of the group guidelines and review investment
performance and compliance with the guidelines The assessment of the creditworthiness of 1ssuers and counterparties
1s based primarily upon internationally recogmsed credit ratings and other publicly available information In addition,
to reduce the impact of individual entity or industry sector failures, centrally determined 1ssuer and industry sector
concentration limits are complied with Investment credit exposures are aggregated and reported to HSBC s Group
Credit and Rusk function

The following table presents the analysis of treasury bills, other eligible bills and debt secunties within the group’s
insurance business by rating agency designation based on Standard and Poor s ratings or equivalent
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At 31 December 2007

Supporting Liabilities under non-linked 1nsurance
contracts

AAA

AA—to AAT

A—to At

Lower than A-

Unrated

Supporting sharcholders funds’
AAA

AA=10 AAT

A-to A+

Lower than A—

Unrated

Total

AAA

AA-to AA+
A—to A+
Lower than A—
Unrated

Of which 1ssued by

— corporates and other

Of which classified as

- financial instruments designated at fair value
— available-for-sale secunities

Treasury Other ehigble Debt
hills bells securities Total
£m £m £m £m
57 33 3,943 4,033
- 56 2,105 3,161
- - 1,152 1,152
- - 226 226
- - 122 122
§7 89 7,548 7,694
59 82 143 284
- 3 132 135
- - 37 37
- - 1 1
- — 13 13
59 85 326 470
116 115 4,086 4,317
- 59 2,237 2,296
- - 1,189 1,18%
- - 227 227
- - 135 135
116 174 7,874 8,164
116 174 7,875 8,165
116 174 7,875 8.165
- - 1,444 1,444
116 174 6,431 6,721
116 174 7,875 8,165
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Treasury Other ehigible Debt
bills bills securities Total
£m £m £m £m
At 31 December 2006
Supporting liabileties under non-linked insurance
contracts
AAA - 74 278 352
AA—10 AA+ - 107 41 148
A—to A+ - - 136 136
Unrated - - 3 3
- 181 458 639
Supporting shareholders’ funds’
AAA - 69 206 275
AA—to AA+ - 4 109 13
A—to A+ - - 47 47
Lower than A— - - 1 1
Unrated — - 2 2
- 13 365 438
Total?
AAA - 143 483 626
AA—to AA+ - 111 150 261
A-to A+ - - 185 185
Lower than A— - - 1 1
Unrated - - 5 5
— 254 824 1,078
Of which 1ssued by
- corporates and other - 254 824 1,078
- 254 824 1,078
Of which classified as
- financial instruments designated at fair value - - 717 717
— available-for-sale secunttes - 254 107 361
- 254 824 1,078

1 Shareholders’ funds comprise solvency and unencumbered assets
2 Excludes treasury bills other eligible bills and debt securities held by insurance manufacturing associate, HSBC Assurances

Credit risk also arises when part of the insurance risk incurred by the group 1s assumed by reinsurers The credit nsk
exposure for remsurers 1s momtored centrally The split of habilities ceded to remsurers and outstanding reinsurance
recoveries, analysed by Standard and Poor s reinsurance credit rating data or thewr equivalent, was as follows

Reinsurers’ share of habilittes under
msurance contracts

Linked Non-hinked
msurance insurance Reinsurance
contracts contracts Total debtors
£m £m im £m
At 31 December 2007
AAA 3 9 12 -
AA-to AA+ 14 105 119 7
A—to At - 284 284 2
Lower than A— 11 3 14 -
Unrated - 97 97 -
Total' 28 498 526 9
At 31 December 2006
AAA 5 31 36 -
AA-to AA+ 17 328 345 4
A-to A+ - 181 181 1
Lower than A— 8 10 18 -
Unrated - 54 54 -
Total 30 604 634 15
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Liquedity risk

It 1s an inherent charactenistic of almost all insurance contracts that there 15 uncertainty over the amount and the timing
of settlement of claims Liabilities that may anse, and this leads to Lgquidity nisk As part of the management of this
exposure, estumates are prepared for most lines of insurance business of cash flows expected to arise from insurance
funds at the balance sheet date The estimates always include future renewal premiums and new business cash flows

There 1s a greater spread of anticipated duration for the life business where, 1n a large proportion of cases, the hiquidity
risk 1s borne in conyunction with policyholders {wholly 1n the case of unit-linked business) To ensure adequate cash
resources are avatlable to meet short-term requirements that can arise as a consequence of large claims events, the
insurance operations have an ohjective to manage liquidity on a prudent basis The following table shows the expected
maturity of insurance contract liabilities at 31 December 2007

Expected maturity of msurance contract habilities
Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15 years Over 15 years Total
£m £m £m £m £m

At 31 December 2007
Non-life msurance 402 381 36 - 819
Life insurance (non-liked) 329 294 424 217 1,264
Life insurance (linked) 75 301 411 191 978
806 976 871 408 3,061

At 31 December 2006
Non-life msurance 360 362 14 - 736
Life msurance (non-linked) 38 69 153 928 1,188
Life insurance {linked) 75 257 281 36 649
473 688 448 064 2,573

Remaining contractnal maturity of investment contract ltabilities
Liabilities under invesiment contracts by
mnsurance underwriting subsidiartes

Linked Non-hnked Invesiment
investment invesiment contracts
contracts contracts with DPF Total
£m £m £m £m
At 31 December 2007

Remaming contractual maturity
—due wathin 1 year 137 - - 137
—due between 1 and 5 years 615 - - 615
— due between 5 and 10 years 475 - - 475
— due after 10 years 1,679 - - 1,679
— undated 2,899 36 9,447 12,382
5,805 36 9,447 15,288

At 3F December 2006

Remaining contractual matunty
— due within 1 vear 124 - - 124
~ due between 1 and 5 years 628 - - 628
— due between 5 and 10 years 425 - - 425
—due after 10 years 1,644 - - 1,644
— undated 1,733 - - 1,733
4,554 - - 4,554

Present value of in-force long-term insurance busmness (PVIF)

The group’s hfe msurance business 1s accounted for using the embedded value approach, which, inter alia,
provides a comprehensive framework for the evaluation of insurance and related risks The value of the PVIF
asset at 31 December 2007 was £444m (2006 £407m) The present value of the shareholders’ interest in the
profits expected to emerge from the book of in-force policies at 31 December 2007 can be stress tested to
assess the ability of the book of life business to withstand adverse developments
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The following table shows the effect on the PVIF as at 31 December 2007 of reasonably possible changes in
the main economic and business assumptions within the group’s principal insurance underwriting subsidiary

