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Financial Highlights

2005 2004 2003 2002 2001
£m £m £m £m £m
For the year 2
Profit on ordinary activities before tax ...........ccocevevevverennenne 3,786 2,953 2,810 2,773 2,757
Profit attributable to shareholders of the parent company.... 2,897 2,057 2,046 1,867 1,937
At year-end
Shareholders’ funds of the parent company............cccoeu..... 19,091 16,828 17,064 16,455 15,648
Capital TESOUICES ...ouvevieeieiienieie et 19,677 16,424 14,603 12,768 12,209
Customer accounts and deposits by banks..............ccccueee.ee. 239,673 193,664 175,39C 155,234 147,665
TOtAl ASSELS ...t 386,422 292,481 246,104 218,378 202,309
Ratios (%)
Return on average shareholders’ funds (equity) of the
PATEN COMPANY.....ceerrreririeeteiiieeerereereeteseeseeseseseeeeseees 16.7 12.7 8.5 8.5 9.3
Capital TAtIOS ...eoveeeeieenieieieecreeete e
— total capital ..o 10.8 10.5 10.7 10.3 10.7
—tier 1 capital ... 6.9 7.4 7.4 7.1 6.8
COStINCOME TALO ..ottt 57.3 59.5 62.9 58.7 59.0
Cost:income ratio including net insurance claims ............... 58.5 64.2 - - -
Profit on ordinary Cost:income ratio (%) Capital resources (£m)
activities before tax
(£m)
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The 2004 and 2005 financial highlights are prepared in accordance with IFRSs as endorsed by the EU.

2 2004 financial highlights excludes IAS 32, IAS 39 and IFRS 4. The 2001, 2002 and 2003 financial highlights are UK GAAP as

previously reported.

3 The profit on ordinary activities before tax and the profit attributable to shareholders for the years 2001 — 2003 exclude goodwill

amortisation.

The financial highlights are influenced by changes in the group structure over the five years. The most significant acquisitions are as
Sfollows: in 2001, HSBC Investment Bank Asia Limited, Banque Hervet, Demirbank TAS, HSBC Guyerzeller Bank AG; in 2002, HSBC
Trinkaus & Burkhardt KGaA, HSBC Republic Bank (UK) Limited and activities of HSBC Investment Bank plc; in 2004, Marks and

Spencer Retail Financial Services Holdings Limited.

2002

2001
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Business Highlights

Summary

e Net operating income before loan impairment charges up £1,518 million, 16 per cent
e  Profit before tax up £833 million, 28 per cent

UK Personal Financial Services (“PFS”) — profit up £161 million, or 24 per cent

e A range of UK marketing campaigns, including the first ever ‘January Sale’ by a high street bank, heightened
brand awareness and increased market share in most product lines
e  Successful integration of Marks and Spencer Retail Financial Services Holdings Limited (“M&S Money”)
e  Strong growth in mortgages and credit cards*
— 22 per cent rise in mortgage balances, enhanced by widening spreads
— market share of gross UK mortgage advances increased, despite overall market contraction
—  credit card advances increased 18 per cent driven by competitive pricing and marketing
e  Strong growth in current, savings and deposit account balances*
— sales of new savings accounts grew significantly, driven by competitive pricing and the launch of new
products, with substantial growth in online products, particularly in First Direct
— growth in savings balances was more than offset by reduced spreads

UK Commercial Banking — profit up £136 million, or 20 per cent

e  Continued growth in customer base; 20,000 customers switched their banking relationship from other financial
institutions, the largest share of any UK retail bank customers switching their banking relationship from other
financial institutions

Strong growth in lending with a 23 per cent increase in balances, and an increase in market share

Customers increased 6 per cent

Current account customers increased to over 700,000 and balances rose 12 per cent

Deposit balances increased 11 per cent driven by marketing and competitive pricing

UK Corporate, Investment Banking and Markets (“CIBM”) - profit down £115 million, or 23 per cent

e  Balance sheet management revenue declined due to a flattening yield curve limiting reinvestment opportunities,
and rising costs of funds

e Customer balance growth drove 14 per cent rise in Global Transaction Banking revenues

e  Significant restructuring expenditure on IT systems and people, although expense growth slowed in the second
half of the year

International Banking — profit up £324 million, or 102 per cent
e Turkey profit before tax increased 97 per cent, due largely to growth in credit card balances
France — profit up £92 million, or 25 per cent

e  Marketing related to the rebranding of five subsidiaries assisted in a 54 per cent increase in mortgage sales
e Increase in loan impairment releases following several corporate restructurings
e  Gains on disposals of £106 million, reflecting private equity and investment portfolio disposals

Private Banking — profit up £162 million, or 46 per cent

e  Strong balance sheet growth in the UK and Switzerland
e New Wealth Management team in Germany, successful in generating £13.1 billion of net new money

Total operating expenses — up by £352 million, or 6 per cent

Lower operating expenses in UK PFS and Commercial Banking

£254 million of additional costs, primarily for the expansion of CIBM capabilities

Staff costs increased 9 per cent in France

Costs in Private Banking increased, reflecting front office recruitment and higher performance-related bonuses
in line with revenue growth

Loan impairment charges — up £405 million, or 109 per cent

e Asset growth in UK PFS and Commercial Banking combined with declining credit quality in UK personal lending
e Releases and recoveries in CIBM in 2005 were slightly lower than prior year

* Balances quoted exclude the impact of the acquisition of M&S Money
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Financial Review

Summary of Financial Performance

Consolidated Income Statement

2005 2004
£m £m
Nt INEIESt INCOMIE ...ttt sttt 4,042 4,480
Net fee income. 3,355 3,032
OLhET INCOIMNE ...eevee ittt ettt e s se ettt est et esebesneeneens 3,633 2,511
OPErating IMCOMIC. .....uveviavenietiietietenietetettetestetesteseete st etesbese b e sesesteseebesaeseebenteseseneanens 11,030 10,023
Net insurance claims incurred and movement in policyholders’ liabilities................. (230) (741)
Loan impairment Charges. ..........cooveieerieirieieiiniei ettt ese e eseneenens (776) 371)
Net 0perating iNCOIME.............ccooiiiiiiiiieicieieeee et 10,024 8,911
Total OPErating EXPEIISES . ....cveveuirterreriareniatetesesteseetertestebesteseebeseesensesesteneebesteneebenseneas (6,315) (5,963)
Operating Profit.............cocooiiiiiiiiiii e 3,709 2,948
Share of operating profit in joint ventures and assoCiates............coeeerverereerreereereenenn 77 5
Profit on ordinary activities before tax...............cccooceeiiriiiiniiice 3,786 2,953
Tax on profit on ordinary activities (827) (723)
Profit on ordinary activities after tax ...............coccooiiiiiiiiiinie 2,959 2,230
Attributable to shareholders of the parent COMPaNY..........cccecveveriereririeieenierereeeene 2,897 2,057
Profit on ordinary activities before tax
2005 2004
£m £m
UK Personal FINancial SEIVICES ........c.erueerueiriinieinieieienieiesieeeieie et 832 671
UK Commercial Banking ............coccoererieinieinenieineieeneiceieteeeeseeeie e 812 676
UK Corporate, Investment Banking and Markets ..........ccccccoeereneenenecnenncncene. 393 508
International BanKing .........c.ccoeeverieinieinieiecneeieseeteee e 641 317
FIANCE ..ottt 460 368
Private Banking ........c.cccoeiririiiniiieeee et 516 354
HSBC Trinkaus & Burkhardt ............ccoeoiieiiiniiniiiiieeeceseseceeeceeene 132 59
3,786 2,953

Growth in the UK economy remained subdued
during 2005 at 1.8 per cent, the lowest rate since
1992. Consumer spending and housing activity
slowed sharply during the first nine months of the
year, staging a minor recovery in the final quarter.
Doubts remained over the strength of consumer
spending, given the rise in unemployment in ten
consecutive months and reduced confidence in the
housing market. The boost to the economy from
government spending in recent years was also not
expected to be significant. The recovery in exports
was maintained, helped in large part by the
strength of the global economy, though the
industrial sector continued to struggle. Industrial
output contracted in 2005 for the fourth time in
the past five years. Companies were reluctant to
invest despite a general profit recovery, stronger
balance sheets and a strong equity market

performance. Although commodity prices rose sharply,
inflation remained well contained at around 2 per cent
and wage growth eased. In response to weaker
economic activity, the Bank of England cut interest
rates in August to 4.5 per cent.

The euro zone experienced lacklustre economic
growth in 2005, of nearly 1.3 per cent, although
momentum accelerated during the course of the year.
With consumer spending growth remaining subdued,
the strongest areas were exports and fixed investment.
There was, as usual, considerable divergence between
countries: Italy and Portugal saw hardly any economic
growth, while Spain, Greece and Ireland grew by over
3 per cent. Growth in France slowed from 2.1 per cent
in 2004 to 1.4 per cent in 2005 but both investment
and consumer spending revived a little in the second
half of the year. Weak domestic demand continued to
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Financial Review (continued)

constrain German GDP growth which slowed from

1.1 per cent in 2004 to 0.9 per cent in 2005, despite
growth in exports, particularly capital goods. Euro zone
inflation averaged at a little over 2 per cent in 2005,
with higher energy prices boosting inflation by around
0.5 per cent. The European Central Bank raised interest
rates from 2 per cent to 2.25 per cent in early
December, the first increase for almost five years.

The performance of the Turkish economy in 2005
remained very positive. GDP grew by approximately
5.7 per cent, while inflation continued to fall, to 7.7 per
cent in December from 9.7 per cent a year earlier.
Economic policy remained anchored by the
government’s agreement with the IMF. Turkey’s
current account deficit, which reached £13.4 billion, or
approximately 6.3 per cent of GDP in 2005, is
increasingly being financed by longer-term direct
investment into the country, which would help reduce
Turkey’s vulnerability to a sudden reversal in short-
term capital flows.

Profit before tax increased by £833 million or 28
per cent compared with last year. Excluding the
contribution from the acquisition of M&S Money,
profit before tax increased by 27 per cent driven by
strong demand for credit in a stable to declining interest
rate environment. There was an offsetting deterioration
in credit quality in the UK personal and commercial
sectors.

Net interest income decreased by 10 per cent to
£4,042 million. Excluding the impact of M&S Money,
net interest income declined by 12 per cent. The interest
rate and trading environment in 2005 presented
significant challenges to the money markets and
balance sheet management businesses in CIBM Global
Markets. The related fall in net interest income was
largely driven by a decline in earnings from maturing
higher-yielding money market assets, combined with a
flat yield curve limiting reinvestment opportunities.
Strong growth in the volume of personal and
commercial lending during the year was facilitated by
several innovative marketing campaigns to raise
product awareness, in addition to the establishment of
dedicated commercial centres and the recruitment of
further sales staff. Higher income from retail balance
growth mitigated the effects of declining net interest
income from Treasury operations.

UK PFS net interest income grew by 10 per cent
and UK Commercial by 26 per cent. Mortgage net
interest income in UK PFS grew by 37 per cent
reflecting balance growth of 22 per cent and
improvements in retention. In a declining market, the
bank increased its market share of gross advances,
helped by successful pricing and marketing strategies.
Widening spreads were largely the result of
presentational changes to fees as part of accounting for

effective interest rates under IFRS. The bank's credit
card businesses benefited from the ongoing strength of
consumer expenditure on plastic which, combined with
competitive pricing, marketing and cross-sales,
contributed to growth of 18 per cent in average
balances to £3,579 billion. HSBC branded cards
increased market share of new cards issued. Spreads
improved on the back of ‘0 per cent’ balances that had
been gained in campaigns in 2004 rolling over to higher
rates. Unsecured personal lending net interest income in
the UK increased 3 per cent in 2005. Preferential
lending rate offers to low risk customers contributed to
a 13 per cent increase in loan balances and also to an
increase in market share from 10.7 to 11.7 per cent.
Furthermore, focused marketing and, initiatives such as
the ‘January Sale’, plus improved focus on sales,
including the development of daily sales management
information and new sales management processes, also
contributed to growth. Balance growth was partly offset
by narrower spreads as a result of the preferential rates.

The bank's current account proposition was re-
launched in 2005. Brand awareness and marketing,
assisted by a 6 per cent growth in average current
account balances led to a 5 per cent growth in net
interest income. Savings also exhibited strong balance
growth on the back of new products available on-line
including a new First Direct e-saving product, which
grew average balances by £0.6 billion. Competitive
pricing improved brand awareness. Spreads were also
negatively impacted by the non-recurrence of last year’s
base rate rise. The overall decline in spreads offset the
balance growth and net interest income on savings
declined by 5 per cent.

UK Commercial lending and overdraft balances
increased by 23 per cent and the bank increased its
market share. Growth was particularly strong in the
property, distribution and service sectors. Invoice
financing net interest income increased 10 per cent,
driven by a 12 per cent increase in customer numbers
supported by a sales force realignment. Commercial
deposit savings balances rose 11 per cent assisted by
competitive pricing. A similar rise in current account
balances of 12 per cent was the result of customers
switching business to the bank on the back of
marketing and advertising campaigns during the year.

In France, net interest income was broadly in line
with 2004. In the personal sector, net interest income
was broadly flat. This disguised higher volumes driven
by marketing related to the rebranding, offset by lower
margins as a consequence of competitive pricing. In the
commercial segment, a programme to align the bank’s
most experienced relationship managers to its 350
largest Middle Market Enterprises (‘MMEs’), led to a
10 per cent increase in medium term loan balances.



Private Banking net interest income grew by
27 per cent due to strong balance sheet growth in
the UK, Switzerland and, to a lesser extent,
Germany as clients borrowed in the low interest
rate environment to make alternative investments.

Increased net interest income in International
Banking was driven mainly by balance growth in
Turkey. A credit card campaign in Turkey was a
significant engine of growth, contributing to a 93
per cent increase in lending.

Net fee income increased by 11 per cent to
£3,355 million. Excluding the acquisition of M&S
Money, net fee income increased by 9 per cent.
Growth in UK PFS fees mirrored the growth in
personal loan sales noted above. A similar trend
was seen in UK Commercial Banking with
increased new business volumes driving loan and
overdraft fee income, coupled with higher card
acquiring income, driven by higher transaction
volumes in part from the acquisition of new
merchant relationships.

Private Banking fees in Germany, Switzerland,
the UK and Monaco benefited from a significant
inflow of net new money. This was due to the new
Wealth Management team in Germany, the
recruitment of relationship managers in
Switzerland, effective cross referral strategies in
the UK, and an enhancement of the onshore
business in Monaco. Core fees and commissions
were augmented by a favourable change in product
mix towards discretionary managed funds
attracting high fees.

In Turkey, fee income benefited from
increased lending activity.

In UK CIBM, net fees rose by 7 per cent,
partly due to higher income from an increase in the
equity capital markets business, which benefited
from significant deals. The asset backed securities
product also generated higher fees with several
notable transactions closing in 2005.

Other income increased by £1,122 million or
45 per cent, largely driven by a 208 per cent rise in
trading income to £1,830 million. This was due to
the reclassification of net interest income to trading
income and positive revenue trends on products
within Global Markets reflecting the successful
investment made in client facing trading
capabilities. Gains from sales of financial
investments increased significantly to £248
million, as the private equity business experienced
a strong flow of profitable realisations.

Operating expenses increased by £352
million, or 6 per cent. Excluding the impact of
M&S money, operating expenses increased by 4
per cent. UK PFS expenses were broadly in line
with 2004 and Commercial Banking expenses
declined by 10 per cent. Costs of branch

refurbishment and marketing increased, but this was
offset by the ongoing benefits of a cost reduction
programme in 2004. In UK CIBM operating expenses
increased by 8 per cent, reflecting the first full year of
additional headcount recruited to support the expansion
of the business. CIBM staff costs increased by 7 per
cent overall, and there was limited selective hiring in
2005. Additional infrastructure and technology
investment to support the CIBM business expansion
added to the growth in expenses. In France, operating
expenses increased by 7 per cent driven by recruitment
of additional sales staff and the rebranding of CCF to
HSBC France. Cost growth of 27 per cent in Turkey
was in support of the expansion of the business.

Loan impairment charges were £776 million, a
rise of £405 million on 2004. Excluding M&S money,
the charge increased 92 per cent. Although strong loan
growth contributed to some of the increase, the
deterioration in delinquency in the UK unsecured
personal loan and credit card portfolios was the
principal driver. Levels of personal indebtedness
reached historic highs in the UK which, together with
changes in legislation, were reflected in the increasing
number of personal bankruptcies. Slower economic
growth and rising unemployment combined with these
factors to raise the rate of delinquency across the
personal sector. Actions were taken in the personal
portfolio to improve collections activity and to tighten
underwriting controls and change the product mix
towards lower risk customers. There was evidence in
the second half of the year that the credit quality of the
more recent vintages had improved as a result. In
addition, some weakness has been seen in the
commercial portfolio in the fourth quarter, requiring a
small number of individually significant provisions.
Overall credit quality remains relatively sound,
however charges grew at a faster rate than assets in the
last three months of 2005. The larger corporate book
remained subdued.

Share of profit in associates and joint ventures
rose by £72 million to £77 million. This was due to the
disposal of a company held by an associate.

Capital Management
(audited information except where stated)

Capital measurement and allocation

The Financial Services Authority (FSA) is the
supervisor of the bank and the group and, in this
capacity, receives information on their capital adequacy
and sets minimum 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
Consolidation and Amending Directive (Directive
98/31/EC) to the Capital Adequacy Directive (CAD2),
the FSA requires each bank and banking group to
maintain an individually prescribed ratio of total capital
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to risk-weighted assets. Under the EU’s Amending
Directive the FSA allows banks to calculate capital
requirements for market risk in the trading book using
VAR techniques.

Capital adequacy is measured by the ratio of capital
to risk-weighted assets, taking into account balance
sheet assets and off-balance-sheet transactions,
calculated for both the bank and the group on a
consolidated basis.

The group’s capital is divided into two tiers: tier 1
capital comprises shareholders’ funds, innovative tier 1
securities and minority interests in tier 1 capital after
adjusting for items reflected in shareholders’ funds
which are treated differently for the purposes of capital
adequacy. The book values of goodwill and intangible
assets are deducted in arriving at tier 1 capital. Tier 2
capital comprises collective impairment provisions
(previously general provisions), reserves arising from
revaluation of property, qualifying subordinated loan
capital and minority and other interests in tier 2 capital
and unrealised gains arising on the fair valuation of
equity instruments held as available-for-sale. The
amount of innovative tier 1 securities cannot exceed 15
per cent of overall tier 1 capital, qualifying tier 2 capital
cannot exceed tier 1 capital, and 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 in tier 2
capital. Total capital is calculated by deducting the
book values of unconsolidated investments,
investments in the capital of banks, and certain
regulatory items from the total of tier 1 and tier 2
capital.

In October 2004, the FSA published a consultation
paper CP04/17 ‘Implications of a changing accounting
framework’. This was followed in April 2005 with a
policy statement with the same title, PS05/5. These
papers set out the FSA’s approach to assessing banks’
capital adequacy after implementation of IFRSs.
PS05/5 took effect on publication.

Under the new policy, there have been changes to
the measurement of banks’ capital adequacy, the most
significant of which for the group are set out below.

e The capital treatment for collective impairment
allowances is the same as previously applied to general
provisions, i.e. they are included in tier 2 capital. This
had a positive impact on the group’s total capital ratio
as the amount of collective impairment allowances
exceeds the amount of the previous general provisions.

e  The effect of recognising defined benefit pension plan
deficits on the balance sheet will be reversed for
regulatory reporting. However, whereas previously
banks deducted from capital prepayments to pension
plans, they must now deduct from capital their best
estimate of the additional funding that they expect to
pay into the plans over the following five years to
reduce the defined benefit liability. This estimate is
arrived at in conjunction with the plans’ actuaries
and/or trustees.

e  Under IFRSs, dividends are not recognised as a liability
on the balance sheet until they are declared. This gives
rise to an increase in shareholders’ funds at the
reporting date compared with the previous accounting,
which is reversed when the relevant dividend is
subsequently declared. Banks reflect the benefit of this
increase in their regulatory capital until the dividend
declaration, in line with the accounting treatment.

e  Unrealised gains on available-for-sale equities held are
included as part of tier 2 capital; previously these were
not recognised.

The FSA plan to review certain elements of this policy
in mid-2007. In addition, in January 2006, the FSA
published a consultation paper, CP06/1, which set out
proposed amendments to the handbook on which comments
are due in March 2006. These proposals are not expected to
have a significant impact for the group.

Capital management

The group’s capital resources policy is to maintain its
capital base through the diversification of its sources of
capital and the efficient allocation of capital. It seeks to
maintain at all times a prudent relationship between its total
capital, as measured according to the criteria used by the
FSA for supervisory purposes, and the varied risks of its
business.



Regulatory capital position (uraudited information)

The table below sets out the analysis of regulatory capital.

2005 2004
Composition of capital £m £m
Tier 1:
Shareholders' funds of the parent COMPANY ..........cceeieieriiririeieieie e 19,091 17,961
Minority interests and preference Sares ..............cecverererieieieiee e 985 451
INNOVALIVE HET 1 SECUIILIES ...uvviiivvieieeieeeieee ettt e eeeeee et ee e e e e e e e e e eae e e eaaeeeeareeeenreeeerseeeenneeeeianes 1,641 1,635
Less: goodwill capitalised and intangible assets ..........c.ccoceviererienerieirieieieiese e 9,156) (8,331)
Other regulatory adjuStMents ..........cceveeieieieiierienere ettt 63 (134)
Total qualifying tier 1 capital.........c.ccoeiiiiiiiiiiiiiiic e 12,624 11,582
Tier 2:
Reserves arising from revaluation of property and unrealised gains on available-for-sale
CQUILIES -ttt ettt ettt ettt ettt eb e b et b et e st b et b e bt s bbbttt ebe et ens 570 134
Collective impairment allowances . 972 -
GENETAL PIOVISIONS ..euvevitinietirienietertettete ettt ettt s ettt ettt st ettt e bt e sttt b st e e ebesaenes - 380
Perpetual subordinated 1081 ...........c.ccoeiiiiiiiiiniiiiiiiecc e 1,296 1,177
Term subordinated loan .............c.ccceee. 4,525 3,717
Minority and other interests in tier 2 capital ..........ccoecireririnernire e 737 711
Total qualifying tier 2 Capital ..........cccoveiiiiiiiiiiiiiicce e 8,100 6,119
Unconsolidated investments .............cccceevvevverueerenenn (635) (1,023)
Investments in other banks and other financial iNStItUONS ........c.cceeieieriiriiiiieieieie e 316) (225)
Oher AEAUCLIONS ......ouvieiiiieiieiieieie ettt ettt e teete et e besaeebeeseessessesbesaeeseesseneensensensas (96) (29)
TOtAl CAPILAL ...t 19,677 16,424
Total risk-Weighted aSSEtS ..ot 182,566 156,972
Capital ratios: % v,
Total capital 10.8 10.5
Tier 1 capital 6.9 7.4

The above figures were computed in accordance with the EU Banking Consolidation Directive and the FSA policy
statement PS05/5. The comparative figures at 31 December 2004 have not been restated to reflect the implementation
of IFRSs and PS05/5. The group complied with the FSA’s capital adequacy requirements throughout 2005 and 2004.

Tier 1

The increase of £1.0 billion in tier 1 capital was largely due to retained profits of £1.5 billion and capital issues of
£1.5 billion. These increases were partly offset by the impact of the pension scheme cash injection and other
movements including the effect of implementation of IFRSs.

Tier 2

The increase of £2.0 billion in tier 2 capital in 2005 largely reflects the proceeds of capital issues, net of redemptions
and regulatory amortisation. The inclusion of unrealised gains on available-for-sale equities and collective
impairment allowances under IFRSs also contributed to the increase.
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Board of Directors and Senior Management

Directors

S K Green, Chairman

Age 57. Chairman from January 2005 and a Director
since 1995. Deputy Chairman from 2003 to
December 2004. Group Chief Executive of HSBC
Holdings plc since 2003 and Group Chairman
designate. Joined HSBC in 1982. Executive
Director, Corporate, Investment Banking and
Markets from 1998 to 2003. Group Treasurer of
HSBC Holdings plc from 1992 to 1998. Chairman
of HSBC Bank USA, N.A., HSBC Bank Middle
East Limited, HSBC Group Investment Businesses
Limited, HSBC Private Banking Holdings (Suisse)
S.A. and HSBC USA Inc. A Director of The Bank of
Bermuda Limited, HSBC France, The Hongkong
and Shanghai Banking Corporation Limited, Grupo
Financiero HSBC, S.A. de C.V., HSBC North
America Holdings Inc. and HSBC Trinkaus &
Burkhardt KGaA.

M F Geoghegan, CBE, Deputy Chairman

Age 52. Deputy Chairman from 6 March 2006 and a
Director since 2004. Chief Executive from 2004 to
6 March 2006. An executive Director of HSBC
Holdings plc since 2004 and Group Chief Executive
designate. Joined HSBC in 1973. President of HSBC
Bank Brasil S.A. — Banco Multiplo from 1997 to
2003 and responsible for all of HSBC’s business
throughout South America from 2000 to 2003.

A Director of HSBC France and HSBC Private
Banking Holdings (Suisse) S.A. A non-executive
Director and Chairman of Young Enterprise.

D D J John, Chief Executive

Age 55. Chief Executive from 6 March 2006 and a
Director since 2003. Deputy Chief Executive from
May 2005 to 6 March 2006 and Chief Operating
Officer from 2003 to May 2005. A Group Managing
Director from 6 March 2006. A Group General
Manager from 2000 to 6 March 2006. Joined HSBC
Bank plc in 1971. Deputy Chairman and Chief
Executive Officer, HSBC Bank Malaysia Berhad
from 1999 to 2002. Chief Executive Officer, The
Hongkong and Shanghai Banking Corporation
Limited in India from 1997 to 1999. General
Manager for Wales from 1993 to 1997.

D C Budd, Chief Operating Officer

Age 52. Chief Operating Officer and a Director since
May 2005. A Group General Manager from

9 May 2005. Joined HSBC in 1972. President and
Chief Executive Officer, HSBC Bank Argentina
S.A. from 2003 to 2005. Chairman of HSBC Bank

A.S. and a Director of HFC Bank Limited, HSBC
Bank Malta p.l.c. and Marks and Spencer Financial
Services plc.

C-H Filippi

Age 53. A Director since 2000. Chairman and Chief
Executive Officer of HSBC France. Joined HSBC
France in 1987 having previously held senior
appointments in the French civil service. A Group
Managing Director since 2004. A Group General
Manager from 2001 to 2004. Global Head of
Corporate and Institutional Banking from 2001 to
2004.

J D Fishburn*

Age 59. A Director since 2003. Chairman of HFC
Bank Limited and Independent non-executive
Director of HSBC Finance Corporation.

C M S Jones*

Age 62. A Director since 2001. Formerly Chairman
and Managing Director, James Beattie PLC.

R E S Martin*

Age 45. A Director since April 2005. General
Counsel and Company Secretary of Reuters Group
PLC.

A R D Monro-Davies*

Age 65. A Director since 2004. Formerly Chief
Executive Officer, Fitch Ratings.

P M Shawyer*

Age 55. A Director since 2004. Formerly a
Managing Partner of Deloitte.

J Singh*

Age 54. A Director since 2001. Chairman and Chief
Executive Officer of Edwardian Group Limited.
Member of the Board of Warwick Business School.
J F Trueman*

Age 63. A Director since 2004. Formerly Deputy
Chairman of S G Warburg & Co. Ltd.

* Independent non-executive Director



Secretary

J H McKenzie
Age 52. Joined HSBC in 1987.

Registered Office: 8 Canada Square, London E14 5SHQ

Senior Executives

M P Brewer

Age 46. General Manager, Strategic Development.
Joined HSBC in 1977.

B M Cannon

Age 50. General Manager and Head of Credit and
Risk. Joined HSBC in 1982.

R P Contractor

Age 49. Chief Information Officer. Joined HSBC in
1987.

| M Dorner

Age 51. General Manager and Head of Premier and
Wealth. Joined HSBC in 1986.

J D Garner

Age 36. General Manager, Personal Financial
Services and Direct Businesses. Joined HSBC in
2004.

J E Harding

Age 53. Head of Human Resources. Joined HSBC in
1981.

A M Keir

Age 47. General Manager, Commercial Banking.
Joined HSBC in 1981.

C G F Laughton-Scott

Age 49. Deputy Head of Global Banking. Joined
HSBC in 1986.

A M Mahoney

Age 43. General Manager and Head of the Network.
Joined HSBC in 1983.

R K McGregor

Age 57. Chief Financial Officer. Joined HSBC in
1977.

C M Meares

Age 48. Chief Executive Officer, HSBC Private
Bank UK, Channel Islands and Luxembourg. Joined
HSBC in 1980.

M J Powell

Age 44. Head of Global Markets. Joined HSBC in
1984.

R G Spence

Age 46. General Manager and Head of Special
Projects. Joined HSBC in 1978.

S G Troop

Age 49. General Manager and Head of Insurance.
Joined HSBC in 1979.
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Results for 2005

The consolidated profit for the year attributable to
the shareholders of the bank was £2,897 million.

An interim dividend of £700 million was paid
on the ordinary share capital during the year.

Further information about the results is given in

the consolidated income statement on page 20.

Principal activities and business
review

The group provides a comprehensive range of
banking and related financial services.

The bank divides its activities into the following
business segments: UK Personal Financial Services;
UK Commercial Banking; UK Corporate,
Investment Banking and Markets; International
Banking; HSBC France; Private Banking; and HSBC
Trinkaus & Burkhardt.

UK Personal Financial Services provides current
accounts, savings, personal loans, mortgages, cards,
wealth management and general insurance to UK
personal customers through a variety of distribution
channels under the HSBC, First Direct, M&S Money
and partnership cards brands.

UK Commercial Banking provides products and
services to a broad range of commercial
organisations from sole proprietors to major
companies.

Corporate, Investment Banking and Markets
provides tailored financial solutions to major
government, corporate and institutional clients
worldwide. Products and services offered include
Global Markets, Global Transaction Banking,
Corporate and Institutional Banking, Global
Investment Banking and the Group’s Investment
Business.

International Banking provides a range of retail
financial services, primarily across Europe, to local
and expatriate customers and wholesale banking to
corporate and institutional clients.

HSBC France offers a wide range of retail,
commercial and asset management products to
individuals, companies and institutional customers
through a network of regional banks in France.

Private Banking offers an array of client 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.
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HSBC Trinkaus & Burkhardt, based in
Diisseldorf, Germany, offers a comprehensive range
of services to wealthy private clients, larger
companies, institutional investors, public
corporations and financial institutions.

As at 31 December 2005, the bank had 1,528
branches in the United Kingdom, including 13
branches in the Isle of Man and the Channel Islands.
Outside the United Kingdom, it has branches in
Australia, Belgium, Cyprus, the Czech Republic,
France, Greece, the Hong Kong Special
Administrative Region, Ireland, Israel, Italy, the
Netherlands, Slovakia, South Africa, Spain and
Sweden; it has a representative office in Venezuela;
and its subsidiaries have offices in Armenia, the
Channel Islands, France, Germany, Greece, Israel,
Kazakhstan, Luxembourg, Malta, Poland, Russia,
South Africa, Switzerland, Turkey and the United
Arab Emirates. Through these undertakings, the
bank provides a comprehensive range of banking
and related financial services.

In November 2005, the vehicle leasing and fleet
management operations of HSBC Vehicle Finance
(UK) Limited, a wholly owned subsidiary of the
bank, were transferred to Lex Vehicle Leasing
Limited. The bank continues to manage customer
relationships, while Lex Vehicle Leasing Limited
provides vehicle support services.

The Financial Review is given on pages 3 to 7.

Share capital

In August 2005, HSBC Holdings plc subscribed
£500 million for one additional ordinary share of £1
credited as fully paid in the ordinary share capital of
the bank. During December 2005, HSBC Holdings
plc subscribed for two further ordinary shares for
£300 million and £700 million, respectively.

Save for these, there have been no other
changes to the authorised or issued share capital of
the bank in the year ended 31 December 2005.

Valuation of freehold and leasehold
land and buildings

The group’s freehold and long leasehold properties
were valued in 2005. The value of these properties
was £260 million in excess of their carrying amount
in the consolidated balance sheet. The group no
longer revalues freehold and long leasehold
properties under IFRSs.



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 is delegated to the bank’s Executive
Committee under the leadership of the Chief
Executive.

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

The names of Directors serving at the date of
this report and brief biographical particulars for each
of them are set out on page 8.

H A Rose retired as a non-executive Director on
25 May 2005.

S K Green was appointed as Chairman on
1 January 2005. R E S Martin was appointed as a
non-executive Director on 29 April 2005.
D D J John was appointed as Deputy Chief
Executive on 9 May 2005 and on the same date
D C Budd succeeded him as Chief Operating Officer
and was appointed as an executive Director.

D D J John has been appointed Chief Executive
of the bank with effect from 6 March 2006,
succeeding M F Geoghegan who has been appointed
Group Chief Executive, HSBC Holdings plc, with
effect from 26 May 2006. M F Geoghegan will
remain as a Director of the bank, and has been
appointed Deputy Chairman with effect from
6 March 2006.

Non-executive Directors are appointed for three
year terms, subject to their re-election by
shareholders at the subsequent Annual General
Meeting. Independent non-executive Directors have
no service contract and are not eligible to participate
in the HSBC Group’s share plans.

C-H Filippi, J D Fishburn, M F Geoghegan and
A R D Monro-Davies will retire by rotation at the
forthcoming Annual General Meeting and they will
offer themselves for re-election. None of the
Directors had, during the year or at the end of the
year, a material interest, directly or indirectly, in any
contract of significance with the bank or any of its
subsidiary undertakings.
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Board committees

The Board has appointed a number of committees
consisting of certain Directors and senior executives.
The following are the principal committees:

Executive Committee

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

The members of the Executive Committee are
D D J John (Chairman), D C Budd, both of whom
are executive Directors and B M Cannon,
J D Garner, A M Keir, C G F Laughton-Scott,
A M Mahoney, R K McGregor, C M Meares and
M J Powell, all of whom are senior executives.

Audit Committee

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

The members of the Audit Committee are
A R D Monro-Davies (Chairman), P M Shawyer and
J F Trueman. H A Rose retired as a Director and
Chairman of the Audit Committee on 25 May 2005
and was suceeded as Chairman of the Audit
Committee by A R D Monro-Davies. All of the
members of the Audit Committee who served during
2005 are, or were during the term of their
appointment, independent non-executive Directors.

Remuneration Committee

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

Internal control

The Directors are responsible for internal control in
the group and for reviewing its effectiveness.
Procedures have been designed for safeguarding
assets against unauthorised use or disposition; for
maintaining 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 errors, losses or fraud. The
procedures also enable the bank to discharge its
obligations under the Handbook of Rules and
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Guidance issued by the FSA, the bank’s lead
regulator.

The key procedures that the Directors have
established are designed to provide effective internal
control within the group and accord with the Internal
Control Guidance for Directors on the Combined
Code issued by the Institute of Chartered
Accountants in England and Wales. Such procedures
have been in place throughout the year and up to
6 March 2006, the date of approval of the Annual
Report and Accounts. In the case of companies
acquired during the year, the internal controls in
place are being reviewed against the group’s
benchmarks and they are being integrated into the
group’s systems. The group’s key internal control
procedures include the following:

e Authority to operate the bank is delegated to the
Chief Executive who has responsibility for
overseeing the establishment and maintenance
of appropriate systems and controls and has
authority to delegate such duties and
responsibilities as he deems fit among the
Directors and senior management. The
appointment of executives to the most senior
positions within the group requires the approval
of the Board of Directors.

e  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.

e Systems and procedures are in place in the
group to identify, control and report on the
major risks including credit, changes in the
market prices of financial instruments, liquidity,
operational error, unauthorised activities and
fraud. Exposure to these risks is monitored by
the bank’s or major subsidiaries’ executive
committees, risk management committees and
the asset and liability management committees.

e Processes 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.

e Comprehensive annual financial plans are
prepared, reviewed and approved by the Board
of Directors. Results are monitored regularly
and reports on progress as compared with the
related plan are prepared monthly.

e  Centralised functional control is exercised over
all computer system developments and
operations. Common systems are employed
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where possible for similar business processes.
Credit and market risks are measured and
reported on in the bank and major subsidiaries
and aggregated for review of risk concentrations
on an HSBC Group-wide basis.

e Responsibilities for financial performance
against plans and for capital expenditure, credit
exposures and market risk exposures are
delegated with limits to line management. In
addition, functional management in HSBC
Holdings has been given responsibility to set
policies, procedures and standards in the areas
of finance; legal and regulatory compliance;
internal audit; human resources; credit; market
risk; operational risk; computer systems and
operations; property management; and for
certain global product lines.

e Policies and procedures have been established to
guide the bank, subsidiary companies and
management at all levels in the conduct of
business to avoid reputational risk which can
arise from social, ethical or environmental
issues, or as a consequence of operational risk
events. As a banking group, HSBC’s good
reputation depends upon the way in which it
conducts its business but it can also be affected
by the way in which clients, to which it provides
financial services, conduct their business.

e  The internal audit function, which is centrally
controlled, monitors compliance with policies
and standards and the effectiveness of internal
control structures across the group. The work of
the internal audit function is focused on areas of
greatest risk to the group as determined by a risk
management approach. The head of this
function reports to the Chairman and the Audit
Committee.

e  Management is responsible for ensuring that
recommendations made by the internal audit
function are implemented within an appropriate
and agreed timetable. Confirmation to this effect
must be provided to internal audit. Management
must also confirm annually to internal audit that
offices under their control have taken or are in
the process of taking the appropriate actions to
deal with all significant recommendations made
by external auditors in management letters 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 Committee in carrying out
its reviews include regular reports from the heads of
key risk functions; the production and regular



updating of summaries of key controls measured
against group benchmarks which cover all internal
controls, both financial and non-financial; annual
confirmations from senior executives that there have
been no material losses, contingencies or
uncertainties caused by weaknesses in internal
controls; internal audit reports; external audit
reports; prudential reviews; and regulatory reports.

The Directors, through the Audit Committee,
have conducted an annual review of the
effectiveness of the bank’s system of internal control
covering all controls, including financial,
operational, compliance and risk management.

Risk management

The group regularly updates its policies and
procedures for safeguarding against reputational,
strategic and operational risks. This is an
evolutionary process.

The safeguarding of the group’s reputation is of
paramount importance to its continued prosperity
and is 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, its committees 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 subsidiary companies,
businesses and functions. These policies, which
form an integral 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 issues and set out operational
procedures in all areas of reputational risk, including
money laundering deterrence, environmental impact,
anti-corruption measures and employee relations.
The policy manuals address risk issues in detail and
co-operation between head office departments and
businesses is required to ensure a strong adherence
to the group’s risk management system and its
corporate social responsibility practices.

Internal controls are an integral part of how the
group conducts its business. HSBC Holdings plc’s
manuals and statements of policy are the foundation
of these internal controls. There is a strong process
in place to ensure controls operate effectively. Any
significant failings are reported through the control
mechanisms, 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.
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The Financial risk management objectives and
policies of the bank and its subsidiaries, including
those in respect of financial instruments, together
with an analysis of the exposure to such risks, as
required under the Companies Act and International
Accounting Standards are set out in Note 38. ‘Risk
management’ of the Notes on the Financial
statements.

Health and safety

The maintenance of appropriate health and safety
standards throughout the bank remains a key
responsibility of all managers and the bank is
committed actively to managing all health and safety
risks associated with its business. The bank’s
objectives are to identify, remove, reduce or control
material risks of fires and of accidents or injuries to
employees and visitors.

Health and safety policies and HSBC Holdings
plc standards and procedures are set by the group’s
Fire and Safety Department and are implemented by
Coordinators based in each country in which the
group operates.

The group faces a range of threats from
terrorists and criminals across the world. In
particular, over recent years, the threat from
international terrorism has become signficant in a
number of areas where the group operates. This
threat has mainly manifested itself in bomb attacks
such as the one in Istanbul in 2003 in which HSBC’s
Turkish headquarters building was attacked. Despite
suffering tragic loss of life and major damage,
existing security measures and well-managed
contingency procedures enabled the business to be
up and running again the following day.

HSBC Group Security provides regular risk
assessments in areas of increased risk to assist
management in judging the level of terrorist threat.
In addition, Regional Security functions conduct
regular security reviews to ensure measures to
protect the group.

Group 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 2005, disclosed in accordance with the
Companies Act, are shown in Note 8(e)
‘Directors’ emoluments’ in the Notes on the
Financial statements.
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Directors’ interests

Interests in shares

According to the register of Directors’ interests
maintained by the bank pursuant to section 325 of
the Companies Act 1985, the Directors of the

HSBC Holdings plc Ordinary shares of US$0.50

D CBUAA .o

C-H Filippi ..
J D Fishburn ...
DDJJohn ......

P M Shawyer

—_

bank at the year-end had the following
beneficial interests in the shares and loan
capital of HSBC Holdings plc. As Directors of
HSBC Holdings plc, the interests of S K Green
and M F Geoghegan are disclosed within the
financial statements of that company.

At 1 January At 31 December

2005 2005
94,450" 146,085
326,000 265,000
19,7323 19,7323
145,172* 186,869°
2,404 2,404

Interest as at date of appointment, 9 May 2005, includes an interest in 48,280 shares held under The HSBC Holdings plc Restricted

Share Plan 2000 long-term incentive plan in which Mr Budd is beneficially interested but have yet to vest.

2 Includes an interest in 49,126 shares held under The HSBC Holdings plc Restricted Share Plan 2000 and 24,151 shares held under
The HSBC Share Plan long-term incentive plans in which Mr Budd is beneficially interested but have yet to vest.

3 Includes 4,054 shares held in the Deferred Phantom Stock Plan operated by Household International, Inc. and will be released to J D
Fishburn when he retires as a Director of that company, which will be no later than May 2017.

4 Includes an interest in 139,290 shares held under The HSBC Holdings plc Restricted Share Plan 2000 long-term incentive plan in

which Mr John is beneficially interested but have yet to vest.
Includes an interest in 130,586 shares held under The HSBC Holdings plc Restricted Share Plan 2000 and 50,401 shares held under

W

The HSBC Share Plan long-term incentive plans in which Mr John is beneficially interested but have yet to vest.

Following the acquisition of HSBC France in 2000,
HSBC France shares issued following the exercise of
options over HSBC France shares became
exchangeable for HSBC Holdings plc ordinary
shares of US$0.50 each in the same ratio as the
exchange offer for HSBC France (13 HSBC
Holdings plc ordinary shares for each HSBC France
share). HSBC Holdings plc ordinary shares, which
may be used to satisfy the exchange of HSBC France
shares following exercise of these options, were
purchased by The HSBC Holdings Employee
Benefit Trust 2001 (No.1). As at 1 January 2005, the
Trust held 26,787,515 HSBC Holdings plc ordinary
shares. As a potential beneficiary of the Trust,

C-H Filippi was deemed to have a technical interest
in all the HSBC Holdings plc ordinary shares held
by the Trust until 11 August 2005. On 11 August
2005, deeds were entered into to appoint 559,000
HSBC Holdings plc ordinary shares of US$0.50
each into a sub-trust in respect solely of C-H
Filippi’s options. As a result, on 11 August 2005, C-
H Filippi also ceased to have an interest in
22,534,513 HSBC Holdings plc ordinary shares held
by and remaining in the Trust at that date, but
retained an interest in 559,000 HSBC Holdings plc
ordinary shares held by the sub-Trust. As at 31
December 2005, Mr Filippi had an interest in
559,000 HSBC Holdings plc ordinary shares held by
the sub-Trust.

In addition to the interests in the ordinary share
capital of HSBC Holdings plc disclosed above, the
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Directors had the following interests in shares or
debentures of subsidiary undertakings of HSBC
Holdings plc.

As Directors of HSBC France, C-H Filippi and
P M Shawyer each had a beneficial interest in one
share of €5 in that company, which Mr Filippi held
throughout the year and Mr Shawyer acquired during
the year on his appointment as a Director of HSBC
France. The Directors have waived their rights to
receive dividends on these shares and have
undertaken to transfer these shares to the bank on
ceasing to be Directors of HSBC France.

As a Director of other French subsidiaries
C-H Filippi holds a number of Director’s
qualification shares, as is legal practice in France.
These are as follows: HSBC Asset Management
Holding (1 share of €16.00) and HSBC Private Bank
France (1 share of €2.00). Mr Filippi has waived his
rights to receive dividends on these shares and has
undertaken to transfer these shares to the respective
company on ceasing to be a Director.

Save as stated above, none of the Directors had
an interest in any shares or debentures of HSBC
Holdings plc or any of its subsidiary undertakings at
the beginning or at the end of the year and none of
the Directors, or members of their immediate
families, was awarded or exercised any right to
subscribe for any shares or debentures during the
year.



Share options

At 31 December 2005, the undernamed Directors held
options to acquire the number of HSBC Holdings
ordinary shares of US$0.50 each set against their
respective names. The options were awarded for nil
consideration at exercise prices equivalent to the
market value at the date of award, except that
options awarded under the HSBC Holdings savings-

related share option plans before 2001 are
exercisable at a 15 per cent discount to the market
value at the date of award and those awarded since
2001 at a 20 per cent discount. Except as otherwise
indicated, no options were exercised or lapsed
during the year and there are no remaining
performance criteria conditional upon which the
outstanding options are exercisable.

Options over HSBC Holdings plc ordinary shares of US$0.50 each

Executive Directors

Non-executive Directors
C-H FIlPPL eoviiiieiirieece et

1 Interest as at date of appointment, 9 May 2005.

Options Options
held at Options Options held at

1 January awarded exercised 31 December
2005 during year during year 2005
16,119 - 16,1197 -
23,628 567 1,119 23,076
808,000 103,071° - 911,071

2 Exercise of 15,000 shares granted under the HSBC Holdings plc Executive Share Option Scheme on 15 June 2005 and 1,119 shares
granted under the HSBC Holdings plc savings-related share option plan on 22 September 2005.

3 Grant of option under the HSBC Holdings plc savings-related share option plan on 24 May 2005.

4 Exercise of 1,119 shares granted under the HSBC Holdings plc savings-related share option plan on 1 August 2005.

5 Grant of option under the HSBC Share Plan on 21 June 2005

At 31 December 2005, C-H Filippi held the
following options to acquire HSBC France shares
of €5 each. On exercise of these options, each
HSBC France share will be exchanged for 13
HSBC Holdings plc ordinary shares of US$0.50
each. The options were granted by HSBC France
for nil consideration at a 5 per cent discount to the

Options over HSBC France shares of €5 each

market value at the date of award. There are no
remaining performance criteria conditional upon
which the outstanding options are exercisable. No
options over HSBC France shares of €5 each were
awarded to or exercised by C-H Filippi during the
year, except as otherwise indicated.

Equivalent

Equivalent HSBC Holdings

HSBC Holdings ordinary

ordinary Equivalent Options shares of

Options shares of Options  HSBC Holdings held at  US$0.50 each at

held at US$0.50 each at exercised during  ordinary shares 31 December 31 December

1 January 2005 1 January 2005 the year of US$0.50 2005 2005

C-H Filippi 46,000 598,000 3,000 39,000 43,000 559,000

1 Part exercise of option over 3,000 HSBC France shares on 14 June 2005 subsequently exchanged for 39,000 HSBC Holdings plc

ordinary shares.

Save as stated above, none of the Directors or
members of their immediate families were awarded
or exercised any right to subscribe for any shares or
debentures during the year.
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Employee involvement

HSBC continues to regard communication with its
employees as a key aspect of its policies.
Information is given to employees about
employment matters and about the financial and
economic factors affecting the group’s performance
through management channels, intranet sites,
in-house magazines and by way of attendance at
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internal seminars and training programmes.
Employees are encouraged to discuss operational
and strategic issues with their line management and
to make suggestions aimed at improving
performance. The involvement of employees in the
performance of the bank is further encouraged
through participation in bonus and share option
plans.

Diversity policy: employees with
disabilities

The group continues to be committed to providing
equal opportunities to employees. The employment
of disabled persons is included in this commitment
and the recruitment, training, career development
and promotion of disabled persons is based on the
aptitudes and abilities of the individual. Should
employees become disabled during employment,
every effort is made to continue their employment
and, if necessary, appropriate training is provided.

Community involvement and
donations

During the year, the bank made charitable
donations totalling £5 million.

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

During 2005, the bank gave £4 million in
charitable donations to support community
activities in the UK. The donations were used to
fund a wide variety of initiatives, as described
below, with a particular focus on education,
particularly for under-privileged primary and
secondary school students, and the environment.
The bank also sharply increased its focus on
employee-led charitable initiatives.

Education

The HSBC Education Trust directly supports
educational initiatives; for example, it helps
schools achieve specialist status as business and
enterprise, sports and language colleges. HSBC
also provides scholarships and fellowships
nationally and internationally.

Environment

The group’s employees are involved in a variety of
projects related to environmental sustainability.
Many employees have participated in HSBC’s
global Investing in Nature programme, launched in
2002, involving three partners: WWF, Earthwatch

and Botanic Gardens Conservation International
(BGCD).

Community

While some of our charitable activities are
managed centrally, as the world’s local bank we
want to stay close to the communities in which we
operate. This desire led us to expand our local
community activities in 2005, with many initiatives
driven by our employees.

For example, we introduced a new scheme to
allow employees to nominate local community
causes to benefit from financial support. Over 270
employee-led projects were initiated through this
scheme, with financial support approaching £2
million. In addition, over £400,000 was donated to
charities to match funds raised, or time given, by
employees. We have increased the amount of funds
we will match from £100 to £500, per employee
each year.

Our employees and customers in the UK also
raised substantial funds for national appeals. We
raised more than £500,000 for the BBC Children in
Need appeal, making HSBC one of the largest
corporate donors. We also introduced a new service
to allow customers to donate money to Children in
Need through our ATMs in 2005; this was a first
for a UK bank and we plan to extend the scheme to
include other charities in the future.

Employees raised a further £92,000 for The
Children’s Heart Federation with sponsored walks.
And in December, the bank’s branches and offices
across the UK collected Christmas gifts for local
needy people through the ‘Neighbours in Need’
scheme. Over 13,000 gifts were donated through
some 500 charitable organisations.

Finally, the group joined with British Airways
in their Change For Good campaign, with branches
collecting unwanted foreign coins and notes in aid
of Unicef. The funds raised through this initiative
are directly helping Unicef’s work in those areas
affected by the Boxing Day 2004 Tsunami. Over
£320,000 was raised through this scheme.

No political donations were made during the
year.

At the HSBC Holdings plc Annual General
Meeting in 2003 shareholders gave authority for the
bank to make EU political donations and incur EU
political expenditure up to a maximum aggregate
sum of £50,000 over a four-year period as a
precautionary measure in light of the wide
definitions in The Political Parties, Elections and



Referendums Act 2000. This authority has not been
used.

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 explain payment procedures to
suppliers; to pay bills in accordance with any
contract agreed with the supplier or as required by
law; and to tell suppliers without delay when an
invoice is contested and settle disputes quickly.

Copies of, and information about, the Code are
available from The Department of Trade and
Industry, 1 Victoria Street, London SW1H OET and
on the internet, www.payontime.co.uk.

The amount due to the bank’s trade creditors at
31 December 2005 represented 22 days’ average
daily purchases of goods and services received
from those creditors, calculated in accordance with
the Companies Act 1985, as amended by Statutory
Instrument 1997/571.

Future accounting developments
(audited information)

At 31 December 2005, HSBC Bank plc had

adopted all IFRSs or interpretations that had been
issued by the International Accounting Standards
Board (‘IASB’) and endorsed by the EU with the

On behalf of the Board
J H McKenzie, Secretary
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exception of the ‘Amendment to IAS 39 & IFRS 4 —
Financial Guarantee Contracts’.

Financial guarantee contracts are currently
accounted for under IAS 37 'Provisions,
Contingent Liabilities and Contingent Assets’ as
contingent liabilities and are as such disclosed as
off-balance-sheet items. Under the amendment the
issuer of a financial guarantee should classify such
contracts as a financial instrument liability in
accordance with IAS 39 ‘Financial Instruments:
Recognition and Measurement’. An exception is
made for issuers of guarantees deemed to be
insurance contracts who, subject to certain
conditions, may irrevocably elect to account for
such contracts as financial liabilities under IAS 39
or as insurance contract liabilities under IFRS 4
‘Insurance Contracts’.

HSBC Bank plc is required to adopt this
amendment for the year ending 31 December 2006
and is currently assessing the impact this will have
both in the group and bank.

Auditor

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

6 March 2006



HSBC BANK PLC

Statement of Directors’ Responsibilities in Relation to the Director’s Report and
the Financial Statements

The following statement, which should be read in conjunction with the Auditors’ statement of their responsibilities
set out in their report on the next page, is made with a view to distinguishing for shareholders the respective
responsibilities of the Directors and of the Auditors in relation to the financial statements.

The Directors are responsible for ensuring that the Director’s report and the consolidated financial statements of
HSBC Bank plc and its subsidiaries (the ‘group’) and parent company financial statements for HSBC Bank plc (the
‘bank’) are prepared in accordance with applicable law and regulations.

Company law requires the Directors to prepare group and parent company financial statements for each financial
year. The Directors have elected to prepare these group financial statements in accordance with International
Financial Reporting Standards as adopted by the EU (‘IFRSs”) 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 to present fairly the financial position of
the group and the bank and the performance for that period; 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 fair presentation.

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

e make judgements and estimates that are reasonable and prudent; and

e  state whether they have been prepared in accordance with IFRSs.

The Directors are required to prepare the financial statements on the going concern basis unless it is not
appropriate. Since the Directors are satisfied that the group has the resources to continue in business for the
foreseeable future, the financial statements continue to be prepared on the going concern basis.

The Directors have responsibility for ensuring that sufficient accounting records are kept that disclose with
reasonable accuracy at any time the financial position of the bank and enable them to ensure that its financial
statements comply with the Companies Act 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 integrity 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 in other jurisdictions.

On behalf of the Board 6 March 2006
J H McKenzie, Secretary
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HSBC BANK PLC

Independent Auditors’ Report to the Member of HSBC Bank plc

We have audited the group and bank financial statements (the ‘financial statements’) of HSBC Bank plc for the year
ended 31 December 2005 which comprise the group Income Statement, the group and bank Balance Sheets, the
group and bank Cash Flow Statements, the group and bank Statements of Recognised Income and Expense, and the
related notes. These financial statements have been prepared under the accounting policies set out therein.

This report is made solely to the bank’s member, in 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 Auditors’ report and for no other purpose. To the fullest extent permitted by law, we do not accept
or assume responsibility to anyone other than the bank and the bank’s member as a body, for our audit work, for this
report, or for the opinions we have formed.

Respective responsibilities of Directors and Auditors

The Directors’ responsibilities for preparing the Annual Report and Accounts in accordance with applicable law and
International Financial Reporting Standards as adopted by the EU (IFRSs) are set out in the Statement of Directors’
Responsibilities on page 18.

Our responsibility is to audit the financial statements in accordance with relevant legal and regulatory
requirements and International Standards on Auditing (UK and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and are properly
prepared in accordance with the Companies Act 1985 and Article 4 of the IAS Regulation. We also report to you if,
in our opinion, the Directors’ Report is not consistent with the financial statements, if the bank has not kept proper
accounting records, if 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 is not disclosed.

We read other information contained in the financial statements and consider whether it is consistent with the
audited financial statements. We consider the implications for our report if we become aware of any apparent
misstatements or material inconsistencies with the financial statements. Our responsibilities do not extend to any
other information.

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) issued by the
Auditing Practices Board. An audit includes examination, on a test basis, of evidence relevant to the amounts and
disclosures in the financial statements. It also includes an assessment of the significant estimates and judgments made
by the directors in the preparation of the financial statements, and of whether the accounting policies are appropriate
to the group’s and bank’s circumstances, consistently applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary in order to provide us with sufficient evidence to give reasonable assurance that the financial statements
are free from material misstatement, whether caused by fraud or other irregularity or error. In forming our opinion we
also evaluated the overall adequacy of the presentation of information in the financial statements.

Opinion
In our opinion:

e the group’s financial statements give a true and fair view, in accordance with IFRSs, of the state of the group’s
affairs as at 31 December 2005 and of its profit for the year then ended;

e the bank’s financial statements give a true and fair view, in accordance with IFRSs as applied in accordance with
the provisions of the Companies Act 1985, of the state of the bank’s affairs as at 31 December 2005; and

e the financial statements have been properly prepared in accordance with the Companies Act 1985 and Article 4
of the IAS Regulation.

KPMG Audit Plc 6 March 2006
Chartered Accountants

Registered Auditor

London
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HSBC BANK PLC

Financial Statements

Consolidated income statement for the year ended 31 December 2005

2005 2004
Notes £m £m
Interest income ... 11,056 9,715
INEETEST EXPEIISE ....vevveuveiietieiienieste ettt et et et ettt seeese et et e se et e e st eseensesseeseeneeneensenseebesneeneeneenean (7,014) (5,235)
INEL INEEIESE INCOIME. .....viivviiiieetieetieeeee et ettt et ete et e e teeete e e e e etaeetaeeateenveenveereeeseeeseeeseeens 4,042 4,480
FEE INCOMIC ...ttt st 4,249 3,900
FEE BXPEIISE ..ottt sttt (894) (868)
INEE FEE INCOMIE ...ttt ettt et et e e teeeteeeaaeesseesseesseesseenseeseesneens 3,355 3,032
Trading income excluding net interest MNCOME ..........c.vvuereererieierenieiirieieieiete e eeeeeeseeeee 794 594
Net interest income on trading ACtIVIIES. ......coverveuerueririerieiirieieienieeee ettt 1,036 -
INEt tradiNG INCOIME .....ovveiietieiieiiete ettt ettt ettt st et et este st e eseeneensensenseeneeneeneens 1,830 594
Net income from financial instruments designated at fair value ...........cccoceovverecincnncnenne 4 170 -
Net investment income on assets backing policyholders’ liabilities ............ccocevererereennnne - 311
Gains less losses from financial INVESTMENTS ..........ccueererirerieirieireieeeeeeesee s 248 79
DivIdend INCOMIE .....c..euveuiieiietiietiieieieet ettt sttt ettt be et es e 28 318
Net earned iNSUTANCE PIEMIUINS. ....c..eeterererietetertereeereeeeeesteseeeseeeensessesseesesseessessensessesseeseens 5 438 714
Other OPErating INCOME ........c.eeverieuirieieiiietietetete ettt ste et et ee e tes bt ebesee st e b be e ebeeenesseneeee 919 495
Total OPerating iNCOMIE .............ccooiiiiiiiiiieie ettt eee s 11,030 10,023
Net insurance claims incurred and movement in policyholders’ liabilities ..........c.ccccceeenene 6 (230) (741)
Net operating income before loan impairment charges....................c.coooviiiineninnnn. 10,800 9,282
Loan impairment CRAIZES ........ccoerueirieiriirieinieiei ettt ettt sttt (776) (371)
Net 0perating iMCOMIE ...........ccooueiuiiiieieieiee ettt sttt et sbesaeenes 10,024 8,911
Employee compensation and Denefits...........ccoerveirieirerieenieieeieeieee e 8 (3,624) (3,345)
General and administrative expenses............ 9 (2,090) (1,966)
Depreciation of property, plant and equipment.................. (483) (583)
Amortisation of intangible assets and impairment of g0odWill..........ccoceveiniininiiineninne (118) (69)
Total OPerating €XPENSES...........cc.eeuirieiirierieriertieteeieteste sttt ente e stesbe et eseeneeneensesseeresneas (6,315) (5,963)
OPperating Profit............cccoooiiiiiiiiiiiii e 3,709 2,948
Share of profit in associates and JOINt VENTUTES..........c.ccueeruerererieeeerieiniereeesieeeereseeesaeeenes 77 5
Profit Defore taX.............ccooviiiiiiii e 3,786 2,953
TAX EXPEIISEC .. veeeeeuvententeteeitettesteteetesteeseeseestesesseeseententense st eeseeneensensenseaseeseensensensesneeseeneeneenes 11 (827) (723)
Profit for the Year ..ot 2,959 2,230
Profit attributable to shareholders of the parent company............ccccovveveireneineneneneennne 2,897 2,057
Profit attributable t0 MINOTILY INEEIESES .....eeuveuieriterieeiieieteete sttt sttt eeenne 62 173
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Consolidated balance sheet at 31 December 2005

ASSETS

Cash and balances at central banks............c.ccceeverieeeierieriennenne.
Items in the course of collection from other banks.....................
Trading asSets .......cccovveiiiiiiiiiiiiic

Trading assets which may be repledged or resold by counterparties...

Financial assets designated at fair value ..........c.cocceeveneenennnnne
DErivatiVeS ......ooveeieeiieiieeieeeeeeee e
Loans and advances to banks.............ccoceevverievierieeeieieieseenens
Loans and advances t0 CUSOMETS ..........cc.evvereeerereeeienierieeeneenes
Financial inVeStMENtS ...........cceevveeiuieirieirieeiieeieeeeeeee e

Financial investments which may be repledged or resold by counterparties............c..cceue.

Interests in associates and joint VENtUIes ...........cocvevvereervenvernenne
Goodwill and intangible assets .
Property, plant and equipment..
OLhEr @SSELS .....euvviieiieiiieiieteeeeete ettt evenene e
Deferred taxation...........cccvueeveerieieenieineineieeseeee e
Prepayments and accrued inCome............eeveeeerieinueniecniecnnns

TOtAl ASSELS ...eveeveenreeeeeietieiete ettt sttt

LIABILITIES AND EQUITY

Liabilities

Deposits by Danks .........cccoevveerieiienininieineeeneeeeeeens
CUSEOMET ACCOUNES ...eeuvventierieriieerieeneeeteenteesseeseeesaeeseeesnnesanesnnes
Items in the course of transmission to other banks ...................
Trading liabilities ..........ccoeoevereeneiineiieneenes

Financial liabilities designated at fair value .
DErivatives ......cceevevereereeieieeseeee e
Debt SeCUrities i ISSUE ....c.ecveevieierierieriesieee et eeens
Retirement benefit Habilities ..........cccvevveveviieiiieieieiece s
Other Habilities ........cccevieieiierieriereeieeese e
CUITENT tAXATION ... .evveeveeietieeieneeiesteeteeieeeetesreete e esaesessesaeereenas
Liabilities under insurance contracts issued ............ccccoeveeeeenns
Liabilities to policyholders under long-term assurance business
Accruals and deferred iNCOME .........ccoeeeveievieriieieieieiesieeiens
Provisions:

— deferred taxation ...........ccceeveevieiieiieeie e
— OthEr PrOVISIONS ....everiiiieiiiiietirieiet e
Subordinated Habilities .........c.ccceevivieieiieriirieceeeeeeiee e

Total HaDIlIties .....ceevveieeeieeieeie ettt

Equity

Called up share capital .........cccoceovverieininieieneinceeeecenenee
Share premium aCCOUNT ......ceeveruereriiieierieieteieeieneeeeeeie e
Other TESETVES ......ccooviuiiiiiiiiiiiiicicc s
Retained €arnings ...........cocoeveveeenrerenenieinenieenieeeeeeeseennens

Total equity attributable to shareholders of the parent company
MINOTILY INLETESES ...vvevveneeriieriieeieieieie sttt eneenes

TOtal @QUILY .evveveeeieieieieieie ettt

Total equity and Habilities ...........cccccevverveineieienieiieinceeens

S K Green, Chairman

M F Geoghegan, Deputy Chairman
D D J John, Chief Executive

J H McKenzie, Secretary
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Notes

15
15
16
17
31
31
18
18
20
21
23
25
29

31
31

26
17
31
27

28

29

30

35
36
36
36

36

2005 2004
£m £m
1,711 1,275
3,595 1,495
48,510 40,754
21,611 -
5,345 -
26,077 13,285
31,578 34,970
182,629 141,527
41,517 37,594
1,965 -
845 224
9,618 8,821
4,319 4,695
3,896 4,246
195 154
3,011 3,441
386,422 292,481
34,198 32,595
205,475 161,069
2,268 907
45,133 14,982
8,185 -
26,636 13,391
26,801 26,785
2,218 2,935
4,788 5,379
345 462
1,978 -
- 4,513
3,448 3,816
139 328
384 434
4,792 5,370
366,788 272,966
797 797
13,883 12,820
556 17
3,855 3,194
19,091 16,828
543 2,687
19,634 19,515
386,422 292,481
6 March 2006



HSBC BANK PLC

Financial Statements (continued)

Consolidated statement of recognised income and expense for the year ended 31 December 2005

2005 2004
£m £m
Available-for-sale investments:
— valuation gains taken t0 EQUILY ........ccecerieirerieinieieiriei ettt 49 -
— transferred to income statement on disposal or iMPAIrMENt .........c.cccveereeeerieenenieenenene (194) -
Cash flow hedges:
— GAINS TAKEN T0 QUILY +.vvveuveeitenieteiet ettt ettt ettt ettt be sttt ebe e 35 -
— transferred t0 INCOME STALEIMENT ...........ccveierieriietieieieie ettt ettt ee e e e b e eseeseennesenns (180) -
Exchange differences arising on net investments in foreign operations...........c..cccecceeeveeruennene. (83) (83)
Other reserves:
— AINS TAKEN T0 QUILY +.vvveuveriienirtiiet ettt ettt ettt ettt b ettt ebe e 42
Actuarial losses on post—employment benefits (302) (277)
(633) (360)
Net deferred taxation on items taken dir€Ctly t0 @qUILY ......ccevveruirieierienerieieie e 161 92
Total net expense taken directly to equity during the year...........coccovvevevineneinennineneeee 472) (268)
Profit Or the YEAr ......ccueiiiiiiiieiee et 2,959 2,230
Total recognised income and expense for the YEar ..........ccccceveeeriieienenenieieerese e 2,487 1,962
Effect of change in accounting policy
IFRSs transition adjustment at 1 January 2005
— share premium reserve ................ 437) -
— available-for-sale fair value reserve 553 -
— cash flow hedging reserve ........... . 177 -
— retained earnings ........... (606) -
— IMINOTILY TNEETESES ..veuvetetieiieiieteteete st eteetetesteseeete et eseebesteeseeneenaesesseesesneeseensensensesseeseeneas (2,307) -
(2,620) —
(133) 1,962
Total recognised income and expense for the year attributable to:
— shareholders of the parent COMPANY ........cceerueiriirieirieiienie e 2,433 1,794
— IMNINOTILY TNEETESES ...vveuveutieietieiiesietesteeteeteentete st et eneestesteste bt sseeseeseensensesseeseeneensensenseesesneanes 54 168
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Consolidated cash flow statement for the year ended 31 December 2005

Notes

Cash flows from operating activities
Profit DEfOre taX ....c.cuiiiiiiiiiiiiiicici et

Adjustments for:
—non-cash items included in Net Profit .......c..cccoueeriirieineiiienieereercee e 37
— change in operating assets ................. 37
— change in operating Habilities ...........ccccueirieireirinieinicteee e 37
— elimination of exchange differences and other adjustments ............cccocceecevereenccincneenne
—net gain from INVeSting ACHIVILIES .....co.evrverieirieiitiietirieiet ettt
— share of profits in associates and JOINt VENTUIES .........cccceeerueuerreirenierereneeesreeerenneeesennene
— dividends received fTom aSSOCIAES .......ccoveuerveuerueieiirieiirieieietecreee et saeaes
AKX PAIA e+ttt bbbt h b st b e bbbt ebe e

Net cash from Operating aCtIVILIES ........ceeuecvrerieuirreiririeiirieteeneeeee ettt st ere e ene

Cash flows used in investing activities

Purchase of financial INVESTMENLTS .........cccueirieririirieirieieeneceeere ettt
Proceeds from the sale of financial INVESTMENLS ..........ccooerveirieiririeircieereceeeecee e
Purchase of property, plant and eqUIPMENt ..........c.oeevveiriiririreniririerereeseeet et
Proceeds from the sale of property, plant and equIpmMent ...........ccccceceveveeeneieeneccnerneenenene
Purchase of goodwill and intangible assets
Net cash outflow from acquisition of and increase in stake of subsidiaries .
Net cash inflow from disposal of subsidiaries ............ccccevverererverierenennens
Net cash outflow from acquisition of and increase in stake of associates .... .
Proceeds from disposal Of @SSOCIALES .........evruerieiirieeirieieiirieteteee ettt

Net cash used in INVESHING ACHIVILIES .....c.eoveiruirieirieiieieieiireeeeeseeee ettt st seeeene

Cash flows from/(used in) financing activities
Issue of ordinary Share Capital ..........cccoceeveiriiieinieineieeeree et s
HSBC shares released on vesting of share awards and exercise of options ..
Increase in non-equity MIiNOrity INETESES .......cccoverervereererieerienieieniecrieeene
Subordinated loan capital issued ........... .
Subordinated loan capital TePAId .........cceviririeieieeeeeee e
Dividends paid to Shareholders ............coeoiiirieiriiniiinicieee e
Dividends paid to minority interests:
B L8 L TSRS
S DOM=CQUILY c.venetintetitett ettt ettt ettt et et e st s bt b et s e bt e st b e sttt b e et eb et st bttt ebe e

Net cash from/(used in) financing aCtIVItIES ........ccecevuereuirieirenieieeireieereeee e seene

Net (decrease)/increase in cash and cash equivalents .....................cccoconiiniiiinnnnn.

Cash and cash equivalents at 1 JANUATY .........ccoceoieiiriiiirinieinicceeeee e
Effect of exchange rate changes on cash and cash equivalents ...........ccccoceceverinenninenineneenne

Cash and cash equivalents at 31 DeCembEr ...........cccoeiririeiniiiiiinieiccecceeee e 37
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2005 2004
£m £m
3,786 2,953
42) 446
(44,993) (17,904)
49,604 31,893
(3,690) 1,177
(248) (138)
an )
64 6
(767) (707)
3,637 17,721
(58,223) (39,424)
51,820 29,363
(745) (833)
186 118
(413) (261)
(25) (550)
- 2
170) (75)
256 16
(7,314) (11,644)
1,500 700
53 40
- 300
523 853
(635) (736)
(1,400) (1,436)
a4 )
- (41)
27 (329)
(3,650) 5,748
33,677 28,321
488 (392)
30,515 33,677




HSBC BANK PLC

Financial Statements (continued)

HSBC Bank plc balance sheet at 31 December 2005

2005 2004
Notes £m £m
ASSETS
Cash and balances at central Banks...........cccoeeririeirieiinienee e 689 587
Items in the course of collection from other banks ............cccoevevieieiiniiniinieeeeceen 2,125 1,327
TTAAINE ASSELS ....eeveeueeteterit ettt ettt ettt ettt et es e st e s et e sa e et e e st ene e sesseeseeneeneensensenbesneenee 15 34,733 20,598
Trading assets which may be repledged or resold by counterparties... 15 3,950 -
Financial assets designated at fair value ...........ccoocevevinieiienenennene 16 16 -
DErIVALIVES ..o 17 17,570 10,696
Loans and advances t0 DANKS.............ccuioiviiirieiiiietieeteeee ettt eeeeee e eeae e enes 31 19,196 22,983
Loans and advances t0 CUSTOMETS ..........cueruerieruereierieieeesieseeeteeeeneeseesteereseeeneesessessesseeneeneas 31 134,819 101,233
FInancial INVESTMENTS .........eeiuieivieiiiieiieeeie ettt esie et e st e ste st e eaeebeebeesseesteeesseesseesseenseeseenns 18 15,383 14,648
Financial investments which may be repledged or resold by counterparties............c..cccue. 18 2 -
Interests in associates and jOINt VENTUTES ...........evververeeeereeiereenienieneeenenneas 20 230 113
Investments in subsidiary undertakings .. 24 14,468 14,628
Goodwill and intangible assets............ 21 567 229
Property, plant and €qUIPMENL..........c.ooiiirierieriiiere et 23 1,469 1,482
OLNET @SSELS .vvevveeirieitieteeie et et e et e et e et e ebeeteeteesteesteeetseesseesbeesseesseesseeseesssesssesnseensesnneennes 25 1,469 590
DEferTed tAXALION ... ..cueiiiiiii ittt ettt ettt e et e eveeeteeeteeeaeeeaeeeateenteeteeeaeeeteenes 29 1,007 934
Prepayments and accrued INCOME..........c.eeerieuirueiriinieiirieieereeiteeeeieeie et enesneaene 1,490 1,785
TOAL @SSEES .....vievveieeeeeeeetee et e et et et e et e et e et e e eaeeeaeeeaeeeaaeeateeateeaaeeteeebeeseeeteeeseeesseeseeeareeeaeens 249,183 191,833
LIABILITIES AND EQUITY
Liabilities
DEPOSILS DY DANKS........iteiiiiieiiieieeeetee ettt 31 27,999 26,982
CUSLOIMET ACCOUNLS .....veuteuteeeetietiestentesteeteeteestestesseesesseeseentensesesseeseeneensensesseeseeneensensessessesneas 31 141,761 104,183
Items in the course of transmission to other banks . 805 781
Trading liabilities .........ccceeveeercrenennennee 21,303 6,852
Financial liabilities designated at fair value.. 26 4,321 -
DIETIVALIVES ...ttt ettt ettt ettt ettt b bt b et e bt b et b e te st enens 17 17,251 10,949
DDt SECUTTLIES 1 ISSUE ...evviieieeeieeieeete et et et et ee et eeeteeeteeeseeereeeaeeeaeeeaseenseenneeesseeaeenes 31 8,212 13,646
Retirement benefit Habilities.........ccevieirierierereeee e 2,003 2,656
OthEr THADIIIEIES ...c.vveveieeiicete ettt ettt ettt v et e e ereeeaeeeaaeenteeeteeaeeeaeennas 27 2,846 861
CUITENE EAXALION ...ttt ettt ettt ettt s b ettt et eb et et ebesa et b et sebe st seeneebenee 95 238
Accruals and deferred INCOME .........ooviruiririeieieiere et 1,851 2,087
Provisions: 29
— deferred taxAtION .......cveirieirieiee e 12 4
— other provisions .. 124 176
Subordinated Habilities ..........cooveiiiiiiieieecti ettt ettt ettt ettt e ae e 30 4,479 7,278
Total HADILIHIES. .....eeeiieieieieiciirtcee ettt 233,062 176,693
Equity
Called up share Capital...........ccceveriiiiiiiieieiee et 35 797 797
Share Premium ACCOUNL .......c.eieueiriiieiirieteterteeeeteeeteeteet et ete sttt ettt es s srenesesaeseenes 36 13,883 12,820
OFNET TESETVES.....ueevenitintenieieiet ettt ettt ettt ettt b et b ettt b et et e b et b et s ne b neebeee 36 82 29
Retained Garnings .......cc.ccevveirueiriinieireieereee ettt sttt s 36 1,359 1,494
TOTAL EQUILY «.enveveteneeteteieet ettt ettt ettt ettt et b e b e bt s et neenens 16,121 15,140
Total equity and HabIlIties ..........cecueuirieiiirieirieiectc et 249,183 191,833

S K Green, Chairman

M F Geoghegan, Deputy Chairman

D D J John, Chief Executive 6 March 2006
J H McKenzie, Secretary
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HSBC Bank plc statement of recognised income and expense for the year ended 31 December 2005

Available-for-sale investments:
— valuation gains/(10sses) taken to EQUILY .....ceoveerierieirieiienieiiteieee e
— transferred to income statement on disposal or iMPAIrMENt .........c.cccveereeeerieenenieenenene
Cash flow hedges:
— 10SSES tAKEN t0 EQUILY ..veveuveuirenieiiietieteiet ettt ettt ettt
— transferred t0 INCOME StALEIMENL ........ocveviuiuiiiieiiiiiiciitie e
Exchange differences arising on net investments in foreign operations .............c.ccceceeveeruennene.
Actuarial losses on post—employment Benefits ............coceceverireririnieineneireeeeeseeeeee

Net deferred taxation on items taken directly t0 @qUILY .......ccccevereirieriesieriieieeieiesee e

Total net expense taken directly to equity during the year ..........c.cccecevevireneinennineeeneee
Profit fOr the YEAT ......ccoeiiiiiiiieice ettt e

Total recognised income and expense for the year ...........cocccoeviireiiiniinieneeeeee

Effect of change in accounting policy

IFRSs transition adjustment at 1 January 2005
— Share PremMilm TESEIVE ......cc.ccveuirieuiereieieieieriestetereeaeeteeeae st ssestere st e esesaesesnesesaesenesaeneenes
— available-for-sale fair value reserve
— 1EtAINEA CAITINES ..eveueiinienitiieterteiiet ettt ettt ettt ettt eb et e bbb et et e bt saeseenen

Total recognised income and expense for the year attributable to shareholders of the parent
COTMPAIY ..ottt a e b bbb
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2005 2004
£m £m
) -
(31) -
7 (45)
(240) (247)
(265) (292)
73 74
192) (218)
1,678 1,594
1,486 1,376
437) -
34 -
(234) —
(637) -
849 1,376
1,486 1,376




HSBC BANK PLC

Financial Statements (continued)

HSBC Bank plc cash flow statement for the year ended 31 December 2005

2005 2004
Notes £m £m
Cash flows from operating activities
Profit DEFOIE tAX ...vviiviiieiiiiiciecte ettt ettt ettt ete e et et e et e et e e te e eaeeete e te e teeeaaeeaaeas 2,038 1,958
Adjustments for:
—non-cash items included in Net Profit .......c..cccoueeriirieineiiienieereercee e 37 (256) 205
— change in operating assets ................. .37 (42,649) (15,183)
— change in operating HabIlItIes ..........cccoverierieriirieiirieiee e 37 38,578 24,646
— elimination of exchange differences and other adjustments ............cccccceeeeeevveenccincneenne (2,957) 331
—net gain from INVeSting ACHIVILIES .....co.evrverieirieiitiietirieiet ettt 49) (35)
AX PAIA 1.ttt ettt ettt ettt te b e st et et et e s en st et eneebentese s esenseneee (394) (417)
Net cash (used in)/from Operating aCtivities .........c.ceceruererierirerieinieieeneereeete et (5,689) 11,505
Cash flows used in investing activities
Purchase of financial investments .................... (28,886) (19,014)
Proceeds from the sale of financial investments . . 26,975 13,702
Purchase of property, plant and eqUIPMENt ..........c..ccevveirerirenierininreireee et seeeene (236) (184)
Proceeds from the sale of property, plant and equUIPMENt ...........ccceevevierierereeieieiere e 25 24
Purchase of goodwill and intangible assets (396) (75)
Net cash outflow from acquisition of and increase in stake of subsidiaries .............ccccceverueuene - (546)
Net cash outflow from acquisition/increase stake in associates (103) (75)
Proceeds from disposal 0f @SSOCIALES .......cueutrueiriirieeiriiieierieeeteeeet et - 9
Net cash used in INVESHING ACHIVIEIES .....c.eoveiruirieuirieieieieiirieteteneeeere ettt ese e ene (2,621) (6,159)
Cash flows from/(used in) financing activities
Issue of ordinary Share Capital ..........cccoceeveiriiieinieineieeeree et s 1,500 700
HSBC shares released on vesting of share awards and exercise of options ...........cccceceveeenene. 32 26
Subordinated loan capital ISSUE .........ccoeoiruirieiiieiiiierce et 500 1046
Subordinated loan capital Tepaid ..........coecirieiririeirieeeceee e (506) (431)
Dividends paid (1,400) (1,436)
Net cash from/(used in) financing aCIVItIES ......ceeveerueiriirieirinieirie et 126 (95)
Net (decrease)/increase in cash and cash equivalents ...................cccoocoiirininiinininenee (8,184) 5,251
Cash and cash equivalents at 1 January ........c..cccccvevnennne. 21,748 16,824
Effect of exchange rate changes on cash and cash equivalents ............cccccceecvvineincnencncnne. 489 (327)
Cash and cash equivalents at 31 DECEMDET ........ccecerueiriirieirieiiiieieeeeeeee e 37 14,053 21,748
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Notes on the Financial Statements

1

Basis of preparation

(@)

(b)

For all reporting periods up to and including the year ended 31 December 2004, HSBC Bank plc (‘the bank’) and
its subsidiary undertakings (together ‘the group’) prepared its consolidated and parent company financial
statements in accordance with UK Generally Accepted Accounting Principles (‘UK GAAP’). From 1 January
2005, the group has prepared its consolidated and parent company financial statements in accordance with
International Financial Reporting Standards as endorsed by the EU (‘IFRSs’) and effective for the group’s
reporting for the year ended 31 December 2005. IFRSs comprise accounting standards issued by the
International Accounting Standards Board (‘IASB’) and its predecessor body as well as interpretations issued by
the International Financial Reporting Interpretations Committee (‘IFRIC’) and its predecessor body.

In preparing these consolidated and parent company financial statements, the group has elected to take advantage
of certain transitional provisions within IFRS 1 ‘First-time Adoption of International Financial Reporting
Standards’ (‘IFRS 1) which offer exemption from presenting comparative information or applying IFRSs
retrospectively. The most significant of these provisions is the exemption from presenting comparative
information in accordance with IFRSs in the following areas:

— TAS 32 ‘Financial Instruments: Presentation’ (‘IAS 32°);
— TAS 39 ‘Financial Instruments: Recognition and Measurement’ (‘IAS 39°);
— IFRS 4 ‘Insurance Contracts’ (‘IFRS 4°); and

— In addition, the group has elected not to present comparative information for disclosures required under
IFRS 7 ‘Financial Instruments: Disclosure’ (‘IFRS 7”) as permitted for entities applying the standard for
annual periods beginning before 1 January 2006.

Where comparative information for financial instruments and insurance contracts has been prepared on the basis
of HSBC Bank plc’s previous accounting policies, the accounting policies applied to 2004 are disclosed
separately in Note 44(e).

The group has adopted the ‘Amendment to IAS 39: The Fair Value Option” (Note 2(h)), the ‘Amendment to [AS
19 Employee Benefits: Actuarial Gains and Losses, Group Plans and Disclosures’ (Note 2(s)), the ‘Amendment
to IAS 1 Presentation of Financial Statements: Capital Disclosures’, IFRIC 4 ‘Determining whether an
Arrangement contains a Lease’ (Note 2(q)) and IFRS 7 with effect from 1 January 2005, ahead of their effective
dates. IFRSs as endorsed by the EU are identical in all respects to the published IFRSs except for the EU's
amendment to IAS 39 under which certain conditions required for the application of hedge accounting were
deleted. The group has not taken advantage of the EU amendment to IAS 39, and applies the more restrictive
requirements of IAS 39.

The balance sheets and income statements in this document are presented in accordance with IAS 1 ‘Presentation
of Financial Statements’.

On publishing the parent company financial statements here together with the group financial statements, the
group is taking advantage of the exemption in s230 of the Companies Act 1985 not to present its 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 Partnerships and Unlimited
Companies (Accounts) Regulations 1993 from certain partnerships that are consolidated by the group presenting
their own individual financial statements under IFRSs.

The consolidated financial statements of HSBC Bank plc comprise the financial statements of the bank and its
subsidiaries made up to 31 December. Entities that are controlled by the group are consolidated until the date
that control ceases. Newly acquired subsidiaries are consolidated from the date that control is transferred to the
group.

The purchase method of accounting is used to account for the acquisition of subsidiaries by the group. The cost
of an acquisition is 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, liabilities and contingent liabilities
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 identifiable assets, liabilities and contingent liabilities acquired is recorded as
goodwill. If the cost of acquisition is less than the fair value of the group’s share of the identifiable assets,
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Notes on the Financial Statements (continued)

liabilities and contingent liabilities of the business acquired, the difference is recognised immediately in the
income statement.

In accordance with IFRS 1, the group has chosen not to restate business combinations that took place prior to
1 January 2004, the date of transition to IFRSs.

All intra-group transactions are eliminated on consolidation.

The consolidated financial statements of the group also include the attributable share of the results and reserves
of joint ventures and associates. These are based on financial statements made up to dates not earlier than three
months prior to 31 December.

2 Principal accounting policies

(a)

(b)

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 value (other than debt issued by the group and related derivatives) are recognised in
‘Interest income’ and ‘Interest expense’ in the income statement using the effective interest rates of the financial
assets or financial liabilities to which they relate.

The effective interest rate is the rate that exactly discounts estimated future cash receipts or payments earned or
paid on a financial asset or financial liability through its expected life or, where appropriate, a shorter period, to
the net carrying amount of the financial asset or financial liability. When calculating the effective interest rate,
the group estimates cash flows considering all contractual terms of the financial instrument but not future credit
losses. The calculation includes all amounts paid or received by the group that are an integral part of the
effective interest rate, including transaction costs and all other premiums or discounts.

Interest on impaired financial assets is calculated by applying the original 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 its customers. Fee income is accounted
for as follows:

— income earned on the execution of a discrete act is recognised as revenue when the act is completed (for
example, fees arising from negotiating, or participating in the negotiation of, a transaction for a third party,
such as the arrangement for the acquisition of shares or other securities);

— income earned from the provision of services is recognised as revenue as the services are provided (for
example, asset management, portfolio and other management advisory and service fees); and

— income which forms an integral part of the effective interest rate of a financial instrument is recognised as an
adjustment to the effective interest rate (for example, loan commitment fees) and recorded in ‘Interest
income’ (Note 2(a)).

Dividend income

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date for
equity securities.
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(c)

(d)

(e

~

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 liabilities 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 issue and derivatives managed in conjunction with debt securities in issue. Interest on these
instruments is shown in ‘Net interest income’.

Net trading income

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

Segment reporting

The group is organised into three geographical regions, the United Kingdom, Continental Europe and Rest of the
World and manages its business through seven business segments: UK Personal Financial Services; UK
Commercial Banking; UK Corporate, Investment Banking and Markets; International Banking; France; Private
Banking and HSBC Trinkaus & Burkhardt. Segment income and expenses include transfers between
geographical regions and transfers between business segments. These transfers are conducted at arm’s length.

Determination of fair value

All financial instruments are recognised initially at fair value. The fair value of a financial instrument on initial
recognition is normally the transaction price, i.e. the fair value of the consideration given or received. In certain
circumstances, however, the initial fair value may be based on other observable current market transactions in
the same instrument, without modification or repackaging, or on a valuation technique whose variables include
only data from observable markets.

Subsequent to initial recognition, the fair values of financial instruments measured at fair value that are quoted in
active markets are based on bid prices for assets held or liabilities to be issued and offer prices for assets to be
acquired or liabilities held at the time. When independent prices are not available, fair values are determined by
using valuation techniques which refer to observable market data. These include comparison with similar
instruments where market observable prices exist, discounted cash flow analysis, option pricing models and
other valuation techniques commonly used by market participants.

For certain derivatives, fair values may be determined in whole or in part using valuation techniques based on
assumptions that are not supported by prices from current market transactions or observable market data.

A number of factors such as bid-offer spread, credit profile, servicing costs of portfolios and model uncertainty
are taken into account, as appropriate, when values are calculated using valuation techniques.

If the fair value of a financial asset measured at fair value becomes negative, it is recorded as a financial liability
until its fair value becomes positive, at which time it is recorded as a financial asset, or it is extinguished.

Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances originated by the group which are not
intended to be sold in the short term and have not been classified either as held for trading or designated at fair
value through profit and loss. Loans and advances are recognised when cash is advanced to borrowers and are
derecognised when either borrowers repay their obligations, or the loans are sold or written off. They are initially
recorded at fair value plus any directly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less impairment losses.
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(f) Loan impairment

Losses for impaired loans are recognised promptly when there is objective evidence that impairment of a loan or
portfolio of loans has occurred. Impairment losses are calculated on individual loans and on loans assessed
collectively. Losses expected from future events, no matter how likely, are not recognised.

Individually assessed loans

At each balance sheet date, the group assesses on a case-by-case basis whether there is any objective
evidence that a loan is impaired. This procedure is applied to all accounts that are considered individually
significant. In determining impairment losses on these loans, the following factors are considered:

— the group’s aggregate exposure to the customer;

— the viability of the customer’s business model and its capability to trade successfully out of financial
difficulties and generate sufficient cash flow to service its debt obligations;

— the amount and timing of expected receipts and recoveries;
— the likely dividend available on liquidation or bankruptcy;

— the extent of other creditors’ commitments ranking ahead of, or pari passu with, the group and the
likelihood of other creditors continuing to support the company;

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

— the realisable value of security (or other credit mitigants) and likelihood of successful repossession;
— the likely deduction of any costs involved in recovery of amounts outstanding;

— the ability of the borrower to obtain, and make payments in, the currency of the loan if not local
currency; and

— when available, the secondary market price of the debt.