2007 2006

im £fm

+ 100 basis points shift in risk-free rate 9 —
— 100 basis points shift in risk-free rate 20) -
+ 100 basis points shuft i nisk discount rate 21 (14)
— 100 basis points shift in risk discount rate 23 14
+ 100 basts points shift in expenses inflation 6 (3)
— 100 basis peints shift in expenses nflation (5) 3
+ 100 basis points shift 1n lapse rate (6) 3)
— 100 basis points shift in lapse rate 6 3

The effects on PVIF shown above are illustrative only and employ simplified scenarios They do not incorporate
actions that could be taken by management to mitigate effects nor do they take account of consequential changes
pohicyholder behaviour

The sensttivity of profit for the year and net assets to reasonably possible changes in conditions at 31 December 2007
across all insurance underwriting subsidiaries 15 as follows

Impact on Impact on
Net assets at Net assets at
Profit after 31 December Profit after 31 December
tax for 2007 2007 tax for 2006 2006
£m £m £m £m
20 per cent mcrease in claims costs (32) (32) (1) (1)
20 per cent decrease 1n claims costs 32 k7] 1 1
10 per cent increase m mortality and/or morbidity 6 6 8 8
rates
10 per cent decrease in mortality and/or morbidity 9) [£2] - -
rates
50 per cent mncrease in lapse rates (28) (28) 24) (24)
30 per cent decrease m lapse rates 45 45 35 35
10 per cent increase 1n expense rates (B3] 3 (5 (3)
10 per cent decrease 1n expense rates 5 5 5 5

Special purpose entities (including on and off-balance sheet arrangements)

The group enters 1nto certain transactions with customers n the ordinary course of business which mvolve the
establishment of special purpose entities (‘SPEs”) some of which have been included in the group s consolidated
balance sheet

Where transactions involve the use of SPEs these are authorised centrally upon establishment to ensure appropriate
purpose and governance The activities of SPEs admimustered by the group are closely monitored by senior
management The use of SPEs 1s not a significant part of the group’s activities and the group 1s not rehant on the use
of SPEs for any material part of its business operations or profitability The group’s involvements with SPE
transactions are described below

Vehicles sponsored by the group

The group sponsors the formation of entities to accomplish certain narrow and well-defined objectives, such as
securitisations of financial assets or to effect a lease The group consolidates these SPEs when the substance of the
relationship mdicates that the group controls the SPE In assessing control, all relevant factors need to be constdered
Such factors may have qualitative and quantitative aspects, for example

Qualitative factors - 1n substance

¢ the activities of the SPE are being conducted on behalf of the group according to the group’s specific business
needs 5o that it obtams benefit from the SPE s operation This might be evidenced, for example, by the group
providing a significant level of support to the SPE, and

« the group has the decision-making powers to obtain the majornity of the benefits of the activities of the SPE
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Quantitative factors — hereinafter referred to as ‘the majority of nisks and rewards of ownership’ In substance

+  the group has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks
mcidental to the activities of the SPE, and

¢ the group retains the majority of the residual or ownership risks related to the SPE or its assets i order to obtain
benefits from its activities

In a number of cases, these SPEs are accounted for off-balance sheet under IFRSs where the group does not have the
majority of the risks and rewards of ownership of the SPE However 1n certain circumstances, after careful
consideration of the facts, the group consolidates an SPE where, although it does not obtam the majority of risks and
rewards of ownership, the qualitative features of the group s mvolvement indicates that, in substance, the activities of
the SPE are being conducted on behalf of the group

The group re-assesses the requured consohdation accounting tests whenever there 13 a change in the substance of a
relationship between the group and an SPE for example, when there 1s a change in the group’s involvement or there
15 a change in the governing rules, contractual arrangements or capital structure of the SPE The most significant
categortes of SPE are discussed in more detail below

Structured Investment Vehicles (‘SIVs’)

8IVs are SPEs which are established to invest in diversified portfolios of interest-earning assets, generally
comprising asset-backed secunties and other secunities 1ssued by financial institutions or corporates SIVs are
typically funded through the 155ue of commercial paper (‘CP’), medium term notes or other sentor debt {collectively
referred to as ‘semor debt’), repo financing and subordinated income or mezzanine notes (commonly referred to as
‘capital notes’) The sponsor of the 8IV often provides limited hiquidity support to the sentor debt investors through
commutted liquidity facilities which are designed to accommodate temporary market disruption 1n the CP and
medium-term notes tssuance markets

SIVs are structured to provide investors with the opportunity to invest 1n a range of assets depending on their risk
preference Senior debt 1ssued by SIVs 1s generally highly rated and the SI'Vs are managed within strict operating
criteria SIV iquidity 1s primarily managed by rolling over debt at maturity or, 1f that 1s not possible, the sale of
assets to provide protection to senior note holders SIVs are typically subject to market value and net asset value
triggers which underpin the external credit ratings of the senior debt The hiquidity risk in SIVs 1s managed by
controlling the maximum cumulative cash outflow 1n defined time periods

The group established two SIVs, Cullinan Finance Limuted (*Cullinan’) and Asscher Finance Limited (* Asscher’) in
August 2005 and May 2007 respectively, which were successful in obtaining funding from mvestors, who subscribed
for semor debt and capital notes The SIVs were not consolidated on inceptton because the group did not have the
majority of risks and rewards of ownership and it was not anticipated that the group would provide significant
funding to the SIVs The group 1s the fund manager for both SIVs and 1t was commtted only te providing himited
support through contractually commutted liquidity lines on normal commercial terms

The maximum size of each SIV during 2007, as measured by the fair value of the SIV’s total assets, together with the
maximum exposure the group had under 1ts commutted hquidity facilities, was as follows

Maximum bank

s1ze of committed

SIY liquidity facihty

£bn £bn

Cullinan 210 025
Asscher 43 412
253 037

From mid-August 2007, normal funding 1n the wholesale markets became severely disrupted, principally as a result
of valuation concerns over securittes linked to US sub-prime mortgage loans, resulung in funding difficulties for
many SPEs including SIVs At the outset, bank-sponsored SIVs were less affected and, initially, Cuthnan and
Asscher continued to fund themselves 1n the CP market

By the end of the third quarter of 2007, 1t became clear that the disruption n the supply of CP funding for the SIV
market was not a temporary situation and, as a consequence the group provided £8 3 billion of funding to Cullinan
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and Asscher in the form of repos, CP purchases and the acquisition of £2 O billton of assets at fair value from
Culbinan