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

Collectively assessed loans

Impairment is assessed on a collective basis in two different scenarios:

—  for loans subject to individual assessment, to cover losses which have been incurred but have not yet
been identified; and

—  for homogeneous groups of loans that are not considered individually significant, where there is
objective evidence of impairment.
Incurred but not yet identified impairment

Individually assessed loans for which no evidence of loss has been identified are grouped together according
to their credit risk characteristics for the purpose of calculating an estimated collective loss. This arises from
impairment at the balance sheet date which will only be individually identified in the future.

The collective impairment allowance is determined after taking into account:

— historical loss experience in portfolios of similar credit risk characteristics (for example, by industry
sector, loan grade or product);

— the estimated period between impairment occurring and the loss being identified and evidenced by the
establishment of an appropriate allowance against the individual loan; and
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— management’s experienced judgement as to whether current economic and credit conditions are such
that the actual level of inherent losses is likely to be greater or less than that suggested by historical
experience.

The period between a loss occurring and its identification is estimated by local management for each
identified portfolio.

Homogeneous groups of loans

For homogeneous groups of loans that are not considered individually significant, two alternative methods
are used to calculate allowances on a portfolio basis:

—  When appropriate empirical information is available, the group utilises roll rate methodology. This
methodology employs a statistical analysis of historical trends of the probability of default and the
amount of consequential loss, assessed at each time period for which the customer’s contractual
payments are overdue. The estimated loss is the difference between the present value of expected future
cash flows, discounted at the original effective interest rate of the portfolio, and the carrying value of
the portfolio. Other historical data and current economic conditions are also evaluated when calculating
the appropriate level of allowance required to cover inherent loss. In certain highly developed markets,
sophisticated models also take into account behavioural and account management trends as revealed in,
for example, bankruptcy and rescheduling statistics.

— In other cases, when the portfolio size is small or when information is insufficient or not reliable enough
to adopt a roll rate methodology, the group adopts a formulaic approach which allocates progressively
higher percentage loss rates in line with the period of time for which a customer’s loan is overdue. Loss
rates are calculated from the discounted expected future cash flows from a portfolio.

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

Loan write-offs

Loans (and the related impairment allowance accounts) are normally written off, either partially or in full,
when there is no realistic prospect of recovery of these amounts and, for collateralised loans, when the
proceeds from realising the security have been received.

Reversals of impairment

If the amount of an impairment loss decreases in a subsequent period, and the decrease can be related
objectively to an event occurring after the impairment was recognised, the excess is written back by
reducing the loan impairment allowance account accordingly. The reversal is recognised in the income
statement.

Assets acquired in exchange for loans

Non-financial assets acquired in exchange for loans in order to achieve an orderly realisation are recorded as
assets held for sale and reported in ‘Other assets’. The asset acquired is 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 is provided in respect of assets held for sale. Any subsequent write-down of the
acquired asset to fair value less costs to sell is recorded as an impairment loss and included in the income
statement. Any subsequent increase in the fair value less costs to sell, to the extent this does not exceed the
cumulative impairment loss, is recognised in the income statement.

Renegotiated loans

Personal loans, which are generally subject to collective impairment assessment, whose terms have been
renegotiated, are no longer considered to be past due or impaired but are treated as new loans only after the
minimum required number of payments under the new arrangements have been received.

Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject to
ongoing review to determine whether they remain impaired or are considered to be past due.

31



HSBC BANK PLC

Notes on the Financial Statements (continued)

(g)

(h)

Trading assets and trading liabilities

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

Financial instruments designated at fair value

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

— eliminates or significantly reduces valuation or recognition inconsistencies that would otherwise arise from
measuring financial assets or financial liabilities, or recognising gains and losses on them, on different
bases. Under this criterion, the main classes of financial instruments designated by the group are:

Long-term debt securities — The interest payable on certain fixed rate long-term debt securities in issue and
subordinated liabilities has been matched with receive/pay variable interest rate swaps as part of a
documented interest rate risk management strategy. An accounting mismatch would arise if the debt
securities in issue were accounted for at amortised cost, because the related derivatives are measured at fair
value with movements in the fair value taken through the income statement. By designating the long-term
debt at fair value, the movement in the fair value of the long-term debt will be recorded in the income
statement.

Financial assets and financial liabilities under investment contracts — These are managed on a fair value
basis and management information is also prepared on this basis. Liabilities to customers under linked
contracts are determined based on the fair value of the assets held in the linked funds, with changes shown
in the income statement. Liabilities to customers under other types of investment contracts would be shown
at amortised cost. If 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.
Designation at fair value of the financial assets and liabilities under investment contracts allows the fair
value movements in fair values to be recorded in the income statements and presented in the same line.

— applies to groups of financial assets, financial liabilities or combinations thereof that are managed, and their
performance evaluated, on a fair value basis in accordance with a documented risk management or
investment strategy, and where information about the groups of financial instruments is reported to
management on that basis. Under this criterion, certain financial assets held to meet liabilities under
insurance contracts are the main class of financial instrument so designated. The group has documented risk
management and investment strategies designed to manage such assets at fair value, taking into
consideration the relationship of assets to liabilities in a way that mitigated market risks. Reports are
provided to management on the fair value of the assets. Fair value measurement is also consistent with the
regulatory reporting requirements under the appropriate regulations for these insurance operations.

— relates to financial instruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments, including certain debt issues and debt securities held.

The fair value designation, once made, is irrevocable. Designated financial assets and financial liabilities are
recognised on trade date, when the group enters into contractual arrangements with counterparties to purchase or
sell securities, and are normally derecognised when sold (assets) or extinguished (liabilities). Measurement is
initially at fair value, with transaction costs taken directly to the income statement. Subsequently, the fair values
are remeasured and, except for interest payable on debt securities in issue designated at fair value, gains and
losses from changes therein are recognised in ‘Net income from financial instruments designated at fair value’.
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Gains and losses arising from changes in the fair value of derivatives that are managed in conjunction with
designated financial assets or financial liabilities are also included in ‘Net income from financial instruments
designated at fair value’. Interest on these derivatives is also included in this line, except for interest on
derivatives managed with debt securities in issue designated at fair value, which is included in net interest
income. The amount of change during the period, and cumulatively, in the fair value of designated financial
liabilities and loans and receivables that is attributable to changes in their credit risk, is determined as the amount
of change in fair value that is not attributable to changes in market conditions.

Financial investments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value (Note 2(h)), are classified as ‘available-for-sale’ or ‘held-to-maturity’. Financial
investments are recognised on trade date, when the group enters into contractual arrangements with
counterparties to purchase securities, and are normally derecognised when either the transactions are sold or the
borrowers repay their obligations.

(1) Available-for-sale securities are initially measured at fair value plus direct and incremental transaction costs.
They are subsequently remeasured at fair value, and changes therein are recognised in equity in the
‘Available-for-sale reserve’ until the securities are either sold or impaired. When available-for-sale
securities are sold, cumulative gains or losses previously recognised in equity are recognised in the income
statement as ‘Gains less losses from financial investments’.

Interest income is recognised on available-for-sale securities using the effective interest rate method,
calculated over the asset’s expected life. Premiums and/or discounts arising on the purchase of dated
investment securities are included in the calculation of their effective interest rates. Dividends are
recognised in the income statement when the right to receive payment has been established. Financial
investments are recognised using trade date accounting.

At each balance sheet date an assessment is made of whether there is any objective evidence of impairment
in the value of a financial asset or group of assets. This 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 is impaired, the cumulative loss (measured as the difference between the asset’s
acquisition cost and its current fair value, less any impairment loss on that asset previously recognised in the
income statement) is removed from equity and recognised in the income statement. Reversals of impairment
losses are subject to contrasting treatments depending on the nature of the instrument concerned:

— if the fair value of a debt instrument classified as available-for-sale increases in a subsequent period,
and the increase can be objectively related to an event occurring after the impairment loss was
recognised in the income statement, the impairment loss is reversed through the income statement;

— impairment losses recognised in the income statement on equity instruments are not reversed through
the income statement.

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

Sale and repurchase agreements (including stock lending and borrowing)

When securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos’), they
remain on the balance sheet and a liability is recorded in respect of the consideration received. Securities
purchased under commitments to sell (‘reverse repos’) are not recognised on the balance sheet and the
consideration paid is recorded in ‘Loans and advances to banks’ or ‘Loans and advances to customers’ as
appropriate. The difference between the sale and repurchase price is 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 is not normally reflected on the balance
sheet. Cash collateral advanced or received is recorded as an asset or a liability respectively.
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(k)

Securities borrowed are not recognised on the balance sheet, unless they are sold to third parties, in which case
the obligation to return the securities is recorded as a trading liability and measured at fair value, and any gains
or losses are included in ‘Net trading income”’.

For repos and security lending, if the counterparty has the right to sell or repledge the securities transferred, the
securities are presented separately on the balance sheet from assets that may not be repledged or resold by a
counterparty.

Derivatives and hedge accounting

Derivatives are recognised initially, 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 (‘OTC’) derivatives
are obtained using valuation techniques, including discounted cash flow models and option pricing models.

In the normal course of business, the fair value of a derivative on initial recognition is the transaction price (i.e.
the fair value of the consideration given or received). In certain circumstances, however, the fair value will be
based on other observable current market transactions in the same instrument, without modification or
repackaging, or on a valuation technique whose variables include only data from observable markets, such as
interest rate yield curves, option volatilities and currency rates. When such evidence exists, the group recognises
a trading profit or loss on inception of the derivative. When unobservable market data have a significant impact
on the valuation of derivatives, the entire initial charge in fair value indicated by the valuation model is not
recognised immediately in the income statement. It is instead recognised over the life of the transaction on an
appropriate basis, or is recognised in the income statement when the inputs become observable, or when the
transaction matures or is closed out.

Derivatives may be embedded in other financial instruments, for example, a convertible bond with an embedded
conversion option. Embedded derivatives are treated as separate derivatives when their economic characteristics
and risks are not clearly and closely related to those of the host contract; the terms of the embedded derivative
are the same as those of a stand-alone derivative; and the combined contract is 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 in the income statement.

Derivatives are classed as assets when their fair value is positive, or as liabilities when their fair value is
negative. Derivative assets and liabilities arising from different transactions are only offset if the transactions are
with the same counterparty, a legal right of offset exists, and the parties intend to settle the cash flows on a net
basis.

The method of recognising fair value gains or losses depends on whether derivatives are held for trading or are
designated as hedging instruments, and if the latter, the nature of the risks being hedged. All gains and losses
from changes in the fair value of derivatives held for trading are recognised in the income statement. When
derivatives are designated as hedges, the group classifies them as either: (i) hedges of the change in fair value of
recognised assets or liabilities or firm commitments (‘fair value hedges’); (ii) hedges of the variability in highly
probable future cash flows attributable to a recognised asset or liability, or a forecast transaction (‘cash flow
hedges’); or (iii) hedges of net investments in a foreign operation (‘net investment hedges’). Hedge accounting is
applied to derivatives designated as hedging instruments in 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 items, its risk 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 risks in the fair values or cash flows of the hedged items. Interest on designated qualifying hedges
is included in ‘Net interest income’.
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Fair value hedge

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

If a hedging relationship no longer meets the criteria for hedge accounting, the cumulative adjustment to the
carrying amount of the hedged item is amortised to the income statement based on a recalculated effective
interest rate over the residual period to maturity, unless the hedge item has been derecognised whereby it is
released to the income statement immediately.

Cash flow hedge

The effective portion of changes in the fair value of derivatives that are designated and qualify as cash flow
hedges are recognised in equity within the cash flow hedging reserve. Any gain or loss in fair value relating to an
ineffective portion is recognised immediately in the income statement.

Amounts accumulated in equity are recycled to the income statement in the periods in which the hedged item
will affect profit or loss. However, when the forecast transaction that is hedged results in the recognition of a
non-financial asset or a non-financial liability, the gains and losses previously deferred in equity are transferred
from equity and included in the initial measurement of the cost of the asset or liability.

When a hedging instrument expires or is sold, or when a hedge no longer meets the criteria for hedge accounting,
any cumulative gain or loss existing in equity at that time remains in equity until the forecast transaction is
eventually recognised in the income statement. When a forecast transaction is no longer expected to occur, the
cumulative gain or loss that was reported in equity is immediately transferred to the income statement.

Net investment hedge

Hedges of net investments in foreign operations are accounted for similarly to cash flow hedges. Any gain or
loss on the hedging instrument relating to the effective portion of the hedge is recognised in equity; the gain or
loss relating to the ineffective portion is recognised immediately in the income statement. Gains and losses
accumulated in equity are included in the income statement on the disposal of the foreign operation.

Hedge effectiveness testing

To qualify for hedge accounting, IAS 39 requires that at the inception of the hedge and throughout its life, each
hedge must be expected to be highly effective (prospective effectiveness). Actual effectiveness (retrospective
effectiveness) must also be demonstrated on an ongoing basis.

The documentation of each hedging relationship sets out how the effectiveness of the hedge is 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 in fair value or cash flows attributable to the hedged risk during the period for which the
hedge is 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 effectiveness is recognised in the income statement in ‘Net trading income’.

Derivatives that do not qualify for hedge accounting

All gains and losses from changes in the fair values of any derivatives that do not qualify for hedge accounting
are recognised immediately in the income statement. These gains and losses are reported in ‘Net trading
income’, except where derivatives are managed in conjunction with financial instruments designated at fair value
(other than derivatives related to debt issued by the group), in which case gains and losses are reported in ‘Net
income from financial instruments designated at fair value’.

Derecognition of financial assets and liabilities

Financial assets are derecognised when the right to receive cash flows from the assets has expired; or when the
group has transferred its contractual right to receive the cash flows of the financial assets, and substantially all
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the risks and rewards of ownership; or where control is not retained. Financial liabilities are derecognised when
they are extinguished, i.e. when the obligation is discharged, cancelled or expires.

(m) Offsetting financial assets and financial liabilities

(n)

(o)
()

Financial assets and financial liabilities are offset and the net amount reported in the balance sheet when there is
a legally enforceable right to offset the recognised amounts and there is an intention to settle on a net basis, or
realise the asset and settle the liability simultaneously.

Subsidiaries, associates and joint ventures

The group’s investments in subsidiaries are stated at cost less impairment losses. Reversals of impairment losses
are recognised in the income statement if there has been a change in the estimates used to determine the
recoverable amount of the investment.

Investments in associates and interests in joint ventures are recognised using the equity method, initially stated
at cost, including attributable goodwill, and are adjusted thereafter for the post-acquisition change in the group’s
share of net assets.

Unrealised gains on transactions between the group and its associates and joint ventures are eliminated to the
extent of the group’s interest in the respective associates or joint ventures. Unrealised losses are also eliminated
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.

Goodwill and intangible assets

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 identifiable assets, liabilities and
contingent liabilities acquired. By contrast, if the group’s interest in the fair value of the identifiable assets,
liabilities and contingent liabilities of an acquired business is greater than the cost to acquire, the excess is
recognised immediately in the income statement.

Intangible assets are recognised separately from goodwill when they are separable or arise from contractual or
other legal rights, and their fair value can be measured reliably.

Goodwill is allocated to cash-generating units for the purpose of impairment testing, which is undertaken at the
lowest level at which goodwill is monitored for internal management purposes. Impairment testing is performed
annually by comparing the present value of the expected future cash flows from a business with the carrying
value of its net assets, including attributable goodwill. Goodwill is stated at cost less accumulated impairment
losses which are charged to the income statement.

Goodwill on acquisitions of joint ventures or associates is included in ‘Interests in associates and joint ventures’.

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

(i1) Intangible assets include the value of in-force long-term assurance business, computer software, trade names,

customer lists, core deposit relationships, credit card customer relationships and merchant or other loan
relationships. Intangible assets are subject to impairment review if 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 annually. This impairment test may be performed at any time during the year, provided it is
performed at the same time every year. An intangible asset recognised during the current period is
tested before the end of the current year.
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— Intangible assets that have a finite useful life, 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 lives. Estimated useful life is 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(w).

Intangible assets are amortised over their finite useful lives as follows:

TTAAC NAIMES ...c.eeeiteiieiiee ettt ettt s et e st et e s et et e e st eneessess e et e eseeseense s e besseeseente s eseeneeneensensenneeseentensenne over 10 years
PUICHASEA SOTIWALE ...ttt ettt ettt b ettt ettt e bt e e b st e e be e enenneneeee over 5 years

Internally generated SOTIWATE ..........ccoueiriiiiiirieieieiecte ettt ettt ea e st saennene over 5 years
Customer/merchant relatioNShIPS ..........coueiriiriiirieiriiec ettt st between 3 and 10 years
ORET et b ettt s et et b et b et s b st h et bt et et bbb sttt be st et b et n et ntene over 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 (‘deemed cost’),
less any impairment losses and depreciation calculated to write off the assets over their estimated useful lives as
follows:

— freehold land is not depreciated; and

— buildings are depreciated at the greater of two per cent per annum on a straight-line basis or, if
leasehold, over the unexpired terms of the leases, or over their remaining useful lives.

Equipment, fixtures and fittings (including equipment on operating leases where the group is the lessor) are
stated at cost less any impairment losses and depreciation calculated on a straight-line basis to write off the
assets over their accumulated useful lives, which run to a maximum of 35 years but are generally between five
years and 20 years.

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

Property, plant and equipment is subject to an impairment review if there are events or changes in circumstance
which indicate that the carrying amount may not be recoverable.

(q) Finance and operating leases

Agreements which transfer to counterparties substantially all the risks and rewards incidental to the ownership of
assets, but not necessarily legal title, are classified as finance leases. When the group is 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 receivable is
recognised over the periods of the leases so as to give a constant rate of return on the net investment in the
leases.

When the group is a lessee under finance leases the leased assets are capitalised and included in ‘Property, plant
and equipment’ and the corresponding liability to the lessor is included in ‘Other liabilities’. A finance lease and
its corresponding liability are recognised initially at the fair value of the asset or, if lower, the present value of
the minimum lease payments. Finance charges payable are recognised over the period of the lease based on the
interest rate implicit in the lease so as to give a constant rate of interest on the remaining balance of the liability.

All other leases are classified as operating leases. When acting as lessor, the group includes the assets subject to
operating leases in ‘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 equipment is
thereby impaired. When the group is the lessee, leased 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 in ‘General and administrative expenses’ and ‘Other operating income’ respectively.
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(r)

(s)

(t)

Income tax

Income tax on the profit or loss for the year comprises current tax and deferred tax. Income tax is recognised in
the income statement except to the extent that it relates to items recognised directly in shareholders’ equity, in
which case it is recognised in shareholders’ equity.

Current tax is the tax expected to be payable on the taxable profit for the year, calculated using tax rates enacted
or substantially enacted by the balance sheet date, and any adjustment to tax payable in respect of previous years.
Current tax assets and liabilities are offset when the group intends to settle on a net basis and the legal right to
set-off exists.

Deferred tax is recognised on temporary differences between the carrying amounts of assets and liabilities in the
balance sheet and the amounts attributed to such assets and liabilities for tax purposes. Deferred tax liabilities are
generally recognised for all taxable temporary differences and deferred tax assets are recognised to the extent it
is probable that future taxable profits will be available against which deductible temporary differences can be
utilised.

Deferred tax is calculated using the tax rates expected to apply in the periods in which the assets will be realised
or the liabilities settled. Deferred tax assets and liabilities are offset when they arise in the same tax reporting
group and relate to income taxes levied by the same taxation authority, and when a legal right to set off exists in
the entity.

Deferred tax relating to actuarial gains and losses on post-employment benefits is recognised directly in equity.
From 1 January 2005, deferred tax relating to fair value remeasurement of available-for-sale investments and
cash flow hedges which are charged or credited directly to equity, is also credited or charged directly to equity
and is subsequently recognised in the income statement when the deferred fair value gain or loss is recognised in
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 to 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 costs recognised for funding defined benefit plans are determined using the Projected Unit Credit Method,
with annual actuarial valuations performed on each plan. Actuarial differences that arise are recognised in
shareholders’ equity and presented in the ‘Statement of recognised income and expense’ in the period in which
they arise. All cumulative actuarial gains and losses on defined benefit plans as at 1 January 2004 were
recognised in equity at the date of transition to IFRSs. 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 period until
the benefits vest. Current service costs and any past service costs, together unwinding of the discount on plan
liabilities less the expected return on plan assets, are charged to operating expenses.

The defined benefit liability recognised in the balance sheet represents the present value of defined benefit
obligations adjusted for unrecognised past service costs and reduced by the fair value of plan assets. Any net
defined benefit surplus limited to unrecognised past service costs plus the present value of available refunds and
reductions in future contributions to the plan.

The costs of providing other post-employment benefits such as post-employment health-care are accounted for
on the same basis as defined benefit plans.

Equity compensation plans

Shares in HSBC Holdings plc 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 is awarded to an
employee on commencement of employment with the group, and the employee must complete a specified period
of service before the inducement vests, the expense is spread over the period to vesting. As these awards are
made by the group a liability for the shares is recognised on balance sheet over the vesting period, at fair value.
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(u)

(v)

Share option awards are granted by HSBC Holdings to group employees and are satisfied by HSBC Holdings
transferring shares to the employees.

The compensation expense of share options charged to the income statement is credited to the share-based
payment reserve over the vesting period. Compensation expense is determined by reference to the fair value of
the options on grant date, and the effect of any non-market vesting conditions such as option lapses. An option
may lapse if, for example, an employee ceases to be employed by the group before the end of the vesting period.
Estimates of future such employee departures are taken into account when accruing the cost during the service
period.

The cost of bonuses awarded in respect of past service, by which an employee is required to complete a specified
period of future service to be entitled to the award, is spread over the period of service rendered to the vesting
date.

Foreign currencies

Items included in the financial statements of each of the group’s entities are measured using the currency of the
primary economic environment in which the entity operates (‘the functional currency’). The consolidated
financial statements of HSBC Bank plc are presented in sterling, which is the group’s presentation currency.

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on
the date of the transaction. Monetary assets and liabilities denominated in foreign currencies are translated into
the functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange
differences are included in the income statement. Non-monetary assets and liabilities that are measured in terms
of historical cost in a foreign currency are translated into the functional currency using the rate of exchange at
the date of the initial transaction, except for goodwill and fair value adjustments arising on consolidation, which
are translated into the functional currency using the rate of exchange ruling at the balance sheet date. Non-
monetary assets and liabilities measured at fair value in a foreign currency are translated into the functional
currency using the rate of exchange at the date the fair value was determined.

The results of branches, subsidiaries, joint ventures and associates not reporting in sterling are translated into
sterling at the average rates of exchange for the reporting period. Exchange differences arising from the
retranslation of opening foreign currency net investments, and exchange differences arising from retranslation of
the result for the reporting period from the average rate to the exchange rate prevailing at the period end, are
accounted for in a separate foreign exchange reserve. Exchange differences on a monetary item that is part of a
net investment in a foreign operation are recognised in the income statement of the separate subsidiary financial
statements. In consolidated financial statements these exchange differences are recognised in the foreign
exchange reserve in shareholders’ equity. In accordance with IFRS 1, the group has set the cumulative exchange
differences for all foreign operations to zero at the date of transition to IFRSs. On disposal of a foreign operation,
exchange differences relating thereto and previously recognised in reserves are recognised in the income
statement.

Provisions

Provisions are recognised when it is 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 reliable estimate can be made of the
amount of the obligation.

(w) Insurance contracts

Through its insurance subsidiaries, the group issues contracts to customers that contain insurance risk, financial
risk or a combination thereof. A contract under which the group accepts significant insurance risk from another
party by agreeing to compensate that party on the occurrence of a specified uncertain future event, is classified as
an insurance contract. An insurance contract may also transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant.
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(x)

Insurance contracts are accounted for as follows:

Premiums

Gross insurance premiums for non-life insurance business are reported as income over the term of the insurance
contract attributable to the risks borne during the accounting period. The unearned premium or the proportion of
the business underwritten in the accounting year relating to the period of risk after the balance sheet date is
calculated on a daily or monthly pro rata basis.

Premiums for life assurance are accounted for when receivable, except in unit-linked business where premiums
are accounted for when liabilities are established.

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

Claims and reinsurance recoveries

Gross insurance claims for non-life insurance business include paid claims and movements in outstanding claims
reserves. The outstanding claims reserves are based on the estimated ultimate cost of all claims made but not
settled at the balance sheet date, whether reported or not, together with related claim handling costs and a
reduction for the expected value of salvage and other recoveries. Reserves for claims incurred but not reported
are made on an estimated basis, using appropriate statistical techniques.

Gross insurance claims for life insurance contracts reflect the total cost of claims arising during the year,
including claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration.
The liabilities under non-linked life insurance contracts (long-term business provision) are calculated by each
life insurance operation based on local actuarial principles. The liabilities under unit-linked life insurance
contracts are at least equivalent to the surrender or transfer value which is calculated by reference to the value of
the relevant underlying funds or indices.

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

Present value of in-force long-term insurance business

A value is placed on insurance contracts that are classified as long-term insurance business and are in force at the
balance sheet date.

The present value of in-force long-term insurance business is determined by discounting future earnings
expected to emerge from business currently in force using appropriate assumptions in assessing factors such as
recent experience and general economic conditions. Movements in the value of in-force long-term insurance
business are included in ‘Other operating income’ on a gross of tax basis.

Investment contracts

Customer liabilities under non-linked and unit-linked investment contracts and the linked financial assets are
measured at fair value, and the movements in fair value are recognised in the income statement in ‘Net income
from financial investments designated at fair value’. Premiums receivable and amounts withdrawn are accounted
for as increases or decreases in the liability recorded in respect of investment contracts.

Investment management fees receivable are recognised in the income statement over the period of the provision
of the investment management services.

The incremental costs directly related to the acquisition of new investment contracts or renewing existing
investment contracts are capitalised and amortised over the period during which the investment management
services are provided.
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(y) Debt securities in issue and subordinated liabilities

Debt securities in issue are initially measured at fair value, which is normally the consideration received net of
directly attributable transaction costs incurred. Subsequent measurement is 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, unless the securities are designated at fair value

(Note 2(h)).

(z) Share capital

Shares are classified as equity when there is no contractual obligation to transfer cash or other financial assets.
Incremental costs directly attributable to the issue of equity instruments are shown in equity as a deduction from
the proceeds, net of tax.

(aa) Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly liquid investments that are
readily convertible to known amounts of cash and which are subject to an insignificant risk of change in value.
Such investments are normally those with less than three months’ maturity from the date of acquisition, and
include cash and balances at central banks, treasury bills and other eligible bills, loans and advances to banks,
and certificates of deposit.

Use of assumptions and estimates

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

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

The accounting policies that are deemed critical to the group’s IFRSs results and financial position, in terms of the
materiality of the items to which the policy is 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 impairment of customer loans and advances is described in
Note 2(f). Impairment is calculated on the basis of discounted estimated future cash flows.

Goodwill impairment

The group’s accounting policy for goodwill is described in Note 2(0). This is discussed in further detail in Note 22
‘Impairment of assets other than financial instruments’.

Valuation of financial instruments

The group’s accounting policy for valuation of financial instruments is included in Note 2 and is discussed further
within Note 17 ‘Derivatives’ and Note 31 ‘Fair value of financial instruments’.

Pensions

The assumptions used are disclosed in Note 8§ ‘Employee compensation and benefits’.

Share-based payments

The assumptions used are disclosed in Note 10 ‘Share-based payments’.
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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 in the fair value of financial assets and liabilities designated at fair value,
including liabilities under investment contracts;

—  all gains and losses from changes in the fair value of derivatives that are managed in conjunction with financial
assets and liabilities designated at fair value; and

— interest income, expense and dividend income of financial assets and liabilities designated at fair value,
liabilities under investment contracts and derivatives managed in conjunction with them, except for interest
arising on the group’s debt securities in issue and subordinated liabilities, together with the interest on
derivatives managed in conjunction with them, which is recognised in ‘Interest expense’.

2005
£m
Net income arising on:
— financial assets held to meet liabilities under insurance and investment CONLTACES ..........cceceeveueruerrerereeeenneeneenennene 783
— other financial assets designated at fair VAIUE ...........cco.coooiveiiiiveeeeeeeeeeeeeeee e 9
— derivatives managed in conjunction with financial assets designated at fair value! .............cccccooverrvereerereeerrenreennnnn. “4)
788
— financial liabilities under iINVEStMENt CONEIACES ........evuieuieriertertirietieieiesteeeeete ettt et et estessesseete et ensensesseeseeneenaesensenne (500)
— own debt securities in issue and subordinated liabilities’ (60)
— other financial liabilities designated at fair value ..... et . (61)
— derivatives managed in conjunction with financial liabilities designated at fair value ...........cccoeovrieniincneineinene 3
(618)
Net income arising on financial instruments designated at fair Value ........c..ccceoveriiinieiiiinnineeeeee e 170

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

2 Gains and losses from changes in the fair value of own debt securities in issue and subordinated liabilities may arise from changes
in own credit risk. In 2005, the group recognised a £22 million loss on changes in the fair value of these instruments arising from
changes in own credit risk.

5 Net earned insurance premiums

2005
Life Life
Non-life insurance insurance
insurance (non-linked) (linked) Total
£m £m £m £m
Gross Written Premitums ........coeeeeeeereeeeerveereneeeneenss 200 381 92 673
Movement in unearned premiums .............ccoeceeveeenne. (12) (14) - (26)
Gross earned Premiums .........cccceeeeveeeeerererereeeneenes 188 367 92 647
Gross written premiums ceded to reinsurers .............. (56) (145) ) (208)
Reinsurers’ share of movement in unearned
PICIIUMS .v.voveveceeescecee e eenes @ - - a)
Reinsurers’ share of gross earned premiums ............. (57) (145) ) (209)
Net earned Premiums .........ecveeeveiererieesrerieeseereenennns 131 222 85 438
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Net insurance claims incurred and movement in policyholders’ liabilities

2005
Life Life
Non-life insurance insurance
insurance (non-linked) (linked) Total
£m £m £m £m
Claims, benefits and surrenders
PAIA e 79 92 134 305
Movement in ProViSIONS .........cccceeveeervereeeriereserieesieenns 3) (129) 42 90)
Gross claims incurred and
movement in policyholder liabilities .............cccceeene. 76 (37) 176 215
Reinsurers’ share of claims,
benefits and surrenders paid ..........ccocovveerrerieiereiennns 35) (56) 6) (C))
Reinsurers’ share of movement
10 PIOVISIONS ..ottt sttt 5 111 “4) 112
Reinsurers’ share of claims
incurred and movement in policyholder liabilities ..... 30) 55 (10) 15
Net insurance claims incurred
and movement in policyholder liabilities ................... 46 18 166 230

Net operating income

Net operating income for the year ended 31 December 2005 is stated after the following items of income, expense,
gains and losses:

2005
£m
Income
Interest on financial instruments, excluding interest on financial liabilities held for trading
or designated at fair value 11,056
Interest recognised on impaired financial assets 6
Fees earned on financial assets that are not held for trading or designated at fair value and that are not
included in their effECtiVE INTEIESt TALES ........c.eivuiieuiierieiieeeeeeeeete et et eteeete e et e et e et e e v e eveereeeveeeseeeseeeseeeaeeenseeaseenseennes 2,457
Fees earned on trust and other fiduciary activities where the group holds or invests assets
0N DEhAlf Of ItS CUSTOMIETS ......oueiiiiiiiiiciiiiiict ettt eb e 836
Gains on sale of subsidiaries, associates and joint ventures 487
Expense
Interest on financial instruments, excluding interest on financial liabilities held for trading
OF deSIZNALEA At TAIT VAIUE ....eouieiiiiiie ettt sttt et s e et e e bt e aeese et et e b e ss e e bt eneeneensensensesneeneeneas 7,014
Fees payable on financial assets or liabilities that are not held for trading or designated at fair value
and that are not included in their effective INTETEST TALES .......c.coevveuirieiiiiiiirieirtcee ettt 275
Fees payable relating to trust and other fiduciary activities where the group holds or
invests assets on behalf of 1tS CUSTOMETS ...........ccoouiiiiiiiiiiiiiii e 80
Gains/(losses)
Gain/(loss) on disposal or settlement of 10ans and aAVANCES ...........ceririririeiriiririiieree ettt 11
Impairment losses on:
— 108NS AN AAVANCES ..ottt b bttt b ettt 807
— available-for-sale financial INVESIMENLES ..........ccocirieiriiriiinieieeie ettt ettt st ea et ae e s 8
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8 Employee compensation and benefits

The group 2005 2004
£m £m
Wages aNd SALATIES ......eveuiieiieiiietirteet ettt ettt ettt b et b et b ettt s et be st ben 2,909 2,576
Social security costs ........ 382 361
Post-employment benefits 333 408
3,624 3,345
The bank 2005 2004
£m £m
Wages and SAIATIES ......cc.evuieieiiieieeeete ettt ettt ettt n e ne et b ae b eneenes 1,710 1,563
SOCIAL SECUIILY COSES ..euviuietirieiiteiietiiet ettt sttt ettt ettt b ettt bbb e e bt s e bt ese et eeebeee 170 163
Post-employment DENETILS .........ccoeeriiiriiiririeiricieerceeee ettt sttt 261 351
2,141 2,077

The average number of persons employed by the group during the year was as follows:
2005 2004
UK PFS, CIBM and Commercial Banking.............ccoceririririeienenineeieieee e eeeeenes 48,615 47,856
International Banking ... 8,149 6,801
France ......cccoevenennee. . 14,183 14,066
Private BanKing .........coooireiiiniiieie ettt ettt st 3,581 3,858
HSBC Trinkaus & Burkhardt ...........cccooiiiiiiiiieeecee e 1,749 1,643
TOTAL ettt b ettt h et b et b bbb sttt e b et b et e st be st eaen 76,277 74,224

(a) Post-employment benefit plans

(i)

(ii)

Pension plans

The group’s total pension cost was £325 million (2004: £402 million), of which £252 million (2004: £339
million) relates to defined benefit plans.

Progressively the group has been moving to defined contribution plans for all new employees. The pension
cost of defined contribution plans was £73 million (2004: £63 million).

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

Healthcare benefits plans

The group also provides post-employment healthcare benefits under plans in the United Kingdom and
France, which are unfunded. Post-employment healthcare benefits plans are accounted for in the same
manner as defined benefit pension plans. The plans are reviewed at least annually or in accordance with
local practice and regulations by qualified actuaries. The actuarial assumptions used to calculate the defined
benefit obligations and related current service cost vary according to the economic conditions of the
countries in which they are situated. The group’s total healthcare cost was £8 million (2004: £6 million).
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(b) Post-employment defined benefit plan principal actuarial assumptions

The principal actuarial financial assumptions used to calculate the defined benefit pension plans and post-
employment healthcare benefits at 31 December 2005, which will form the basis for measuring the 2006

periodic costs, were:

Discount

rate

%

At 31 December 2005

UK e 4.75
France ......ccoooeviieiieeeeeee e 4.10
GEIMANY ...ttt eae e ne 4.00
SWItZerland .........cccoeveeieiiieiecee s 2.25

Rate of
increase for
pensions in

payment
and
Inflation deferred
assumption pension
% %

2.70 2.70

2.00 2.00

2.00 2.00

1.50 n/a

Rate  Healthcare
of pay cost trend
increase rates
% %

3.20 6.70

3.00 6.00

3.00 n/a

2.25 n/a

The group determines discount rates in consultation with its actuary based upon the current average yield of high
quality (AA rated) debt instruments, with maturities consistent with that of the pension obligation. The expected
rate of return on plan assets is determined in consultation with the group’s actuaries, based on historical market
returns, adjusted for additional factors such as the current rate of inflation and interest rates.

The principal actuarial financial assumptions used to calculate the defined benefit pension plans and post
employment healthcare benefits at 31 December 2004, which formed the basis for measuring the 2005 periodic

costs, were as follows:

Discount
rate
%

At 31 December 2004
UK ettt 5.30
France . 4.50
Germany .. . 4.50
SWItZErland .........oceeeveviiiiiieieieiece e 3.25

Rate of
increase for
pensions in

payment

and

Inflation deferred
assumption pension
% %

2.70 2.70

2.00 2.00

1.50 1.50

1.50 n/a

Rate  Healthcare

of pay cost trend
increase rates
% %

3.20 7.70
3.50 6.00
2.50 n/a
2.25 n/a

The mortality tables and average life expectancy at 65 used at 31 December 2005 were as follows:

Mortality table

PA92U2005

TPG93

EVK2000 (3% loading)
Heubeck 2005 G

45

Life expectancy at
age 65 for a male
member currently:

Life expectancy at
age 65 for a female
member currently:

Aged 65 Aged 45
19.53 20.89
23.02 25.32
18.30 18.30
18.06 20.84

Aged 65 Aged 45
22.57 23.86
23.02 25.32
21.21 21.21
22.20 24.85
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The mortality tables and average life expectancy at 65 used at 31 December 2004 were as follows:

Life expectancy at
age 65 for a male

Life expectancy at
age 65 for a female

Mortality table member currently: member currently:
Aged 65 Aged 45 Aged 65 Aged 45
UK e PA92U2002 19.26 20.72 22.31 23.71
FIance ......cccoeeeveveieeneeincseccseeeeneee TPG93 23.02 25.32 23.02 25.32
Switzerland.........c.cccceeeeeeiiiniinne EVK2000 (3% loading) 18.30 18.30 21.21 21.21
GEIMANY ...ttt Heubeck Richttafeln 17.67 17.67 21.19 21.19
(c) Defined benefit pension plans

Value recognised in the balance sheet

At 31 December 2005

HSBC Bank (UK) Pension
Scheme Other plans
Expected Expected
rate of rate of
return Value return Value
% £m % £m
EQUILIES .euveeveieiiiieicice ettt 8.0 4,753 6.6 119
BONAS .ot 4.3 3,041 4.7 120
Property .. 6.5 895 6.0 1
OLhET ..o 3.6 1,418 4.5 164
Fair value of plan assets ..........ccccoovvvveviereneneneneeienns 10,107 404
Present value of funded obligations .............ccccceevveenneee. (11,961) (597)
Present value of unfunded obligations — )
Defined benefit obligation ............ccceeciriniicininicennn. (11,961) (601)
Unrecognised past SErviCe COSt ........veverueriereereenerianenns - 1
Net Hability .....coceioivieeiiiiciiccceece (1,854) (196)
At 31 December 2004
HSBC Bank (UK) Pension
Scheme Other plans
Expected rate Expected rate
of return Value of return Value
% £m % £m
EqQUItIES ..ot 8.1 4,508 7.0 77
BONndS ..o 4.7 2,120 43 116
Property .. 6.5 794 6.0 5
Other ..o 3.6 388 2.4 42
Fair value of plan assets .........c.cccceveveererenenecneneeennes 7,810 240
Present value of funded obligations ..........c..cccccevveeennnee (10,335) (381)
Present value of unfunded obligations ...........c.cccceenene. — (124)
Defined benefit obligation ...........cccoceeveevevveenccnecnnnne (10,335) (505)
Unrecognised past SErvice COSt .....c.eeerueerereriereeereeenes — —
Net Hability ...o.ovceeireieeeirccecc e (2,525) (265)
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Changes in the present value of the defined benefit obligation

2005 2004
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Plan plans Plan plans

£m £m £m £m

At 1January ......oceceeeveieneneneeeee e 10,335 505 9,308 465
Current SErViCe COSE ..c..everveurruenieminieirieeerereeneenenes 211 23 190 17
INEETeSt COSt vt 540 20 503 20

Contributions by employees . - - - 1
Actuarial losses ............... . 1,126 68 522 9
Benefits paid ........ccccooreeininiin " 297) 22) (321) 21
Past service cost — vested immediately ................ - 2) - (6)
Past service cost — unvested benefits ................... - 2 - -
ACQUISTHONS ..ot 46 10 - -
Curtailments ..........ccoceeeverierieveieieieiese e - ?2) 133 2)
Exchange and other movements ............c.cocco..... - (1) - 22
At 31 December .......ccooooveueeininiiiiiieeeene 11,961 601 10,335 505

Changes in the fair value of plan assets
2005 2004
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Plan plans Plan plans

£m £m £m £m

At 1 JaNUATY ..c.oooiiiciiieicccceeeee e 7,810 240 7,190 225
Expected return ............... . 525 15 506 10
Contributions by the group .. 1,132 131 158 8
Contributions by employees ..........cccocevverererenne - 5 - 4
Experience gains/(10SS€S) .......ccceeveevveruerieriereanens 905 9 276 (20)
Benefits paid .......cococcoeiniieiieeee 297) (6) (320) (6)
ACQUISTHONS ...oveneiireiiiiieiiricieiereceee e 32 11 - -
Exchange and other movements ............ccccoeeueee — (1) — 19
At 31 DeCember .......cccoovvvueueininiiciineeeeene 10,107 404 7,810 240

The actual return on plan assets for the year-ended 31 December 2005 was £1,454 million (2004: £772 million).
The group expects to make £150 million of contributions to defined benefit pension plans during 2006.

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

2005 2004
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Plan plans Plan plans

£m £m £m £m

Current SErvViCe COSE ..c..eververruerierinieirieierereeneenenes 211 23 190 17
INEETeSt COSt v 540 20 503 20
Expected return on plan assets .........c..coceceeeeenne (525) (15) (506) (10)
Past SEIVICE COSt .vvevrrriieriiiiiiriieieieeie e - ?2) - 6)
(Gains)/losses on curtailments and settlements ... — — 133 (2)
Total net EXPEnSe .......cceeevveerverveereneeeneeeennenens 226 26 320 19
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(d)

Summary
2005 2004
HSBC Bank HSBC Bank
(UK) Pension Other (UK) Pension Other
Plan plans Plan plans
£m £m £m £m
Defined benefit obligation ............cccoceeveverueeencnnne (11,961) (601) (10,335) (505)
Plan aSSEts ....c.ocoveevuieiiiieiieeieeeeeee et 10,107 404 7,810 240
Net defiCit ...c.coeeeiiiiieecrr e (1,854) 197) (2,525) (265)
Experience gains on plan liabilities ..................... 40 3 219 0
Experience gains/(losses) on plan assets 905 9 276 (20)
Gains/(losses) from changes in actuarial
ASSUMPLIONS ...ttt eeeeeeeneeeeneesee e (1,166) (71) (741) 9)
Total net actuarial 10SS€S.........cccvevverveeeereiennne. (221) (59) (246) (29)
Total net actuarial losses recognised in equity to date are £555 million.
Post-employment healthcare benefits plans
Value recognised in the balance sheet
2005 2004
£m £m
Present value of unfunded obligations .............ccccceeiviiiiiiniiiiiiinicccc s (168) (145)
NEt HADIIILY ottt (168) (145)
Changes in the present value of the defined benefit obligation
2005 2004
£m £m
AL T JANUATY 1ottt st ettt et e sttt sne e st et et e beste bt et e s et ennenne 145 144
CUITENE SEIVICE COST ...uvenretiienitinietirteeieteteteetestet ettt s te st ebesees e et et benseseebeseebeneeseebeneebenteseasensene 1 -
INEEIEST COSE .viniiiitinieiirteietee ettt ettt sttt a e sa et se et eue e 7 6
ACTUATIAL LOSSES ....veuveiiinietirteitet ettt ettt ettt b ettt ettt sttt be e 22 2
Benefits paid .......cccceveiennnne. (@) (6)
Exchange and other MOVEMENLS ..........cc.coieuirieiriinieiirieieienieiteteeei ettt — (1)
AL 31 DECEIMDET ....c.cuiiiiiiiiieieteieet ettt ettt ettt et st 168 145

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

CUITENE SEIVICE COSE 1.vviurieitierieiriesteeeteeeseeesseesteeseeseesseesseesseesseesssesssesssesssesssessens
TNEEIEST COS .nviiniiiniieiieii ettt ettt st e e e beebeebeebeenaeas

TOtAl EXPEIISE ...vvevveuieeietieiieitete ettt te ettt ettt ettt st ese et et sbeeseeneeneensennenes

Summary

Defined benefit Obligation ............cccoeirerieirienieinieiree et
NEE AETICTE ettt s

Experience losses on plan labilities ..........ccceveveereininieineiienececeeecseee
Losses from changes in actuarial asSUMPLONS..........ccevereeierieriereseeeieieieeeees

Total net actuarial losses
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2005 2004
£m £m

1 _

7 6

8 6

Year ended 31 December

2005 2004
£m £m
(168) (145)
(168) (145)
- @
(22) @
(22) 2)




(e)

Total net actuarial losses recognised in equity to date are £24 million.