During the same period, the market value of certain assets held by Cullinan and Asscher fell because the market
hquichty position had weakened and credit spreads had widened

Frem October 2007, all the capital note holders of Cullinan were given the option to switch thetr capital note
holdings for a share of the assets of the SIV As part of tlus offer, HSBC switched 1ts entire holding 1n Cullinan
capital notes for Cullinan assets The par value and market value of the assets purchased amounted to £353 million
and £341 million respectively The consideration paid comprised capital notes with an aggregate par value of

£25 mullion (farr value £12 million) and cash of £328 million In addition, 1n January 2008, HSBC purchased
Cullinan capital notes from existing holders with a par value of £85 milhion (fair value £19 million), and then
exchanged such Cullinan capital notes, together with cash of £1,147 mlhion, for Cullinan assets with a par value of
£1,233 milhon and a market value of £1,167 million

In November 2007, the group announced 1ts mntention to make proposals to the investors of Cullinan and Asscher
under which an option would be made available for investors to mvest in new SPEs to be established with term
funding and hiquidity provided by the group

Based on a careful evaluation of all the facts and circumstances, the group concluded that this announcement had
substantively changed the relationship the group had with these SIVs Accordingly, the group consolidated Cullinan
and Asscher from the end of November 2007

After the announcement in November 2007, two new SPEs, an asset-backed commercial paper (*ABCP*) condunt and
a term funding vehicle, were established 1n respect of Cullinan Each SPE has been set up so that 1ts continuing
operation 1s not as sensitive as Cullinan to market value fluctuations mn its underlying assets These SPEs will be
funded either by CP backed by a liquidity facility provided by the bank, or by term funding provided by the group
This reorganisation addresses the two main challenges for the SIV sector which could force asset sales the mability
to fund 1n the CP markets, and the sensitivity of the continuing operation of SIVs to changes 1n the market value of
the underlying assets

The new SPEs have agreed to purchase Cullinan’s assets, over a time period that 15 anticipated to comcide with the
matunty of Cullinan s senior debt The purchase price was based on the fair value of Cullinan’s assets as at 21
January 2008

In January 2008, investors 1 the capital notes issued by Cullinan were given the option to exchange their existing
capital notes for the capital notes in the new SPEs

All the capatal note helders of Cullinan elected to exchange their notes for capital notes in the new SPEs  The
holders of such capital notes will bear the risk of any losses anising n the new SPEs up to the nottonal principal value
of their holding 1n the capital notes

The holders of the capital notes 1n Asscher continue to bear the rnisk of any first losses in the assets held by the SIV
It 15 proposed to reorganise Asscher following the completion of the Culhinan exchange

The effect of consohdating Cullinan and Asscher on the group’s balance sheet was to include £20 6 billion of assets
and hiabilities at the end of November 2007 This included capital notes of £18 million and CP of £2 3 billion and
repos of £4 2 billion previously recognised on the group s balance sheet

An analysis of the assets held by Cullinan and Asscher 1s set out below

Cullinan - Ratings by class of asset 2007 2006
£m £m
S&P Ratings
AAA 11,057 11,753
AA 1,451 1,149
A 1,536 1,807
BEB 85 44
Total investments 14,129 14,753
Cash and cash equivalents 2,479 777
Total assets 16,608 15,530
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Cullinan - Compeosition of asset portfolio

Asset class

Structured finance

Residential mortgage backed secunties
Commercial mortgage backed securities
Collateralised debt obligations

Student loans

Home equity hnes of credit

Matnar ushinla laanc

2007
£m

4,962
1,866
1,894
1,109
640
157

2006
£m

6,058
1872
1,569
1,180
1,040
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Cullinan — Funding structure

2007

Total Provided by
the group
2007 £m £fm
Capital notes 478 -
Commercial paper and medium term notes 12,495 2,998
Term repos executed 3,541 3,627
16,514 6,625

2006
Capital notes 946 -
Commercial paper and medium term notes 14,399 -
5,343 -

The weighted average life of CP funding was 0 56 years (2006 0 13 years) and the weighted average life of medium-
term note funding was 1 13 years (2006 0 64 years)

Asscher — Ratmgs analysis of assets

2007
£m
S&P Ratings
AAA 3,059
AA 194
A 153
Total investments 3,406
Cash and cash equivalents 282
Total assets 3,688
Asscher— Composition of asset portfolio
2007
£m
Asset class
Structured finance
Residential mortgage backed secunties 1,492
Cemmercial mortgage backed secunities 626
Collateralised debt obligations 544
Student toans 19¢
Home equity lines of credit 158
Motor vehicle loans 0
Credit loans 34
Other ABS 72
Tetal structured finance assets 3,116
Finance
Commercial bank debt 483
[nevstment bank debt 58
Finance company debt 31
Total financial assets 572
3,688

These assets included £21 mull:on of exposure to US sub-prime mortgages
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Asscher — Total assets by balance sheet classification

Derivative assets

Loans and advances to banks
Financial mvestments

Other assets

Asscher — Weighted-average maturity of assets

2007

0-6 months

6-12 months

Greater than [2 months

The werghted average life of the porifolio at 31 December 2007 was 3 7 years

Asscher — Funding structure

Mezzanmne notes
Commercial paper and medium term notes
Term repos executed

2007

£m

37

37

3,265

15

3,688

Cash and

Fenancial cash
nvestments equivalents
£m £m
98 282
289 -
3,019 -
3,406 282

2007

Total Provided
by the bank

im £m
155 10
2,760 746
799 570
3,714 1,326

The weighted average hfe of CP funding liabilities was (0 44 years and weighted average hife of medium-term note

funding liabihties was 1 03 years

Money market funds

The group has established and manages a number of money market funds which provide customers with taifored
mvestment opportunities  These SPEs have narrow and well-defined objectives and typically the group does not
have any holdings in the SPEs of sufficient size to represent the majority of the risks and rewards of ownership

In aggregate, the group had established money market funds which had total assets of £21 billion at 31 December

2007 (2006 £17 billion)

Within the money market funds, there were three man categories

e £S5 hllion (2006 £1 billion) in Constant Net Asset Value ({CNAV } funds, which invest 1n shorter-dated and
highly-rated money market securities with the objective of providing investors with a highly liquid and secure

investment,

o £4 lhion (2006 £4 billion) in French domiciled dyvnamique (*dynamic ) funds termed Enhanced Vanable Net
Asset Value (‘Enhanced VNAV) funds which invest in longer-dated money market secunities to provide

mvestors with a higher return than traditional money market funds, and

e £12 bilhion (2006 £12 tillion} 1n various other money market funds, Vanable Net Asset Value (‘VNAYV ) funds

domiciled 1n France, Germany and Turkey

These money market funds invest i a diverse portfolio of highly-rated debt mstruments, including himited holdings
of instruments 1ssued by SIVs As at 31 December 2007, these funds exposure to SIVs was £401 million (2006 £55

mullion)

173



HSBC BANK PLC

MNotes on the Financial Statements (continued)
fr——

CNAV Funds

CNAYV funds price their assets on an amoertised cost basis, subject to the amortised book value of the portfolio being
within 50 basis points of 1ts market value This enables CNAV funds to create and hquidate shares in the fund at a
constant price  1f the amortised value of the portfolio were to vary by more than 50 basis points from rts market
value, the CNAV fund would be required to price 1ts assets at market value, and consequently would no longer be
able to create or iqudate shares at a constant price This 18 popularly known as ‘breaking the buck In the event that
a CNAYV fund breaks the buck, the group would be under no legal obligation to offer financial support

The group’s CNAV funds hold sentor notes 1ssued by a number of SIVs and, due to current market liquidity
conditions and consequential actions of the rating agencies, the market value for this SIV paper has deteriorated This
has caused the CNAV funds to record unrealised losses on their SIV mvestments Whale the majority of these SIVs
are bank-sponsored, and are not judged to be impaired, there are holdings 1n three independent SIVs which have
experienced greater difficulties, two of these, in which the group’s CNAYV funds have mvested £20 milhion, were
placed m enforcement 1n early 2008, the process by which the winding down of the independent SI'Vs and repaying
secured creditors begins

The deterioration in the market value of holdings of SIV paper rased the possibility that certain CNAV funds would
be forced to realise liquid assets to meet potential redemptions In order to address this potential impact, on 24
December 2007, HSBC provided a letter of limited indemmity, capped at £4 million, 1n relation to certain holdings of
SIV assets of one of its CNAV funds with total assets under management (‘AUM’) at 31 December 2007 of £3
billion

The group has continued to create and liquidate shares 1n all its CNAV funds at a constant price

Enhanced VNAV funds

Enhanced VNAV funds price their assets on a fair value basis and consequently prices change from one day to the
next These funds pursue an ‘enhanced’ mvestment strategy, as part of which investors accept greater credit and
duration ri1sk 1n the expectation of ligher returns

Money market activities are highly developed m France due to the historical restriction on the payment of interest on
current accounts, and the search for enhanced yields has resulted 1n soptusticated money market funds which are
essentially used as an alternative to cash However, since July 2007, French dynamic money market funds have
experienced unprecedented redemption requests caused by the market’s lack of confidence 1n funds containing
exposure to primarily US sub-prime assets In August 2007, a decision by two French nstitutions to suspend
withdrawals from certain asset-backed securities funds caused a general acceleration of redemptions on dynamic
money market funds

In the third quarter of 2007, the group acquired underlying assets and shares in two of 1ts dynamic money market
funds of €1 2 billion (£880 million) and €590 million (£396 million) respectively to fund asset redemptions No
additional shares were acquired 1n the fourth quarter The group’s aggregate holding in these funds at 31 December
2007 was €896 mullion (£657 million} The total AUM of these tweo funds at 31 December 2007 was €2 1 nllion

(£1 5 tallion) These funds were not consolidated by the group at 31 December 2007 because the acquisition of
additional shares 1n these funds did not expose the group to the majority of nisks and rewards of ownership However,
post year end one of the funds has been consolidated by the group as a result of continued redemptions by unt
holders which caused the group s percentage holding in the funds to increase to a level where the group would be
exposed to the majority of risks and rewards of ownership

Total assets of the group’s money market funds

2007 2006
fm £fm

Size of holding
CNAY funds 5,213 955
Enhanced VNAV funds 3,900 3,717
VNAYV funds 11,627 12,674
20,740 16,746

The majority of the group s meney market funds are off-balance sheet The group’s financial investments in these off
balance sheet funds at 31 December 2007 amounted to £1,122 million (2006 £117 million) These financial
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mnvestments have been recogmsed in the group’s balance sheet at fair value Total assets of the group s money market
funds which are on balance sheet at 31 December 2007 amount 1o £2 5 bilhion (2006 £1 1 billion) These assets have
been measured at fair value

Non-money market investment funds

The group has also established a large number of non-money market funds to enable customers to invest i a range of
assets typically equities and debt securities At the launch of a fund the group. as fund manager typically provides a
limited amount of capital known as seed capital to enable the fund to start purchasing assets These holdings are
normally redeemed over tme The majortty of these funds are off-balance sheet because, 1n view of the group s
liruted economic nterest, the group does not have the majonty of the nsks and rewards of ownership

Total assets of the group’s non-money market funds

2007 2006
£m £m
Assets under management
Specialist funds 30,556 31,144
Local Investment Management funds 31,864 28,299
Multi-manager 2,167 724
64,587 60,167
Total assets of the group’s non-money market funds, which are on-balance sheet
2007 2006
£m fm
Specialist funds 71 53
Local Investment Management funds 19 18
90 71
All of the above on-balance sheet assets are classified as financial investments
The group’s holdings in non-money market funds, which are off-balance sheet
2007 2006
£m £m
Specialist funds 30,485 31,091
Local Investment Management funds 31,845 28,281
Multi-manager 2,167 724
64,497 60,096

The group s financial investments in off-balance sheet money market funds at 31 December 2007 amounied to £224
mullion (2006 £218 mihion) These financial investments have been recogmsed in the group’s balance sheet at fair
value

Conduits

The group sponsors and manages SPEs that have been established for the purpose of providing alternative sources of
financing to the group’s customers through the use of multi-seller conduits, for example 1n respect of motor vehicle
finance receivables or for the purpose of providing a tailored investment opportunity for investors by way of a
securities nvestment condut

The multi-seller conduits purchase interests in a diversified pool of third party eorigiated assets for example, loans
and advances using finance provided by third party imvestors, usually by the 1ssue of CP The cash flows received by
the conduits on the pools of assets are used to service the finance provided by investors The group administers these
arrangemenis which facilitate diversification of funding sources for the third party onginators and allow the debt
1ssuance of the conduits to be divided into differing risk classes in order 10 attract a wide range of investors with
varying risk appetites The group also typically provides programme wide credit enhancements, for example, letters
of credit, and liquidity facilities to the Multi-seller condurts The group s multi-seller conduits are Regency Assets
Limited (‘Regency”) and Bryant Park Funding LLC (‘Bryant Park’) The group provided 100 per cent hqudity
facilities to Regency and Bryant Park
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Securities mvestment conduits, such as Soluaire Funding Ltd (‘Solitaire ) operate 1n a similar way, except that it
purchases AAA rated asset-backed secunities from third party market participants instead of loans In this respect 1t 1s
more akir to a SIV than the multi-selfer conduit Unlike Cullinan and Asscher, the group provided Solitaire a letter of
credit and 100 per cent hquidity line