The actuarial assumptions of the healthcare cost trend rates have a significant effect on the amounts recognised.
A one percentage point change in assumed healthcare cost trend rates would have the following effects on
amounts recognised in 2005:

1% increase 1% decrease

£m £m

Increase/ (decrease) on the aggregate of the current service cost and interest cost ................ 2 (1)
Increase/ (decrease) on defined benefit Obligation ...........cccoeeveeierieneierieieeereeeeeee 30 (24)

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 I of Schedule 6 of the
Companies Act were:

2005 2004
£000 £000
B S ettt ettt et 384 320
Salaries and Other €MOIUMENTS ..........c..ccvieuiiiiiiiicieecie ettt et ettt e e e e eaaeeeaeeaneas 1,603 1,330
BOMUSES' ... vevteieeeeseeets ettt ettt 2,518 2,882
4,505 4,532
Gains on the exercise of Share OPtIONS .........ccceviririieierieriesert e 222 8
Vesting of Restricted Share Plan awards ..........c.cccoeoiiinieiieninineeceseeieeesieeeeeee 410 455

1 In return for the prior waiver of bonus, the employer contribution into the pension schemes of two Directors has been increased
by the amount of £2.024 million (2004: £1.459 million).

In aggregate, awards of £3,650,000 (2004: £8,925,000) will be made to four Directors under long-term incentive
plans in respect of 2005.

Retirement benefits accrue to five Directors under defined benefit schemes and to two Directors under money
purchase schemes.

In addition, there were payments under retirement benefit agreements with former Directors of £677,661 (2004:
£595,539), including payments in respect of unfunded pension obligations to former Directors of £394,716
(2004: £367,000). The provision as at 31 December 2005 in respect of unfunded pension obligations to former
Directors amounted to £3,848,000 (2004: £4,134,000). During the year, aggregate contributions to pension
schemes in respect of Directors were £2,311,172 (2004: £2,623,000), including £2,023,782 (2004: £1,459,000)
arising from Directors' waivers of bonuses.

Discretionary bonuses for Directors are based on a combination of individual and corporate performance and are
determined by the Remuneration Committee of the bank’s parent company, HSBC Holdings plc. The cost of the
conditional awards under the HSBC Holdings Restricted Share Plan 2000 is recognised through an annual
charge based on the original cost and the likely level of vesting of shares, apportioned over the period of service
to which the award relates.
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Of these aggregate figures, the following amounts are attributable to the highest paid Director:

2005
£000
B8 ettt h et eeh e e a b a e et e et e ae et e e eatesateentesabeeabeebeenbeenbeenbean -
Salaries and other eMOIUMENTS| ............o.oivioo oo 671
BIOMUSES ...ttt ettt ettt et e bt e bt et e e aeeeateeateeate e eateeateenteeabeeabeebeenbeenbeenbean -

1 In return for the prior waiver of bonus, an employer contribution of £1,818,750 has been made into a defined benefit pension
arrangement.

The gain on vesting of long-term incentive awards under the HSBC Holdings plc Restricted Share Plan 2000
attributable to the highest paid Director was £290,220. The highest paid Director did not exercise any share
options during the year.

Contributions of £1,818,750 arising from the Director's prior waiver of bonus, into a defined contribution
pension and £145,000 into a defined benefit arrangement were made by the bank in respect of service by the
highest paid Director during the year. In addition, the highest paid Director, as a member of a defined benefit
pension arrangement, was entitled to an accrued pension of £218,000 per annum with an accrued transfer value
of £4,903,000 as at 31 December 2005.

The Remuneration Committee of the bank's parent company, HSBC Holdings plc, is proposing that the highest
paid Director should receive a conditional award of HSBC Holdings plc ordinary shares with a face value of

£2 million 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 contained within the Directors' Remuneration Report of HSBC
Holdings plc.

General and administrative expenses

Auditors’ remuneration

Auditors’ remuneration in relation to statutory audit amounted to £8.8 million (2004: £7.7 million). The following
remuneration was paid by group companies to the group’s principal auditor, KPMG Audit Plc and its affiliated firms

(‘KPMG’):
2005 2004
£m £m
Audit services:
= STALUEOTY QUAIE ..ottt ettt ettt b ettt ee 8.0 7.1
— audit-related regulatory TEPOTLING ........cccceeueriruirieiriinieerteiee ettt ne 4.1 2.2
Total audit services 12.1 9.3
FUIthET QSSUTANCE SEIVICES ...vveviiuiiiiiitietietieiietestesteeteeteete et estessesseeteeseeseessessessesseeseesseseessensessesseeseans 1.3 1.2
TAX SEIVICES .uvveueeurententetesteeteentestesteteteseeeseeseeseessessensesse et eeseeseentensansesesseeseeneeseeneensensesssensensensesseaneans 0.5 0.3
Other services:
= OLHEE SEIVICES .euveutitiitieiietieie ettt ettt et et et et st ettt e st ea e s et e bt et e eneeneen et eseenesneeneeneennesneeneens 0.8 0.6
Total fees paid t0 KPMG ......ocoiiiiiiiiieeiesee ettt sttt ebesneeneens 14.7 11.4

The following is a description of the type of services included within the categories listed above:

Audit-related regulatory reporting services include services for assurance and other services that are reasonably
related to the performance of the audit or review of financial statements, including comfort letters and interim
reviews.

Further assurance services include services for advice on accounting matters, reporting on internal controls not
connected with the financial statements, due diligence work and environmental audits.

Tax services include services for tax advice.

Other services include other assurance and advisory services such as translation services, review of financial
models and advice on IT security.
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10 Share-based payments

The group has no specific share-based payment arrangements of its own and participates in HSBC Holdings plans
consisting of share-option awards and share awards.

Share option awards are granted by HSBC Holdings to group employees and are satisfied by HSBC Holdings
transferring shares to the employees on exercise.

Where an award of HSBC Holdings shares is made to a group employee by a group entity, the employing entity has
an obligation to transfer HSBC Holdings shares to the employee if the vesting conditions of the award are satisfied.
The employing entity incurs a liability in respect of the share awards recognised at fair value, remeasured at each
reporting date over the vesting period and at the date of settlement.

During 2005, £59 million was charged to the income statement in respect of equity-settled and £78 million cash-
settled share-based payment transactions (2004: £39 million and £43 million respectively). This expense was based
on the fair value of the share-based payment transactions when contracted. All of the expense arose under employee
share awards made within the group’s reward structures.

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award, are calculated using a
binomial lattice model methodology that is based on the underlying assumptions of the Black-Scholes model. When
modelling options/awards with vesting dependent on the Group's Total Shareholder Return over a period, these
performance targets are incorporated into the model using Monte-Carlo simulation. The expected life of options
depends on the behaviour of option holders, which is incorporated into the option model consistent with historic
observable data. The fair values calculated are inherently 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 in 2005
were as follows:

3-year Savings- S-year Savings-
Related Share Related Share The HSBC
Group Share Option Option Share
Option Plan Schemes Schemes Plan
Risk-free interest rate’ (%) .......ocoooorvrrvreeerierersesrenns 4.6 4.3 4.3 4.3
Expected life? (years) ........ 7.8 3 5 5
Expected volatility® (%) 20 20 20 20

1 The risk-free rate was determined from the UK gilts yield curve for Group Share Option 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 is not a single input parameter but a function of various behavioural assumptions.

3 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded
options over HSBC shares of similar maturity to those of the employee options.

Expected dividend yield was determined, denominated in US Dollars, to be 12 per cent for the first year and 8 per
cent thereafter, consistent with consensus analyst forecasts.

The average share price for 2005 was £8.89. The high mid-market price for the year was £9.50 and the low mid-
market price was £8.25 (2004: £9.54 and £7.84 respectively).

HSBC Share Plan

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

Performance share awards

Performance share awards are made to senior executives taking into account individual performance in the prior year.
Performance share awards are divided into two equal parts for testing attainment against pre-determined
benchmarking. One half is 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 is subject to an Earnings Per Share target. For each
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element of the award, shares would be released to the employee according to a sliding scale from 30 to 100 per cent
of the award, dependent upon the scale of achievement against the benchmarks and provided that a threshold has
been passed. If the threshold is not passed, O 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 minimum criteria.

2005

Number

(000)

AddItionS dUINE the YEAT .....ec.eiiiiiieietieiieiee sttt ettt ettt s ettt e s e s e b et e eseent e st e se st eebesseeseeneenseseseeeseeneeneensenses 492
FOIfRIted 1N the YEAT ...c..vitiiietiieiietee ettt b ettt b et b e bbbttt e bt s b st b et e st be st e e ebenaens -
Outstanding at 31 DECEMBET .............ovvieeiieieisse st 492

1 All the above awards relate to executives of HSBC Bank plc.
The weighted average fair value of shares awarded by the group for Performance Share Awards in 2005 was £4.93.

Restricted Share awards

Restricted Share awards are made to eligible employees for recruitment and retention purposes or as part of deferral
of annual bonus. The awards vest between one and three years from date of award.
2005
Number
(000)
Additions dUTNg the YEAT .......c.ccooiiiiiiiiiiiiiiiiiic ettt 226
FOTTRItEA 1N The YEAT ..ottt ettt et et b e st e bt e s et e b e st e et e en e en e et et e b e sseeseeneentenseseeeseeneeneensennen 12)
Outstanding at 31 DECEMDET ......ccueuevuiieiirieietiieiiteiet ettt ettt ettt ettt a e bt b et e st et e st bt st e st e b et eb et e st st et ebesbeneebeneas 214

1 The above table includes the bank employee options of 224,018,000 granted during the year and 212,046 options outstanding at 31
December 2005

The weighted average fair value of shares awarded by the group for Restricted Share Awards in 2005 was £4.93.
Share options

Share options were granted under the Rules of The HSBC Share Plan to employees in France based on their
performance in 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 and are exercisable up to
the fourth anniversary of the date of grant, after which they will lapse.

2005
Weighted
average
exercise
Number price
(000) £
Granted N the YEAT ......c.eouiiiiiiieieeseeee ettt sttt e e a e sttt ene e st e nsesbeseeeneenean 628 8.84
FOrfeited in the YEAT ......c.ceuivieuiriiietirte ettt sttt s - -
Outstanding at 31 DECEMDET .......ceoveuirieeiriiieeirieietisieietet ettt e st saesesseseesessesesseseesesseseesessesens 628 8.84

The fair value of options granted in the year as at the date of grant was £1.25. The remaining contractual life of
options outstanding at the balance sheet date is 4 years. None of these options are exercisable at the balance sheet
date.

Savings-related share option plans

The savings-related share option plans invite eligible employees to enter into savings contracts to save up to £250 per
month, with the option to use the savings to acquire shares. The aim of the plan is to align the interests of all
employees to the creation of shareholder value. The options are exercisable within six months following either the
third or the fifth anniversary of the commencement of the savings contract depending on conditions set at grant. The
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exercise price is set at a 20 per cent (2004: 20 per cent) discount to the market value at the date of grant.

2005 2004

Weighted Weighted

average average

exercise exercise

Number price Number price

(000) £ (000) £

Outstanding at 1 January .........cocccceceveeenenenenenenecnenes 30,859 5.72 22,670 5.35
Granted in the Year .........ccccoeevivevieirieeieeieeeeeeee e 10,228 6.67 10,765 6.47
Exercised in the Year ........c.ccoeoeveirinieinennce e (641) 5.55 (152) 5.37
Transferred in the Year .........cccoccevevirieiieienecerceeeee 165) 5.38 (14) 4.62
Expired in the Year .........cccoevieereinenieineece e 3,117) 5.89 (2,410) 5.57
Outstanding at 31 December’™? ...........ccocovvvverereerennnn. 37,164 5.98 30,859 5.72

1 The above table includes the bank employee options of 29,908,022 outstanding at 1 January 2005 (2004: 21,960,687), 9,846,316
options granted in the year (2004:10,484,110) and 36,005,997 options outstanding at 31 December 2005 (2004: 29,908,022)

2 The weighted average exercise price for bank employees at 1 January 2005 was £5.73 (2004: £5.35) and at 31 December 2005 was
£5.97.

The weighted average fair value of options granted in the year as at the date of grant was £2.06 (2004: £2.27). 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

2005 2004
EXEICISE PIiCE FANEE (£) .uvvimverirtinieterieiieteietetetest ettt et tes et ettt st estebe st esesbeseebeseebe st estebe e ebesbeneesennene £5.35-£6.75 £5.35-£6.75
NUMDET (000) ..ttt ettt ettt ettt a et sa et eae et nennen 37,164 30,859
Weighted average exercise price (£) 5.98 5.72
Weighted average remaining contractual life (years) 2.31 2.87
The bank

2005 2004
EXEICISE PIICE FANEE (£) ..uvveuveririinieterieiieteietetet sttt ettt ettt et st ese et e e st be s e b eseebe st estebe e ebeebeneesenene £5.35-£6.75 £5.35-£6.75
NUMDET (000) ..ttt ettt et sttt ettt sa et eae e nennen 36,006 29,908
Weighted average eXerciSe PriCe (£) «.eeververerrerieirieirierieiirieieteiettrtetete st bes ettt e ebesae e beeesenene 5.97 5.73
Weighted average remaining contractual life (YEars) .........cccoceeeverieeireniineininieinieeeeneeceeeeene 2.32 2.89

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 Senior Executives from 1996 to 2004.
The aim of the plan was to align the interests of executives to the creation of shareholder value. This was achieved by
setting certain Total Shareholder Return targets against a peer group of major banks which must normally be attained
in order for the awards to vest. No further awards will be made under this Plan following adoption of the HSBC
Share Plan in 2005.

2005 2004

Number Number

(000) (000)

Outstanding at 1 JANUATY .....coeoveriiiiieiirieieeeteee ettt st ettt et e e st e beeneeneesesseesesneenes 561 253
Additionally during the YEar ..........ccocoeiieiiiireiree et 25 308
Released in the year .......... - -
Transferred in the year 28 -
Outstanding at 31 DECEMBEI! ..........ov.ivooeeee oo 614 561

1 All the above awards relate to executives of HSBC Bank plc
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The fair value of the shares at 31 December 2005 was £9.33 (2004: £8.79).
The weighted average remaining vesting period as at 31 December 2005 was 9 months (2004: 1.78 years).

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

Achievement shares are utilised to promote widespread interest in HSBC Holdings shares among employees and to
help foster employee engagement. They are awarded to eligible employees after taking into account the employee’s
performance in the prior year. Shares are awarded without corporate performance conditions and are released to
employees after three years providing the employees have remained continuously employed by the Group for this
period.

Number of
shares
(000)

Additions dUTING the YEAr! ............coovivverveeceeeeeeeeeeeeeeeee e e e s s es e sa e es s eeonn 1,870
FOIfRIted 1N the YEAT ...c..cuiitiiietiieiietete ettt b ettt b et b et e st e st b et e bt st st e b et e st be st eneebenaens 2)

Outstanding at 31 DECEMBEL” ..........c..vverveeeeeieeeseeeeesiesseeseseseseesssesssses s eessseessessseessessssssesesseeesssessssesssesssseseee s seesons 1,868

1 Additions during the year include reinvested scrip dividends.
2 1,858,883 of the above awards relate to executives of HSBC Bank plc.

The weighted average fair value of shares awarded by the group for Achievement Share Awards in 2005 was £4.93.
Other awards made under the Restricted Share Plan

Other awards were made under the HSBC Holdings Restricted Share Plan 2000 as part deferral of annual bonus.
Awards were also made for recruitment and retention purposes. The awards generally vest from one to three years
from the date of award. Awards made under this plan ceased in May 2005. Awards of restricted shares on or after 27
May 2005 were made under the Rules of the HSBC Share Plan.

2005 2004

Number Number

(000) (000)

Outstanding at 1 January .... 34,520 -
Additionally during the year 1,489 34,520
Released in the year ............ (10,284) -
Transferred N the YEAT .......ccoiieiiiiiiie ettt be s - —
Outstanding at 31 DECEMBET ... 25,725 34,520

1 The above table includes bank employee shares of 32,207,000 outstanding at 1 January 2005 (2004: nil), 1,489,000 shares granted in
the year (2004: 31,986,000) and 25,333,000 outstanding at 31 December 2005.

The weighted average fair value of shares awarded by the group for HSBC Holdings Restricted Share Plan 2000 in
2005 was £8.60.

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
shareholder value. This was achieved by setting certain Total Shareholder Return targets which must normally be
attained in 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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2005 2004
Weighted Weighted
average average
exercise exercise
Number price Number price
(000) £ (000) £
Outstanding at 1 January ...........ccccovveioinneciinnccnnne 60,783 7.61 30,978 6.93
Granted in the Year .........ccccevevevireeiieieeseeeeeeee e 7,991 8.39 31,142 8.29
Exercised in the year ... 110) 7.69 (12) 6.91
Transferred in the Year .........c.ccccevevirieiieieneeerceeeee 164 7.71 - -
Expired in the Year .........cccoeveineirenieineecereeeene (1,438) 6.01 (1,325) 7.44
Outstanding at 31 DeCembEr™ .o 67,390 7.74 60,783 7.61

1 The above includes the bank employee awards of 34,661,292 options outstanding at 1 January 2005 (2004: 17,681,056), 36,265
options granted in the year (2004: 18,077,283) and 33,341,930 options outstanding at 31 December 2005 (2004:34,661,292).
2 The weighted average exercise price for bank employees at 1 January 2005 was £7.62 (2004: £6.93) and at 31 December 2005 was

£7.61.

The weighted average fair value of options granted in the year as at the date of grant was £1.56 (2004: £1.59). 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

2005 2004
Exercise price range (£) .......coveveerirrieeenniereenerenieeeenens £6.00-£8.00 £8.01-£10.00 £6.00-£8.00 £8.01-£10.00
Number (000) ..ot 29,378 38,012 29,769 31,014
Weighted average exercise price (£) .......ccoeeeverriecnnnnes 6.91 8.31 6.91 8.28
Weighted average remaining contractual life (years) ........ 0.33 1.54 1.33 2.33
The bank

2005 2004
Exercise price range (£) .......coveveverirriecenniereenennneeeenens £6.00-£8.00 £8.01-£10.00 £6.00-£8.00 £8.01-£10.00
Number (000) ..ot 16,354 16,988 16,775 17,887
Weighted average exercise price (£) .......ccoeveeiririecnnnnes 6.91 8.28 6.91 8.28
Weighted average remaining contractual life (years) ........ 0.33 1.32 1.33 2.32

HSBC France and subsidiary company plans

HSBC France granted share purchase and subscription offers to certain executives of HSBC France, directors and

officers, as well as to certain senior executives of subsidiaries.

Options granted between 1994 and 1999 vested upon announcement of the group’s intent to acquire HSBC France

and were therefore included in the valuation of HSBC France.

HSBC France granted 909,000 options in 2000 after the public announcement of the acquisition and these options
did not vest as a result of the change in control. The options were subject to continued employment and vested on

1 January 2002. The HSBC France shares obtained on exercise of the options are exchangeable for HSBC’s ordinary
shares of US$0.50 each in the same ratio as the Exchange Offer for Crédit 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.

55



HSBC BANK PLC

Notes on the Financial Statements (continued)

2005 2004
Weighted Weighted
average average
exercise exercise
Number price Number price
(000) € (000) €
Outstanding at 1 January ..........cccoceceoeoinvceoinineecnneens 860 142.5 862 142.5
Exercised in the Year ........cccccevveriererenenieieiesee e (94) 142.5 2) 142.5
Outstanding at 31 December ...........ccccceoveciininiccnnennnn 766 142.5 860 142.5

The weighted average remaining contractual life for options outstanding at the balance sheet date was 6 years.

At the date of its acquisition in 2000, certain of HSBC France’s subsidiary companies also operated employee share
option plans under which options could be granted over their respective shares. On exercise of certain of these
options, the subsidiary shares are exchanged for HSBC ordinary shares. The total number of HSBC Holdings shares
exchangeable under such arrangements was 821,466 shares during the year.

Detailed below are the share-based payments issued before the date of application of IFRS 2 on 7 November 2002
and therefore, are not accounted for within the balance sheet or income statement.

The Group Share Option Plan

2005 2004
Weighted Weighted
average average
exercise exercise
Number price Number price
(000) £ (000) £
Outstanding at 1 January ..........ccoceccoeonvcieinneercnneens 75,475 8.08 85,716 7.95
Exercised in the year ........... (11,058) 7.55 (8,424) 6.80
Transferred in the year ... (283) 3.61 - -
Expired in the Year ..........cocecieverieerieinieieeeeeeeeieens 972) 8.29 (1,817) 8.21
Outstanding at 31 December'™ ...............ccoovvverrverrrrnrerns 63,162 8.18 75,475 8.08

1 The above includes the bank employee awards of 48,869,935 options outstanding at 1 January 2005 (2004: 58,443,507), and

37,062,754 options outstanding at 31 December 2005 (2004: 48,869,935).

2 The weighted average exercise price for bank employees was £7.85 at 1 January 2005 (2004: £7.71) and £7.96 at 31 December

2005 (2004: £7.85)

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

Exercise price range (£).......ccecevvereerereeenerereneeniereeeneenens

NUumber (000) .....oovvevieieiieieeeerieeeeee et
Weighted average exercise price (£) .......cceovevververerveennns
Weighted average remaining contractual life (years) ........
Of which exercisable:
—number (000) .......ccovueirinieiieieerereeeeee e
— weighted average exercise price (£) .......c.coeverereenne.

2005 2004
£6.38-£7.46 £7.47-£9.64 £6.38-£7.46 £7.47-£9.64
13,622 49,540 20,595 54,880
6.84 8.55 6.81 8.55
- - 0.22 0.11
13,622 49,540 20,228 25,701
6.84 8.55 6.80 8.72
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The bank

EXercise price range (£) ......ccooerereeeenierenieneeeseeieseeneenne

Number (000) ....c.oovevrenieirreieeeerereereeeeseeeeeeeaeene
Weighted average exercise price (£)
Weighted average remaining contractual life (years) ........

Of which exercisable:
—number (000) ....ocoviereieieieee et
— weighted average exercise price (£) .......ccooeeveereeruennne

Savings Relating Share Option Plan

Outstanding at 1 January .........cccccceceveeenenncnecnenecneenes
Exercised in the year
Transferred in the Year .........ccccoeeiveneinenncneneecne
Expired in the Year .........cccoceeveireinenieineencecnceeeees

Outstanding at 31 December’™? ..........ccoccovvrirvcrrrerrrrnnn.

2005 2004
£6.38-£7.46 £7.47-£9.64 £6.38-£7.46 £7.47-£9.64
12,780 24,282 19,654 29,215
6.82 8.56 6.80 8.55
- - 0.67 0.33
12,752 11,769 19,625 13,568
6.82 8.73 6.80 8.72
2005 2004
Weighted Weighted
average average
exercise exercise
Number price Number price
(000) £ (000) £
20,401 6.24 34,920 6.02
(12,145) 6.07 (12,693) 5.64
(54) 6.60 (20) 6.13
(855) 6.34 (1,806) 6.25
7,347 6.51 20,401 6.24

1 The above table includes the bank employee options of 19,908,899 outstanding at 1 January 2005 (2004:34,112,875) and
7,246,942 options outstanding at 31 December 2005 (2004:19,908,899).
2 The weighted average exercise price for bank employees was £6.24 at 1 January 2005 (2004: £6.02) and £6.51 at 31 December

2005 (2004: £6.24).

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

Exercise price range (£) .......coeevreereeerienenenieenieeneneeeneenes

Number (000) ....cveveriieieieieie et
Weighted average exercise price (£) ......c.cceoveveereene
Weighted average remaining contractual life (years) .

Of which exercisable:
—number (000) ......ccoceeveeneineneennee
— weighted average exercise price (£)

The bank

Exercise price range (£) .......coeevevereeerienenenieenieeneneeeneenes

Number (000) ....oveveriieieeieieie et
Weighted average exercise price (£) ......c.cceoveveruene
Weighted average remaining contractual life (years) .

Of which exercisable:
—number (000) ......ccoceeveeneinennenee
— weighted average exercise price (£)

2005 2004
£5.40-£6.03 £6.04-£6.75 £5.40-£6.03 £6.04-£6.75
175 7,172 10,751 9,650
6.01 6.52 6.02 6.49
- 0.31 0.25 1.56
175 67 192 81
6.01 6.53 5.40 6.75

2005 2004
£5.40-£6.03 £6.04-£6.75 £5.40-£6.03 £6.04-£6.75
172 7,075 10,428 9,479
6.01 6.52 6.02 6.50
- 0.83 0.33 1.60
172 33 189 79
6.01 6.32 5.40 6.75
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11 Tax expense

2004 2004
Current taxation
United Kingdom corporation tax charge — CUITENt YEAT ........cccevueruerrirerieierienieseeereeieiesieseeeneeneenns (455) (407)
United Kingdom corporation tax charge — adjustment in respect of prior years ...........ccccccecerveuene. 53 34
OVErseas taX — CUITENE YEAT ....c.ovveeerervereerereereseesseseesesseseesesesessesessensessssenseses . (349) (239)
Overseas tax — adjustment in respect of prior years ... 2 2)
(749) (614)
Deferred taxation
Origination and reversal of temporary differences ............ccoccevereririiriiriieienese e 99) (127)
Adjustment in respect Of Previous PEriods ........occererieirieiririeirieieienet ettt 21 18
(78) (109)
TAX EXPEIISE .nveuvevintenteiesteete et eet et ettt sttt et et et se e bt e st es et et e bt sh e bt e st ettt eh e e bt bt bttt ae et be e enee (827) (723)

The bank and its subsidiary undertakings in the United Kingdom provided for UK corporation tax at 30 per cent
(2004: 30 per cent). Other overseas subsidiary undertakings and overseas branches provided for taxation at the
appropriate rates in the countries in which they operate.

2005 2004
Percentage of Percentage of
overall tax overall tax
charge charge
£m % £m %
Analysis of overall tax charge
Taxation at UK corporate tax rate of 30 per cent
(2004: 30 PEr CeNt) ..oovevevereneiireiereerereieeeeeeeeeene 1,136 30.0 886 30.0
Impact of overseas profits in principal locations
taxed at different rates ...........oceeeveveeereenieieerieens (26) 0.7 (61) (2.1)
Tax-free GAINS ..c.coveeervirieririeieeieereee e (158) “4.2) (12) 0.4)
Impact of profits in associates and joint ventures ........ 23) (0.6) - -
Adjustments in respect of prior period liabilities. . (74) 1.9 (86) 2.9)
Other IeMS .....ooveveeveieiiieiirieeeereee et (28) 0.7 4 (0.1)
Overall taX Charge .......c.ccccoceveerenieeneieeneeeeeene 827 21.9 723 24.5

In addition to the amount charged to the income statement the aggregate amount of deferred taxation, relating to
items that are charged directly to equity, was £161 million (2004: £92 million).

The group is subject to income taxes in many jurisdictions and significant judgement is required in estimating the
group’s provision for income taxes. There are many transactions and interpretations of tax law for which the final
outcome will not be established until some time later. The group recognises liabilities for taxation based on estimates
of whether additional taxes will be payable. The estimation process includes seeking expert advice where
appropriate. Where the final liability for taxation is different from the amounts that were initially recorded, these
differences will affect the income tax and deferred taxation provisions in the period in which the estimate is revised
or the final liability is established.

12 Dividends

2005 2004
£ per £ per
share £m share £m
Second interim dividend for previous year .................. 0.88 700 0.88 700
First interim dividend for current year ...........c.cccceeuee 0.88 700 0.88 700
1.76 1,400 1.76 1,400
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13 Segment analysis

The allocation of earnings reflects the benefit of shareholders’ funds to the extent that these costs are actually
allocated to businesses in 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, in the case of the bank, by the location of the branch responsible for reporting the results or for advancing the

funds.
United Continental Rest of
Kingdom Europe the world Intra-group Total
£m £m £m £m £m
2005
Total operating income
Net interest inCOME .........cceeveeveereevennenne. 2,899 1,097 46 - 4,042
Dividend income . 5 23 - - 28
Net fee income ........ 2,107 1,164 84 - 3,355
Net trading income 1,081 599 150 - 1,830
Net income from financial instruments
designated at fair value ........c..cccc..... 151 19 - - 170
Net investment income on assets backing
policyholders’ liabilities ..................... - - - - -
Gains less losses from financial
INVESTMENLS ..vvvenieiiieiicieicsieeeie e 123 115 10 - 248
Net earned insurance premiums .............. 269 169 - - 438
Other operating income ...........c.ccoeeuenee. 723 187 9 - 919
Total operating inCome ...........ccceevevenene 7,358 3,373 299 - 11,030
Profit before tax .........cccoevevvieeieeieenens 2,408 1,195 183 - 3,786
Profit attributable to shareholders ........... 1,891 843 163 - 2,897
Depreciation and amortisation ................ (485) (114) ?2) - (601)
Loan impairment charges ...........c.ccc.c..... (811) 30 5 - (776)
Cost to acquire property, plant and
CQUIPMENT ..o (658) (85) ?2) - (745)
Cost to acquire intangibles ..................... 162) 21) 1 - (184)
Total ASSELS ..cvevevveeerieiereieierieericeie e 251,370 140,747 12,684 (18,379) 386,422
Total liabilities ........cccevervrerveercnrccnnene. 243,062 129,377 12,572 (18,223) 366,788
2004
Total operating income
Net interest iNCOME .......c...ceeveeeevvveeennnee.. 3,265 1,138 77 - 4,480
Dividend income ........ccceceveeerveercnenne 303 15 - - 318
Net fee income ........ 1,951 998 83 - 3,032
Net trading income . 251 250 93 - 594
Net income from financial instruments
designated at fair value ...........c.cc..... - - - - -
Net investment income on assets backing
policyholders’ liabilities ............c....... 285 26 - - 311
Gains less losses from financial
INVESTMENTS ..ovvveeenieeeiencieieicreeeeaee 48 31 - - 79
Net earned insurance premiums ... 503 211 - - 714
Other operating income ........ 433 56 6 — 495
Total operating income ............cccceeeneenee. 7,039 2,725 259 — 10,023
Profit before tax .........cccoevveevieivieiiienen, 1,979 859 115 - 2,953
Profit attributable to sharecholders ........... 1,340 620 97 - 2,057
Depreciation and amortisation (502) (148) 2) - (652)
Loan impairment charges .............ccccoeu... (376) 2 3 - (371)
Cost to acquire property, plant and
CQUIPMENLT...c.ceiieieiieieieieiereiereeeeene (709) (122) 2) - (833)
Cost to acquire intangibles (259) 4) - - (263)
Total ASSELS ..evvevevveeeeeiieieieieeeieeiceiene 185,765 105,864 12,277 (11,425) 292,481
Total liabilities .........ccceveerirveininiriccnne 169,381 103,180 11,833 (11,428) 272,966
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By class of business

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 it is appropriate, on a systematic and consistent basis.

2005 2004
£m £m
Net operating income before loan impairment charges
UK Personal FINancial SETVICES ........cccevieiririeieiiriesie ettt sttt et sse st eneensenaensesseenee 3,187 2,664
UK Commercial Banking .........c..ccccccveirennne. 1,855 1,713
UK Corporate, Investment Banking and Markets 1,640 1,629
International Banking .........c..cccecvevininncnencne . 1,123 735
FTANCE ..ottt ettt e e eeares 1,622 1,500
Private BanKing .........cooiieiriniiieieee ettt 1,051 800
HSBC Trinkaus & Burkhardt .........c.ccccoeiiiiiiiiniiiececeeree ettt 322 241
10,800 9,282
Profit/(loss) on ordinary activities before tax
UK Personal Financial Services . . 832 671
UK Commercial Banking .........c..ccccccveenennne. . 812 676
UK Corporate, Investment Banking and Markets...........c.cccecerveiriiiiniinieniineieeeeneec e 393 508
International BanKing .........cccoeoieirieiiiiiineiese ettt 641 317
FIANCE ..ottt ettt 460 368
Private BanKing .........cooeoreiiiriiee ettt bttt st 516 354
HSBC Trinkaus & Burkhardt .........c.ccccoeiiiiiiiiniiiiieececceece ettt 132 59
3,786 2,953
Total assets
UK Personal FINancial SETVICES ........cccevieirieieierieeiesit ettt sttt ettt eneensesnensesneenee 63,980 55,132
UK Commercial BanKing ..........cccoeoieirieiriieinieieereice ettt sttt 31,422 26,338
UK Corporate, Investment Banking and Markets...........c.ccceceeueiriniiiniinieniineieceescee e 138,579 93,240
International BanKing ..........ccoeoieirieiiiiiiieiee ettt 18,429 16,169
France ........cooeen.. . 90,707 64,922
Private Banking ................... . 32,651 27,765
HSBC Trinkaus & Burkhardt ...........cccooiiiiiiiiieeeeceeee e 10,654 8,915
386,422 292,481
Cost to acquire property, plant and equipment
UK Personal FINancial SETVICES ........ccerieiririeienieiesie ettt ettt enee e snensesneenee 125 77
UK Commercial Banking .........c..ccccccveenennne. . 74 123
UK Corporate, Investment Banking and Markets . 459 504
International BanKing ..........cccoeoiiirieiiiieicetese ettt 22 22
FTANCE ..ottt ettt et b et ae et n et e bt e nt et e beene bt eneenes 50 77
Private BanKing .........coeiieiiiniiiie ettt ettt 9 18
HSBC Trinkaus & Burkhardt .........c.ccccoueiiiiiiiiniiiiicececeeteee et 6 12
745 833
Cost to acquire intangibles
UK Personal FINancial SEIVICES ........cccoeiririeirieiriirieiinieteieiei sttt eeie ettt ebe st eeneenes 86 222
UK Commercial BANKING .........ccoecviieieriiriirieieiesteste sttt sttt se st s eseeeesessesaeeneeneenns 25 20
UK Corporate, Investment Banking and Markets...........c.ccceereiriniiiniinieneineeceseee e 31 16
International BanKing ..........cccoccoiiiriiiniiiiiniieeni ettt 22 1
France .......ccccoeeeee . 14 1
Private Banking ................... . 2 3
HSBC Trinkaus & Burkhardt .........c.cccooeiiiiiiniiieee et 4 —
184 263

14 Analysis of financial assets and liabilities by measurement basis

Financial assets and financial liabilities 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 instruments are measured, and how
income and expenses, including fair value gains and losses, are recognised. The following table analyses the financial
assets and liabilities in 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
2005 2004 2005 2004
£m £m £m £m
Trading assets:
— which may be repledged or resold by
COUNETPATTICS ..vevveeveeeeeienienieiereeereeneeneeeeeenieseeeees 21,611 - 3,950 -
— not subject to repledge or resale by counterparties ... 48,510 40,754 34,733 20,598
70,121 40,754 38,683 20,598
Treasury and other eligible bills ...........cecerierireeenee. 268 109 181 65
Debt SECUTILIES ..ovveviviiieiieiieieiecieeiece e 40,550 30,982 17,127 15,941
EqUity SECUTIHIES ..ovveveeiiieeieiieiieieiesie et 8,881 9,663 5,592 4,592
Loans and advances to banks .............cccoeeveeiieieenennnn. 7,993 - 4,940 -
Loans and advances to CUStOMETS ...........ccveeevvveeennennnn. 12,429 — 10,843 —
70,121 40,754 38,683 20,598
16 Financial assets designated at fair value
2005
The group The bank
£m £m
Financial assets designated at fair value:
— not subject to repledge or resale by COUNtEIPATTIES .......ccceervererierieiirieirieieieiesieee et 5,345 16
2005
The group The bank
£m £m
Treasury and other eligible DillS .........ccoouiiriiiiniiiriee e 10 -
Debt securities ..... 1,614 -
Equity securities 3,624 -
Loans and advances t0 DANKS .........c.ocevieierieriiisieieei et 70 -
Loans and advances t0 CUSTOMETS ........cc.ecveruierierieieiertesteeteeseeseeseessesseeseeseeseesessessesseeseessessessessesses 27 16
5,345 16
17 Derivatives
Fair values of derivatives open positions by product contract type held by the group
At 31 December 2005
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Exchange rate .......c..cccoveneee 6,807 34 6,841 (7,529) ()} (7,530)
Interest rate ........ccooeeeverveeennne 18,165 828 18,993 (18,329) (615) (18,944)
EqUIties «..cccoerveenieiriieiriene 2,254 - 2,254 (2,181) - (2,181)
Credit derivatives .................... 687 - 687 677) - 677)
Commodity and other ............. 3 - 3 5) — Q)
Gross total fair values ............. 27,916 862 28,778 (28,721) (616) (29,337)
Netting (2,701) 2,701
Total .ooveeveeieieieeeeeeeeee 26,077 (26,636)
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At 31 December 2004

Total assets Total liabilities

£m £m

EXCRaNGE Tate .......cocoiiiiiiiiiiiiiiicc s 10,106 (10,860)
INEEIESE TALE .veeuvieiieiieeiie ettt sttt ettt et e b et e s bt e e st e esbeenbeenbeenbeenseenseesnseenneesnneenne 14,753 (14,043)
EQUIIES .eentetiteeie ettt ettt ettt a e ettt et e e sttt R e e n e e st e s et e ene st et et e eneeneennentes 1,239 (1,287)
CIEdit AETIVALIVES ..vovviiitiieietieiieiiete sttt ettt ettt ettt et e b e beeseeseessessesseeseesseseessessessesseessensessas 214 (226)
Commodity and OTHET .....c.coeoiiuiiiiiiiiieiieie ettt 2 4
GrOSS tOTAl AL VAIUES ...vecviiviiiiiiiiiiii ettt ettt ettt ettt e b aeebeebeeseesse s e ssesaeessenseesas 26,314 (26,420)

INBTEILE .enteei ettt ettt ettt b e et b et bt sa et bt st e b et be st enennen (13,029) 13,029
TOTAL ettt b et b et h b s bbb a e bbbt bbb e st bbbt e s 13,285 (13,391)

Fair values of derivatives open positions by product contract type held by the bank

Year ended 31 December

2005 2004

Assets Liabilities Assets Liabilities

£m £m £m £m
EXChange rate ...........cocoeueuiirieieueiniieieiceseeieiee e 6,602 (7,246) 9,653 (10,415)
INEETESE TALE ...veveeeienieieeiieie et 9,223 (8,419) 5,030 (4,291)
EQUItIES o.eveeiiiiieieieeee e 1,062 913) 824 (1,042)
Credit derivatives ........ccoceveeerreenenieeneineeeeseeeeeeenenee 683 (673) 214 (226)
Gross total fair Values .........ccccevueriireiieieieieiesieeie e 17,570 (17,251) 15,721 (15,974)

INEHHNE .ottt - - (5,025) 5,025
TOLAL i 17,570 (17,251) 10,696 (10,949)

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 in derivatives for its
customers and uses derivatives to manage its exposure to credit and market risks.

Derivatives are carried at fair value and shown in 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 in the group’s favour assuming
that all the group’s relevant counterparties default at the same time, and that transactions can be replaced
instantaneously. Liability values represent the cost to the group counterparties of replacing all their transactions with
the group with a fair value in 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 right of set-off exists and the
cash flows are intended to be settled on a net basis.

(a) Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, for
proprietary trading purposes, and to manage and hedge the group’s own risks. For accounting purposes,
derivative instruments are classified as held either for trading or hedging. Derivatives that are held as hedging
instruments are formally designated as hedges as defined in IAS 39. All other derivative instruments are
classified as held-for-trading. The held-for-trading classification includes two types of derivative instruments:
those used in sales and trading activities, and those instruments that are used for risk management purposes but
which for various reasons do not meet the qualifying criteria for hedge accounting. The second type of held-for-
trading category includes derivatives managed in conjunction with financial instruments designated at fair value.
These activities are described more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These
positions are managed constantly to ensure that they remain within acceptable risk levels, with offsetting deals
being utilised to achieve this where necessary. Whilst the group employs the same credit risk management
procedures to approve potential credit exposures for derivatives as are used for traditional lending, the
calculations and procedures used to assess credit risk for derivatives are more complex.
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(b) Trading derivatives

Most of the group’s derivative 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 derivatives 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, interest rates, equity prices or other
market parameters. Trading includes market-making, positioning 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 in the expectation of benefiting from favourable
movements in prices, rates or indices; arbitrage involves identifying and profiting from price differentials
between markets and products.

As mentioned above, other derivatives classified as held-for-trading include non-qualifying hedging derivatives,
ineffective hedging derivatives and the components of hedging derivatives that are excluded from assessing
hedge effectiveness. Non-qualifying hedging derivatives are entered into for risk management purposes but do
not meet the criteria for hedge accounting. These include derivatives managed in conjunction with financial
instruments designated at fair value. Ineffective hedging derivatives were previously designated as hedges, but
no longer meet the criteria for hedge accounting.

Contract amounts of derivatives held-for-trading purposes by product type

Year ended 31 December

2005 2004

The group The bank The group The bank

£m £m £m £m

EXChange rate ..........ococoeoeeueeeennnnennenenenens 919,147 804,652 434,789 380,937
INterest rate ........ccocoeveeeveererererireecccceeenenenens 4,196,149 2,049,064 1,142,253 432,114
EQUILIES ©.vvviiccccccciciccieeeeeeeeeeeeene 56,698 20,289 23,144 11,255
Credit derivatives ..........cocoeeveveeccccceenenenen 161,095 160,312 37,141 37,134
ComMmOMILY .e.veeeeveeeeiieirieieereeeseeee e 351 60 378 9
Total derivatives .........c.coceeeeueeeeerererererenenenns 5,333,440 3,034,377 1,637,705 861,449

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

Derivatives valued using models with unobservable inputs

The amount that has yet to be recognised in the income statement relating to the difference between the fair
value at initial recognition (the transaction price) and the amount that would have arisen had valuation
techniques used for subsequent measurement been applied at initial recognition, less subsequent releases, is

as follows:
2005
£m
Unamortised balance at 1 JANMUATY .........c.ccooiriiiiiiiiiiiiiiiiicicec ettt 16
Deferral 0n NEW trANSACTIONS .......c.eeuiieuirieiietiieiieteiirietete ettt ettt et sttt eae s bt sa et e b e st s e sa e ebesaeseenes 86
Recognised in the income statement during the period:
— amortisation ................. )
— subsequent to observability 19)
— MALUTILY OF LEITMINALION 1..eevieuiitiitietieiieterte et eeteeetest et et e st esteseessesesaeeseeneessensesseeseeneessenseseesesseeseeneensensenseesesneenes (10)
— FX movements and Other ..ottt ettt e Q)
Unamortised balance at 31 DECEMDET ...........ccueiriiiiriiiiiinieieciecert ettt ettt 63
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(c) 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 optimise the overall cost to the
group of accessing debt capital markets, and to mitigate the market risk which would otherwise arise from
structural imbalances in the maturity and other profiles of its assets and liabilities.

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

Contract amounts of derivatives held for hedging purposes by product type

At 31 December 2005

The group The bank
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
£m £m £m £m
Exchange rate contracts ..........cocoeceveeieveeneenienenennns 37 232 - -
Interest rate CONtracts..........ccceeeevveeeiiieeciee e 168,501 8,338 32 131

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

Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in
the fair value of fixed-rate long-term financial instruments due to movements in market interest rates. For
qualifying fair value hedges, all changes in the fair value of the derivative and in the fair value of the item in
relation to the risk being hedged are recognised in income. If the hedge relationship is terminated, the fair value
adjustment to the hedged item continues to be reported as part of the basis of the item and is amortised to
income 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 2005, were assets of
£64 million and liabilities of £96 million.

Gains or losses arising from the change in fair value of fair value hedges

2005
The group The bank
£m £m
Gains/(losses) arising from the change in fair value of fair value hedges:
— 0N hedged INSIUMENES .......ocveiiiiieiiieieieieiee ettt ss e esesaeneenas ) 3
— on hedged items attributable to the hedged risk .........ccoceveiriniiniiiicceeee 19 0

The amount reported in the income statement in respect of the ineffectiveness of fair value hedges was
insignificant in the year ended 31 December 2005.

Cash flow hedges

The group is exposed to variability in future interest cash flows on non-trading assets and liabilities which bear
interest at variable 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 liabilities on the basis of their 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 identifying gains and losses on the effective portions of derivatives
designated as cash flow hedges of forecast transactions. These are initially recognised directly in equity as gains
or losses not recognised in the income statement and are transferred to current period earnings when the forecast
cash flows affect net profit or loss.

At 31 December 2005, the fair values of outstanding derivatives designated as cash flow hedges of forecast
transactions were assets of £798 million and liabilities of £520 million.
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(d)

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December
2005 is as follows:

At 31 December 2005

3 months More than 3 5 years or less More than
or less months but less but more than 5 years

than 1 year 1 year
£m £m £m £m
Cash inflows from assets .............c.ccocevevvennn. 19,326 15,049 15,845 826
Cash outflows from liabilities ............c.cccn... (7,781) (4,285) (4,285) (152)
Net cash inflows / (outflows) ..........cccoeeenenee 11,545 10,764 11,560 674

Reconciliation of movements in the cash flow hedge reserve

At 31 December 2005

The group The bank

£m £m

AL T JANUATY oottt sttt sttt 177 -
Amounts recognised directly in equity during the year ............ccocevevivinieiienieneneeeeeeee e 93 30
Amounts removed from equity and included in the income statement for the year... (238) 59)
DEfRITEd tAXALION ... eveeiieiieiieie sttt ettt et e ettt st ene et et e besee b eneenteneneen 46 9
AL 31 DECEIMDET ...ouvivievieiieieieeiieteeit ettt ettt ettt e te ettt e st e besseebeeseessessesessesseeseessensensensas 78 (20)

The amount reported in the income statement in respect of the ineffectiveness of cash flow hedges was £2
million in the year-ended 31 December 2005.

Sensitivity of fair values to changing significant assumptions to reasonably possible
alternatives

Fair values of financial instruments recognised in the financial statements may be determined in whole or in part
using valuation techniques based on assumptions that are not supported by prices from current market
transactions or observable market data. In these instances, the net fair value recorded in the financial statements
is the sum of three components:

(1) the value given by application of a valuation model, based upon the group’s best estimate of the most
appropriate model inputs;

(i1) any fair value adjustments to account for market features not included within the valuation model (for
example, bid-mid spreads, counterparty credit spreads and/or market data uncertainty); and

(iii) inception profit, or an unamortised element thereof, not recognised immediately in the income statement in
accordance with Note 2, and separately detailed within (b) above.

As the valuation models are based upon assumptions, changing the assumptions will change the resultant
estimate of fair value. The group performs various sensitivity analyses on these valuation assumptions. The
potential effect of using reasonably possible alternative assumptions in valuation models has been quantified as a
reduction in assets of approximately £20 million using less favourable assumptions, and an increase in assets of
approximately £20 million using more favourable assumptions. The ranges of reasonably possible alternative
assumptions are established by application of professional judgement to an analysis of the data available to
support each assumption.

The total amount of the change in fair value estimated using a valuation technique that was recognised in the
year ended 31 December 2005 was a loss of £31 million.

Fair value profits on derivatives and complex structured products indicated by a valuation model for which
observable market data are not available for key components are not recognised immediately in the income
statement. These profits are recognised in the income statement when the model valuation inputs become
observable in external markets or when the transaction matures or is closed out. The table below summarises the
group’s portfolios held at fair value by valuation methodology at 31 December 2005:
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Assets Liabilities
Trading Derivatives Trading Derivatives
Securities % securities %
Purchased sold
% %
Fair value based on:
Quoted Market PriCes .......eccevereriereereniereeieieeese e 92.4 1.5 99.9 1.2
Internal models with significant observable market 7.6 96.7 0.1 98.0
PATAMEGLELS ..cevenviinieniienieterteitetenteieeere sttt eeeeene
Internal models with significant unobservable market _ 1.8 _ 0.8
PATAMETETS ..ooniiiiiiiiiiiiiiiee e ) )
100.0 100.0 100.0 100.0
18 Financial investments
2005 2004
The group The bank The group The bank
£m £m £m £m
Financial investments:
— which may be pledged or resold by counterparties .... 1,965 2 - -
— not subject to repledge or resale by counterparties .... 41,517 15,383 37,594 14,648
43,482 15,385 37,594 14,648
The group
2005 2004
Carrying value Fair value Carrying value
£m £m £m
Treasury and other eligible Dills ...........cccoviieiiirininiiieieeceee e 3,950 3,950 5,774
— available-for-sale 3,950 3,950
— held-to-maturity - -
DEDE SECUTILIES ..ovvievieriticeieeeeece ettt ettt enes 37,371 37,371 29,970
— available-fOr-8ale .........cccovvieiiiiiiieiiciece e 37,234 37,234
— held-to-MAtULILY ...c.eoieieieeiieieecee e 137 137
EQUILY SECUTTHIES ..evveuveieiieiieiieiieieete ettt ettt ettt e e s entenne e 2,161 2,161 1,850
— available-for-8ale ..o 2,161 | | 2,161 |
Total financial INVEStMENTS ......c..cceeeviiiiiiiieereeieeeie e et et e e ereeeveeereens 43,482 43,482 37,594
The bank
2005 2004
Carrying value Fair value Carrying value
£m £m £m
Treasury and other eligible Dills ...........cccoviieiiiririniiieeeceee e 3,554 3,554 5,433
— available-fOr-8ale .........ccoovvioiiioiiieiicieee s 3,554 3,554
— held-to-MAtULILY ..oc.evieieieeiieieeeiee e - —
DEDE SECUTILIES ...eivvieiieiiieiiieiieiteeetee et et et e et eete e e eaeesbeesbeesteessaessaeesseenneens 11,505 11,505 9,096
— available-fOr-8ale .........cccovvieiiioiiiiiiciece e 11,505 11,505
— held-to-MAtULILY ..oc.eeieieieeiieieeeee e — -
EQUILY SECUTTIES ..evveuveietieeieiieiieieste ettt st sne e s enaenne e 326 326 119
— available-for-8ale ... 326 | | 326 |
Total financial INVESTMENTS .........ccveeviieieiiieereeie et eeteeeteeeeeeee e v v eereens 15,385 15,385 14,648
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19 Securitisations and other structured transactions

The group enters into transactions in the normal course of business by which it transfers recognised financial assets
directly to third parties or to special purpose entities. These transfers may give rise to the full or partial derecognition
of the financial assets concerned.

(1) Full derecognition 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.

(i1) Partial derecognition occurs when the group sells or otherwise transfers financial assets in such a way that some
but not substantially all of the risks and rewards of ownership are transferred but control is retained. These
financial assets are recognised on the balance sheet to the extent of the group’s continuing involvement.

The majority of transferred financial assets that do not qualify for derecognition are (i) debt securities held by
counterparties as collateral under repurchase agreements or (ii) equity securities lent under securities lending
agreements. The following table analyses the carrying amount of financial assets as at 31 December 2005 that did not
qualify for derecognition during the year and their associated financial liabilities:

Carrying
Carrying amount of
amount of associated
assets liabilities
£m £m

Nature of transaction
REPUIChASE QZIEEMENLS ......euveviiiuietiieiieteteietet ettt ettt ettt ettt be st bbbt se st e e bt sbe st beneenens 21,537 13,348
Securities [ending AZIEEIMENLS .........c.eeierierierieeiieieieieste ettt et e et ettt ereeseeses e sseeteeneeneensensesseeneas 2,765 2,590
TOAL ettt b et bbbt b b st e b e e bt b st bt eb et et ebe st et b et enen 24,302 15,938

A small proportion of financial assets that do not qualify for derecognition relate to loans, credit cards, debt
securities and trade receivables that have been securitised under arrangements by which the group retains a
continuing involvement in such transferred assets. Continuing involvement may entail retaining the rights to future
cash flows arising from the assets after investors have received their contractual terms (for example, interest rate
strips); providing subordinated interest; continuing to service the underlying asset; or entering into derivative
transactions with the securitisation vehicles. As such, the group continues to be exposed to risks associated with
these transactions.

The rights and obligations that the group retains from its continuing involvement in securitisations are initially
recorded as an allocation of the fair value of the financial asset between the part that is derecognised and the part that
continues to be recognised on the date of transfer. The following is an analysis of the carrying amount of financial
assets at 31 December 2005, to the extent of the group’s continuing involvement, that qualified for partial
derecognition during the year, and their associated liabilities:

Carrying
Carrying amount of Carrying
amount of assets amount of
assets (currently associated
(original) recognised) liabilities
£m £m £m
Nature of transaction
SECUTTLISALIONS ...veuvieieeieiieeete ettt sttt ettt et enae e ste b sneeneennensenne 2,565 18 18
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20 Interests in associates and joint ventures

Principal associates of the group

At 31 December 2005

The group’s Issued

Country of interest in equity

incorporation equity capital capital

ETISA .ot France 49.99% €115m
AEA Investors (Cayman) T LPY ..., -2 -2 -2
HSBC PE European No. 2 LP! ......o..oooviiooioeoeeeeeeeeeeeeeee e 3 3 3
4 4 4

Private Equity Portfolio (Investment) LP Inc! ..........c..ccoovurrvrrvrerrerirnnnene. - - -

1 Limited partnership where the group owns more than 50% but does not have control due to the limitations within these types of
entities.

2 Venture Capital Limited partnership. Address of principal place of business is c/o Walkers SPV Limited, Walker House, 87 Mary
Street, PO Box 908GT, George Town, Grand Cayman, Cayman Islands.

3 Limited partnership. Address of principal place of business is 68 Upper Thames Street, London EC4V 3PE.

4 Limited partnership. Address of principal place of business is 68 Upper Thames Street, London EC4V 3PE.

All the above investments in associates are owned by subsidiaries of HSBC Bank plc.

Summarised aggregate financial information on associates

2005 2004

£m £m

AASSEES .ttt ettt et e e e ebeeeeabeeeataeeeetbeeetteeataeeataeeatteeetraeetreeeareas 4,764 3,904
Liabilities . 4,515 3,703
Net Income 27 60

Interests in joint ventures

At 31 December 2005

HSBC’s Issued
interest in equity
Principal activity equity capital capital
International Transaction SEIVICES .........ccccerereerierierienerieiereneens Outsourcing support 51% €5m

Although the group owns more than 50 per cent of the equity capital of International Transaction Services, the
agreement with the other shareholder means that there are severe long-term restrictions which substantially hinder the
group's rights over the assets and management of the entity. The group does however continue to exercise significant
influence and together with the other shareholder controls the entity.

Summarised aggregate financial information on joint ventures

2005 2004

£m £m

AASSELS ettt ettt ettt ettt e et et et e e bt et e et e e hteehteehteehteeabeeabeenbeenbeen b e e bt e bt e enbeenbeenbeeteenne 67 68

| 3103 8 TSSO P PSP 67 68
INEE INCOIME .ottt ettt ettt ettt e et et e et e e st e s seesatesatessbeenbeenbeebeebeenseens 48 2)

21 Goodwill and intangible assets

‘Goodwill and intangible assets’ includes goodwill arising on business combinations, the present value of in-force
long-term assurance business, and other intangible assets.
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Goodwill

The group

Cost

At 1 January ..
Additions' .....
DISPOSALS ..ttt ettt ettt ettt n et et h e ae Rt n e et e ettt neenae s et neeneenes
Exchange translation differences ..........coeoeveiririeiniiiceeee e
OFNET CRANEES? ..o e e e e es e

At 31 DECEIMDET .........ooiiiiiiiieiieeitec ettt st e ettt e et e bt e bt e bt e s aee e s beenbeenbeenbeebe e

Accumulated impairment losses

AL T JANUATY ..ottt ettt ettt st sttt et e b e bt bt e bt eh bbb ettt eeaeete e
DISPOSALS .ottt b ettt b ettt b e st b b st bbbttt ebe st ne bt enen
Impairment losses recognised in Profit Or lOSS .........c.coecieueriririeineriieneeeeeeee e

At 31 DECEIMDET .........ooiiiiiiiieiieeitee ettt s sttt et e e e bt et e bt esaee et eenbeenbeenbeenbe e

Net book value at 31 DeCemDEr ............ccoocuiiiiiiiiiiiiiieieee ettt st

1 2005 Additions include goodwill arising on the acquisition of the HFC Cards Business of £248 million.

2005 2004
£m £m
8,438 8,324
288 207
41) )]
(61) (85)
40 (7
8,664 8,438
- 1
- €))
8,664 8,438

2 2005 Other changes include an increase in goodwill of £44 million arising from the increase in stake of HSBC Trinkaus & Burkhardt

KGaA.
The bank
2005 2004
£m £m
Cost
AL T JANUATY .ottt ettt st ettt b et et e e st en e et et e bt st e ene et e e enenees 56 33
AQAILIONS .ttt b et b et s ettt b e e a et be s 262 21
Exchange translation differenCes ...........cecevieriiiirinieieieese et 3 -
Oher CRHANEZES .....coveieiiieiiiee ettt ettt be et eene - 2
At 31 DeCmDET............ocooiiiiiiiiiiiiic s 321 56
Accumulated impairment losses
AL T JANUATY. ...ttt sttt ettt b ettt b e sttt - —
At 31 DeCmDET..........c.ocooviiiiiiiiiiic s - —
Net book value at 31 December ... 321 56
1 2005 Additions include goodwill arising on the acquisition of the HFC Cards Business of £248 million.
The present value of in-force long-term assurance business (‘PVIF’)
PVIF-specific assumptions
The key assumptions used in the computation of PVIF for the group’s main insurance company are:
UK Life
RISK I8 TALE ...euetiteiietetet ettt ettt b bbbt b skt e bt st e st b et e bt eb e et e st e b et e st ben e e b et ebe st eneeb et enebeneenens 3.90%
RISK QISCOUNLE TALE ....veetiiieiietiteit ettt ettt ettt ettt et e b et b e b e bt eb e e e e b e s st bt eb e enesa et eneaeseneneenens 8.00%
EXPENSES INFIALION ......ooiiiiiiiiiiiiciiiicc ettt ettt 3.20%
Movement on the PVIF
2005
£m
AL T JANUATY .ottt et ettt e s et e s et sat e s et s bt et e e bt e bt e b e e bt b e e b et e h et e bt e e et e et e e bt e bt e nae e natenate st e st e nanes -
IFRS transition adjustment at 1 January 2005 .........cc.ccooiriririirinieiree ettt sttt b ettt sttt 527
Addition from CUITENt YEAr NEW DUSINESS ....c.coueveuiriiieiiriiiieienieiietetet ettt ettt ettt et st sae e ebesae st e et sesesae st enesaeseenen 45
Movement from in-force business (74)
Exchange and other adjustments 35)
AL 3T DIECEIMDET ...c.ntinieiiteieie ettt ettt ettt ettt e b e st h b st bbb st e st eb e et e st b e st e bt es e et em e eb e st e st b en e e st e st et et ebenaeneenen 463
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The calculation of the PVIF is based upon assumptions that take into account risk and uncertainty. To project these
cash flows, a variety of assumptions regarding future experience is made by each insurance operation which reflect
local market conditions and management's judgement of local future trends. The calculations are consistent in their
objective of achieving a valuation that reflects the shareholder's interest in the in-force business of the life insurance
operations. Some of the group’s insurance operations incorporate risk margins separately into the projection
assumptions for each product, while others incorporate risk margins into the overall discount rate. This is reflected in
the wide range of risk discount rates applied. The use of different methodology is, inter alia, attributable to the
differing nature of the products being valued and the constitution and structure of the local funds, but it represents a
consistent application of the policy.

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 2005 is 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 2005 .....ccooirieiniiieineeeee 14 475 7 8 194 698
AAdItIoNS? ... - 110 13 57 4 184
DiSPOSALS .. - - 34) - - (34)
Exchange translation differences . 2 o) - - - 3)
Other changes .........cccoeeveereinenieeneeeee — 2) 70 3) 2 67
At 31 December 2005 16 578 56 62 200 912
Accumulated amortisation
At 1 January 2005 .....ccooeoieininieincceee A3) (296) 6) ®) ) 315)
Charge for the year® ..........cccccooovrerrcerreirresennn, ?2) (78) 24) Q) 9 (118)
Disposals .....cceceeveerievienenienne - - 15 - - 15
Exchange translation differences . () 4 - - - 3
Other changes .........cccceveeirierierereeceeeeeee 1 4 15) 4 — (6)
At 31 December 2005 ............ccooeinieinieinine 5) (366) (30) 9) (11 (421)
Net book value at 31 December 2005 ............. 11 212 26 53 189 491
Cost
At 1 January 2004 .......ccooovviiiinececee 11 457 9 12 (6) 483
AAITONS? oo - 78 - “) 189 263
DiSPOSalS ..cc.eeieieierieiieeee e - - 2) - - 2)
Exchange translation differences . 3 (1) - - - 2
Other changes ..........cocvevevevenerieieeceeeeeene — (59) — — 11 (48)
At 31 December 2004 14 475 7 8 194 698
Accumulated amortisation
At 1 January 2004 .....occooeiiieineeeeene - (290) (7) 4 - (293)
Charge for the Year ..............cooovorvverrvirrirnrns 1) (64) 6] 1) 1) (68)
Disposals ................ " - - - - - -
Other changes (2) 58 2 (11) (1) 46
At 31 December 2004 .......ccoocevieirenininieiniene 3) (296) (6) ®) 2) (315)
Net book value at 31 December 2004 ............... 11 179 1 - 192 383

1 Included in the above is intangible assets relating to the purchase of the HFC Cards Business with a net book value of £38 million, on
which the amortisation charge for the year to 31 December 2005 was £3 million and intangible assets relating to Marks and Spencer
Retail Financial Services Holdings Limited with a net book value of £174 million (2004: £183 million), on which the amortisation
charges for the year to 31 December 2005 was £9 million (2004: £1 million).

2 The group has £32 million (2004: £46 million) of contractual commitments on the acquisition of intangible assets in the year.

3 The amortisation charge for the year is recognised within the income statement under ‘Amortisation of intangible assets and
impairment of goodwill’.
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The bank

Customer/
Internally merchant
generated relation-
software ships Other Total'
£m £m £m £m
Cost
At 1 January 2005 ... . 373 - - 373
Additions ........... . 105 41 2 148
Other ChANEZES ......c.evveuiiiiiiiieee e 1 - - 1
At 31 December 2005 479 41 2 522
Accumulated amortisation
At 1January 2005 .......ooviiiiieieiee e (200) - - (200)
Charge for the year® . (72) 3) - (75)
Other ChANEES ......c.coveieiiiiiieirieicereeee et (1) - - [€))
At 31 December 2005 ..o (273) 3) - (276)
Net book value at 31 December 2005 ...............ccooiiiiiirinieeeeeeeee 206 38 2 246
Cost
At 1January 2004 ......oovooieieieeeee e 357 - - 357
AQGIIONS? ...t 75 - - 75
Other ChANZES ...c..ovvieiiiiieiieee ettt eneenee (59) — - (59)
At 31 December 2004 373 — — 373
Accumulated amortisation
At 1 January 2004 ..ottt (203) - - (203)
Charge fOr the YEAT® ..........oveeveeeeeeee oo (56) - - (56)
Other ChANEGES ......c.evviuiiiiiiiieee e 59 — — 59
At 31 December 2004 ........c.ccoveieiniiieinieieeeeeee ettt (200) - - (200)
Net book value at 31 December 2004 ..........ccooveievieriiiieieienieee e 173 — — 173

1 Included in the above is intangible assets relating to the purchase of the HFC Cards Business with a net book value of £38 million, on

which the amortisation charge for the year to 31 December 2005 was £3 million.

2 The group has £32 million (2004: £46 million) of contractual commitments on the acquisition of intangible assets in the year.

3 The amortisation charge for the year is recognised within the income statement under ‘Amortisation of intangible assets and

impairment of goodwill’.

Impairment of assets other than financial instruments

During 2005 there was no impairment of goodwill (2004: Nil).

The recoverable amount of cash generating units (‘CGUs’) has been determined at 1 July 2005 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 inflation for the

countries within which the CGU operates. The discount rate used is based on the cost of capital the group allocates to

investments in the countries within which the CGU operates.

The cost of capital assigned to an individual cash-generating unit and used to discount its future cash flows can have
a significant effect on its valuation. The cost of capital percentage is generally derived from an appropriate Capital

Asset Pricing Model, which itself depends on inputs reflecting a number of financial and economic variables

including the risk-free rate in the country concerned and a premium or discount to reflect the inherent risk of the

business being evaluated. These variables are established on the basis of management judgement.
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Management judgement is required in estimating the future cash flows of the cash-generating units. These values are
sensitive to the cash flows projected for the periods for which detailed forecasts are available, and to assumptions
regarding the long-term sustainable pattern of cash flows thereafter. While the acceptable range within which
underlying assumptions can be applied is governed by the requirement for resulting forecasts to be compared with
actual performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately

reflect management’s view of future business prospects.

The following CGUs include in their carrying value goodwill that is a significant proportion of total goodwill
reported by the group. These CGUs do not carry on their balance sheet any intangible assets with indefinite useful

lives, other than goodwill.

Goodwill at

Cash Generating Unit ("CGU')

Private Banking..........ccceceveirineiineninieinceeeeseeeeee
France........ooooiiiiiii e

Total goodwill in the CGUs listed above..........cccoeueeueve..

1 July 2005

£m

3,035
4,895

7,930

Discount rate

%

10.0
85

85

Nominal growth rate beyond
initial cash flow projections
%

4.3
4.3

4.3

During 2005 there was no impairment of the carrying amount of investments in subsidiaries in the bank’s financial
statements. A review of the net asset value of the subsidiaries against carrying value is performed on an annual basis

to determine whether an impairment is required.

23 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 fittings® leases Total®
£m £m £m £m £m £m
Cost or fair value
At 1 January 2005 ......ccceeneeee 1,076 362 261 2,527 3,149 7,375
Additions at cost* ...........cco........ 23 - 15 303 404 745
Acquisition of subsidiaries ........ 1 - - - - 1
Fair value adjustments ............... 10 - - - - 10
Disposals ....ccccccvveereneeneenienne (61) - 21) (163) (195) (440)
Transfers .......cccoeevveveceeecieeieennen. - - 1) 3 - 2
Exchange translation differences 14) - ?2) 14 - ?)
Other changes ..........cccceeveveeenne. 10 8 17) (212) (612) (823)
At 31 December 2005 ............... 1,045 370 235 2,472 2,746 6,868
Accumulated depreciation
At 1 January 2005 ......coeueuenee. (65) 12) (160) (1,537) (906) (2,680)
Depreciation charge for the year 24) ()] (12) (274) (164) (483)
Disposals .....cccvvveevrerieerieieienns 1 - 19 112 132 264
Transfers .......cccovveveveveeieeenenns - - 1 ?) - a
Exchange translation differences 1 - - (13) - 12)
Other changes .........c.ccccveverenee 3) 7 (1) 158 216 363
At 31 December 2005 ............ 90) 28) (153) (1,556) (722) (2,549)
Net book value at
31 December 2005 ............... 955 342 82 916 2,024 4,319

1 Includes assets held on finance leases with a net book value of £nil (2004: £12 million), on which the depreciation charge for the year

ended 31 December 2005 was £nil (2004: £nil).

2 Includes assets held on finance leases with a net book value of £147 million (2004: £112 million), on which the depreciation charge

for the year ended 31 December 2005 was £2 million (2004: £nil).

3 Includes assets with a net book value of £147 million (2004: £124 million) pledged as security for liabilities, on which the
depreciation charge for the year ended 31 December 2005 was £2 million (2004: £nil).
4 HSBC Bank plc incurred £490 million of contractual commitments on the acquisition of tangible assets in 2005.
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Long Short Equipment
Freehold leasehold leasehold Equipment, on
land and land and land and fixtures operating
buildings buildings buildings and fittings leases Total
£m £m £m £m £m £m
Cost or fair value
At 1 January 2004 ........ccoocevenene 1,101 372 266 2,321 2,838 6,898
Additions at cost ........cceceruennenne. 14 5) 10 268 546 833
Acquisition of subsidiaries ........ - - - 16 - 16
Fair value adjustments ............... 5 2 - - - 7
Disposals .....ccceoeeerieenenieinenne (30) - 3) (96) (235) (364)
Transfers .........ccceeeeeeevenveccnennene - (1) - (1) - 2)
Exchange translation differences - - - 13 - 13
Other changes .........cccccceverenene (14) (6) (12) 6 - (26)
At 31 December 2004 ................ 1,076 362 261 2,527 3,149 7,375
Accumulated depreciation
At 1 January 2004 .........ccooeunee. (36) 5) (162) (1,304) (843) (2,350)
Depreciation charge for the year (36) ) (12) (309) (217) (583)
Disposals ......ccccevererieieieienne 2 - 3 91 154 250
Transfers ......ccocveveeeeeeeeeieienns - - - 2) - )
Exchange translation differences 3) - (1) (11) - (15)
Other changes .........cccoceevvenenne 8 2 12 2) — 20
At 31 December 2004 ................ (65) (12) (160) (1,537) (906) (2,680)
Net book value at
31 December 2004 ............... 1,011 350 101 990 2,243 4,695
The bank
Long Short
Freehold leasehold leasehold Equipment,
land and land and land and fixtures
buildings buildings buildings and fittings Total
£m £m £m £m £m
Cost or fair value
At 1 January 2005 .......ccceoiriniiinineceeee 441 366 216 1,763 2,786
Additions at COSt' .eeuuurvverrriierri e 1 - 13 212 236
DISPOSAIS ..o - - 21 (55) (76)
TranSTers ......covvvevieirieieieieeeereee e - - - 2 2
Other changes .........cocveeeiererinereeeeee e 2 10 - — 12
At 31 December 2005 .......coeereivinieinenieieeeene 454 376 208 1,922 2,960
Accumulated depreciation
At 1 January 2005 .....cocooeevieineinineeeeeeeeeee 42) (12) (155) (1,095) (1,304)
Depreciation charge for the year ...........cccccecevenene (13) ()] ®) (197) (227)
Disposals ......cccceveeererieiiiens - - 18 39 57
Transfers ... - - - 1 ()}
Other changes ..........cccoeevieerieirieieeeeeeeeeene (7 7 2) - (16)
At 31 December 2005 .......coeereivenieinenieineene (62) (28) (147) (1,254) (1,491)
Net book value at 31 December 2005 .................... 392 348 61 668 1,469

1 HSBC Bank plc incurred £176 million of contractual commitments on the acquisition of tangible assets in 2005.
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Long Short

Freehold leasehold leasehold Equipment,

land and land and land and fixtures

buildings buildings buildings and fittings Total

£m £m £m £m £m

Cost or fair value
At 1 January 2004 ........coooiiiinieeeeeeen 462 358 210 1,667 2,697
Additions at COSt ...e.vevirreiriirieirieieeereee e 1 14 7 162 184
DiSPoSals ....c.oeveiiiiieicie e (19) - 3) (70) 92)
TrANSTELS ..cuvcviviiieieieieie e - - - 1 1
Other changes ..........cccovevivieieiereceeeeee e 3) (6) 2 3 4)
At 31 December 2004 .......ccooeveineneineeeeneenen 441 366 216 1,763 2,786
Accumulated depreciation
At 1 January 2004 .................. 37) 5) (148) (964) (1,154)
Depreciation charge for the year . (14) 9) (10) (192) (225)
DiSPOSAlS ..cveeeieiieieieeieeceee e 2 - 2 64 68
TranSTers ....ocvevveieriiriicieceeeeeetee e - - - 3) 3)
Other changes ..........cccovevevieiieneeceeeee e 7 2 1 — 10
At 31 December 2004 .......ccooeivenieiniieeneeeienee (42) (12) (155) (1,095) (1,304)
Net book value at 31 December 2004 399 354 61 668 1,482

Included within ‘Short leasehold land and buildings’ are the following amounts in respect of assets classed as
improvements to buildings, which are carried at depreciated historical cost:

The group
2005 2004
Accumulated Accumulated
Cost depreciation Cost depreciation
£m £m £m £m
At 1 JANUATY .o 228 (162) 231 (164)
Additions 15 - 10 -
Disposals .. 21) 18 3) 2
Transfers - - - (11)
Depreciation charge for the year .........cccoceveveneinenene - ®) - -
Exchange translation differences ...........cc.cocevevervenenne. - - 1 (€8]
Other Changes .........c.ccevveeririeinirieeneeeeeene 9 2 (11) 12
At 31 DeCemDET .....ooovvveiiiiciiicte e 231 (150) 228 (162)
Net book value at 31 December .........cccceceveeereennennee 81 66
The bank
2005 2004
Accumulated Accumulated
Cost depreciation Cost depreciation
£m £m £m £m
At 1 JANUATY .o 215 (158) 210 (151)
AdAIIONS ..o 13 - 7 -
DISPOSALS .. 21) 18 3) 2
Depreciation charge for the year ...........ccccovveeveerieeennne - ®) - 9)
Other changes .........c.ccevveirerieineninene e — 2) 1 —
At 31 DECEMDET .....coveuieviieiieiiieiiieiriciee s 207 (150) 215 (158)
Net book value at 31 December .........ccccoceveeereennennee 57 57
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Investment properties

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

Freehold
land and
buildings'
£m
Fair value
AL 1 JANUATY 2005 ..ottt et a et be Rttt e n e en b e e s e bt e Rt en e et et e bt eseeseententensenseeneeneaneens 19
Additions at cost .. 11
Disposals ................ (22)
Fair value adjustments 10
OFhET CRHANEES .....oviuiiiiiiiiieet ettt ettt et b e et b e b st te sa et e b s st b et eb et bt sa e ebe s eseneseeuens 9
AL 31 DECEMBET 2005 ..ottt ettt ettt ettt ettt b et h b s e b e bt s bt h b st h bbbt b e st s bt h et s et et b neeneeben 27
Fair value
AL 1 JANUATY 2004 ..ot b e a e bt h ettt b e a e h et et b e sae bt et e b bt saeeae e anens 45
Additions at cost .. -
Disposals .....c.cc.c..... -
Fair value adJUSTIMENES ......c.coueuiiiiiiiirieiiteeeetettet ettt ettt ettt ettt b s et be et bt b e bt sa e b n st n e eaeas -
ONET CRANEZES ...ttt ettt e h bbbttt b e e s b e s et st et ebe st e st e b et e st b e st et e e e st sbeneebenbeneas (24)
At 31 DECEMBET 2004 ..ottt ettt ettt a ettt a e st s st n et eb et en e enes 19

1 Included in Property, plant and equipment on page 74

Investment properties are valued on an open market value basis as at 31 December each year by independent
professional valuers who have recent experience in the location and type of properties. A surplus of £10 million
(2004: surplus of £6 million) was credited to the income statement for the year ended 31 December 2005.

Included within ‘Other operating income’ was rental income of £2 million (2004: £1 million) earned by the group on
its investment properties. Direct operating expenses of £nil (2004: £nil) incurred in respect of the investment
properties during the year were recognised 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 £25 million at
31 December 2005 (2004: £28 million) let under operating leases, net of accumulated depreciation of £18 million
(2004: £20 million).
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24 Investments
Principal subsidiary undertakings of HSBC Bank plc
Country HSBC Bank
of plc’s interest in
incorporation equity capital
or registration %
HSBC France (formerly CCF SIAL) ..ottt France 99.99
HSBC Asset Finance (UK) LIMIted .........cooieieieiiiiiiiieieecieiesieee ettt England 100
HSBOC Bank A.S. ..ottt ettt sttt st Turkey 100
HSBC Bank International Limited ..........cccoceoiririeiriiininieirieieieseete et Jersey 100
HSBC Bank Malta P.L.C. .coueieuiiiieiiicieceeieeec ettt Malta 68.19
HSBC Guyerzeller Bank AG ....... Switzerland 99.72
HSBC Invoice Finance (UK) Limited England 100
HSBC Life (UK) Limited ............... England 100
HSBC Rail (UK) LIMItEA ...oviiiiiieiiiieieiese ettt st snesne s England 100
HSBC Private Bank (Guernsey) LAmited .........cccecevveirieirenirinieineieese e Guernsey 99.72
HSBC Private Bank (SUiSSE) S.A. ..ceoiiiiiiiiiieiiieieeeeeeetree ettt s Switzerland 94.29
HSBC Private Bank (UK) LImited .........cccoviriirieieiiriiitiii ettt eve e sae s esneneenne England 99.72
HSBC Trinkaus & Burkhardt KGaA . Germany 77.89
HSBC Trust Company (UK) Limited ........cccoceoeinenneneinene England 100
Marks and Spencer Retail Financial Services Holdings Limited ..........cccccoveviivieiienenenieieiee England 100
All the above make their financial statements up to 31 December.
Acquisitions
HSBC Bank plc made the following acquisitions of subsidiary undertakings or business operations in 2005, which
were accounted for on an acquisition basis:
On 31 December 2005, the group increased its stake in HSBC Trinkaus & Burkhardt KGaA by 4.42 per cent for a
cash consideration of £69 million. Goodwill of £44 million arose on the acquisition.
During 2005, as part of the reorganisation of The Bank of Bermuda Limited, the group purchased subsidiary
undertakings and business operations for a total cash consideration of £122 million. Goodwill of £34 million was
transferred into the group on these acquisitions.
25 Other assets

The group The bank
2005 2004 2005 2004
£m £m £m £m
BULHON .ottt 114 5 66 -
Assets held for sale .........cocovivieieieiieieieieeeeee e 25 25 16 8
REINSUTANCE SSELS ..o.veveeieiieiieierieieeeeetieeeiee e 594 725 - -
Current taxation recoverable .... 20 35 - 11
Endorsements and acceptances 539 - 476 -
Other aCCOUNLS ......oovvieiieeieiieeieeeeee ettt 2,604 3,456 911 571
3,896 4,246 1,469 590
Assets held for sale
The group The bank
2005 2004 2005 2005
£m £m £m £m
Disposal groups
Property, plant and equipment ............cccocerveeererieerennns 25 25 16 8
Non-current assets held for sale ..........ccccoovvieievieiennns 25 25 16 8
Total assets classified as held for sale ..........cccceeveviennns 25 25 16 8

The property, plant and equipment classified as held for sale is a result of repossession of property that had been

pledged as collateral by the customers.
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Financial liabilities designated at fair value

DEPOoSits DY DANKS .....c.oueviiieiiiiiiiiicieetec ettt
Liabilities to customers under inveStMent CONIACES ...........cvervierierierierieireereeeeiesreeteeeereeaesseeseeseenas

Debt securities in iSSUE .......cceeveeeeeeveriereenreneennes
Subordinated liabilities ..

PreferenCe SHATES ......cc.eiuiiiieiiiieiee ettt ettt ettt sttt ettt n e b eneenes

2005

The group The bank
£m £m

1 —

3,649 -

205 -

4,006 4,321

324 -

8,185 4,321

The difference between the carrying amount of financial liabilities designated at fair value and the contractual

amount at maturity at 31 December 2005 for the group was a gain of £255 million (the bank: £272 million).

At 31 December 2005, the accumulated amount of the change in fair value attributable to changes in credit risk for

the group was £13 million (the bank: £14 million).

27 Otbher liabilities
The group The bank
2005 2004 2005 2004
£m £m £m £m
Amounts due to investors in funds consolidated by the
GIOUP ettt ettt sttt ettt sttt et be e 396 333 - -
Share-based payments ............. 89 - 56 -
Obligations under finance leases 324 320 - -
Endorsements and acceptances .. . 539 - 476 -
Other Habilities .........cccevueerierieirieiienieceeeeeeeeeeee 3,440 4,726 2,314 861
4,788 5,379 2,846 861
Obligations under finance leases falling due:
—between 1 and 5 years ........cccccveveinenecneieeenene 7 - - -
—OVET 5 YEALS teveeueenreniereierienieneestesseeseeneenaensessessesseeneens 317 320 — -
324 320 — —
28 Liabilities under insurance contracts issued
2005
Gross Reinsurance Net
£m £m £m
Non-life insurance provisions
Unearned PIeMIUIMS .......ccveueruerrertereierieeetesteseeseeeesesseseeeseeneensessesseesesneenee 313 (23) 290
NOtfied CIAIMS ..ooviivieiieiiie ettt 89 39) 50
Claims incurred but N0t 1€POIted.........coueveerieieenieinieirieerceee e 32 (18) 14
434 (80) 354
Policyholder liabilities
Life (NON-INKEA) ...evveuviiiiiiiieiieiesieeieeeeee et 847 (474) 373
Life (HNKEA) vonveeiieiieiiie ettt 697 (40) 657
1,544 (514) 1,030
Total liabilities under iNSUTaNCe CONIACES' . ...o..vveveeveeeererreeeereeeeeeeeeeereeneees 1,978 (594) 1,384
1 Though investment contracts with discretionary participation features are financial instruments, the group continued to treat them

as insurance contracts as permitted by IFRS 4.
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The movement of liabilities under insurance contracts for the year ended 31 December 2005 was as follows:

Non-life insurance

Unearned premium provision

AL T JANUATY .ottt s
GroSS WITHEN PIEINIUIILS .....vouvevinreerereeeerereteteereneetesteseetesenesaeeesesneseesenenennens
Gross €arned PrMIUIMS .........coveueruereriirieerieieteriesestesesteeereseeseeseeesessenesseneene
Foreign exchange and other MOVEMENLS ..........cccouecvvuerieirenieenieinenieinenene

At 3T DECEMDET ....vviviiiiiietieiieieie ettt ettt ettt ss et e ss e s eaeae s

Notified and incurred but not reported

AL T JANUATY .ottt s
—n0tified ClAIMS ....ocoeuiiiiiiiieicecce e
— claims incurred but N0t 1ePOIted ........coveeviirieirieiieieeeeeeceeeeeen

Claims paid in respect of CUITENT YEAT .....ccccervererierieiirieieenieieienieeereieieene
Current year NOtfICAtIONS .......cceeveuerieriiieieiesiese ettt
Foreign exchange and other MOVemMENtS ..........cccoeovruerieireniecnieniecneineene

At 31 DECEMDET ....cuinviiiiieiieiieieie sttt st ene et esene e
—NOtIEd ClAIMS ...eovviiiiiciicecieeece et
— claims incurred but not reported ..........cccevvererieiriieieeeeee e

At 3T DECEMDET ...ovvivvitiiieiieiieieie ettt ettt s se et e ess s eaeae s

Life insurance policyholder liabilities

Life non-linked

At T JANUATY .o
Benefits paid .
Current year notifications
Foreign exchange and other moOvVements ..........c.coceoevuereirenieinienineneineene

At 31 DECEIMDET ...ttt ettt ettt ettt seebeeeseesseesneesneesnneenns

Life (linked)

AL T JANUATY .ttt
Benefits PAIA ....ooveieieiieiieieiee e
Current year NOtTICAtIONS .........evveeriirieirieieerieeeee et
Foreign exchange and other MOVEMENLS .......c..cccouevvuirieirenieenieineneinienene

At 31 DECEMDET ...t
Total policyholder Habilities ..........c.coccoererieineiinenieiricieenceeeeeeeeecae

Year ended 31 December 2005

Gross Reinsurance Net
£m £m £m
288 - 288

(200) 56 (144)
188 57) 131
37 (22) 15
313 (23) 290
124 (64) 60
86 41) 45
38 (23) 15
(79) 35 44)
76 29) 47
- 1 1
89 39) 50
32 (18) 14
121 (57) 64
Year ended 31 December 2005

Gross Reinsurance Net
£m £m £m
944 (505) 439
92) 56 36)
100 39) 61

(105) 14 91)
847 (474) 373
660 (89) 571

(124) 6 118)

85 - 85
76 43 119
697 (40) 657
1,544 (514) 1,030

The current year notifications represent the aggregate of all events giving rise to additional policyholder liabilities in

the year. These include death claims, surrenders, lapses, the setting up of liability to policyholders at the initial

inception of the policy, the declaration of bonuses and other amounts attributable to policyholder.

80




29 Provisions

Deferred taxation

The group
2005 2004
Deferred Deferred Deferred Deferred
tax asset  tax liability Total tax asset  tax liability Total
£m £m £m £m £m £m
Temporary differences:
— retirement benefits...........cccceveeveennene 821 58 879 841 - 841
— provision for loan impairment
Charges ......ccovveeeveenieneceeeeeee 88 41 129 154 - 154
— assets leased to customers . (696) 24) (720) (845) 1 (844)
— revaluation of property......... 36) 67) (103) (42) (54) (96)
— accelerated capital allowances........... (49) a (50) 51) - 51)
— other short term timing differences ... 50 (147) 97 88 (275) (187)
Unused tax 10SSes ......ccceveeevereeereenennne 17 1 18 9 — 9
195 (139) 56 154 (328) (174)

The amount of deferred tax assets for which no deferred tax is recognised in the balance sheet is £113 million
(2004: £120 million). This amount is in respect of capital losses that have no expiry date where the
recoverability of the potential benefits is not considered likely.

The bank
2005 2004
Deferred Deferred Deferred Deferred
tax asset  tax liability Total tax asset  tax liability Total
£m £m £m £m £m £m
Temporary differences:
— retirement benefits...........ceceeereenene 821 - 821 841 - 841
— provision for loan impairment
Charges .......coeeveeneneinierceee 85 - 85 90 - 90
— revaluation of property ............ccce.... 36) - 36) (42) - (42)
— accelerated capital allowances........... 45) - 45) (52) - (52)
— other short term timing differences ... 165 (12) 153 88 4) 84
Unused tax 10SSes ......cccevereeerererierinennne 17 - 17 9 — 9
1,007 (12) 995 934 (4) 930

The amount of temporary differences for which no deferred tax is recognised in the balance sheet is £104
million (2004: £108 million). This amount is in respect of capital losses that have no expiry date where the
recoverability of the potential benefits is not considered likely.

Other provisions

The group
Provisions
£m
AL 1 JANUATY 2005 ..ottt sttt ettt b ettt e a e st et et ekt et Rt en e e st e bttt e Rt en e en e e te et e bt eneen e et e sebeereeneenean 434
Additional provisions/inCrease in PrOVISIONS' ........coocivivuiiveiieieeeeeeeeeeeeeeeee e 217
PrOVISIONS ULIHSEA ..eeueeuiiiietieiieeiet ettt e et b ettt et e e bt st e e st en e es e s et e ebeseeeseeneensense st e bt eseeseensensensesseesesnean 101)
Amounts reversed .................... 159)
Exchange and Other MOVEIMENLS ..........cc.eiuiiiiiiieieiesteet sttt ettt et ettt et ese et e besseeseestensesesseeseeneenaensensensesneaneens (@)
At 31 DECEMDEL 2005 ...ttt ettt ettt h et b et bbb bt h bbb bttt eb et e st b s bbb bt et e e b nteneenen 384

1 Includes unwinding of discounts of £6 million (2004: £7 million) in relation to vacant space provisions.
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Included above is a provision of £73 million (2004: £75 million) for the possible cost of redress relating to the sale of
certain personal pension plans and mortgage endowment policies and a provision for indemnity clawbacks. The
provision is 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
£m
AL 1 JANUATY 2005 ..ottt b et b et e h ettt h e h bttt b e et b e et st ettt besae bt et it e 176
Additional provisions/increase in provisions 49
Provisions utilised .........cccoocevviriiieierieiennn (16)
AINOUNES TEVEISEA ...veuvitieiieiieieteete ettt e e ettt eteeste e s e besa e e st eseentensesseaseeseeseestensensesseeseensensenseseeeseeneensensesesesneaneeneansennens (84)
Exchange and Other MOVEIMENLS .........c.coueirieiriirieiirieietentet ettt ettt ettt b ettt b et et e bt st e st b e sbe st ss et ebesaeneebenteseebeneesennene (1)
At 31 DECEMDET 2005 ....eiiiiiieiieiiieiertct ettt ettt ettt h et h ettt b et be et a et bttt ebe et ne e 124

1 Includes unwinding of discounts of £6 million (2004: £7 million) in relation to vacant space provisions.

The above includes provisions for onerous property contracts of £87 million (2004: £105 million), of which £19
million (2004: £21 million) relates to discounted future costs associated with leasehold 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 in 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 reviews.