Solitaire — Ratings by class of asset

2007 2006
£m £m
S&P Ratings

AAA 10,772 10,368
Total mvestments 10,496 10,289
Other assets 276 79
Total assets 10,772 10 368

Solitaire — Total assets by balance sheet classificatron
2007 2006
£m £m
Financial instruments designated at fair value 50 50
Denvative assets 30 10
Loans and advances (o banks 125 -
Financial investments 10,291 10,229
Other assets 276 79
10,772 10,368

Solitaire’s financial investments have been recognised 1n the group’s balance sheet at fair value

Solitaire — Funding structure

Total Provided
by the bank
£m £fm
2007
Commercial paper 11,452 3,869
2006
Commerctal paper 10,309 -

The group consolidated these condwmits from inception because 1t 1s exposed to the majority of nisks and rewards

Secuntisations

The group uses SPEs to securitise customer loans and advances 1t has origmated 1n order to diversify its sources of
funding, and where this source of funding 1s cost-effective and capital efficient The SPEs have been consohdated
except for one small securitisation where the SPE 15 not consolidated because the group does not have the majority of
risks and rewards of ownerstup Credit enhancements are used to obtain investment grade ratings on the senior debt
1ssued by the SPE

The group also established term securitisation programmes in Germany where third party loans are sccuntised The
majerity of these vehicles are not consolidated by the group as 1t 13 not exposed to the risks and rewards of ownership
n the SPEs

Other

The group also establishes, in the normal course of business SPEs to facilitate for example, structured credit
transactions for customers and to provide finance to public and private sector infrastructure projects, asset and
structured finance transactions These off-balance sheet vehicles are not consolidated by the group as 1t does not have
the majonity of nsks and rewards of ownership 1n these SPEs

The group has not given guarantees or indemnittes 1n respect of these vehicles nor provided support

Included within the ‘Other SPE category are the following types of SPEs
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Structured credit transactions

The group provides structured credit transactions to third party professional and wnstitutional investors who wish to
obtain exposure, sometimes on a leveraged bass, to a reference portfolio of debt instruments The investors obtain
the risks and rewards of the relevant reference portfolios by purchasing notes 1ssued by the SPEs The SPEs enter
into contracts with the group, generally in the form of derivatives, 1n order to pass the risks and rewards of the
reference portfolios to the SPEs The group s nisk mn relation to the derivative contracts with the SPEs 1s managed
within the group s trading market risk framework See Market Risk Management on page 133

The transactions are facilitated through SPEs 11 order that the notes 1ssued to the investors can be rated The SPEs
are not consolidated by the group because the investors bear substantially all the nisks and rewards of ownership
through the notes except where the group itself holds a majonty of the notes in particular SPEs

Public and private sector infrastructure projects

The group participates 1n ‘Public-Private Partnerships’ to provide financial support for infrastructure projects
iitiated by government authonities The funding structure 15 commonly achieved through the use of SPEs The group
consolidates the SPEs where 1118 exposed to the majority of nsks and rewards of the vehicles

Assel finance transactions

The group's Asset and Structured Finance (*ASF ) business specialises in leasing and arranging finance for awrcraft
and other physical assets, which 1t 15 customary to ring-fence through the use of SPEs, and n structured loans and
deposits where SPEs introduce cost efficiencies The group consolidates these SPEs where the substance of the
relationship indicates that the group controls the SPE

Third party sponsored SPEs

The group s exposure to thurd party sponsored S1Vs, conduits and secunitisations have arisen through normal banking
arrangements on standard market terms The group did not provide any credit enhancement to third party SIVs,
conduits and securitisations

Other off-balance sheet arrangements
Financial guarantees, letters of credit and ssimilar undertakings

Note 39 describes vartous types of guarantees and discloses the maximum potential future payments under such
arrangements Credit nisk associated with all forms of guarantees 1s assessed 1n the same manner as for on-balance
sheet credit advances and, where necessary provisions for assessed impairment are included in ‘Other provisions

Commitments to lend

Undrawn credit Lines are disclosed 1n Note 39 on page 178 The majority by value of undrawn credit lines arise from
‘open to buy* lines on personal credit cards cheques 1ssued to potential customers offering them a pre-approved loan
advised overdraft limits and mortgage offers awaiting customer acceptance

The group generally has the right to change or terminate any condiions of a personal customer s overdraft. credit
card or other credit ine upon notification to the customer In respect of corporate commitments to lend, 1n most
contracts the group s position will be protected through restrictions on access to funding i the event of materal
adverse change

Leveraged finance transactions

Loan commitments 1n respect of leveraged finance transactions are accounted for as derivatives where 1115 the

group s intention to sell the loan after ongination As at 31 December 2007, the group s commitments in respect of

leveraged finance transactions were £2 9 billwon, of which £2 0 billion were funded and £0 9 billion were unfunded |
During 2007, losses of £55 million were recogrused in trading income relating to transactions priced prior to the
market turmoil The remainder of the transactions have been priced subsequent to the widemng of credit spreads and
are valued at par
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39 Contingent liabilities, contractual commitments and guarantees

Contingent habitlities and commitments

The group The bank
2007 2006 2007 2006
£m £m £m Em
Contract amounts
Contingent habilities
Guarantees and revocable letters of credht pledged as
collateral security 18972 23,698 10,816 16,723
Other contingent liabilities 75 39 - -
19,047 23,757 10,816 16 723
Commitments
Documentary credits and short-term trade-related
transacttons 1,621 1414 447 532
Forward asset purchases and forward forward
depossts placed 38 54 - -
Undrawn note 1ssuing and revolving underwriing
factlities 19 32 - -
Undrawn formal standby facilities, credit lines and
other commitments to tend!
— one year and under 108,149 100,248 78,934 74,111
— over one year 36,192 29,604 22,945 19693
146,019 131,352 102,326 54,336

| Based on original contraciual maturity

The above table discloses the nominal principal amounts of contingent liabihties, commitments and guarantees They
are mainly credit-related mstruments which include both financial and non-financial guarantees and commitments to
extend credit Nominal principal amounts represent the amounts at nisk should contracts be fully drawn upon and
clients default Since a sigmficant portion of guarantees and commitments are expected to expire without being drawn
upon, the total of the contractual amounts 1s not representative of future hquidity requirements