Subordinated liabilities

Book value
The group 2005 2004
£m £m
Subordinated liabilities:

— AL AIMOTTISEA COS ..vviiiiiiie ittt e et e e e e et eeeaaeeeeareeeereeeeneeeenreeeereeeanns 4,792 5,370
Subordinated Habilities ...........cceviviririeiieirie e 2,297 5,370
PreferenCe SNATES .......cc.eecviiiiiiiiieiecie ettt ettt ettt et et eetbeetb e e b e e beebeeseesseesaeesaneenns 2,495 —

— Designated at fair VAIUE ........ccccooiiiiriiiiiieeeeee ettt 4,330 -
Subordinated Habilities .........c.cceveriririeiieieiie et 4,006
Preference ShAres ..........cooveiiiieieiee ettt 324 —

9,122 5,370
Book value
The bank 2005 2004
£m £m
Subordinated liabilities:

- LA 00 g8 1116 I o0 1) AU 4,479 7,278
Subordinated Habilities ...........ecevirireririieirie e 3,987 7,278
Preference ShAres .........cooeiiiieiiieee ettt 492 —

— Designated at fair VAIUE ........cccceiuiiiirieiiiieeneeeee ettt 4,321 -
Subordinated Habilities .........c.cccviviririeiieiriie et 4,321
Preference ShAres .........ccooveiiiiiieieese ettt — —

8,800 7,278
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Subordinated borrowings of the group

Book value
2005 2004
£m £m
£200m 9% Subordinated Notes 2005 .......cccoeverieirerininiereeereere et - 199
US$500m 7.625% Subordinated Notes 2006 . 296 259
US$300m 6.95% Subordinated Notes 2011 ...... 193 155
€1,000m Floating Rate Subordinated Loan 2012 .........cc.ccovevieineineneinenieeneeeeeeene 686 -
€250m HSBC Bank plc Subordinated Loan 2015 ........ccoccoeineininniniciienecceeene 172 176
€600m 4.25% Callable Subordinated Notes 2016 .............oocoovoovoemereereeeeeeee e 440 423
£350m Callable Subordinated Variable Coupon Notes 20177 .........ccoovvvrervcerreersernnnes 378 350
£400m HSBC Bank plc Subordinated Loan 2020................. 400 400
£500m 4.75% Callable Subordinated Notes 2020 ... 506 -
€500m Callable Floating Rate Notes 2020 .......... 341 -
£350m 5% Callable Subordinated Notes 2023% .............ccoooorvorverrereeeeeeeeeeeeeeeenen 370 350
£300m 6.5% Subordinated Notes 2023 .........cocoeireinenieineieeneeererreeeeeeeseeenenene 295 298
US$300m 7.65% Subordinated Notes 2025% .............coovovvireeeeeeeeeeseeeeeeeeee e 214 155
£350m 5.375% Callable Subordinated Step-up Notes 2030% ...........ccoocovvvovevvrerer. 378 350
£500m 5.375% Subordinated Notes 2033 ........cccocecererennennee 555 498
€900m 7.75% Non-cumulative Subordinated Notes 2040 . 617 -
£225m 6.25% Subordinated Notes 2041 ........ccooeirennineiineeineeereeen 223 223
£700m 5.844% Non-cumulative Step-up Perpetual Preferred Securities 2048 .............. 700 -
£300m 5.862% Non-cumulative Step-up Perpetual Preferred Securities 2049 .............. 324 -
US$750m Undated Floating Rate Primary Capital NOtes ........cccoocevveierienienerieieieieiee 437 388
US$500m Undated Floating Rate Primary Capital NOtes ..........c.coeeiriniieininniciiniecens 291 258
US$300m Undated Floating Rate Primary Capital Notes (Series 3) . 174 155
£150m 9.25% Step-up Undated Subordinated Notes® ............. 157 150
£150m 8.625% Step-up Undated Subordinated Notes’ . 161 150
US$875m Non-cumulative Third US$ Preference Shares ...........coccoveviveneininncnccnenne 492 -
Other subordinated liabilities less than £50m .........ccccceeveeinenecineneccnenieennes 322 433
9,122 5,370

1 The interest rate on the 4.25% Callable subordinated notes changes in March 2011 to three-month EURIBOR plus 1.05 per cent.

2 The interest rate on the Callable subordinated variable coupon notes is fixed at 5.75 per cent until June 2012. Thereafter, the rate per
annum is the sum of the gross redemption yield of the then prevailing five-year UK gilt plus 1.70 per cent.

3 The interest on the 5% Callable subordinated notes changes in March 2018 to become the rate per annum which is the sum of the
gross redemption yield of the prevailing five-year UK gilt plus 1.80 per cent.

4 The 7.65 per cent Subordinated notes are repayable at the option of each of the holders in May 2007.

5 The interest rate on the 5.375% Callable subordinated step-up notes 2030 changes in November 2025 to three month sterling LIBOR
plus 1.50 per cent.

6 The interest rate on the 9.25 per cent step-up undated subordinated notes changes in December 2006 to become, for each successive
five year period, the rate per annum which is the sum of the yield on the then five year benchmark UK gilt plus 2.15 per cent.

7 The interest rate on the 8.625 per cent step-up undated subordinated notes changes in December 2007 to become, for each successive
five year period, the rate per annum which is the sum of the yield on the then five year benchmark UK gilt plus 1.87 per cent.

Footnotes 1 to 7 all relate to notes that are repayable at the option of the borrower on the date of the change of the interest rate, and at
subsequent interest rate reset dates and interest payment dates in some cases, subject to the prior consent of the Financial Services
Authority.

Fair value of financial instruments

The following table provides an analysis of the fair value of financial instruments not measured at fair value in the
balance sheet. For all other instruments the fair value is equal to the carrying value:

2005 2004
The group Carrying Fair Carrying
value value value
£m £m £m
Assets
Loans and advances to banks ...........cc.ocoveevvieeriiiieiiieiceeeeee et 31,578 31,615 34,970
Loans and advances t0 CUSTOMETS............ccueevueerveerueerieeseeseesieseesneeseeseennens 182,629 182,840 141,527
Financial investments: Debt SECUTItIES ........ccveevvieiviieiiieieciecee e 137 137 26,509
Liabilities
Deposits by banks ... . 34,198 34,197 32,595
Customer accounts...... . 205,475 205,498 161,069
Debt SECUTIIES 1N ISSUE .veevvievieiieeiiieiieereesteeteeeteeereeeseeesseesseesseesseesseesseesnneenns 26,801 28,146 26,785
Subordinated Habilities ..........cc.oovvieieiiiiiieeie ettt 4,792 4,798 5,370
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2005 2004
The bank Carrying Fair Carrying
value value value
£m £m £m
Assets
Loans and advances to banks..............cccoooiiviiiiiiiciiiecee e 19,196 19,196 22,983
Loans and advances t0 CUSTOMETS ...........ceverueriereereeeieieieseeeteeeeeneeeeneeniesee e 134,819 134,835 101,233
Financial investments: Debt SECUTTtIES........cc.evruirieirerieiieerieie e - - 8,617
Liabilities
Deposits DY DANKS......c.coveuiruiieirieiiiieeie s 27,999 27,997 26,982
CUSLOMET ACCOUNLS ....evvieieeienteaieeeeteeteeetesteeesesseeseeneenaetesseeteeneeneensensensesneens 141,761 141,753 104,183
Debt SECUTILIES 1N ISSUE ...vvievviieiiieiieeiieie et eete et et ete e e e et e eaeeae et e eveeeveeeveens 8,212 8,212 13,646
Subordinated labilities ..........ccceeerieierieriieseeeeeee e 4,479 4,474 7,278

The methods used to determine fair values for financial instruments for the purpose of measurement and disclosure
are set out in Note 2. The majority of the group’s financial instruments measured at fair value are valued using
quoted market prices or valuation techniques based on observable market data. Observable market prices are not,
however, available for many of the group’s financial assets and liabilities not measured at fair value. The
determination of the fair values of the assets and liabilities in the table above are as follows:

(i)

(ii)

Loans and advances to banks and customers

The fair values of personal and commercial loans and advances are estimated by discounting anticipated cash
flows (including interest at contractual rates).

Performing loans are grouped, as far as possible, into homogeneous pools segregated by maturity and the coupon
rates of the loans within each pool. In general, cash flows are discounted using current market rates for
instruments with similar maturity, repricing and credit risk characteristics. For fixed rate loans, assumptions are
made on the expected prepayment rates appropriate to the type of loan.

For non-performing uncollateralised commercial loans, fair value is estimated by discounting the future cash
flows over the time period they are expected to be recovered. For non-performing commercial loans where
collateral exists, fair value is the lower of the carrying values of the loans net of impairment allowances, and the
fair value of the collateral, discounted as appropriate.

Financial investments

In 2004, financial investments include debt securities and equity shares intended to be held on a continuing
basis. Such financial investments were included in the balance sheet at cost less provision for any permanent
diminution in value.

From 1 January 2005, on implementation of IAS39, the only financial investments not measured at fair value in
the balance sheet are held-to-maturity debt securities. Held-to-maturity debt securities are initially recorded at
fair value plus any directly attributable transaction costs, and are subsequently measured at amortised cost using
the effective interest rate method, less any impairment losses.

The fair values of listed financial investments are determined using bid market prices. The fair values of unlisted
financial investments are determined using valuation techniques that take into consideration future earnings
streams and valuations of equivalent quoted securities.

(iii) Deposits by banks and customer accounts

Deposits by banks and customer accounts are grouped by residual maturity. Fair values are estimated using
discounted cash flows, applying either market rates, where applicable, or current rates offered for deposits of
similar remaining maturities.

(iv) Debt securities in issue and subordinated liabilities

Fair values are determined using quoted market prices at the balance sheet date where applicable, or by reference
to quoted market prices for similar instruments.
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The fair values presented in the table above are stated at a specific date and may be significantly different from the
amounts which will actually be paid or received on the maturity or settlement dates of the instruments. In many
cases, it would not be possible to realise immediately the estimated fair values. Accordingly these fair values do not
represent the value of these financial instruments to the group as a going concern.

The fair values of intangible assets, such as values placed on portfolios of core deposits, credit card relationships and
customer goodwill, are not included above, because they are not financial instruments.

As other financial institutions use different valuation methodologies and assumptions in determining fair values,
comparisons of fair values between financial institutions may not be meaningful and users are advised to exercise

caution when using this data.

In addition, the following table lists those financial instruments where the carrying amount is a reasonable
approximation of fair value, for example, because they are either short term in nature or reprice to current market

rates frequently.

Assets

Cash and balances at central banks

Items in the course of collection
Endorsements and acceptances

Short term receivables within ‘Other Assets’

Maturity analysis of assets and liabilities

Liabilities

Items in the course of transmission
Endorsements and acceptances

Short-term payables within ‘Other Liabilities’

The following is an analysis of undiscounted cash flows payable under financial liabilities by remaining contractual

maturities at the balance sheet date:

The group:

Deposits by banks
Customer accounts
Financial liabilities designated at fair value
Debt securities in iSSUE .........ccevveerereevennens
Subordinated liabilities .....

Other financial liabilities ...........coceveerereririeieieereeeen

Total at 31 December 2005

The bank:

Deposits by banks
Customer accounts
Financial liabilities designated at fair value
Debt securities in iSSUE .........cceeveuerueeeerrererenierereererereeneenes
Subordinated liabilities ..........cccueereirerieinierecierceee

Other financial liabilities ..........c.ccevvevieriinieieieieeceeieenn

Total at 31 December 2005

Due Due

Due between between Due

On within 3 3 and 12 1and5 after 5
demand months months years years Total
£m £m £m £m £m £m
7,324 18,557 4,752 3,168 1,636 35,437
138,061 58,061 6,320 3,809 2,533 208,784
3,636 55 478 921 5,141 10,231
831 19,470 2,861 4,984 - 28,146
- 49 153 868 6,620 7,690
1 2,739 16 12 369 3,137
149,853 98,931 14,580 13,762 16,299 293,425

Due Due

Due between between Due

On within 3 3 and 12 1and5 after 5
demand months months years years Total
£m £m £m £m £m £m
18,945 5,526 3,174 476 329 28,450
116,815 19,659 2,676 2,775 2,068 143,993
- 35 420 750 4,954 6,159
805 4,002 2,086 1,741 - 8,634
- 43 129 4,159 1,404 5,735
- 1,265 — — 16 1,281
136,565 30,530 8,485 9,901 8,771 194,252

The following is an analysis of assets and liabilities by remaining contractual maturities at the balance sheet date for
assets and liability line items that combines amounts expected to be recovered or settled in under one year, and after

one year.

Trading assets and liabilities are excluded because they are not held for collection or settlement over the period of

contractual maturity.
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The group

Assets

Financial assets designated at fair value ...........cccooeoveeieincincniincinins
Loans and advances t0 Danks ............ccccceeveierieniinieiieeieieieie e
Loans and advances t0 CUStOMETS ..........cccveeerierierierieeiieieeieiereeneesreeeeeneeeenne

Financial investments
Other financial assets

Liabilities

Deposits DY DANKS .....c.coerieirieiiiiieiiicieese e
CUSLOMET ACCOUNLS ...evvitieieeienieneetesieeteeteeneestensestesteeseeneeneessessessessesseeneeneenee

Financial liabilities designated at fair value ..
Debt securities in iSSUE ........ccceveveereeennnen.
Other financial liabilities ..

Subordinated labilities .........cccceeveierieririeieieee e

The group

Assets
Loans and advances to banks ...
Loans and advances to customers

Financial iNVESTMENTS .......ccoevviveiriieieieieiee et

Liabilities

Deposits by DANKS ........ccoveiriinieirieiriiieree e

Customer accounts .....
Debt securities in issue

Other financial Habilities ............cccevvieiieiiiieieeieeceeeee e
Subordinated Habilities .........c.ccvevueriiriiieieieieseee et

The bank

Assets

Financial assets designated at fair value ..........c.cocooeovineiniininiinenee

Loans and advances to banks .................
Loans and advances to customers

Financial iNVESTMENES .........ceveierierierieeiieiieieiesee et
Other fINANCIAL ASSELS .....cvvevveiiiiirieiieieeieiet ettt ettt ere e ese e e

Liabilities
Deposits by banks
Customer accounts

Financial liabilities designated at fair value ..........c..ccoeevvvenecineninccncincnnens
Debt SECUTIHIES 1N ISSUE ...viivievieeieiiieiiietieeietteie st eete sttt see et ereereesneseenne
Other financial Habilities ...........cccooeviriiiriieieseeeceeeee e
Subordinated Habilities .........c.cceevierierieriiieieietere ettt
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At 31 December 2005

Due after

Due within more than
one year one year Total
£m £m £m
316 5,029 5,345
30,932 646 31,578
91,564 91,065 182,629
16,409 27,073 43,482
1,338 63 1,401
140,559 123,876 264,435
30,180 4,018 34,198
201,076 4,399 205,475
3,976 4,209 8,185
22,579 4,222 26,801
1,061 381 1,442
6 4,786 4,792
258,878 22,015 280,893

At 31 December 2004

Due after

Due within more than
one year one year Total
£m £m £m
34,158 812 34,970
59,135 82,392 141,527
13,309 24,285 37,594
106,602 107,489 214,091
30,318 2,277 32,595
157,704 3,365 161,069
22,653 4,132 26,785
- 320 320
274 5,096 5,370
210,949 15,190 226,139

At 31 December 2005

Due after

Due within more than
one year one year Total
£m £m £m
- 16 16
18,740 456 19,196
58,106 76,713 134,819
10,203 5,180 15,383
502 28 530
87,551 82,393 169,944
27,371 628 27,999
138,505 3,256 141,761
295 4,026 4,321
6,680 1,532 8,212
485 16 501
(1) 4,480 4,479
173,335 13,938 187,273
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At 31 December 2004

Due after
Due within more than
The bank one year one year Total
£m £m £m
Assets
Loans and advances t0 banks ............ccccooovviiiiiiiiiiieieie e 22,539 444 22,983
Loans and advances t0 CUSLOIMETS ..........c..coveerieeiieiieeieeeeneeeeeeeeeeee e eereeennes 32,181 69,052 101,233
Financial INVESTMENTS .........cc.eeiviiiiiiieeeiee et eeeee et ee e e eaee e 9,108 5,540 14,648
63,828 75,036 138,864
Liabilities
Deposits by DANKS ......c.eovvierieiiiiieinieeee s 26,768 214 26,982
CUSLOMET ACCOUNLS ....ivvieerieiieetieeieeeeeeeteesteesteesteesesesaseesseeseeseesseesssessseessenns 102,240 1,943 104,183
Debt SECUTTTIES 1N ISSUE ..veovvveviieirieiriereeete et eete et e ettt eae e eveeeaeeaeas 11,785 1,861 13,646
Other financial lHabilities ............ccceevieiieiieiie e - - -
Subordinated HabIlIties ...........cceceiieuieiieeieeeeereere ettt 200 7,078 7,278
140,993 11,096 152,089

Further discussion of the group’s liquidity and funding management can be found in Note 38 ‘Risk management’.

Foreign currency exposures

34

Structural currency exposures

The group’s structural foreign currency exposure is represented by the net asset value of its foreign currency equity
and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates. Gains or
losses on structural foreign currency exposures are taken to reserves.

The group’s management of structural foreign currency exposures is discussed in Note 38(c).

Net structural currency exposures

2005 2004
£m £m

Currency of structural exposure
BEUTOS ottt ettt ettt ettt h et et e teete e st s e s et e aeeaeets et e st e b et e st et ebeeaeeteeneenes 9,453 8,327
US AOLLATS ..ttt ettt ettt et s et et be et e st e st e sebeeseebeeseene et enbesenneeneeneenee 882 848
SWISS TTATICS ©.uvviviietieetee ettt ettt ettt e e et e et e e e e et e et e eteeeteeeaeeeseeeaseeaeeeaseeateeaseeaseeeseeetsenaeeeaeeas 1,137 993
TUIKISH TITA .ottt ettt ettt e n et e b et e ss e ebe et et e beeneeneeneenes 534 364
IMAIEESE TITA ..o.vieievienieieite ettt ettt ettt ettt eta et e b e besseebeeseesbessesbeebeeseebe e st enbebeeaeereeneenes 145 143
Others, less than £100 MIILION ........ccoeiiiiiiiiiiieii ettt e b e ere e e e sseesaeeneennes 118 85
TOLAL ettt t ettt ettt et b et e ettt e e tt e b e e b et e ete e st esb e b et e eseete et et ebeeaeeteeneenes 12,269 10,760

Assets charged as security for liabilities and collateral accepted as security for assets

Assets charged as security for liabilities

The group has pledged assets as security for liabilities included under the following headings:

Group liabilities secured at Bank liabilities secured at

2005 2004 2005 2004

£m £m £m £m

Deposits by banks ........cccceeevieieienieneneeeeeee 367 746 329 727
Customer accounts .... 807 1,038 780 1,038
Debt securities in issue .. . 360 76 360 76
Other Habilities .........ceovevveriieieieieiecieee e 85 365 85 108
1,619 2,225 1,554 1,949
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Assets pledged to secure these liabilities are included under the following headings:

Group assets pledged at Bank assets pledged at
2005 2004 2005 2004
£m £m £m £m
Treasury bills and other eligible securities.................... 323 - 323 -
Loans and advances to banks..........cccccceveeereinenecnne. 714 697 714 697
Loans and advances to CUStOMETS...........cccveveververneennes 1,056 1,163 1,056 1,163
Debt securities 33,655 10,914 14,510 10,274
Equity Shares ........cceeeveeeieieieiereeeseeeeeee e 2,892 - 2,007 -
38,640 12,774 18,610 12,134

These transactions are conducted under terms that are usual and customary to standard lending, and stock borrowing
and lending activities.
Collateral accepted as security for assets

The fair value of financial assets accepted as collateral that the group is permitted to sell or repledge in the absence
of default is £33,836 million.

The fair value of financial assets accepted as collateral that have been sold or repledged is £2,056 million. The group
is obliged to return these assets.

These transactions are conducted under terms that are usual and customary to standard stock borrowing and lending
activities.

35 Called up share capital

Authorised

The authorised ordinary share capital of HSBC Bank plc at 31 December 2005 and 2004 was £1,000 million divided
into 1,000 million ordinary shares of £1 each.

At 31 December 2005 and 2004, the authorised preference share capital of HSBC Bank plc was £150 million non-
cumulative preference shares of £1 each, £1 million non-cumulative preference shares of £0.01 each.

Issued
Number of
HSBC Bank plc
ordinary shares £m
AL 1 JANUATY 2005 ..ottt bbbttt b et eben 796,969,096 797
SRATES ISSUCA ...e.viteeeieiieiete ettt ettt et et s bt et ene e st et e s s e ebe e st eneensenseesenbesseeneenean 3 —
At 31 December 2005 ............ooiiiiiiieiee ettt ettt enes 796,969,099 797
At 1 January 2004 .. 796,969,095 797
SRATES ISSUEA ...ovvivieeieiieieteee ettt ettt te ettt et et e s aeeseeteess e b e sseebeessessessessessesseeseeseeneas 1 —
At 31 DecembEr 2004 .......oooviiieiieiiieeieeie ettt ettt tb e et e e beeeae e aeesaaeereesraesaaeeaaeannn 796,969,096 797
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37 Reconciliation of profit before tax to net cash flow from operating activities

Non-cash items included in income

Depreciation and amortisation ..........c..ceeceveceeerreuennene
Loan impairment losses ...........
Loans written off net of recoveries ..
Provisions raised ...........cccoveeiiiniiiinineece
Provisions utilised ........c.coccceeerieineiinenieeneineene
Impairment of financial investments ..........c..c.ccceveeee
Accretion of discounts and amortisation of premiums

Change in operating assets

Change in prepayments and accrued income ...............
Change in net trading securities and net derivatives ...
Change in loans and advances to banks ............c..c.....
Change in loans and advances to customers
Change in financial assets designated at fair value .....
Change in Other asSets .........ccccvereeerieinrenieeneireeene

Change in operating liabilities

Change in accruals and deferred income .....................
Change in deposits by banks ................

Change in customer accounts .....
Change in debt securities in iSSUE ..........ccecevuerreurruennene
Change in financial liabilities designated at fair value
Change in other liabilities ..........cccocevevineineneininnne

Cash and cash equivalents comprise

Cash and balances at central banks .............ccccccveveenns
Items in the course of collection from other banks ......
Loans and advances to banks of one month or less .....
Treasury bills, other bills and certificates of deposit
less than three months ..........cccooceeviiviieieeiecieee.
Less: items in the course of transmission to other banks

The group The bank
2005 2004 2005 2004
£m £m £m £m
601 652 302 280
776 371 702 352
(1,306) (503) (1,138) (401)
920 163 (28) 98
(101) (146) (16) (63)
_ 17) _ _
(102) (74) (78) (61)
(42) 446 (256) 205
The group The bank
2005 2004 2005 2004
£m £m £m £m
430 (647) 295 (433)
421 3,020 (5,693) 3,315
(119) (1,513) 3,291) (2,515)
(40,630) (19,657) (33,215) (15,727)
(5,345) - (16) -
250 893 (729) 177
(44,993) (17,904) (42,649) (15,183)
The group The bank
2005 2004 2005 2004
£m £m £m £m
(368) 695 (236) 491
1,603 2,398 1,017 4,745
44,406 14,660 37,578 9,949
16 13,502 (5,434) 9,663
8,185 - 4,321 -
(4,238) 638 1,332 (202)
49,604 31,893 38,578 24,646
The group The bank
2005 2004 2005 2004
£m £m £m £m
1,711 1,275 689 587
3,595 1,495 2,125 1,327
19,535 23,055 5,506 12,589
7,942 8,759 6,538 8,026
(2,268) (907) (805) (781)
30,515 33,677 14,053 21,748
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38 Risk management

All the group’s activities involve analysis, evaluation, acceptance and management of some degree of risk or
combination of risks. The most important types of risk arising from financial instruments are credit risk (which
includes country and cross-border risk), liquidity risk, market risk, and insurance risk. Market risk includes foreign
exchange, interest rate and equity price risk.

The management of all risks which are significant to the group is discussed below.

(a) Credit risk management

Credit risk is the risk that financial loss arises from the failure of a customer or counterparty to meet its obligations
under a contract. It arises principally from lending, trade finance, treasury and leasing activities. The group has
standards, policies and procedures dedicated to controlling and monitoring risk from all such activities.

HSBC Holdings plc is responsible for the formulation of high-level credit policies. It also reviews the application of
the HSBC’s universal facility grading system. Historically, the group’s risk rating framework has consisted of a
minimum of seven grades, taking into account the risk of default and the availability of security or other credit risk
mitigation. The first three of which are applied to differing levels of satisfactory risk. Accounts in grade 4 and 5
require different degrees of special attention and grades 6 and 7 indicate non-performing status. A more sophisticated
risk rating framework for banks and other customers, based on default probability and loss estimates and comprising
up to 22 categories, is being progressively implemented across the group and is already operative in most major
business units. This new approach will increasingly allow a more granular analysis of risk and trends. Rating
methodology is based upon a wide range of financial analytics together with market data-based tools which are core
inputs to the assessment of counterparty risk. Although automated risk rating processes are increasingly in use, for
the larger facilities ultimate responsibility for setting risk grades rests with the final approving executive in each case.
It is the group’s policy to review grades frequently and implement amendments promptly when required.

The group’s credit risk limits to counterparties in the financial and government sectors are managed centrally to
optimise the use of credit availability and to avoid excessive risk concentration. Cross-border risk is controlled
through the imposition of country limits, which are determined by taking into account economic and political factors,
and local business knowledge, with sub-limits by maturity and type of business. Transactions with counterparties in
higher risk countries are considered on a case-by-case basis.

Within the overall framework of the HSBC policy, the group has an established risk management process
encompassing credit approvals, the control of exposures (including those to borrowers in financial difficulty), credit
policy direction to business units and the monitoring and reporting of exposures both on an individual and a portfolio
basis. Local management is responsible for the quality of its credit portfolios and follows a credit process involving
delegated approval authorities and credit procedures, the objective of which is to build and maintain risk assets of
high quality. Regular reviews are undertaken to assess and evaluate levels of risk concentration, including those to
individual industry sectors and products.

Special attention is paid to the management of problem loans. Where deemed appropriate, specialist units are
established to provide intensive management and control to maximise recoveries of doubtful debts.
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Maximum exposure to credit risk
Maximum exposure to credit risk, collateral held or other credit enhancements:

The group

Items in course of collection from other banks

TTAAINE ASSELS ....vevteuveteeteeieetieie et sttt et et et e st e et e eee et e esees s e sees e et e eseesten s e s e s e st es e eseensen s e st ensen s et e st eneas e eneensenseseeeneeneensensennen
— treasury & Other SIMILAT DILLS .......c.coueiiiiiiiiiiee ettt b ettt
— debt securities ...................
— loans and advances

Financial assets designated at fair VATUE .........ccooiiieiiieriiiicceee ettt st s et et st ene et e enenees
— treasury and other SIMILAT DIILS .........coiiiiiiiiiiii ettt
= AEDE SECUTTEIES ....veeviiiinietiteitetere ettt ettt ettt ettt et et a et b st ea e s st s bt e b e bbbt sa et ebe st s st ese s enesaene
—10ANS AN AAVANCES .....eiiinieiiieiet ettt b et b sttt b et et b et s bttt b et b et b sttt be e ens

Derivatives ........ccceevvveenen
Loans and advances to banks .....
Loans and advances to customers
Financial investments .....................
— treasury and other similar bills .
— DL SECUTTLIES .viviivieiieietieteeie ettt ettt ettt e et et et esteete e st essesbesseebeeseeseessessesbesseesaessesbenseeseeseessessessessesseaneessensansansess

Other assets
— eNAOrSeMEnts ANd ACCEPTAIICES ......euveuirreuirtiietirtenietetettatestete st eseetestetetes et eseebe st eseebe st esebeseesensebeseeseebe st e st abeneeseneenenaenes
S OERET o

Off-balance sheet
— financial guarantees and other credit related contingent Habilities ...........cccoceeieverieinerieinerieincieeeeeecee e
— loan commitments and other credit related COMMIMENTS.........c.ccievieieriiriiitiei ettt

At 31 December 2005

The bank

Items in course of collection from other banks

TEAINE ASSELS ...uvvirvenitenietitet ettt ettt ettt et ettt et b et b et es et e st et et eb e et e st b es e e s et es e et em e ebe b et es e b es e et emseb e et enteb et es e bene et et ebentens
— treasury and other SIMIIAr DIllS .........ccoiiiiiiiiiiiiic et
— DL SECUITLIES .viviivieiieietieteite ettt ettt ettt ettt et et e steeteeseeseesbesseebeeseeseessessessesseesaessesbenseeseeseensessessessesseeneessensansensens
—10aNS ANA AAVANCES ....evieuieiiiieciieiieee ettt ettt ettt et e e st e s e st e e bt entes e ens e seabesseebeentense s et e bt eneeneennentene s

Financial assets designated at fair VAIUE .........ccooeiiiiiiiiiiiie ettt
— treasury and other SIMIIAr DIllS .........ccoiiiiiiiiiiii et
— @D SECUTTLIES ...ttt ettt b ettt ettt ettt e
—10an5 AN AAVANCES ......ooviiiiiiiiiiii s

DIETIVALIVES .eviiuiiuiiiietietieti ettt et ettt et et e be st e eteeseess e st e s e ebeeseeseessess e seeseeseeseessesse s eeseeseessensanbe s e ese et s ensensensesaeetseneensentets
Loans and adVances t0 DANKS .........c.eoiriiririeieieitesie ettt sttt ettt ettt esees et et e et e eseeseenseebeeneeseensensebeseeeneennenbenne s
Loans and adVANCES t0 CUSTOMIETS ..........ceeieiertietiieeerietetestesteeseeteestessessessesseeseessessasesseeseessessesseeseessessansessesseessessensesesses
FINANCIAl INVESTMENES .....ccuiiiiiiiiietieitieteeete et et e et e et e eteeaeeseesseesseessaesssessseesseesseesseasseessseassaesseesseesseesseesseenseesseesssesnsesans
— treasury and other STMILAT DIILS .........coiiiiiiiiiii ettt
— DL SECUITLIES ..euviuieiieuieieteset ettt ettt ettt et et et e st et e st e st es s e ss e et e eseesees e ensenbesse et e eneenseabesseeseeneensensense st sneaneensensensens

Other assets

Oft-balance sheet
— financial guarantees and other credit related contingent Habilities ..........ccccocevieerierirerieinenienceeeee e
— loan commitments and other credit related COMMItMENTS.........cceeriiiirieiriirieirieiee ettt

At 31 December 2005
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Maximum
exposure
£m

3,595
61,240

268
40,550
20,422

1,721

10
1,614
97

26,077
31,578
182,629
41,321

3,950
37,371

539
2,247

17,557
127,159

495,663

Maximum
exposure
£m

2,125
33,091

181
17,127
15,783

16

16

17,570
19,196
134,819
15,059

3,554
11,505

476
828

9,840
90,811

323,831
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Notes on the Financial Statements (continued)

Collateral and other credit enhancements
Loans and advances

Where appropriate, operating companies are required to implement guidelines on the acceptability of specific classes
of collateral or credit risk mitigation, and determine valuation parameters. Such parameters are expected to be
conservative, reviewed regularly and be supported by empirical evidence. Security structures and legal covenants are
required to be subjected to regular review to ensure that they continue to fulfil their intended purpose and remain in
line with local market practice. While collateral is an important mitigant to credit risk, it is the group’s policy to
establish that loans are within the customer’s capacity to repay rather than to over rely on security. In certain cases,
depending on the customer’s standing and the type of product, facilities may be unsecured. The principal collateral
types are as follows:

— in 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; and

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

Other securities

Collateral held as security for financial assets other than loans and advances is determined by the structure of the
instrument. Debt securities, treasury and other eligible bills are generally unsecured with the exception of asset
backed securities and similar instruments, which are secured by pools of financial assets.

Concentrations of exposure

The group
2005 2004
% %
United KINZAOM ..c.eouiiiiiiiiiieiee ettt sttt b ettt be e eben 47 49
FIANCE ..ttt ettt b et ettt et 11 12
GEITIAIY ...oeviiinieteteiteteeet ettt ettt ettt et s e bt a et eb e st st e b et s e s st eae e st euesaeseebenneneas 8 8
Rest of Continental EUTOPE .........ccoiuiiiiriiiiieinicieireet ettt s 20 18
Continental EUTOPE ......c.ccvvuiiieiiriiieiiicicteieeee ettt ettt 39 38
United States 7 6
Rest of world 7 7
100 100

The bank

2005 2004
% %
United KINZAOM ....eiiiiiiiiieiieee ettt st s et e e ae st a et e e snesseeneeneenes 68 70
FIAINCE .ottt ettt ettt e e et et e h e e bt n e e st et e s et e neent et et neeneenes 5 3
Germany .......cocceceeeeeevennenne 3 3
Rest of Continental EUIOPE ........coueruiiirieieienieeeeieiieeee ettt sttt enes 14 13
Continental EUTOPE .....cc.euiiuiiieiiiiiietirietete ettt ettt sttt ettt b e st be e enens 22 19
UNIEEA STATES ..euvvitenietetetiete ettt ettt ettt ettt ettt b e b st bt e bt e st e b et eb et es e bt eb et et ebesaeneaben 5 4
RESE OF WOTLA ..ottt sttt 5 7
100 100

The group provides a diverse range of financial services both in the United Kingdom and internationally. As a result,
its portfolio of financial instruments with credit risk is highly diversified with no exposures to individual industries
or economic groupings totalling more than 10 per cent of consolidated total assets, except as follows:
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— the bank’s position as one of the principal UK clearing banks means that the majority of the group’s exposure to
credit risk is concentrated in the United Kingdom. Within the United Kingdom, the group’s credit risk is

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 it has a significant concentration
of exposure to banking counterparties. The majority of credit risk to the banking industry at 31 December 2005

and 31 December 2004 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 majority of exposures to the property and construction industry and the residential mortgage

market are secured on the underlying property.

Credit quality

Loans and advances

The group
At 31 December 2005
Loans and Loans and
advances to advances to
customers banks
£m £m
Gross loans and advances:
— neither past due NOT IMPAITEd ........c.evveiriiririieiie ettt 180,497 31,575
— past due but not impaired .... . 1,298 -
S AMIPAITEA ettt b et s ettt b et s bttt n et b et eben 2,714 8
184,509 31,583
The bank
At 31 December 2005
Loans and Loans and
advances to advances to
customers banks
£m £m
Gross loans and advances:
— neither past due NOT IMPAITEA ........ccueviriiieieieereeee et eneeees 133,113 19,195
— past due but not impaired .... . 1,274 -
—IMPATTEA .o s 1,354 5
135,741 19,200

Distribution of loans and advances neither past due nor impaired

The credit quality of the portfolio of loans and advances that were neither past due nor impaired at 31 December
2005 can be assessed by reference to HSBC’s standard credit grading system. The following information is based on

that system:

The group
At 31 December 2005

Loans and Loans and
advances to advances to
customers banks
£m £m
Grade 1-3 — SatiSTACLONY TISK ..eouveuieiiiieiiiieieie ettt sttt eee e enean 173,736 31,454
Grade 4 — watch list .........ccoevvieiiiiieinennn. . 5,247 108
Grade 5 — sub-standard but N0t iMPAITEd ..........cceceriririeieieieereeeee e 1,514 13
180,497 31,575
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The bank
At 31 December 2005

Loans and Loans and
advances to advances to
customers banks
£m £m
Grade 1-3 — satiSTACtOTY TISK ...cvivuiiiiiieieie e ene 128,303 19,140
Grade 4 — watch list ........cccooeevvieenieennn, 4,153 43
Grade 5 — sub-standard but nOt IMPAITEd .........ccceeveieriiriiieieee e 657 12
133,113 19,195

Grades 1 and 2 represent corporate facilities demonstrating financial condition, risk factors and capacity to repay that
are good to excellent, residential mortgages with low to moderate loan to values ratios, and other retail accounts
which are not impaired and are maintained within product guidelines.

Grade 3 represents satisfactory risk and includes corporate facilities that require closer monitoring, mortgages with
higher loan to value ratios than grades 1 and 2, all non-impaired credit card exposures, and other retail exposures

which operate outside product guidelines without being impaired.

Grade 4 and 5 represent corporate facilities that require various degrees of special attention and all retail exposures
that are progressively between 30 and 90 days past due.

Grade 6 and 7 indicate impaired status including all retail accounts that are progressively more than 90 days past due.

Loans and advances which were past due but not impaired

Loans and advances that were past due at 31 December 2005 but not impaired were as follows:

The group
2005

Loans and
advances to
customers
£m
Past dUC UP 10 29 dAYS ....ooviviiiiiiiiiiic s 608
Past dUE 30 — 59 AAYS ..veuetiiieiiieieteet ettt b ettt b et b et b et aenene 211
Past dUE 60 — 89 AAYS ....cueuiuiiiiieiieieieee ettt sttt ettt ene 135
954
Past dUE 90 — 179 AAYS .ueiiieiiriiieieete ettt sttt bttt b ettt s et b et s bt aetene 204
Past due over 180 days but 1ess than 1 YEAT ..........cccoueciieriiiniiiiniieecieee ettt 110
Past due MOTE thAN 1 YEAT ...c..ceriiiitiiieiiiteteitet ettt ettt bt st b ettt ettt be st s e be st ssenene 30
1,298
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The bank

2005
Loans and
advances to
customers
£m
Past AUE UP 10 29 AAYS ..eoueenieieiiietieieee ettt ettt ettt b e sttt ettt ettt neen et entebesaeeneenean 594
Past dUE 30 — 59 AAYS ..vieieieiiieeteet ettt e b et b ettt be e 207
Past due 60 — 89 dAYS ......cuoiiiiiiiiiic s 132
933
Past due 90 — 179 days ......ccceoeveveereecnnee 202
Past due over 180 days but less than 1 year . 110
Past due MOTE than 1 YEAT .....c.evuiiiiiiieieteiei ettt b ettt ettt b e st s bttt e e b e b e 29
1,274

The past due ageing process of unimpaired loans and advances is intended to indicate the level of potential credit loss
in loans and advances not classified as impaired at the balance sheet date. This 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 in the early stages of arrears.

There are a variety of reasons why certain loans designated as ‘past due’ are not regarded as impaired. Unless other
information is available to indicate to the contrary, all loans less than 90 days past due are not considered impaired. It
is also not unusual for short-term trade finance facilities to extend beyond 90 days past due for reasons that do not
reflect any concern on the creditworthiness of the counterparty, such as delays in documentation. In addition, past
due loans secured in full by cash collateral are not considered impaired and, where appropriate, neither are residential
mortgages in arrears by more than 90 days where the value of collateral is sufficient to repay both the debt and all
potential interest 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 liabilities at 31
December 2005 were as follows:

The group At 31 December 2005
Amount for
which
the group
has a legally
enforceable Net total
Book value right to off-set' credit risk®
£m £m £m

Loans and advances to customers 182,629 (734) 181,895
Loans and advances t0 banks .............cccoveviiiiiieieiiieeeeeeeeeeeee e 31,578 — 31,578
214,207 (734) 213,473
The bank At 31 December 2005

Amount for

which

the group

has a legally
enforceable Net total
Book value right to off-set' credit risk®
£m £m £m
Loans and advances t0 CUSTOIMELS .........cc.eevieiievieeieeieeeeieeeieeeeeeteeeeeeeeeveeaneas 134,819 - 134,819
Loans and advances t0 DanKSs ...........cccoceririeirienenienienieieiesesie e 19,196 — 19,196
154,015 — 154,015

1 Against financial liabilities with the same counterparty.
2 Excluding the value of any collateral or security held.
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Other securities
Debt securities and other bills by rating agency designation

The following table presents an analysis of debt and similar securities, other than loans, by rating agency designation
at 31 December 2005, based on Standard and Poor’s (‘S&P’) ratings or their equivalent:

The group
At 31 December 2005
Treasury Other eligible Debt
bills bills securities Total
£m £m £m £m

AAA s 3,450 221 41,279 44,950
AA—tO AA+ o 18 151 17,160 17,329
A =10 AT o 146 - 8,881 9,027
Lower than A — .....ocooooiioiieeeeeeeeeeeeeeeee e 18 - 1,946 1,964
UNrated ...oovveveeieieieceeeeeeee e 224 — 10,269 10,493
TOLAL v 3,856 372 79,535 83,763
Of which issued by:
— GOVEIMMENLS ..cvvevvieieieiienieeeiesieseeeseeneeneeeeees 2,197 - 31,753 33,950
— local authorities .........cccceevveevreeerieeieeieeieenens 1,521 - 637 2,158
— COTPOTALES ..eevenrernrerreereereebeeteesreeeireeireeneeens - - 21,108 21,108
— OthET ottt 138 372 26,037 26,547
TOLAL v 3,856 372 79,535 83,763
Of which classified as:
— financial instruments designated at fair value 10 - 1,614 1,624
— available-for-sale securities .............cccccveeunnn. 3,623 327 37,234 41,184
— held-to-maturity investments ..............cccco..... - - 137 137
— held for trading ........ccccoeeevrincniireees 223 45 40,550 40,818
TOAL v 3,856 372 79,535 83,763

Debt securities with short-term ratings are reported against the long-term rating of the issuer of the short-term debt
securities. If major rating agencies have different ratings for the same debt securities, the securities are reported
against the lower rating.

The bank
At 31 December 2005
Treasury Other eligible Debt
bills bills securities Total
£m £m £m £m

AAA s 3,414 28 13,216 16,658
AA—tO AA T e - 17 6,029 6,046
A—-toA+ ... 146 - 5,530 5,676
Lower than A — - - 1,396 1,396
UNTated .....cc.ocevvereenieieeieiceneeeeeeeeeeeeeae 130 — 2,461 2,591
TOtAl v 3,690 45 28,632 32,367
Of which issued by:
— GOVEIMMENLS ..c.vevvieierieiienieieneenieseeereeneeneeeeees 2,171 - 8,561 10,732
— local authorities .........cccoeevvievreeerieeieeieereenens 1,382 - 143 1,525
— corporates - - 8,191 8,191
— OthET ottt 137 45 11,737 11,919
TOAL v 3,690 45 28,632 32,367
Of which classified as:
— financial instruments designated at fair value - - - -
— available-for-sale securities .............cccccveeunnn. 3,554 - 11,505 15,059
— held-to-maturity investments .............c.ccceeueeee - - - -
— held for trading ........ccccceeevrineiniireeee 136 45 17,127 17,308
TOLAL v 3,690 45 28,632 32,367
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Debt securities and other bills — net total credit risk

Debt securities and other bills against which the group had legally enforceable rights to offset with financial

liabilities at 31 December 2005 were as follows:

The group

At 31 December 2005

Amount for
which
the group
has a legally
enforceable Net total
Book value right to off set' credit risk®
£m £m £m
Trading assets:
— treasury and other similar billS...........ccecveieiririeinieeeeeeeen 268 - 268
— dEDE SECUTTEIES ...vviieeeiieeieeeteecte ettt ettt ettt ettt eae e eaeeeaeeenes 40,550 - 40,550
—loans and advances t0 banks ...........cc.cocveevvievieeieiieee e 7,993 - 7,993
— loans and advances t0 CUSTOIMELS. .........c.cccveevreeerieeieereeeeeereeereeereeeaee s 12,429 — 12,429
61,240 - 61,240
Financial assets designated at fair value:
— treasury and other similar billS...........c.cecveveriririeiiniieeeeeeee 10 - 10
— dEDE SECUTTEIES ...ovviieeiiiieiieetiecte ettt ettt teeeae e e eaeeenes 1,614 - 1,614
— loans and advances to banks ...........ccccoveeierierininiee e 70 - 70
— loans and advances to CUSTOMETS. .........ceeeeveriereereerieieiesieere e 27 — 27
1,721 1,721
DIEIIVALIVES ...ttt ettt veeeaeesaeesaeesaeeeaseesseeseesseesseesenas 26,077 (14,011) 12,066
Financial investments: -
— treasury and other similar bills 3,950 - 3,950
— dEDE SECUTTEIES ...ovviieeiiieeiieeteecte ettt ettt et eve e eaeeeaeeenes 37,371 — 37,371
41,321 - 41,321
Other assets
Acceptances and endOrSEMENES...........ecvereeierieriereeeeeieieeseeereeeeneeeeees 539 — 539
130,898 (14,011) 116,887

1 Against financial liabilities with the same counterparty.
2 Excluding the value of any collateral or security held.
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The bank
At 31 December 2005
Amount for
which
the group
has a legally
enforceable Net total
Book value right to off-set! credit risk>
£m £m £m
Trading assets:
— treasury and other similar bills ..........ccooeviriiieniniiceeceeeee 181 - 181
— dEDt SECUTITHIES .....vveieeeieieeiieete ettt ettt ettt eae e v e eveeveeene e 17,127 - 17,127
— loans and advances t0 banks ..........cc.ccoeevvreivieiieeeeeieee e 4,940 - 4,940
— loans and advances t0 CUSTOMETS...........cccveeveeerieerieereeeeeereereereeeneeans 10,843 - 10,843
33,091 33,091
Financial assets designated at fair value:
— loans and advances to CUSTOMETS..........c.ccveruiereeierienresieereeeeeesie e 16 - 16
16 16
Derivatives 17,570 (6,215) 11,355
Financial investments:
— treasury and other similar bills ..........ocooeviniiiiiniinie 3,554 - 3,554
— dEDE SECUTTHIES .....vveiuieereeieeeie et e eire et e eie e e e e sreeereeeaseesseesseesseenneenns 11,505 - 11,505
15,059 - 15,059
Other assets
Acceptances and endorSemeNnts ............ceeverueuerueieierieirenieineeeeneeenens 476 - 476
66,212 (6,215) 59,997

1 Against financial liabilities with the same counterparty.
2 Excluding the value of any collateral or security held.

Impairment assessment

It is the group’s policy that each operating company makes allowance for impaired loans promptly when required and
on a consistent basis in accordance with established group guidelines.