Guarantees

The group provides guarantees and similar undertakings on behalf of both third party customers and other entitres
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 2007 were as follows
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The group

Guarantee type

Financial guarantees’

Standby letters of credit which are financial
guarantees”

Other direct credit substitutes®

Performance bonds*

Bid bonds*

Standby letters of credst related to particular
transactions®

Other transaction-related guarantees*

Other 1tems

Total

The bank

Guarantee type

Financial guarantee contracts'

Standby letters of credit whach are financial
guarantee contracts®

Other direct credit substitutes®

Performance bonds®

Bid bonds*

Standby letters of credit related to parucular
transactions*

Other transaction-related guarantees*

Other 1tems

Total

At 31 December 2007

At 31 December 2006

Guarantees by Guarantees by

the group the group

Guarantees i favour of Guarantees n favour of
o favour of other HSBC 1n favour of other HSBC
third parties group entities third parties group entities
im £m £m £m

8,957 1,266 8,925 729

752 68 32 -

191 6 846 19

1,751 29 5G5 19

129 4 82 4

412 - 320 -

5215 71 12,156 43

196 - 72 -

17,603 1,444 22,938 819

At 31 December 2007

At 31 December 2006

Guarantees by

Guarantees by

the group the group

Guarantees m in favour of Guarantees n favour of
favour of other HSBC n favour of other HSBC
third parties group entitres third parties group entities
£m £m £m £m

6,382 1,06% 6,786 557

1 - & -

648 2 495 19

19 3 30 3

74 - 90 -

2,461 16 8,713 15

121 - 9 -

9,706 1,110 16,129 594

Financial guarantees are contracts that require the 15suer to make specified payments (o reimburse the holder for a loss incurred

because a specified debtor fails to make payment when due in accordance with the origmnal or modified terms of a debt instrument The
amounis in the above table are nominal principal amounts

b2

W

N

obliganon on the group to make payment depends on the outcome of a future event

Standby letters of credit which are financtal guarantee contracts are iwrevocable obligations on the part of HSSC Bank plc to pay a
third party when a customer fais to meet a comnuiment

Other direct credit substitutes include re-insurance letters of credit and trade-related letters of credit 1ssued without provision for the
ISSUIng emity 10 retain title 1o the underlying shipment

Performance bonds bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the

The amounts disclosed in the above table reflect the group’s maximum amounts payable under a large number of
individual guarantee undertakings The risks and exposures ansing from guarantees are captured and managed 1n

accordance with the group s overall credit risk management policies and procedures

Guarantees with a term of more than one year are subject to the group’s annual credit review process

When the group gives a guarantee on behalf of a customer, 1t retans the right to recover from that customer amounts

paid under the guarantee
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Provisions n respect of the group's obligations under outstanding guaraniees

2007 2006

£m £m

Guarantees and items pledged as collateral secunty 5 14
Other items 5 4

At 31 December 2007, the group had commutments to purchase within one year, land and bulldings and other fixed
assets from a number of suppliers for a value of £282 million (2006 £330 milhon)

In relation to jomt ventures and associates, the group had no contingent habilities or commitments, incurred jointly or
otherwise

Lease commitments

Finance lease commitments

2007 2006
Total future Total future
memmum Interest Present minimutn Interest Present
payments charges value payments charges value
£m £m £m £m £m £m
No later than one year 13 (12) 1 15 (14) 1
Later than one year and

no later than five years 51 81) - 66 {63) 3
Later than five years 415 (87) 328 356 (32) 324
479 {150) 329 437 (109) 328

Future mimmum sublease payments of £232 million (2006 £83 mllion) were expected to be recetved under non-
cancellable subteases at 31 December 2007

Operating lease commiments

At 31 December 2007, the group was obligated under a number of non-cancellable operating leases for properties,
plant and equipment for which the future mummum lease payments extend over & number of years

Land and bnidings

2007 2006
£fm £m
Future munimum lease payments under non-cancellable operating leases expiring
— no later than one year 110 94
— later than one year and no later than five years 367 307
— later than five years 540 361
1017 762

At 31 December 2007, future mimimum sublease payments of mil (2006 nit) were expected to be received under non-
cancellable subleases

In 2007 £117 million (2006 £100 million) was charged to ‘General and admimistrative expenses 1n respect of lease
and sublease agreements, all of which related to minumum lease payments
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Finance lease receivables

2007 2006
Total Total
future Unearned future Uneamed
mintmum finance Present mimmum nterest Present
payments mncome value payments ncome value
£m fm £m £m £m £m
Lease receivables
— no later than one year 729 {141 588 486 [t:1)] 399
- later than one year and no

later than five years 2,222 (493) 1,729 2,049 (380) 1,669
- later than five years 3,502 (1,146) 2,356 3,535 {1,169} 2,366
6,453 (1,780) 4,673 6,07 {1,636) 4.434

At 31 December 2007, unguaranteed residual values of £85 million (2006 £77 million) had been accrued, and the
accumulated allowance for uncollectible mimmum lease payments recetvable amounted to nil (2006 £9 million)

In 2007, ml (2006 £25 million) was recetved as contingent rents and recogmsed in Other operating income’

Operating lease receivables

Equipment
2007 2006
£m £m
Future munimum lease payments under non-cancellable operating leases expirmg

— ne later than one year 237 228
- later than one year and no later than five years 670 737
- later than five years 199 292
1,106 1257

The group leases a vartety of different assets to third parties under operating and finance lease arrangements,
including rolling stock property arcraft and general plant and machinery

\
41 Litigation ‘
i

On 27" July 2007. the UK Office of Fair Trading (* OFT") 1ssued High Court legal proceedings against a number of
UK financial istitutions, including the bank. to determine the legal status and enforceabihity of certamn of the charges
applied to their personal customers in relatton to unauthonsed overdrafis (the * charges ) Certain prelimnary 1ssues in
these proceedings were heard 1n a trial 1n the Commercial Division of the High Court on 17" January 2008 This tnal
concluded on 8™ February 2008 and judgement, on the preliminary 1ssues tested 15 awaited

The proceedings remain at a very early stage and may, 1f appeals on the preliminary 1ssues (or, subsequently on

substantive 1ssues) are pursued take a number of years to conclude A wide range of outcomes 1s possible, depending,

imally upon whether the Court finds that some all or none of the charges should be tested for fairness and/ or tested !
as common law penalties and if 1t does find that some or all of the charges should be so tested upon the Court s

subsequent assessment of each charge across the period under review Since July 2001 there have been a variety of

charges applied by the bank across different charging periods under the then current contractual arrangements The

bank considers the charges 10 be and to have been valid and enforceable, and mtends strongly to defend 1ts position

If, contrary to the bank’s current assessment, the Court should ulumately (after appeals) reach a decision adverse to

the bank that resuits 1n a hability for it, a large number of different outcomes 1s possible each of which would have a

different financial impact Based on the facts currently available and a number of assumptions, the bank estimates

that the financial impact could be approximately £300 million To make an estimate of the potential financial impact

at this stage with any precision 1s extremely difficult, owing to {among other things) the complexity of the 1ssues, the

number of permutations of possible outcome, and the early stage of the proceedings In addition, the assumptions |
made by the bank may prove to be incorrect

181




HSBC BANK PLC

Notes on the Financial Statements (continued)
———

The group, through a number of its subsidiary undertakings. 1s named 1n and 1s defending legal actions mn various
jJurisdictions arising from its normal business No matenial adverse impact on the financial position of the group 1s
expected to anse from these proceedings

42 Related party transactions

The ultimate parent company of the group 1s HSBC Holdings plc, which 1s incorporated in England

The group's related parties include the parent, fellow subsidiaries, associates joint ventures. post-employment benefit
plans for the benefit of 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

Transactions, arrangements and agreements invelving Directors and others

The table below sets 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 its parent company HSBC Holdings plc, and their
connected persons or controlled companies

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of HSBC Bank plec and the Group and includes members of the Board of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Directors of HSBC Holdings plc

2007 2006
Highest Highest
balance balance
Number durmg Balance at Number during Balance at
of persons the year' 31 December’ of persons the year' 31 December’
£000 £000 £000 £000
Key Management Personnel
and connected persons and
companes controlled by
them
Loans 110 379,869 271,991 54 158,512 103,069
Credit cards 47 635 267 47 681 443
Guarantees 17 14,811 13,224 3 5911 5,202

| The disclosure of the year-end balance and the lighest balance during the year 15 considered the most meamngful imformation to
represeni transaciions during the year

In addition to the disclosures of related party transactions with Key Management Personnel under IAS 24, the group
15 required to disclose particulars of transactions, arrangements and agreements entered into by HSBC Bank plec and
1ts subsidianies with Directors and connected persons and companies controlled by them and with officers of HSBC
Bank plc pursuant to section 232 of the Compames Act 1985 Under the Companies Act there 1s no requirement to
disclose transactions with the Key Management Personnel of the bank’s parent company, HSBC Holdings plc

2007 2006
Number of Balance at Number of Balance at
persons 31 December persons 31 December
£000 £000
Directors and connected persons and companies
controlled by them
Loans 12 11,038 17 8.369
Credit cards 20 68 18 92
Guarantees 1 12 1 12
Officers
Loans 19 7,018 32 7,003
Credit cards 21 108 20 113
Guarantees - - - -
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2007 2006
Mumber of Balance at Nuntber of Balance at
persons 31 December persons 31 December
£000 £000
Directors and connected persens and compantes
controlled by them
Loans 12 11,038 17 8,369
Credit cards 20 68 18 92
Guarantees 1 12 1 12
Officers
Loans 19 7.018 32 7,003
Credit cards 21 108 20 13
Guarantees - - - -

All transactions were made 1n the ordinary course of business and on substanuially the same terms, including interest
rates and security, as for comparable transactions with persons of a similar standing or, where applicable with other
employees The transactions did not involve more than the normal risk of repayment or present other unfavourable

features

Compensation to the Key Management Personnel of the group under IAS 24

2007 2006
E000 £000
Shon-term employee benefits 6,665 5,534
Post-employment benefits 395 400
Share-based payment 4,432 3,081
11,492 9,015
Directors’ and Other Key Management Personnel shareholdings and options
Balance at Balance at
31 December 31 December
2007 2006
Number of share options from equity participation plans held by Directors and
other key management personnel (and their connected persons) 904,327 1,571,328
Number of shares held by Directors and other key management personnel
(and their connected persons) 7,297,558 3,900,008
Transactions with other related parties
Associates and joint ventures
The group
2007 2006
Highest Balance at Highest Balance at
balance during 31 December balance during 31 December
the year' 2007" the year' 2006!
£m £m fm £m
Amounts due from joint ventures
- subordinated - - - -
- unsubordinated 216 202 342 24
Amounts due from associates
- subordinated 19 - 19 19
— unsubordinated 33 - 54 33
Amounts due to joint ventures 20 20 804 12
Amounts due to associates 166 1 166 166

| The disclosure of the year-end balance and the lughest balance during the year ts constdered the most mearingful information to

represent transactions during the year
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The bank

Amounts due from joint ventures
— subordinated
— unsubordinated
Amounts due from associates
— subordinated
— unsubordinated

Amounts due to joint ventures
Amounts due to associates

2007 2006
Highest Highest

balance during Balance at balance during Balance at
the year' 31 December' the year' 11 December!

£m £m £m im

161 161 342 -

1 - i8 i

4 4 763 -

29 1 47 29

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meantngfid information to

represent fransactions during the year

The above outstanding balances arose from the ordinary course of business and on substantially the same
terms, mcluding interest rates and security, as for comparable transactions with third party counterparties

Transactions of the group with HSBC Holdings ple and fellow subsidiaries of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Holdings plc

Assets

Trading assets

Financial assets designated at fair value
Denvatives

Loans and advances to banks

Leans and advances to customers
Financial investments

(Other assets

Liabthties
Tradimg habilities
Deposits by banks
Customer accounts
Denvatives

Guarantees

2007 2006
Highest Highest
balance during Balance at the balance during Balance at the
the year' year end' the year' year end’
£m £m £m £m
37 7 159 9
15 15 - -
60 33 35 35
1 1 1 1
2007 2006
Highest Highest
balance during Balance at the balance dunng Balance at the
the year’ year end’' the year' year end’
fm £m £m fm
13 12 2,561 13
3,308 2,931 2,287 2,287
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Income Statement
Interest mncome

Interest expense
Dividend income

Fee income

Fee expense

Trading income

Other operating income

General and administrative expenses

For the

vear ended
31 December
2007

£m

111

For the

year ended
31 December
2006

£

123
10

1 The discloswre of the year-end balance and the highest balance during the year is considered the most meamngful information to

represent transactions during the year

Transactions detailed below include amounts due to/from fellow subsidiaries of HSBC Holdings plc