The group’s rating process for credit facilities extended by members of the group is designed to highlight exposures
requiring greater management attention based on a higher probability of default and potential loss. Management are
required to particularly focus on facilities to those borrowers and portfolio segments classified below satisfactory
grades. Amendments to risk grades, where necessary, are required to be undertaken promptly. Management are also
required to regularly evaluate the adequacy of the established allowances for impaired loans by conducting a detailed
review of the loan portfolio, comparing performance and delinquency statistics with historical trends and assessing
the impact of current economic conditions.

Two types of impairment allowance are in place; individually assessed and collectively assessed. These are discussed
in Note 2.

The group’s policy requires a review of the level of impairment allowances on individual facilities that are above
materiality thresholds at least half-yearly, and more regularly where individual circumstances require. The policy
requires that this will normally include a review of collateral held (including re-confirmation of its enforceability)
and an assessment of actual and anticipated receipts. For significant commercial and corporate debts, specialised loan
‘work-out’ teams with experience in insolvency and specific market sectors are used to determine likely losses.
Reversals on individually calculated impairment allowances are recognised whenever the group has reasonable
objective evidence that the established estimate of loss has been reduced.

Portfolio allowances are generally reassessed monthly and charges for new allowances, or releases of existing
allowances, are calculated for each separately identified portfolio.
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In relevant cases, impairment allowances will include an element in respect of cross-border exposures to countries
assessed by management to be vulnerable to foreign currency payment restrictions. This assessment includes analysis
of both economic and political factors existing at the time. Economic factors include the level of external
indebtedness, the debt service burden and access to external sources of funds to meet the debtor country’s financing
requirements. Political factors taken into account include the stability of the country and its government, threats to
security and the quality and independence of the legal system.

Non-performing loans

For individually assessed accounts, loans are required to be designated as non-performing as soon as there is
objective evidence that an impairment loss has been incurred. Objective evidence of impairment includes observable
data such as when contractual payments of principal or interest are 90 days overdue. Portfolios of homogeneous
loans are designated as non-performing if facilities are 90 days or more overdue.

Charge-offs

Loans (and the related impairment allowances) are normally charged-off, either partially or in full, when there is no
realistic prospect of recovery of these amounts and when the proceeds from the realisation of security have been
received. Unsecured personal facilities are normally charged-off between 150 and 210 days overdue. There are no
cases where the charge-off period exceeds 360 days except where certain personal accounts are still deemed
collectible beyond this point. In the case of bankruptcy, charge-off occurs at the time of notification.

Impaired loans

Individually impaired loans by industry sector and by geographical region

The group
Year to 31 December 2005
Gross loans
Gross by industry
loans and  sector as a
United Continental Rest of advances to % of total
Kingdom Europe the world  customers gross loans
£m £m £m £m %
Personal ........ccooveeviiiiiiiiiciecee e 248 127 - 375 20
Commercial and corporate 847 639 9 1,495 80
Total impaired loans and advances to customers..................... 1,095 766 9 1,870 100
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The bank
Year to 31 December 2005
Gross loans
Gross by industry
loans and  sector as a
United Continental Rest of advances to % of total
Kingdom Europe the world  customers gross loans
£m £m £m £m %
Personal ........c.ccoovviiiiiiiiiieiieieieie et 234 - - 234 22
Commercial and COrporate ............ceoevveveerereeeriereereriessrereenennns 796 28 3 827 78
Total impaired loans and advances to customers..................... 1,030 28 3 1,061 100

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 is reduced directly.

Movement in allowance accounts for total loans and advances

The group
Year ended 31 December 2005
Individually Collectively
assessed assessed Total
£m £m £m
AL 1 JANUATY .ttt ettt st 1,342 1,031 2,373
Amounts WIitten Off ........ccooooiiiriiiiriieeeeeeeeee e (269) (1,082) (1,351)
Recoveries of loans and advances written off in previous years ..........c........ (354) (182) (536)
Charge to iNCOME StALEMENT .......evveveeeereieiereeieieteseeeeeieeeeeseeeeseaesesseneesenees 564 824 1,388
TTANSTELS ..ttt ettt et b e b e beebeereesnenaenee (328) 328 -
Exchange and other MOVEMENtS .........ccceevvieienienerieieieiee e (45) 56 11
At 31 DECEIMDET ..ottt ettt ettt et ete e ereeeaeeeaeeeaeeeneeenes 910 975 1,885
The bank
Year ended 31 December 2005
Individually Collectively
assessed assessed Total
£m £m £m
AL 1 JANUATY «eeiiiiiiieteeteetee ettt ettt st 383 914 1,297
AmOUNtS WITHEEN OFf ....oveiiiiieieieiece e (169) (1,011) (1,180)
Recoveries of loans and advances written off in previous years ..........c........ (146) ais) (261)
Charge to income Statement ............ecveveveriereereeeeiereeneeneenes . 340 670 1,010
Exchange and other movements - 60 60
At 31 DECEMDET ....cueneiiiiieiieieiete sttt ettt sttt ene et esene e 408 518 926

Following a review of the personal unsecured lending portfolio in the UK, £686 million of impaired loans, for which
there was no realistic possibility of recovery, were written-off.
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Impairment allowances against loans and advances to customers

The group

2005 2004
% %
Total impairment allowances to gross lending'
Individually assessed impairment allowances . 0.51 -
Collectively assessed impairment allowances 0.55 -
Total provisions to gross lending'
SPECITIC PIOVISIONS ...veuvuiienieiiieiietitetertet ettt ettt ettt ettt b st ae st re e s eaenenenae - 1.48
GENETAL POVISIONS . ....eutiuietiteiieteteitetei ettt ettt ettt et ettt ettt b et e e bt et eb et ebe st estete st ebeneenens - 0.29
TOTAL ..ttt b ettt ettt nen 1.06 1.77
The bank
2005 2004
% %
Total impairment allowances to gross lending'
Individually assessed impairment allowances 0.33 -
Collectively assessed impairment allowances 0.42 -
Total provisions to gross lending!
SPECITIC PIOVISIONS ..eviutuiiinieiitetietetet sttt sttt ettt ettt ettt b bbbt b et et e bt et e st bt eneebeneeneee - 1.16
GENETAL POVISIONS......cuviuiiiieiieteieieeteitetet ettt sttt ettt et ettt et s ettt s et b s et ene e nenneaens — 0.30
TOLAL ...ttt 0.75 1.46
1 Net of reverse repo transactions and settlement accounts.
Net impairment charge to income statement by geographical region
The group
Year ended 31 December 2005
United Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Individually assessed impairment allowances
NeW allOWaNCes .......ccevveeieririeinieieienieereeeee e 363 201 - 564
Release of allowances no longer required .................... (141) (213) - (354)
Recoveries of amounts previously written off ............. 9) a 2) 12)
213 (13) ?2) 198
Collectively assessed impairment allowances
New allowances ...........cocovvmurmeereeeeieieeees 745 79 - 824
Release of allowances no longer required . (116) (63) 3) (182)
Recoveries of amounts previously written off ............. (33) - — 33)
596 16 3) 609
Total charge for impairment l0SSes ..........cccecerueeruennene 809 3 5) 807
Bank ..o (€)) ?2) - 3)
CUSEOIMET ..veneeieetieiieieee ettt 810 5 *) 810
Other credit risk provisions 1 32) - 31
Loan impairment charges and other credit risk provisions 810 (29) 5) 776
Customer charge for impairment losses as a percentage
of closing gross loans and advances ...........cc.c....... 0.58 0.01 (0.14) 0.44
£m £m £m £m
31 December 2005
Balances outstanding
Non-performing 10ans .........ccoceeveereecerierireriersserienennns 1,584 1,129 9 2,722
Impairment alloWances ............ccoeeerereenenieenerenennene 1,123 759 3 1,885
Gross loans and advances 154,021 57,109 4,962 216,092
Total allowances cover as a percentage of non-
performing loans and advances 70.90 67.23 33.33 69.25
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The bank Year ended 31 December 2005
United Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Individually assessed impairment allowances
New alloWaNCeS ........c.eeririrrereininirieiiieieereeerseeeeas 335 5 - 340
Release of allowances no longer required ..... . 137 9 - (146)
Recoveries of amounts previously written off .............. (10) - - (10)
188 @ - 184
Collectively assessed impairment allowances
New allowances ........cccoeereirerieinieineneeeeseeeeenes 669 1 - 670
Release of allowances no longer required .................... sy - - (115)
Recoveries of amounts previously written off .............. (32) — - (32)
522 1 - 523
Total charge for impairment 10SSeSs .........ccccecevvruereeunne. 710 A3) - 707
Bank ..o e 1) - - @
CUSLOMICT ..evvieieieniieieeieeieeeiee ettt 711 3) — 708
Other credit risk provisions - Q)] - Q)]
Loan impairment charges and other credit risk provisions 710 ® - 702
Customer charge for impairment losses as a percentage
of closing gross loans and advances ...........c..c........ 0.58 (0.02) - 0.56
£m £m £m £m
31 December 2005
Balances outstanding ..................cccooceeveiininineeenn.
Non-performing 10ans ..........c.coceeeerereenerenennenennne 1,327 29 3 1,359
Impairment alloWances ...........ccoceeveerueerieieereeereennns 909 16 1 926
Gross loans and advances 149,783 4,461 697 154,941
Total allowances cover as a percentage of non-
performing loans and advances 68.50 55.17 33.33 68.14

Net charge to the profit and loss account for bad and doubtful debts by geographical region

The group
Year ended 31 December 2004
United Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Specific provisions
NEW PIOVISIONS ....covimeerireenieiiienerieieieneeeereseesesneeenennene 645 263 - 908
Release of provisions no longer required ..................... (193) (205) - (398)
Recoveries of amounts previously written off .............. (41) (7) - (48)
411 51 - 462
General provisions (36) (46) 3) (85)
Total bad and doubtful debt charge . 375 5 3) 377
Bank .....oocoooviiiieeeee . - 4) - @)
CUSTOMET ..ottt 375 9 3) 381
Other credit risk provisions 1 7) - 6)
Customer bad and doubtful charge and other credit risk
provisions 376 2) 3) 371
Customer bad and doubtful debt charge as a percentage
of closing gross loans and advances .........c..c.cccc..... 0.36 0.03 (0.10) 0.27
31 December 2004
Non-performing loans ...........ccceceeveerienereeienieneneeens 1,717 1,261 8 2,986
PrOVISIONS ....voovviiiiciiciiceteeeteeete ettt 1,448 906 7 2,361
Gross loans and advances............cooceeeevveeeeeeeeeceeeennn 124,313 49,948 4,597 178,858
Total provisions cover as a percentage of non-performing
loans and advances ..........c.cocceecerereeenereneneenenne 84.33 71.85 87.50 79.07
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The bank
Year ended 31 December 2004

United Continental Rest of the
Kingdom Europe world Total
£m £m £m £m
Specific provisions
NEW PrOVISIONS ...oovvevieiiiieiieiieieseeeiesie et 583 14 - 597
Release of provisions no longer required ............c....... (182) (14) - (196)
Recoveries of amounts previously written off ............. (38) - - (38)
363 - - 363
General provisions (10) (1) — (11)
Total bad and doubtful debt charge ..........c.ccoeereenene 353 @)) - 352
Bank .....cocoeiiiiiee . - - - -
CUSLOMET .vvieiiieiieeiieeie ettt eaes 353 (1) — 352
Other credit risk provisions - 5 - 5
Customer bad and doubtful charge and other credit risk
provisions 353 4 - 357
Customer bad and doubtful debt charge as a percentage
of closing gross loans and advances ...................... 0.39 (0.03) — 0.38
31 December 2004
Non-performing 10ans ........c.coceeeeererieeneinenecreene. 1,480 43 6 1,529
PrOVISIONS ...coooviiiiiieiiicieieeccereece e 1,261 32 3 1,296
Gross loans and advances 120,627 3,967 918 125,512
Total provisions cover as a percentage of non-performing
loans and advances...........cocccvereenieieeneeneneee. 85.20 74.42 50.00 84.76

Collateral and other credit enhancements obtained

During 2005, the group obtained assets by taking control of collateral accepted as security, or through other credit

enhancements, as follows:
Carrying value obtained

in 2005
The group The bank
£m £m
Type of asset
OBRET @SSELS ...ttt ettt bbbttt ettt 14 6
14 6

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 is designed to manage customer relationships, maximise collection opportunities and avoid
foreclosure or repossession, if possible. Following restructuring, an overdue personal account will normally be reset
from delinquent to current status. Restructuring policies and practices are based on indicators or criteria which, in the
judgement of local management, evidence the probability that payment will continue. These policies are reviewed
and their 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 in impairment allowances.
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Renegotiated loans that would otherwise be past due or impaired

The group
2005
£m
Loans and adVANCES t0 CUSTOIMETS ........ccuevveruierieieietesteeseeeeeseestessessesseeseessessessessasseeseeseessesassesssessessessesseessessessessessesseeseens 977
Loans and adVances t0 DANKS ...........eciiieiiriiitieireeieteeste sttt ettt ettt e s et e te et e st et e st e bt eneene et etebesneeneens —
977
The bank
2005
£m
Loans and adVANCES t0 CUSTOIMETS ........ccuevveruierieeeietesteeseeeeeseessessessesseeseessessessessassesseeseessesassesseessessessessesssassessessessesseeseens 890
Loans and adVances t0 DANKS ...........coiiieiiriiiieeeieee ettt ettt ettt ettt e st et e te et e st et e st e bt st ene et e tebesneeneens —
890

(b) Liquidity and funding management

The objective of the group’s liquidity and funding management is to ensure that all foreseeable funding commitments
and deposit withdrawals can be met when due, and that wholesale market access is co-ordinated and disciplined. To
this end, the group seeks to actively support a diversified and stable funding base comprising core retail and
corporate customer deposits and institutional balances, augmented by wholesale funding diversified by currency and
maturity portfolios of highly liquid assets, in order to be able to respond quickly and smoothly to unforeseen liquidity
requirements.

The management of liquidity and funding is primarily carried out locally in 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 is the group’s general
policy that each banking entity should be self-sufficient with regard to funding its own operations. Exceptions are
permitted 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 guidelines and limits from the group’s largest banking operations. These internal and regulatory limits and
guidelines serve to place formal limitations on the transfer of resources between group entities and are necessary to
reflect the broad range of currencies, markets and time zones within which the group operates.

The group’s policy is to require operating entities to maintain a strong liquidity position and to manage the liquidity
profile of their assets, liabilities and commitments so that cash flows are appropriately balanced and all funding
obligations are met when due.

The group’s liquidity and funding management policy requires:

e projecting cash flows by major currency and considering the level of liquid assets necessary in relation thereto;
e monitoring balance sheet liquidity ratios against internal and regulatory requirements;

e maintaining a diverse range of funding sources with adequate back-up facilities;

e managing the concentration and profile of debt maturities;

e maintaining debt financing plans;

e monitoring depositor concentration in order to avoid undue reliance on large individual depositors and ensure a
satisfactory overall funding mix; and

e maintaining liquidity and funding contingency plans. These plans must identify early indicators of stress
conditions and describe actions to be taken in the event of difficulties arising from systemic or other crises while
minimising adverse long-term implications for the business.
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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 the stability of these deposits.

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

Of total liabilities of £367 billion at 31 December 2005, funding from customers amounted to £205 billion, of which
£201 billion was contractually repayable within one year. However, although the contractual repayments of many
customer accounts are on demand or at short notice, in 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 financial liabilities by remaining contractual
maturities at the balance sheet date is included in Note 32.

Liabilities in trading portfolios have not been analysed by contractual maturity because trading assets and liabilities
are typically held for short periods of time.

Assets available to meet these liabilities, and to cover outstanding commitments to lend (£386 billion), included cash,
central bank balances, items in the course of collection and treasury and other bills (£10 billion); loans to banks (£32
billion, including £31 billion repayable within one year); and loans to customers (£183 billion, including £92 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 bank held debt securities marketable at a value of £80 billion. Of
these assets, some £34 billion of debt securities and treasury and other bills have been pledged to secure liabilities.

The group would meet unexpected net cash outflows by selling securities and accessing additional funding sources
such as interbank or asset-backed markets.

A key measure used by the group for managing liquidity risk is the ratio of net liquid assets to customer liabilities.
Generally, liquid assets comprise cash balances, short-term interbank deposits and highly rated debt securities
available for immediate sale and for which a deep and liquid market exists. Net liquid assets are liquid assets less all
wholesale market funds, and all funds provided by customers deemed to be professional, maturing in the next 30
days. The definition of a professional customer takes account of the size of the customer’s total deposits.

Minimum liquidity ratio limits are set for each bank operating entity. Limits reflect the local marketplace, the
diversity of funding sources available, and the concentration risk from large depositors.

Although consolidated data is not utilised in the management of the group’s liquidity, the consolidated liquidity ratio
figures of net liquid assets to customer-liabilities shown in the following table provide a useful insight into the
overall liquidity position of the group’s banking entities.

Ratio of net liquid assets to customer liabilities

At 31 December Average during Maximum Minimum
2005 2004 2005 in 2005 in 2005
The bank:
11.0% 5.7% 9.4% 11.6% 3.2%
The group:
15.6% 12.8% 13.9% 15.6% 10.1%

(c) Market risk management

The objective of the group’s market risk management is to manage and control market risk exposures in order to
optimise return on risk while maintaining a market profile consistent with the group’s status as a premier provider of
financial products and services.

Market risk is the risk that movements in 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.

Each operating entity is required to assess the market risks which arise on each product in its business and to transfer
these risks to either 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 is to ensure that all market risks are
consolidated within operations which have the necessary skills, tools, management and governance to professionally
manage such risks.
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Value at risk (‘VAR')

One of the principal tools used by the group to monitor and limit market risk exposure is VAR. VAR is a technique
that estimates the potential losses that could occur on risk positions as a result of movements in market rates and
prices over a specified time horizon and to a given level of confidence (for the group, 99 per cent). The group
calculates VAR daily. The VAR model used by the group is predominantly based on historical simulation. The
historical simulation model derives plausible future scenarios from historical market rates time series, taking account
of inter-relationships between different markets and rates, for example between interest rates and foreign exchange
rates. Potential movements in market prices are calculated with reference to market data from the last two years. The
group has changed the assumed holding period from a 10-day period to a 1-day period as this reflects the way the
risk positions are managed. Comparative VAR numbers have been re-stated to reflect this change.

Although a useful guide to risk, VAR should always be viewed in the context of its limitations. For example:

— the use of historical data as a proxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

— the use of a 1-day holding period assumes that all positions can be liquidated or hedged in one day. This may not
fully reflect the market risk arising at times of severe illiquidity, when a 1-day holding period may be insufficient
to liquidate or hedge all positions fully;

— the use of a 99 per cent confidence level, by definition, does not take into account losses that might occur
beyond this level of confidence; and

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

The group recognises these limitations by augmenting its VAR limits with other position and sensitivity limit
structures. Additionally, the group applies a wide range of stress testing, both on individual portfolios and on the
group’s consolidated positions. The group’s stress-testing regime provides senior management with an assessment of
the financial impact of identified extreme events on the market risk exposures of the group.

The VAR, both trading and non-trading, for Global Markets was as follows:

£m

Total
At 31 December 2005 .... 39.8
At 31 DECEMBDET 2004 ...ttt ettt ettt ettt e et e e et e et e b e et e eb e e aees e ea e et e be et ekt e n e e st e seete st enten e et eteeneeneeneennenee 44.8
Average Minimum Maximum
£m £m £m
2005 oottt r et e st et b e b e b e beereets et et e steeteeteeraensenes 36.7 23.3 97.3
2004 ettt ettt b e et n e et et e st et e st eneennennen 354 21.9 49.5

The daily revenue earned from market risk-related treasury activities includes net interest income and funding related
to dealing positions. The histogram below illustrates the frequency of daily revenue arising from all Global Markets’
business and other trading activities. The numbers for 2004 have been restated to include the Futures and Equities
revenues which comprise part of the Global Markets’ business. As a result of these restatements, the average daily
revenue increased from £4.0 million to £4.3 million.

The average daily revenue earned from Global Markets’ business and other trading activities in 2005 was £4.4
million, compared with £4.3 million in 2004. The standard deviation of these daily revenues was £4.2 million
compared with £2.5 million for 2004. The standard deviation measures the variation of daily revenues about the
mean value of those revenues.

An analysis of the frequency distribution of daily revenue shows that there were 30 days with negative revenue

during 2005 compared with three days in 2004. Of these 30 days, 15 days were losses of less than £1.0 million. The
most frequent result was a daily revenue of between £5 million and £6 million with 33 occurrences.
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Daily distribution of Global Markets’ and other trading revenues in 2005
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Fair value and price verification control

Where certain financial instruments are carried on the group’s balance sheet at fair values, it is the group policy that
the valuation and the related price verification processes are subject to independent testing across the group.
Financial instruments which are accounted for on a fair value basis include assets held in the trading portfolio,
financial instruments designated at fair value, obligations related to securities sold short , all derivative financial
instruments and available for sale securities.

The determination of fair values is therefore a significant element in the reporting of the group’s Global Markets
activities.

All significant valuation policies, and any changes thereto, must be approved by senior 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 ultimate responsibility for the
determination of fair values included in the financial statements, and for ensuring that the group’s policies and
relevant accounting standards are adhered to. Senior management are required to assess the resourcing and expertise
of Finance functions within the group on a regular basis to ensure that the group’s financial control and price
verification processes are properly staffed to support the required control infrastructure.

111



HSBC BANK PLC

Notes on the Financial Statements (continued)

Trading

Market risk in trading portfolios is monitored and controlled at both portfolio and position levels using a
complementary set of techniques, such as VAR and present value of a basis point, together with stress and sensitivity
testing and concentration limits. These techniques quantify the impact on capital of defined market movements.

Other controls include restricting individual operations to trading within a list of permissible instruments authorised
for each site by Traded Markets Development and Risk, and enforcing rigorous new product approval procedures. In
particular, trading in the more complex derivative products is concentrated in offices with appropriate levels of
product expertise and robust control systems.

HSBC'’s policy on hedging is to manage economic risk in the most appropriate way without regard as to whether
hedge accounting is available, within limits regarding the potential volatility of reported earnings. Trading VAR is
further analysed below by risk type, by positions taken with trading intent and by positions taken without trading
intent:

Total trading VAR by risk type

Foreign Interest
exchange rate trading Equity Total

£m £m £m £m
At 31 December 2005 ... 24 11.7 2.9 12.9
At 31 December 2004 ........c.cceiininiciiniicieeece 2.9 11.2 2.0 12.2
Average
2005 ... 3.0 15.7 24 15.7
2004 .o 2.3 9.9 2.4 11.1
Minimum
2005 ..o 14 8.6 1.1 9.1
2004 . 0.5 6.3 1.6 7.2
Maximum
2005 ..o 5.8 26.5 4.6 24.6

4.8 16.2 3.7 17.9
Positions taken with trading intent — VAR by risk type

Foreign Interest
exchange rate trading Equity Total

£m £m £m £m
At 31 December 2005 ..o 24 11.0 2.9 12.1
At 31 December 2004 2.9 11.2 2.0 12.2
Average
2005 ..o 3.0 14.4 24 14.2
2004 .o 2.3 9.9 2.4 11.1
Minimum
2005 ..o 1.4 7.9 1.1 8.0
2004 . 0.5 6.3 1.6 7.2
Maximum
2005 ..o 5.8 23.9 4.6 23.2
2004 .o 4.8 16.2 3.7 17.9

112



Positions taken without trading intent — VAR by risk type

Foreign Interest

exchange rate trading Equity Total

£m £m £m £m

At 31 December 2005 ... - 1.4 - 1.4

At 31 December 2004 ........cooooueiiniiiiiiccceeee - - - -
Average

- 2.0 - 2.0

- 8.0 - 8.0

Non-trading

The principal objective of market risk management of non-trading portfolios is to optimise net interest income.

Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and their
funding cost as a result of interest rate changes. Analysis of this risk is complicated by having to make assumptions
on optionality in certain product areas, for example, mortgage prepayments, and from behavioural assumptions
regarding the economic duration of liabilities which are contractually repayable on demand, for example, current
accounts. This 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 auspices of the local ALCO.

The transfer of market risk to trading books managed by Global Markets or ALCO is 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 its contractual characteristics, the behavioural characteristics are assessed to determine the true
underlying interest rate risk. Local ALCOs regularly monitor all such behavioural assumptions and interest rate risk
positions, to ensure they comply with interest rate risk limits established by the HSBC Group Management Board.

As noted above, in certain cases, the non-linear characteristics of products cannot be adequately captured by the risk
transfer process. For example, both the flow from customer deposit accounts to more attractive investment products
and the precise repayment levels of mortgages will vary at different interest rate levels. In such circumstances
simulation modelling is used to identify 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 is typically
managed through the use of interest rate swaps within agreed limits.

Market risk also arises within the group’s defined benefit pension schemes to the extent that the obligations of the
schemes are not fully matched by assets with determinable cash flows. This risk principally derives from the pension
schemes holding equities against their future pension obligations. The risk is that market movements in equity prices
could result in assets which 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 risk using reports
prepared by independent external actuaries.

The present value of the group’s defined benefit pension schemes’ liabilities was £13 billion at 31 December 2005
compared to £11 billion at 31 December 2004. Assets of the defined benefit schemes at 31 December 2005
comprised: equity investments 46 per cent (57 per cent at 31 December 2004); debt securities 30 per cent (28 per
cent at 31 December 2004) and other (including property) 24 per cent (15 per cent at 31 December 2004).
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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.

Revaluation gains and losses on structural exposures are recorded in the consolidated statement of recognised income
and expense. The main operating (or functional) currencies of the group’s subsidiaries are sterling, euros, US dollars,
Swiss francs, Turkish lira and Maltese lira.

The group’s policy is to hedge structural foreign currency exposures only in limited circumstances. The group’s
structural foreign currency exposures are required to be managed with the primary objective of ensuring, where
practical, that the group’s consolidated capital ratios and the capital ratios of individual banking subsidiaries are
protected from the effect of changes in exchange rates. This is usually achieved by ensuring that, for each subsidiary
bank, the ratio of structural exposures in a given currency to risk-weighted assets denominated in that currency is
broadly equal to the capital ratio of the subsidiary in question.

Market risk also arises in the group’s insurance businesses within their portfolios of investments and policyholder
liabilities. The principal market risks are interest rate risk and equity risk, which primarily arise when guaranteed
investment return policies have been issued. The insurance businesses have a dedicated HSBC market risk function
which oversees management of this risk.

(d) Insurance risk

Within its service proposition, the group offers its personal customers a wide range of insurance products, many of
which complement other bank products.

Both life and non-life insurance is underwritten. Life insurance contracts include participating business such as
endowments and pensions, credit life business in respect of income and payment protection, annuities, term
assurance and critical illness cover. Non-life insurance contracts include motor, fire and other damage, and
repayment protection.

The principal insurance risk faced by the group is that the costs of claims combined with acquisition and
administration costs may exceed the aggregate amount of premiums received and investment income. The group
manages its insurance risks through the application of formal underwriting, reinsurance and claims procedures. These
procedures are designed also to ensure compliance with regulations.

The group’s overall approach to insurance risk is to seek to maintain 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. The following tables provide an analysis of the insurance risk exposures by type of business. These
tables demonstrate that there is diversification of risk. Separate tables are provided for life and non-life business,
reflecting their very distinct risk characteristics. Life business tends to be longer term than non-life and also
frequently involves an element of savings and investment in the premium. For this reason the life insurance risk table
provides an analysis of the insurance liabilities as the best available overall measure of the insurance exposure. By
contrast for non-life business, the table uses written premium as representing the best available measure of risk
exposure.

Both life and non-life business insurance risks are controlled through a combination of local and central procedures
and policies. These include a centralised approach to the authorisation to write certain classes of business. For life
business in particular, use is also made of risk management committees in order to monitor the risk exposures.
Market risk limits are also applied centrally as an additional control over the extent of insurance risk that is retained.

As indicated in the specific comments relating to particular classes, use is also made of reinsurance as a means of
further mitigating exposure, in particular to aggregations as a result of catastrophe risk.
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Analysis of life insurance risk — policyholder liabilities

£m

Life (non-linked)
Insurance contracts with DPF! 90
CIOAIt LI oottt bt b et b bbbtk b e st et eb e e st b sttt be e ns 48
Annuities 117
Term assurance and other long-term contracts 592
Total life (NON-TNKEA) ..oveieiiiiieie ettt st s et e e s et e bt snees e s e seebeseeeneeneensensens 847
Life (INKEA) ..ot 697
Life insurance policyholder liabilities 1,544

—_

Insurance contracts with discretionary participation features (‘DPF’) give policyholders a contractual right to receive, as a
supplement to their guaranteed benefits, additional benefits that are likely to be a significant portion of the total contractual benefits
and whose amount or timing is contractually at the discretion of the group. The additional benefits are contractually based on the
performance of a specified pool of contracts or assets, or the profit of the company issuing the contracts.

For life insurance business, the insurance risk will vary considerably dependent on the type of business. The principal
risks are in relation to mortality, morbidity, lapse and surrender, investment and expense levels. In addition to the
local underwriting, 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 underwriting and the ability in a
number of cases to amend the premium in the light of changes in experience. Lapse and surrender risks are mitigated
by the setting of appropriate surrender values. Market risk is generally mitigated through a combination of
investment policy to match liabilities and the risk being shared with policyholders. In the case of unit linked
business, all the market risk is borne by policyholders. In the case of life business with a discretionary participation
feature, the risk is shared with policyholders through the management of bonuses.

The principal division of life business is 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 significant market risk, these are 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 is borne by policyholders. 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 risk by conducting regular actuarial
investigations on the supportability of the bonus rates.

Credit life insurance business is written in relation to the banking products. The insurance risk relates to mortality
and morbidity risk for the duration of the loans advanced. Claims experience is continuously monitored and premium
rates adjusted accordingly. For much of this business, the average term of the credit risk exposure is for two to three
years, which limits the insurance risk 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 lifetime. Deferred annuities are those where payments to the annuitant begin at
a designated future date as opposed to immediate annuities where payments begin at once. The principal risks in
respect of annuity business relate to mortality and a market risk in relation to the need to match investments against
the anticipated cash flow profile of the policies. Investments are managed to match the anticipated cash flow profile,
and the mortality risk is regularly monitored.

The major component of the ‘Term assurance and other long-term contracts’ category is term assurance and critical
illness. The principal risks are in respect of mortality and morbidity, and are mitigated through a combination of
sound underwriting, premium adjustment in light of changes in experience and reinsurance.

For linked insurance business, all market risk is generally borne by policyholders. The principal risk retained by the
group relate to expenses, although mortality, disability and morbidity risks are also associated with this product and
are managed through the application of the techniques set out above for non-linked lines of business.
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Analysis of non-life insurance risk — net written insurance premiums'

£m
Fire and other damage ............ccccoiiiiiiiiiiiiii s 20
CIEdit (NON TIFE) ....veviiiieiieti ettt ettt e ettt et e b e b e ebeetsesaesse s e b eeseeseessessessensesseebeensessessasenseeseenes 124
Total net written insurance premiums 144

—
1 Net written insurance premiums represent gross written premiums less gross written premiums ceded to reinsurers.

The key risks associated with non-life business are underwriting risk and claims experience risk. Underwriting risk is
the risk that the group does not charge premiums appropriate for the cover provided and claims experience risk is the
risk that portfolio experience is worse than expected. The group manages these risks through prudent pricing (for
example, imposing restrictions and deductibles in 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.

Motor insurance business covers vehicle damage and liability for personal injury. It includes a substantial book from
prior years, which is in run-off. Reinsurance protection has been arranged where necessary to avoid excessive
exposure to larger losses, particularly those relating to personal injury claims.

In fire and other damage business the predominant focus is insurance for homes and contents. All portfolios at risk
from catastrophic losses are protected by reinsurance in accordance with information obtained from professional risk
modelling organisations.

The group’s life insurance business is accounted for using the embedded value approach, which, inter alia, provides
a comprehensive framework for the evaluation of insurance and related risks. The present value of the shareholders’
interest in the profits expected to emerge from the book of in-force policies at 31 December 2005 can be stress tested
to assess the ability of the book of life business to withstand adverse developments. A key feature of life insurance
business is the importance of managing the assets, liabilities and risks in a coordinated fashion rather than
individually. This reflects the greater interdependence of these three elements for life insurance than is generally the
case for non-life insurance.

The following table shows the effect on the PVIF as at 31 December 2005 of reasonably possible changes in the
main economic assumptions within the group’s principal insurance underwriting subsidiary:

PVIF
£m
+ 100 basis points shift in FISK-TTEE TALE .........ccoriiiiiiiiiiiee et A3
— 100 basis points shift in risk-free rate ...... 3
+ 100 basis points shift in risk discount rate ... 14)
— 100 basis points shift in risk dISCOUNE TALE ......cc.evuiiuiriieierieiiei ettt sttt e e ne e enaesensenne 14
+ 100 basis points shift in expenses MFIAtION ...........cceiiiiiriiiiiie et e ?2)
— 100 basis points shift in eXpenses INTIAtION .........cccccouiiiririeiriiriiineeeee ettt eaenene 2
+ 100 basis points Shift iN LAPSE TALE ......c.erviiiiirieiitiiee ettt ettt b ettt ebenaens ®)
— 100 basis points Shift in LAPSE TALE .......cc.ecveuiriiieiirieieteieee ettt sttt ea e st a e b e eaenene 5

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 in
policyholder behaviour.
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General economic and business assumptions

The sensitivity of profit for the year and net assets to reasonably possible changes in conditions at 31 December 2005

across all insurance underwriting subsidiaries is as follows:

Impact on:

Profit after
tax for 2005
£m
Economic assumptions
20 per cent inCrease in CLAIMS COSES ....ouiueririiririeiiiteieterte ettt beneenens a
20 per cent decrease N ClAIMS COSES ....vruirirriiriiririieieieterte et eteeee e ste sttt eneeaensestesnesseeneeneesesaeenes 1
Non-economic assumptions
10 per cent increase in mortality and/or morbidity Tates............cceeeveeerieeruerieererinenieeeereeseeene 8
10 per cent decrease in mortality and/or morbidity rates...........cecevveererieireirenieirereeseeeeenens 1
50 per cent INCrease iN LAPSE TALES ......eeueeieuereeriieiieieierte ettt eitee ettt eree e nsebeseeeseeneensensesseeneeneas 29)
50 per cent decrease in laPSE TALES ........coveerierieririerietertei ettt ettt ettt sttt saebe e 48
10 per cent iNCrease i EXPENSE TALES ......veveruerreerereereeriersesserseeseesesessesseeseensesessesseeseensensessessesees Q)]
10 per cent decrease N EXPENSE TALES ....c..c.eerererirueririerterirteieteteseeteeeseseestesesteseasessesesseneebesaeneasenens 5

Net assets at
31 December
2005

£m

(0]
1

29)
48
C)

A key aspect of the risk management for insurance business, and life insurance in particular, is the need to actively
manage the assets in relation to the liabilities. Of particular importance for a number of lines of business is the need
to match the expected pattern of cash flow, which in some cases (such as annuities) can run for many years.

Contingent liabilities and contractual commitments

(a) Contingent liabilities and commitments

The group The bank
2005 2004 2005 2004
£m £m £m £m
Contract amounts
Contingent liabilities
Acceptances and endorsements .............cceeverveeerereeennene - 649 - 446
Guarantees and assets pledged as collateral security:
— guarantees and irrevocable letters of credit ........... 18,278 16,776 10,362 9,461
18,278 17,425 10,362 9,907
Commitments
Documentary credits and short-term trade-related 1,423 1,260 695 765
TFANSACHIONS ..veuviieiiieiieieieecee ettt
Forward asset purchases and forward forward deposits 160 289 - 32
PlACEA .o
Undrawn note issuing and revolving underwriting 28 37 - -
facilities
Undrawn formal standby facilities, credit lines and other
commitments to lend:
— lyearand under ..o 95,714 72,394 70,126 54,217
— OVET 1 YRAT .o 29,834 27,966 19,990 18,138
127,159 101,946 90,811 73,152

The above table discloses the nominal principal amounts of third party off-balance sheet transactions.

Contingent liabilities and commitments are credit-related instruments which include letters of credit, guarantees
and commitments to extend credit. Contractual amounts represent the amounts at risk should contracts be fully
drawn upon and clients default. Since a significant portion of guarantees and commitments are expected to
expire without being drawn upon, the total of the contractual amounts is not representative of future liquidity

requirements.
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(b) Guarantees

The group provides guarantees and similar undertakings on behalf of both third party customers and other
entities within the group. These guarantees are generally provided in the normal course of the group’s banking
business. The principal types of guarantees provided, and the maximum potential amount of future payments
which the group could be required to make at 31 December 2005 were as follows:

The group
At 31 December 2005 At 31 December 2004
Guarantees by Guarantees by
the group the group
Guarantees in in favour of Guarantees in favour of
favour of other HSBC in favour of other HSBC
third parties group entities third parties group entities
£m £m £m £m
Guarantee type
Acceptances and endorsements’ ................coccoeoiennnnn. - - 625 24
Financial guarantees2 ..................................................... 8,310 592 7,320 410
Standby letters of credit which are financial
GUATANTEES ...ovoeeoeeeeeeeeeee oo 172 - 28 1
Other direct credit substitutes® ..............ccccooverirerrernnnn 747 - 779 -
Performance bonds® .............coooovoieoieeeeeeeeeeeeeeeeees 628 43 584 51
Bid bonds® ........ooiierieeie e 95 3 22 1
Standby letters of credit related to particular
LFANSACHONS ....veooeeeieseeeeeese e 626 50 412 64
Other transaction-related guarantees® ................c.cco...... 6,895 34 7,061 32
Other ItEMS ..oveeveevieieiicieeeeieiet e 84 [€)) 11 —
TOtAL .ot 17,557 721 16,842 583
The bank
At 31 December 2005 At 31 December 2004
Guarantees by Guarantees by
the group the group
Guarantees in in favour of Guarantees in favour of
favour of other HSBC in favour of other HSBC
third parties group entities third parties group entities
£m £m £m £m
Guarantee type
Acceptances and endorsements ..o, - - 422 24
Financial guarantees2 ..................................................... 6,525 464 6,000 300
Standby letters of credit which are financial
GUATANTEES .....oveveeveeeeeeieeeee e - - - 1
Other direct credit substitutes® ..............ccoccovvvvorviereenn 8 - 5 -
Performance bonds® .............cooccoooivirviiiereeeeeeereens 604 41 522 49
Bid bonds’ 46 3 19 1
Standby letters of credit related to particular
TANSACHONS ..o 929 - 35 -
Other transaction-related guarantees5 ............................. 2,535 15 2,499 22
Other ItemS ........cccovvviiiiiiiiiiccccec 23 1 8 -
TOLAL weeeiiiiee e 9,840 522 9,510 397

—_

Acceptances and endorsements arise when the group agrees to guarantee payment on a negotiable instrument drawn up by a
customer. The accepted instrument is then sold into the market on a discounted basis. From 1 January 2005, acceptances and
endorsements are recognised on-balance sheet in ‘Other assets’ and ‘Other liabilities’ as a result of the adoption of IAS 32.

2 Financial guarantees include undertakings to fulfill the obligations of customers or group entities should the obligated party fail
to do so. Intra-group financial guarantees include a guarantee of a capital nature issued by the group to a group entity for
inclusion as capital support by the latter’s regulator.

Standby letters of credit which are financial guarantees are irrevocable obligations on the part of HSBC Bank plc to pay a third
party when a customer fails to meet a commitment.

4 Other direct credit substitutes include re-insurance letters of credit and trade-related letters of credit issued without provision for
the issuing entity to retain title to the underlying shipment.

Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the
requirement to make payment under the guarantee depends on the outcome of a future event which is unconnected to the
creditworthiness of the customer.

W

W
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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 arising from guarantees are captured and managed in
accordance with the group’s overall credit risk management policies and procedures.

Approximately one half of the above guarantees have a term of less than one year. 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, it retains the right to recover from that customer
amounts paid under the guarantee.

Provisions in respect of the group’s obligations under outstanding guarantees

2005 2004

£m £m

Acceptances and eNAOTSEIMENLS ........c..eeiuerieririeietirieerietet ettt stese ettt sbe e eeeneenenee - 44
Guarantees and items pledged as collateral security . 12 11
OFNET IEEIIIS ...uveviuteniiinietiet ettt ettt ettt ettt h ettt ekt s bt s e et b et et et e st ebesbeneanen 28 -

The group had commitments to purchase within one year, land and buildings and other fixed assets from a
number of suppliers for a value of £523 million at 31 December 2005 (2004: £481 million).

(c) Joint ventures and associates

The bank and its subsidiaries are contingently liable with respect to lawsuits and other matters that arise in the
normal course of business. Management is of the opinion that the eventual outcome of the legal and financial
liability is not expected to materially affect the group’s financial position and operations.

In relation to joint ventures and associates, the group had no contingent liabilities or commitments, incurred
jointly or otherwise.

40 Lease commitments

(a) Finance lease commitments

2005 2004
Total future Total future

minimum Interest Present minimum Interest Present

payments charges value payments charges value

£m £m £m £m £m £m

No later than one year ....... 14 (14) - 14 (14) -
Later than one year and

no later than five years .. 63 (56) 7 60 (60) -

Later than five years .......... 359 (42) 317 377 (57) 320

436 (112) 324 451 (131) 320

In 2005 £nil (2004: £nil) was paid as contingent rents and charged to ‘General and administrative expenses’.
Future minimum sublease payments of £nil (2004: £nil) were expected to be received under non-cancellable
subleases at 31 December 2005.

(b) Operating lease commitments

At 31 December 2005, the group was obligated under a number of non-cancellable operating leases for
properties, plant and equipment for which the future minimum lease payments extend over a number of years.

Land and buildings

2005 2004
£m £m

Future minimum lease payments under non-cancellable operating leases expiring:
— N0 1ALer thaN ONE YEAT ..c.eeviveeieieeieiiieiietetete ettt ettt te s seese s sesseseeseaesesaneesens 125 97
— later than one year and no later than five Years ...........cccoceeevereiineinenenceeecene 418 331
— later than fIVe YEATS ......cccoeiiuirieiicieieceeeee ettt 597 378
1,140 806
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At 31 December 2005, future minimum sublease payments of £14 million (2004: £14 million) were expected to
be received under the non-cancellable subleases at the balance sheet date.

In 2005, £80 million (2004: £87 million) was charged to ‘General and administrative expenses’ in respect of
lease and sublease agreements, all of which related to minimum lease payments.

(c) Finance lease receivables

2005 2004
Total Total
future Unearned future Unearned
minimum finance Present minimum interest Present
payments income value payments income value
£m £m £m £m £m £m

Lease receivables:
— no later than one year 530 12) 518 581 94) 487
— later than one year
and no later than

five years .......ccce.e.e. 1,319 (372) 947 1,416 (434) 982
— later than five years ... 2,973 (1,152) 1,821 3,855 (1,249) 2,606
4,822 (1,536) 3,286 5,852 (1,777) 4,075

At 31 December 2005, unguaranteed residual values of £nil (2004: £nil) had been accrued, and the accumulated
allowance for uncollectible minimum lease payments receivable amounted to £1 million (2004: £1 million).

In 2005, £nil (2004: £nil) was received as contingent rents and recognised in ‘Other operating income’.

Operating lease receivables

Equipment
2005 2004
£m £m

Future minimum lease payments under non-cancellable operating leases expiring:

— N0 later than ONE YEAT .......c.ccciriiiiiiiiiieiciciriecc et 203 274
— later than one year and no later than five years 587 592
— later than fIVe YEATS ........c.cciiiiiiiiiiiieiccr et 236 216
1,026 1,082

The group leases a variety of different assets to third parties under operating and finance lease arrangements,
including rolling stock, property, aircraft and general plant and machinery.

Litigation

42

The group, through a number of its subsidiary undertakings, is named in and is defending legal actions in various
jurisdictions arising from its normal business. No material adverse impact on the financial position of the group is
expected to arise from these proceedings.

Related party transactions

The ultimate parent company of the group is HSBC Holdings plc, which is incorporated in England.

All transactions were made in the ordinary course of business and on substantially the same terms, including interest
rates and security, as for comparable transactions with persons of a similar standing or, where applicable, with other
employees. The transactions did not involve more than the normal risk of repayment or present other unfavourable
features.
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Transactions, arrangements and agreements involving Directors and others
The group

The table below sets out transactions which fall to be disclosed under IAS24 ‘Related Party Disclosures’ between the
group and the Key Management Personnel of both the bank and it’s parent company, HSBC Holdings plc, and their
connected persons or controlled companies.