Assets

Trading assets

Derivatives

Loans and advances to banks
Loans and advances to customers
Financial investments

Other assets

Liabilities
Trading hiallittes
Deposits by banks
Customer accounts
Dertvatives

Guarantees

Income Statement
Interest iIncome
Interest expense
Dividend income

Fee income

Fee expense

Trading mcome

Other operating income

General and administrative expenses

2007 2006
Highest Highest

balance during Balance at the balance during Balance at the
the year' year end' the year' year end'
£m £m £m £m
9,895 7,453 2,859 2,314

24,494 7,445 12,981 4,061
5,968 5,968 5,441 3,685
1,646 1,102 2626 625
5829 5829 6,341 5,493
1,983 716 2,996 370

2007 2006
Highest Highest

balance during Balance at the balance during Balance at the
the year! year end' the year' year end'
£m im £m fm
19,563 17,345 2,780 2,780
6,962 6,095 7,837 4,345
2,131 1,429 2,758 1,537
26,536 8,966 14,564 5,722
151 116 137 137

For the For the

year ended year ended

31 December 31 December

2007 2006

£m £m

556 491

379 322

99 102

135 111

316 120

27 30

120 33

| The disclosure of the year-end balance and the highest balance during the year 1s considered the most meaningful information to

represent transactions during the year
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H$B8C BANK PLC

Notes on the Financial Statements (continued)
—

The above outstanding balances arose from the ordinary course of business and on substantially the same
terms, meluding interest rates and security, as for comparable transactions with third party counterparties

Transactions between HSBC Bank plc and its subsidiaries, HSBC Holdings plc and fellow
subsidianies of HSBC Holdings plc

Transactions detatled below include amounts due to/from HSBC Bank plc and 1ts subsidraries

2007 2006
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 40,138 40,138 6,706 4961
Denvatives 8,341 8,341 4612 4,612
Loans and advances to banks 5,026 3,798 9,667 3,521
Loans and advances to customers 7,930 7.594 8,930 6,546
Financial investments - - - -
Other assets - - - -
Liabilities
Trading habtlries 14,153 13,567 5,523 2,991
Depostts by banks 12,695 10,827 12,557 8,345
Customer accounts 11,470 11,470 10,144 10,144
Denivatives 8,056 8,056 4,487 4020
Guarantees 998 998 496 460

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meanmngful information to
represent transactions during the year

Transactions detatted below include amounts due to/from HSBC Bank plc and HSBC Holdmgs ple

2007 2006
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 37 7 86 9
Denvatives - - - -
Loans and advances to banks - - - -
Loans and advances 10 customers 60 33 35 35
Financial investments - - - -
Other assets - - - -
Liabihities
Trading habilities 13 12 2,554 13
Deposits by banks - - - -
Customer accounts 3,289 2919 2,273 2,273
Denvatives - - - -
Guarantees - - - -

1 The disclosure of the year-end balance and the highest balance during the year is considered the most mearngfil mformation
fo represent transacuions during the year
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Transactions detailed below include amounts due to/from HSBC Bank plc and fellow subsidiaries of

HSBC Holdings ple

Assets

Trading assets

Derivatives

Leans and advances to banks
Loans and advances to custemers
Financial investments

Other assets

Liabilities
Trading Liabilities
Deposits by banks
Customer accounts
Derivatives

Guarantees

2007 2006
Highest Highest

balance during Balance at the balance during Balance at the
the year' year end' the year' year end'

£m £m fm fm

8,803 6,634 2,863 2,195

5,335 5,255 2,602 2,366

4,890 4,329 5,122 3,075

982 982 2,425 509

204 36 232 98

2007 2006
Highest Highest

balance during Balance af the balance during Balance at the
the year! year end' the year' year end'

£m £m £m £m

19,497 16,272 2,720 2,720

4,323 4,200 4,317 2,105

1,850 1,147 2,318 1,289

5,826 5,826 3,667 3,667

113 70 97 97

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meantngful wnformation to

represent transacltons durmg lhe_war

The above outstanding balances arose from the ordinary course of business and on substanually the same terms
including interest rates and security. as for comparable transactions with third party counterparties

Pension funds

At 31 December 2007, fees of £1 6 mithon (2006 £1 6 mullion) were earned by group companies for management
services related 1o the group s pension funds held under management The group s pension funds had placed deposits

of £215 nullion {2006 £143 million) with its banking subsidiaries

The above outstanding balances arose from the ordmary course of business and on substanually the same terms,
mcluding interest rates and secunity, as for comparable transactions with third party counterparties

HSBC Bank (UK) Pension Scheme (the “Scheme *) has entered into swap transactions with the bank to manage the
nflation and 1nterest rate sensitivity of the habiliies At 31 December 2007, the gross notional value of the swaps
was £14 994 million (2006 £7 390 milhion), the swaps had a negative farr value of £124 miliion to the bank (2006
positive fair value to the bank of £139 milhon) and the bank had delivered collateral of £378 mithon {20066 £133
million) to the Scheme 1n respect of these swaps All swaps were executed at prevailing market rates and

within standard market bid-offer spreads

In order to 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.
ncreases 1n collateral when required, are posted by the bank on a daily basis and any reductions of collateral are

repaid to the bank on a monthly basts

With the exception of the special collateral arrangements detailed above, all other aspects of the swap transactions
between the bank and the Scheme are on substantially the same terms as comparable transactions with third party

counterparties
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HSBC BANK PLC

Notes on the Financial Statements (continued)
————3

43 Events after the balance sheet date

There have been no matenal events after the balance sheet date which would require disclosure or adjustment to the
31 December 2007 financial statements

On 29 February 2008, HSBC France, a wholly-owned subsidiary of the bank , recerved a firm offer from Banque
Féderale des Banques Populaires of €2 1 lillion (£1 5 billion) for 1ts seven French reglonal banking subsidiaries On
the basis of this offer, HSBC France has entered into exclusive discussions with Banque Fédérale des Banques
Populaires HSBC France will now commence consultations with representatives of the relevant employee
representative bodies before making any final decision Any transaction will be subject to regulatory approvals 1n
France

At 31 December 2007, the aggregate total assets attributable to the seven French regional banking subsidiaries
were €8 4 billion (£6 2 billion), and they generated net profits after tax of €100 million (£71 mullion) for the
year ended 31 December 2007

On 3 March 2008, the Board of Directors authorised the financial statements for 1ssue
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