2005 2004
Highest Highest
balance Balance balance Balance
Number of during at31  Number of during at 31
persons the year' December’ persons the year'  December’
£000 £000 £000 £000
Key Management Personnel and connected
persons and companies by them
LOoAns ....coovevciiiiiciiiicc e 54 201,025 88,141 49 484,487 122,120
Credit cards ... 42 274 121 24 232 103
GUArantees ..........cccceveveviiviniiiniciccieenes 1 12 12 1 12 12

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

In addition to the disclosures of related party transactions with Key Management Personnel under IAS24, the group
is required to disclose particulars of transactions, arrangements and agreements entered into by HSBC Bank plc and
its subsidiaries with Directors and connected persons and companies controlled by them and with officers of HSBC
Bank plc pursuant to section 232 of the Companies Act 1985. Under the Companies Act there is no requirement to
disclose transactions with the Key Management Personnel of the bank’s parent company, HSBC Holdings plc.

2005 2004
Balance Balance
Number of at 31 Number of at 31
persons December persons December
£000 £000
Directors and connected persons and companies
controlled by them
LOANS ...oiiiiiiiiicicc e 19 11,541 18 15,581
Credit cards ......coceceveeeeenieineirecreee e 19 57 12 52
GUATANLEES ...eevvinrivereriieiieteneeeie et 1 12 1 12
Officers
L0ANS ..o 32 3,037 33 6,697
Credit cards .. 18 81 22 95

Guarantees
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Compensation to the Key Management Personnel of the group under IAS24 is disclosed as follows:

2005 2004
£000 £000
Short-term employee DENETILS ... ....coveiriiiriirieiieie e 6,529 5,991
Post-employment DENETILS ........ceevieriirieriieiieieiees ettt ene e 287 547
Share-based PAYIMENL .......c..c.eiuiiririiirieieee ettt sttt 3,650 9,425
10,466 15,963
Transactions with other related parties
The group
Transactions with other related parties of the group
Highest Balance at Highest Balance at
balance during 31 December balance during 31 December
the year 2005 the year 2005
£m £m £m £m
Amounts due from joint ventures and associates:
— subordinated ..........cocceereiniinie e 19 - 19 19
—unsubordinated ... 675 360 445 439
694 360 464 458
Amounts due to joint ventures and associates.............. 851 851 529 529

Transactions detailed below include amounts due to/from HSBC Holdings plc and fellow subsidiaries of HSBC

Holdings plc.
Highest
balance during
the year
£m
Assets
Trading aSSeLS........ccvvueeveuerieieieieiereereee e eeeeeene 731
Derivatives .......ccccoeeeveenen. 9,428
Loans and advances to banks ... 6,742
Loans and advances to customers 3,627
Financial investments............cceceveeeveevreeneesieeeeeveeneens 6,353
OthEr @SSELS .vveveievieeeeieeieeie ettt ettt 1,323
Liabilities
Deposits by banks ...........cccccoeiiiiiiiiiiciie 6,898
Customer accounts .. . 7,888
DEIIVALIVES ..ovvviviiciiiceie ettt 10,967
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Balance at the
year end

£m

563
3,413
5,200
1,657
6,120

296

6,898
3,594
3,979

Highest
balance during
the year

£m

3,324
5,720
2,093
3,461
2,271

4,105
4,928
4,439

Balance at the
year end
£m

3,324
5,720
1,002
3,461

76

4,105
3,849
4,439
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Income Statement

INterest INCOME ........oviuiiiiiiiicc s
INEETEST EXPEIISE ..ttt ettt sttt et ettt e bt bt e bttt s bt saeeaeest et ne et e besaeebeeas
Dividend income ..
Fee income........
Fee expense..................

Other OPErating IMCOME .......c.eeuirieuiriiietirtei ettt ettt ettt ettt et ese b st e st b et b et e st sbe e ebesaeneanen
General and admMiNIStrative EXPENSES........c.eeveurruirrerirteriererteietetettreeeereseeseeressesesseseesessesessessenesaeneenes

Pension funds

For the year For the year

ended 31 ended 31
December 2005 December 2004

£m £m

437 204

343 112

4 _

49 21

69 78

26 23

44 20

At 31 December 2005, fees of £1.4 million (2004: £0.8 million) were earned by group companies for management
services related to the group’s pension funds held under management. The group’s pension funds had placed deposits

of £105 million (2004: £126 million) with its banking subsidiaries.

Transactions detailed below include amounts due to/from subsidiaries of HSBC Bank plc, HSBC Holdings plc and

fellow subsidiaries of HSBC Holdings plc.

The bank
2005 2004
Highest Balance at the Highest
balance during year end balance during Balance at the
the year the year year end
£m £m £m £m
Assets
Trading assets ... . 197 138 - -
Derivatives.......c.cccueeveeveennenns . 6,236 5,847 4,788 4,788
Loans and advances to banks..............ccccoeeveeieeneenennnn. 14,228 10,120 8,588 8,448
Loans and advances to CUStOMETS...........cccveveververneenns 10,319 8,927 9,666 9,103
Financial investments ..........c.ocovveerierenenieineneeeneecnes 785 - 479 479
Oher aSSEtS......cuevveuirieirieieiiriceetceeeereeee e 256 84 58 38
Liabilities
Deposits by banks........cccecevevieeneieenieinieineecseeen 14,900 12,981 10,600 9,627
Customer accounts .. 12,211 11,075 8,192 7,242
DEIIVALIVES. ...ttt 6,810 5,638 5,259 5,259
2005 2004
Highest Balance at Highest Balance at
balance during 31 December balance during 31 December
the year the year
£m £m £m £m
Amounts due from joint ventures and associates.......... 636 360 408 402
Amounts due to joint ventures and associates ............. 810 810 521 521

Events after the balance sheet date

There have been no material events after the balance sheet date which would require disclosure or adjustment to the

31 December 2005 financial statements.
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44 Transition to IFRSs

The group’s reported financial position, financial performance and cash flows have been affected by the transition
from UK GAAP to IFRSs. The transition has not affected the group’s net cash flows or the underlying economics of
its businesses, though the periods in which certain income and expenses are recognised have changed.

The group has taken advantage of the section in IFRS 1 which exempts companies from presenting comparative
information in accordance with IAS 32, IAS 39 and IFRS 4. The transitional adjustments are therefore set out in two
stages: those relating to the restatement of 2004 comparative financial information (Notes (a) to (b) below), and those
taking effect from 1 January 2005 (Notes (c) and (e)).

(a) Transitional exemptions adopted by the group in addition to the exemption from restating comparative
information in accordance with IAS 32, IAS 39 and IFRS 4.

(b) Key impact analysis of IFRSs on the financial position at 31 December 2004, and financial performance and
cash flows for the year ended 31 December 2004. The most significant effects of the transition to IFRSs on the
group’s and the bank’s restated comparative financial information are the result of differences in the accounting
treatment applied to goodwill, retirement benefits and dividends.

(c) Key impact analysis of adopting IAS 32, IAS 39 and IFRS 4 on the opening balance sheet at 1 January 2005.
(d) Reconciliation of group and bank balance sheets at 31 December 2004 and 1 January 2005.

(e) Principal accounting policies applicable to the 2004 comparative information which differ from those applied in
2005.

(a) Transitional exemptions

In addition to exempting companies from the requirement to restate comparatives for IAS 32, IAS 39 and
IFRS 4, IFRS 1 grants certain exemptions from the full requirements of IFRSs to companies adopting IFRSs for
the first time.

The group has taken the following exemptions and elections in making the transition to IFRSs:

(i) Business combinations

The group has elected not to restate business combinations that took place prior to the 1 January 2004
transition date. Had this exemption not been taken the main effects would have been to recognise deferred
tax on fair value adjustments made at the date of acquisition and to recognise additional intangible assets
with consequential adjustments to the carrying value of goodwill and retained earnings as at 1 January 2004.

The recognition of additional intangibles with a definite life would have given rise to an increased
amortisation charge, which would have reduced IFRSs net income prospectively with a consequential
reduction in total shareholders’ equity. The restatement of goodwill would have had no impact on
prospective net income unless it was written off following a subsequent impairment review.

(ii) Fair value or revaluation as deemed cost

The group has elected to measure individual items of property at fair value at the date of transition to IFRSs
and use that fair value as deemed cost at that date.

If the group had continued to revalue properties, this would have led to increases in tangible fixed assets at
31 December 2004 and 31 December 2005 with corresponding increases in other reserves (net of deferred
tax liabilities). There would have been a slightly increased depreciation charge and reduced net income
going forward.

If the group had reverted to original cost as the basis for carrying properties, net income under IFRSs would
have been higher for 2004 and 2005 owing to a reduced depreciation charge, and shareholders’ equity
would have been lower.
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(iii) Employee benefits

The group has elected to apply the employee benefits exemption and has, therefore, recognised in equity at
1 January 2004 all cumulative actuarial gains and losses on post-employment benefit plans. Recognising
certain actuarial gains and losses under the alternative ‘corridor approach’ would have reduced liabilities
and increased retained earnings at 1 January 2004. The group has not elected to adopt a corridor approach
going forward under IAS 19 ‘Employee benefits’.

(iv) Cumulative translation differences

The group has set the cumulative translation differences for all foreign operations to zero at 1 January 2004.
The alternative, a retrospective application of IAS 21 ‘The effect of changes in foreign exchange rates’,
would have resulted in a re-allocation between retained earnings and other reserves at 1 January 2004 but
would have had no impact on total equity.

(b) Key impact analysis of IFRSs on the financial results and position at 31 December 2004
The group previously prepared its primary financial statements under UK GAAP, which differs in certain
significant respects from IFRSs. For a summary of the principal accounting policies followed for preparing the

2004 comparative information, see Note () below.

Reconciliation of previously reported profit attributable to shareholders under UK GAAP to
profit attributable to shareholders under IFRSs for the year ended 31 December 2004

The group The bank

£m £m

Profit before tax under UK GAAP ...........coooviiiiiiiiieceeeteeee ettt et sa e 2,592 1,908
GOOAWILL AMOTEISALION ...ttt ettt ettt et b et b et b s e e s sesees 553 3
3,145 1,911

Other 200dWill AdJUSTMENTS .....c..e.vriiieiiiiiiieteieiete ettt sttt 1) -
Retirement Benefits ...........ocoiiiiiiiiiiiiii (120) (125)
LLBASES .ottt ettt ettt ettt ettt b e bt e bt e tb e Rt e enbeenbeenbe e teeentesnteebeenneennee (44) -
Share-based payments .... (19) (6)
SOftWare CapItaliSAtION ......cc.eerieririirieiieteiei ettt ettt ettt sttt et be e 13 19
PIOPEITY oo (5) 1
Dividends .. - 158
(0111 USRS PRPTUSRRRRY (16) —
Profit before tax under IFRSS ............ccocooiiiiii e e 2,953 1,958
TaX = UK GAAP.....coiieee ettt sttt ettt ettt 766 372
Tax — IFRSs adjustments ....... 43) ®)
Minority interests — UK GAAP ........... 172 -
Minority interests — IFRSS adjuStments ..........ccoecirueriririeirinieenieeeeeie ettt 1 -
Profit attributable to shareholders under IFRSs ..., 2,057 1,594
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Reconciliation of previously reported shareholders’ funds under UK GAAP to total shareholders’
equity under IFRSs at 31 December 2004

At At

31 December 1 January

The group 2004 2004
£m £m

Shareholders’ funds as previously reported under UK GAAP .. . 17,961 17,064
GOOAWIIL ... 572 8
18,533 17,072
REtIreMENt DENETILS ....eouiiiieiiieiiietiie ettt sttt et e e steese e e enbesneenee (3,061) (2,671)
DIVIAENAS ...ttt 718 712
Leases ...cccoovevenieinnne (367) (324)
Share-based payments ... 131 110
Software capitalisation .. 179 167
PIOPEILY .ottt ettt sttt st b ettt et s a e bt ens (74) 1
Long 1easehold 1and ...........ccoocoiiiriiiniiinieceeeeee ettt 7 9
Other ....ccceceeinenee (€D))] (25)
TAX s 793 679
Total equity attributable to the shareholders of the parent company ................ccccccocennenins 16,828 15,730
At At

31 December 1 January

The bank 2004 2004
£m £m

Shareholders’ funds as previously reported under UK GAAP ...........cccocooviniiiinininiincnen. 17,961 17,064
GOOAWILL ...ttt ettt b e st be e ne e 3 -
17,964 17,064
Retirement DENETIES ........coveivuiiiiiricirieicerce ettt et (3,031) (2,660)
DIVIAENAS ...ttt 488 328
Share-based payments 95 75
Software capitalisation .. 173 154
PIOPEITY .oviiieeicee s (80) -
Long leasehold land 7 7
Investments at cost . (1,323) (1,258)
TAX bbbttt 847 764
Total equity attributable to the shareholders of the parent company ................ccccooevvnienns 15,140 14,474

Summary

IFRS 3 ‘Business Combinations’ (‘IFRS 3’)

The group has applied IFRS 3 with effect from 1 January 2004 but, as permitted by IFRS 1, has not restated
business combinations which occurred prior to 1 January 2004.

The carrying value of goodwill existing at 31 December 2003 under UK GAAP is carried forward under IFRS 1
from 1 January 2004, subject to two adjustments. Firstly, previously unrecognised intangible assets that meet the
recognition criteria under IAS 38 ‘Intangible Assets’ in the financial statements of the acquired entity are
reported separately to the extent that they are included in goodwill at the date of transition. Secondly, only
adjustments to provisional fair values (and hence goodwill) made during the first 12 months after an acquisition
are reflected in comparative information. Accordingly, goodwill adjustments made after the first 12 months in
accordance with UK GAAP have been reversed.

IFRS 3 requires that goodwill should not be amortised but should be tested for impairment on transition and at
least annually at the cash-generating unit level by applying a fair-value-based test as described in IAS 36
‘Impairment of Assets’. There was no impairment on transition or in any subsequent periods.

Under IFRS 3, the acquirer only recognises adjustments to the provisional fair values of assets and liabilities
acquired in a business combination within 12 months of the acquisition date, with a corresponding adjustment to
goodwill. These adjustments are made as if they had occurred at the acquisition date, i.e. the comparative
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information is adjusted. Adjustments to the fair value of assets, liabilities and contingent liabilities after the 12
month period are recognised only to correct errors or adjust deferred tax assets that could not be recognised
separately at the date of acquisition. When such a deferred tax asset is recognised, goodwill is reduced to the
amount that would have been recognised if the deferred tax asset had been recognised at the date of the
acquisition. Any reduction in goodwill is recognised as an expense, offsetting the benefit taken in the tax charge
for the recognition of the deferred tax asset.

The effect of ceasing goodwill amortisation on operating profit for the year ended 31 December 2004 was £553
million.

IAS 19 ‘Employee Benefits’ (‘IAS 19°)

IAS 19 requires pension fund assets to be assessed at fair value and liabilities on the basis of current actuarial
assumptions using the projected unit credit method. As permitted by an amendment to IAS 19 approved by the
IASB and endorsed by the EU, the group has elected to recognise all actuarial gains and losses directly in
retained earnings.

IAS 10 ‘Events after the Balance Sheet Date’ (‘IAS 10°)

Under IAS 10, equity dividends declared after the balance sheet date are not included as a liability at the balance
sheet date. Accordingly, the group has reversed the liability for proposed dividends at each balance sheet date.
This had the effect of increasing shareholders’ equity of the group at 31 December 2004 and 1 January 2004 by
£718 million and £712 million respectively (bank: £488 million and £328 million respectively).

IAS 17 ‘Leases’ (‘1AS 17°)

IAS 17 requires that unearned income on finance leases be taken to income at a rate calculated to give a constant
rate of return on the net investment in the lease, with no account taken in calculating the net investment of the
tax effects of the lease. In general, this leads to a deferral of finance income compared with the pattern of
recognition under UK GAAP, where income is recognised at a constant rate of return on the net cash investment
in the lease including the effect of tax.

Under UK GAAP, assets leased out under operating leases are depreciated over their useful lives so that, for
each asset, rentals less depreciation are recognised at a constant periodic rate of return on the net cash invested in
that asset. Under IFRS, operating leased assets are depreciated to ensure that in each period the depreciation
charge is at least equal to that which would have arisen on a straight-line basis.

The effect of both finance and operating leases on shareholders’ equity at 31 December 2004 was a decrease of
£367 million (1 January 2004: decrease of £324 million). The effect of the transition to IAS 17 was to decrease
operating profit by £44 million for the year ended 31 December 2004.

IFRS 2 ‘Share-based Payment’ (‘IFRS 2°)

IFRS 2 requires companies to adopt a fair-value-based method of accounting for share-based compensation
plans which takes into account vesting conditions related to market performance, for example total shareholder
return. Under this method, compensation cost is measured at the date of grant based on the assessed value of the
award and is recognised over the service period, which is usually the vesting period.

In respect of other vesting conditions, an estimate of the number of options that will lapse before they vest is
made at grant date and adjustments to this estimate are made over the service period. Accordingly, the expense
recognised reflects, over time, the actual number of lapsed options for non-market performance-related
conditions.

There is no exemption under IFRS 2 for Save-As-You-Earn schemes, as existed under UK GAAP.

At 31 December 2003, the group had a liability under UK GAAP in relation to certain sign-on and performance
bonuses which were to be settled by the purchase of HSBC Holdings plc shares and had been expensed as
incurred. Under IFRS 2, these transactions are treated as cash-settled share-based payments and are expensed
over the vesting period.
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IAS 27 ‘Consolidated and Separate Financial Statements’ (‘IAS 27°)

IAS 27 requires that all entities be consolidated on a line-by-line basis. The group’s insurance subsidiaries’ third
party assets, which were historically presented in aggregate on a single line ‘Long-term assurance assets
attributable to policyholders’ within ‘Other assets’ on the consolidated balance sheet have, therefore, been
included in appropriate headings for such assets.

In addition, funds under management have been consolidated where the requirements of IAS 27 and Standard
Interpretations Committee 12 ‘Consolidation — Special Purpose Entities’ (‘SIC-12”) are met.

SIC-12 also requires consolidation of special purpose entities (‘SPEs’) when the substance of the relationship
between the SPE and the reporting entity indicates that the SPE is controlled by that entity. This has resulted in
certain of the group’s securitisation and conduit vehicles that were off-balance-sheet under UK GAAP being
consolidated under IFRS.

The effect of consolidating funds under management and SPEs under IAS 27 and SIC — 12 was to gross up the
31 December 2004 balance sheet of the group by £2,684 million (1 January 2004: £3,045 million) with a minor
impact of total sharesholders’ equity. The effect on the bank was to gross up the 31 December 2004 balance
sheet by £1,053 million (1 January 2004: £570 million).

Under IAS 27, investments in subsidiaries may be carried at cost or accounted for in accordance with IAS 39. In
its separate financial statements, the bank took the option of carrying its investments in subsidiaries at cost
instead of at net asset value, as under its previous UK GAAP policy. The effect of this change was a decrease in
total shareholders’ equity by £1,323 million at 31 December 2004 (£1,258 million at 1 January 2004).

IAS 12 ‘Income Taxes’ (‘IAS 12°)

Under IAS 12, deferred tax liabilities and assets are generally recognised in respect of all temporary differences
except where expressly prohibited by the Standard, subject to an assessment of the recoverability of deferred tax
assets. Deferred tax assets are recognised to the extent that it is probable that taxable profit will be available
against which the deductible temporary differences can be utilised.

In addition, unremitted earnings from subsidiaries, associates and joint ventures operating in lower tax
jurisdictions result in a deferred tax liability unless the reporting entity is able to control the timing of the
reversal of temporary differences and it is probable that the temporary differences will not reverse in the
foreseeable future.

Under IFRS, fair value adjustments made on acquisition are tax-effected in order to present profitability on a tax-
equalised basis: under UK GAAP no tax adjustments were required for items which did not affect the amount of
tax payable or recoverable.

The IFRSs balance sheet of the group at 31 December 2004 included an increase in total shareholders’ equity of
£793 million (1 January 2004: £679 million). The IFRSs balance sheet of the bank at 31 December 2004
included an increase in total shareholders’ equity of £847million (1 January 2004: £764 million). The net change
in deferred tax mainly arose from prospective tax relief on pension deficits, tax-effecting fair value adjustments
on acquisitions, previously unrecognised tax-effecting of historical property revaluations, and an adjustment to
the grossing up of the value of in-force long-term assurance business.

IAS 38 ‘Intangible Assets’ (‘IAS 38°)

IAS 38 states that intangible assets should be recognised separately from goodwill in a business combination
where they arise from contractual or other legal rights, or if separable, i.e. capable of being separated or divided
from the acquired entity and sold, transferred, licensed, rented, or exchanged in combination with a related
contract, asset or liability. The effect of this is that certain intangible assets such as trademarks and customer
relationships included as part of goodwill under UK GAAP are separately measured and recognised on business
combinations.

Where intangible assets have an indefinite useful life, or are not yet ready for use, they are tested for impairment
annually. This impairment test may be performed at any time during an annual period, provided it is performed
at the same time every year. An intangible asset recognised during the current period is tested before the end of
the current annual period.
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(c)

Presentationally, intangible assets recognised under UK GAAP, including the value of in-force long-term
assurance business were reclassified from ‘Other assets’ to ‘Intangible assets’.

IAS 38 further requires costs incurred in the development phase of a project to produce application software for
internal use to be capitalised and amortised over the software’s estimated useful life if the software will generate
probable future economic benefits, and such costs can be measured reliably. Under UK GAAP these costs were
expensed as incurred. This policy change resulted in £179 million of software being capitalised by the group as
at 31 December 2004 (1 January 2004: £167 million). The bank capitalised £173 million of software as at 31
December 2004 (1 January: £154 million).

The capitalisation of software previously expensed in full results in a decrease in general and administrative
expenses and an increase in depreciation and amortisation charged in respect of capitalised software in the form
of regular, ongoing amortisation and any impairment charge. The net effect on the group was that expenses were
£13 million lower for the year ended 31 December 2004.

IAS 16 ‘Property, Plant and Equipment’ (‘IAS 16°)

The group has adopted the ‘cost’ model by which assets are carried at cost less any accumulated depreciation
and impairment losses. The group has also applied the exemption in IFRS 1 which allows fair value at the date
of transition to IFRS to be used as deemed cost for the value of property in most circumstances. No adjustments
were required to restate property, plant and equipment in the IFRSs opening balance sheet at 1 January 2004 as a
result of changing from a policy of revaluation to one of depreciated cost. However, £103 million was
transferred out of the group’s revaluation reserve to retained earnings on 1 January 2004 (bank: £21 million).

IAS 40 ¢ Investment Property’ (‘1AS 40°)

Investment properties have been measured at fair value with changes in fair value recognised in the income
statement. This resulted in a £5 million decrease in the group’s operating profit for the year ended 31 December
2004.

IAS 21 ‘The Effects of Changes in Foreign Exchange Rates’ (‘IAS 21°)

IAS 21 states that in consolidated financial statements, all exchange differences arising on the retranslation of
foreign operations with functional currencies which differ from the entity’s reporting currency should be
recognised as a separate component of equity, in the foreign exchange reserve.

On disposal of a foreign operation, the exchange differences previously recognised in reserves in relation to that
operation are recognised in the income statement for the period.

As permitted by IFRS 1, the group has deemed cumulative translation differences at 1 January 2004 to be
Zero.
IAS 7 ‘Cash Flow Statements’ (‘IAS 7°)

The group previously had an exemption under the UK Financial Reporting Standard 1 (Revised 1996) ‘Cash
Flow Statements’ (‘FRS 1 (Revised)’) from preparing a cash flow statement. However, no such exemption exists
under IAS 7 and therefore, the group has been required to produce a cash flow statement in accordance with IAS
7.

Key impact analysis of adopting IAS 32, IAS 39 and IFRS 4 on the opening balance sheet as at 1
January 2005

The group and bank’s balance sheet at 1 January 2005 differed from the closing balance sheet dated 31
December 2004 as the former reflected first-time adoption of IAS 32, IAS 39 and IFRS 4.

For a summary of the principal accounting policies followed in preparing the 2004 comparative information, see
Note 2 ‘Principal accounting policies’.
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Reconciliation of previously reported shareholders’ funds under UK GAAP to total shareholders’
equity under IFRSs at 1 January 2005

At
1 January
The group 2005
£m
Shareholders’ funds as previously reported under UK GAAP ...........c.ocooiiiiiiiiiniiiinccceeeeee 17,961
Non IAS 32, TAS 39 and IFRS 4 adjUStMENTS.......c.cerveuirieieiiieeeeieieteeieteeeteesteeetesaeseese st sessesessessesessessesesesessens (1,133)
Total shareholders’ equity under IFRSs excluding IAS 32, IAS 39 and IFRS 4 .....cccoiiiiiiniiiiicecece 16,828
IAS 32, IAS 39 and IFRS 4 adjustments
Derivatives and hedZe aCCOUNTING ......cc.ciruiiririeiiiietireet ettt ettt et sttt st b et s et se et nee (105)
Investment securities 591
FaIE VALUE OPTION «.c.iutiieiieteetei ettt b bbbttt ekt e st e b et e bt e s et e bt st et ebesbe st b e e s eabeneebe e (48)
Fee and COMMISSION INCOIMNE ...e..iiuieieieteitietieeienieste st et etesteste e et eseeseestessesteeseeseesseseesesseeseensesensensesseeneeneensensenseans (193)
TIISUTAIICE ..ottt ettt st s e et e e et e e st e ea bt e bt e bt et e e esteesbeenbeenteenseeseeeenbeenbeebeebeenaeeneeennnas (98)
Other (INCIUAING TAXALION) ......eviieiiriiieiiricieterteeee ettt ettt sttt sa et et sa et be e ene e (460)
Total equity attributable to the shareholders of the parent company ..............c..ccccoceiiiinininiininnineee 16,515
At
1 January
The bank 2005
£m
Shareholders’ funds as previously reported under UK GAAP 17,961
Non IAS 32, IAS 39 and IFRS 4 adjuStments............coueerieiriirieirieieenietreieentet ettt st e e eesaens (2,821)
Total shareholders’ equity under IFRSs excluding IAS 32, IAS 39 and IFRS 4 .....cccoiiiiiiniiiiecece 15,140
IAS 32, IAS 39 and IFRS 4 adjustments
Derivatives and hedZe aCCOUNTING ......c..ceruiiriiieiriiietireet ettt sttt ettt et sttt bt s et se et nee (65)
Investment securities 29
Fair value option ..........c.cccveuene. 47)
Fee and commission income (117)
Other (INCIUAING TAXALIOMN) ....c.vviteiiiiiietirteiet ettt b e ettt be st b ettt et e bt et b et esenbeseebe e (437)
Total equity attributable to the shareholders of the parent company .................coceoeiiiininiinieneneeeeee 14,503

Explanation of differences
Derivatives and hedge accounting

Under UK GAAP, derivatives were classified as trading or non-trading. Trading derivatives were reported at
market value in the balance sheet, with movements in market value recognised immediately in the income
statement. Non-trading derivatives, which were transacted for hedging and risk management purposes, were
accounted for on an accruals basis, equivalent to the assets, liabilities or net positions being hedged. IAS 39
requires that all derivatives be recognised at fair value in the balance sheet as assets or liabilities. The accounting
for changes in the fair value of a derivative depends on the intended use of the derivative and its resulting
designation, as described in Note 2(k).

The combined impact on shareholders’ equity of the group at 1 January 2005 was £(105) million, of which £178
million was taken to the cash flow hedging reserve (bank: £(65) million and £(1) million respectively).

Investment securities

Debt securities and equity shares intended to be held on a continuing basis under UK GAAP were disclosed as
investment securities and included in the balance sheet at cost less provision for any permanent diminution in
value. Other debt securities and equity shares held for trading purposes were included in the balance sheet at
market value.

Under IAS 39, all investment securities (debt securities and equity shares) are classified and disclosed within one
of the following three categories: ‘held-to-maturity’; ‘available-for-sale’; or ‘at fair value through profit or loss’.
Securities previously classified as held-for-trading purposes remain so classified. The accounting treatment for
each of the categories above under IFRSs is described in Note 2, Principal accounting policies. On transition to
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IFRSs, under IAS 39 the group classified most of its investment securities as available-for-sale. This resulted in
an available-for-sale reserve of £571 million for the group (bank: £35 million), representing the cumulative
unrealised gain on these securities being recorded within shareholders’ equity.

Fair value option

Under IAS 39, financial assets and financial liabilities may be designated at fair value through profit or loss if
they meet the criteria set out in the ‘Amendment to IAS 39 Financial Instruments: Recognition and
Measurement: The Fair Value Option’. The group has designated at fair value at 1 January 2005 certain loans
and advances to customers, financial investments, and some own debt issued which satisfied the criteria in the
Amendment. This had the impact of reducing shareholders’ equity of the group by £48 million (bank: £47
million) on 1 January 2005.

Fee and commission income

Fee and commission income was previously accounted for in the period when receivable, except when charged
to cover the costs of a continuing service to, or risk borne for, the customer, or was interest in nature. In these
cases, income was recognised on an appropriate basis over the relevant period. Under IFRSs, the main change in
accounting relates to loan fee income and incremental directly attributable loan origination costs, which are
amortised to the income statement over the expected life of the loan as part of the effective interest calculation.
This resulted in a reduction in shareholders’ equity of the group of £193 million (bank: £117 million), as
previously recognised fees after deduction of directly attributable costs were reversed and spread forward over
the residual term of the financial instrument.

Non-equity minority interest reclassification

Preference shares issued by subsidiaries were previously classified in the balance sheet as non-equity minority
interests with preference share dividends recorded as non-equity minority interests in the income statement.
Under IAS 32, preference shares are generally classified in the balance sheet as liabilities. This had the impact of
increasing the group’s liabilities by £2,778 million (bank: £437 million) at 1 January 2005.

Insurance

Under UK GAAP, a value was placed on the group’s interest in long-term assurance business, including a
valuation of the discounted future earnings expected to emerge from business currently in force. From 1 January
2005, only long-term contracts meeting the definition of an insurance contract under IFRS 4 continue to be
accounted for in this way. Long-term contracts not transferring significant insurance risk, referred to as
investment contracts, are accounted for as financial instruments. Accordingly, it is no longer possible to include
for such contracts an asset representing the value of the discounted future earnings expected to emerge from
business currently in force, leading to a reduction in equity of £98 million. Income on such contracts will be
recognised in later periods, as investment management fees and incremental directly attributable costs are spread
over the period in which the services are provided.

Offsetting of financial assets and financial liabilities

Under UK GAAP, the netting of asset and liability balances in the balance sheet is only allowed when there is
the ability to insist on net settlement. Under IAS 32 the offsetting of financial assets and financial liabilities is
only allowed when there is a legally enforceable right to offset and the intention to settle net. The move from an
ability to insist on net settlement to an intention to settle on a net basis is not in line with market practice in a
number of areas and, in consequence, certain financial instruments have been presented gross on the balance
sheet. This has increased the group’s total assets by £42,839 million (bank: £33,206 million).

Acceptances were accounted for on a net basis under UK GAAP. There was no grossing up of the amount to be
paid and the amount receivable from the originator, and thus no balance appeared on the balance sheet for these
products. Under IAS 39 it is necessary to recognise a liability for acceptances from the date of acceptance. A
corresponding asset due from the originator is also recognised. This resulted in a gross up of the group’s balance
sheet of £539 million (bank: £476 million), with no impact on shareholders’ equity.
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(e) Principal accounting policies which only apply to the 2004 comparative information

Apart from the exceptions noted below, the same principal accounting policies apply to financial information
disclosed in respect of both 2005 (see Note 2) and 2004. The following accounting policies only apply to the
2004 comparatives:

Interest income and expense

Interest income was recognised in the income statement as it accrued, except in the case of impaired loans and
advances.

Premiums and discounts on the issue of debt and fair value adjustments to debt arising on acquisitions were
amortised to interest payable so as to give a constant rate over the life of the debt. When debt was callable, either
by the group or the holder, the premium or discount was amortised over the period to the earliest call date.

Non interest income

Fee income

Fee income was accounted for as follows:

— income earned on the execution of a significant act was recognised as revenue when the act had been
completed (for example, commission and fees arising from negotiating, or participating in the negotiation
of, a transaction for a third party, such as the arrangement for the acquisition of shares or other securities);

— income earned from the provision of services was recognised as revenue as the services were provided (for
example, asset management, portfolio and other management advisory and service fees); and

— income which was interest in nature was recognised on an appropriate basis over the relevant period and
recorded in ‘Interest income’.
Trading income

Trading income comprised gains and losses from the mark to market movements of trading instruments. Interest
income, expense and dividends were presented in ‘Interest income’, ‘Interest expense’ and ‘Dividend income’
respectively.

Loans and advances to banks and customers

Loans and advances to banks and customers included loans and advances originated by the group which were
not intended to be sold in the short term and had not been classified as held for trading. Loans and advances
were recognised when cash was advanced to borrowers. They were measured at amortised cost less provisions
for bad and doubtful loans and advances.

Impaired loans and advances

It was the group’s policy that each operating company would make provisions for impaired loans and advances
when there was objective evidence of impairment. There were two basic types of provision, specific and general,
each of which was considered in terms of the charge and the amount outstanding.

Specific provisions

Specific provisions represented the quantification of actual and inherent losses from homogeneous portfolios of
assets and individually identified accounts. Specific provisions were deducted from loans and advances in the
balance sheet. The majority of specific provisions were determined on a portfolio basis.

Portfolios

When homogeneous groups of assets were reviewed on a portfolio basis, two alternative methods were used to
calculate specific provisions:
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—  When appropriate empirical evidence was available, the group utilised roll rate methodology (a statistical
analysis of historical trends of the probability of default and amount of consequential loss, assessed at the
end of each time period for which payments were overdue), other historical data and an evaluation of
current economic conditions to calculate an appropriate level of specific provision based on inherent loss.
Additionally, in certain highly developed markets, sophisticated models taking into account behavioural and
account management trends such as bankruptcy and rescheduling statistics were used. Roll rates were
regularly benchmarked against actual outcomes to ensure they remained appropriate.

— In other cases, when information was insufficient or not sufficiently reliable to adopt a roll rate
methodology, the group adopted a formulaic approach which allocated progressively higher loss rates in line
with the period of time for which a customer’s loan was overdue.

Individually assessed accounts

Specific provisions on individually assessed accounts were determined by an evaluation of the exposures on a
case-by-case basis. This procedure was applied to all accounts that did not qualify for, or were not subject to, a
portfolio-based approach. In determining such provisions on individually assessed accounts, the following
factors were considered:

— the group’s aggregate exposure to the customer (including contingent liabilities);

— the viability of the customer’s business model and its capability to trade successfully out of financial
difficulties and generate sufficient cash flow to service its debt obligations;

— the likely dividend available on liquidation or bankruptcy;

— the extent of other creditors’ commitments ranking ahead of, or pari passu with, the group and the
likelihood of other creditors continuing to support the company;

— the complexity of determining the aggregate amount and ranking of all creditor claims and the extent to
which legal and insurance uncertainties were evident;

— the amount and timing of expected receipts and recoveries;
— the realisable value of security (or other credit mitigants) and likelihood of successful repossession;
— the deduction of any costs involved in recovery of amounts outstanding;

— the ability of the borrower to obtain, and make payments in, the currency of the loan if not in local currency;
and

—  when available, the secondary market price of the debt.
Releases of individually calculated specific provisions were recognised whenever the group had reasonable
evidence that the established estimate of loss had reduced.

Cross-border exposures

Specific provisions were established in respect of cross-border exposures to countries assessed by management
to be vulnerable to foreign currency payment restrictions. This assessment included analysis of both economic
and political factors.

Provisions were applied to all qualifying exposures within these countries unless these exposures:

—  were performing, trade-related and of less than one year’s maturity;

—  were mitigated by acceptable security cover which was, other than in exceptional cases, held outside the
country concerned; or

— were represented by securities held for trading purposes for which a liquid and active market existed, and
which were marked to market daily.
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General provisions

General provisions augmented specific provisions and provided cover for loans that were impaired at the balance
sheet date but which would not be individually identified as such until some time in the future. The group
required operating companies to maintain a general provision, which was determined after taking into account:

— historical loss experience in portfolios of similar risk characteristics (for example, by industry sector, loan
grade or product);

— the estimated period between impairment occurring and the loss being identified and evidenced by the
establishment of a specific provision against that loss; and

— management’s judgement as to whether the then economic and credit conditions were such that the actual
level of inherent loss was likely to be greater or less than that suggested by historical experience.

The estimated period between a loss occurring and its identification (as evidenced by the establishment of a
specific provision for that loss) was determined by local management for each identified portfolio.

Loans on which interest was being suspended and non-accrual loans

Loans were designated as non-performing as soon as management had doubts as to the ultimate collectibility of
principal or interest or when contractual payments of principal or interest were 90 days overdue. When a loan
was designated as non-performing, interest was not normally credited to the income statement and either interest
accruals ceased (‘non-accrual loans’) or interest was credited to an interest suspense account in the balance sheet
which was netted against the relevant loan (‘suspended interest’).

Within portfolios of low value, high volume, homogeneous loans, interest was normally suspended on facilities
90 days or more overdue. In certain operating subsidiaries, interest income on credit cards may have continued to
be included in earnings after the account was 90 days overdue, provided that a suitable provision was raised
against the portion of accrued interest which was considered to be irrecoverable.

The designation of a loan as non-performing and the suspension of interest could be deferred for up to
12 months in either of the following situations:

— cash collateral was held covering the total of principal and interest due and the right of set-off was legally
sound; or

— the value of any net realisable tangible security was considered more than sufficient to cover the full
repayment of all principal and interest due, and credit approval had been given to the rolling-up or
capitalisation of interest payments.

In certain subsidiaries, principally those in the UK, interest on non-performing loans was charged to the
customer’s account provided that there was a realistic prospect of interest being paid at some future date.
However, the interest was not credited to the income statement but to an interest suspense account in the balance
sheet, which was netted against the relevant loan.

In other subsidiaries, when the probability of receiving interest payments was remote, interest was no longer
accrued and any suspended interest balance was written off.

On receipt of cash (other than from the realisation of security), the overall risk was re-evaluated and, if
appropriate, suspended or non-accrual interest was recovered and taken to the income statement. A specific
provision of the same amount as the interest receipt was then raised against the principal balance. Amounts
received from the realisation of security were applied to the repayment of outstanding indebtedness, with any
surplus used first to recover any specific provisions and then suspended interest.

Loans were not reclassified as accruing until interest and principal payments were up-to-date and future
payments were reasonably assured.
Loan write-offs

Loans (and the related provisions) were normally written off, either partially or in full, when there was no
realistic prospect of recovery of these amounts and when the proceeds from realising security had been received.
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Trading assets and trading liabilities

Treasury bills, debt securities, equity shares and short positions in securities were included in ‘Trading assets’ or
‘Trading liabilities’ in the balance sheet at market value. Changes in the market value of these assets and
liabilities were recognised in the income statement as ‘Net trading income’ as they arose. For liquid portfolios,
market values were determined by reference to independently sourced mid-market prices. In certain less liquid
portfolios, securities were valued by reference to bid or offer prices as appropriate. When independent prices
were not available, market values were estimated by discounting the expected future cash flows using a suitable
interest rate adjusted for the counterparty’s credit risk. Interest income, interest expense and dividends arising
from trading assets and liabilities were aggregated in the income statement with similar amounts arising from
other activities.

Financial investments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis were classified as
financial investments and included in the balance sheet at cost less provision for any permanent diminution in
value.

When dated financial investments had been purchased at a premium or discount, those premiums and discounts
were amortised through the income statement over the period from the date of purchase to the date of maturity so
as to give a constant rate of return. If the maturity was at the borrowers’ option within a specified range of years,
the earliest maturity was adopted. Those financial investments were included in the balance sheet at cost
adjusted for the amortisation of premiums and discounts arising on acquisition. The amortisation of premiums
and discounts was included in ‘Interest income’. Any gain or loss on realisation of these securities was
recognised in ‘Gains less losses from financial investments’ in the income statement as it arose.

Derivative financial instruments comprised futures, forward, swap and option transactions undertaken by the
group in the foreign exchange, interest rate, equity, credit derivative, and commodity markets that were held off-
balance sheet. Netting was applied where a legal right of set-off existed.

Accounting for these instruments was dependent upon whether the transactions were undertaken for trading or
non-trading purposes.

Trading transactions

Trading transactions included transactions undertaken for market-making, to service customers’ needs and for
proprietary purposes, as well as any related hedges.

Transactions undertaken for trading purposes were marked to market and the net present value of any gain or
loss arising was recognised in the income statement as ‘Net trading income’, after appropriate deferrals for
unearned credit margins and future servicing costs. Derivative trading transactions were valued by reference to
an independent liquid price when this was available. For those transactions with no readily available quoted
prices, predominantly over the counter transactions, market values were determined by reference to
independently sourced rates, using valuation models. If market observable data was not available, the initial
increase in fair value indicated by the valuation model, but based on unobservable inputs, was not recognised
immediately in the income statement. This amount was held back and recognised over the life of the transaction
where appropriate, or released to the income statement when the inputs became observable, or when the
transaction matured or was closed out. Adjustments were made for illiquid positions where appropriate.

Assets, including gains, resulting from derivative exchange rate, interest rate, equities, credit derivative and
commodity contracts which were marked to market were included in ‘Derivatives’ on the assets side of the
balance sheet. Liabilities, including losses, resulting from such contracts, were included in ‘Derivatives’ on the
liabilities side of the balance sheet.

Non-trading transactions

Non-trading transactions, which were those undertaken for hedging purposes as part of the group’s risk
management strategy against cash flows, assets, liabilities or positions, were measured on an accrual basis. Non-
trading transactions included qualifying hedges and positions that synthetically altered the characteristics of
specified financial instruments.
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Non-trading transactions were accounted for on an equivalent basis to the underlying assets, liabilities or net
positions. Any gain or loss arising was recognised on the same basis as that arising from the related assets,
liabilities or positions.

To qualify as a hedge, a derivative was required effectively to reduce the price, foreign exchange or interest rate
risk of the asset, liability or anticipated transaction to which it was linked and be capable of designation as a
hedge at inception of the derivative contract. Accordingly, changes in the market value of the derivative were
required to be highly correlated with changes in the market value of the underlying hedged item at inception of
the hedge and over the life of the hedge contract. If these criteria were met, the derivative was accounted for on
the same basis as the underlying hedged item. Derivatives used for hedging purposes included swaps, forwards
and futures. Interest rate swaps were also used to alter synthetically the interest rate characteristics of financial
instruments. In order to qualify for synthetic alteration, a derivative instrument had to be linked to specific
individual, or pools of similar, assets or liabilities by the notional principal and interest rate risks of the associated
instruments, and had to achieve a result that was consistent with defined risk management objectives. If these
criteria were met, accruals-based accounting was applied, i.e. income or expense was recognised and accrued to
the next settlement date in accordance with the contractual terms of the agreement.

Any gain or loss arising on the termination of a qualifying derivative was deferred and amortised to earnings
over the original life of the terminated contract. When the underlying asset, liability or position was sold or
terminated, the qualifying derivative was immediately marked-to-market and any gain or loss arising was taken
to the income statement.

Insurance contracts

The value of in-force long-term assurance business was determined by discounting future earnings expected to
emerge from business then in force, using appropriate assumptions in assessing factors such as recent experience
and general economic conditions. Movements in the value of in-force long-term assurance business were
included in ‘Other operating income’ on a gross of tax basis.

Debt securities in issue and subordinated liabilities

Debt securities in issue were initially measured at fair value, which was the consideration received net of
transaction costs incurred. Premiums and discounts on the issue of debt and fair value adjustments to debt
arising on acquisitions were amortised to interest payable so as to give a constant interest rate over the life of the
debt. Where debt was callable, either by the group or the holder, the premium or discount was amortised over the
period to the earliest call date.

142



© Copyright HSBC Bank plc 2006
All rights reserved

No part of this publication may be reproduced, stored in a
retrieval system, or transmitted, in any form or by any means,
electronic, mechanical, photocopying, recording, or otherwise,
without the prior written permission of HSBC Bank plc.

Published by HSBC Bank plc, London, which is regulated by the
Financial Services Authority
Registered in England: number 14259

Designed by Group Public Affairs, The Hongkong and Shanghai
Banking Corporation Limited, Hong Kong

Stock number 98499-3







