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Part | FINANCIAL INFORMATION
Item 1. Consolidated Financial Statements

HSBC USA Inc.
CONSOLIDATED STATEMENT OF INCOME
Three months ended June 30, Six months ended June 30,
2006 2005 2006 2005
(in millions)
Interest income:
O8NS, .. ettt et et et e et et e e et e e an s $ 1,382 $ 1,136 $ 2,669 $ 2,185
SECUMTIES. . vttt et et et e e e e 274 215 537 425
Trading @SSELS. .. c.eoee it eee e ettt et e et e 102 60 210 119
Short-term iNVeStMENtS...........oevniiiii e e 193 70 319 119
(@43 TP PPRUPRRIN 24 9 37 15
Total INtErestiNCOME. ... . iivvt et et e 1,975 1,490 3,772 2,863
Interest expense:
DIEPOSITS. .. vttt et et ettt et e e 769 396 1,419 723
Short-term DOMTOWINGS. .. ... ... ettt 75 67 149 119
Long-termdebt. .. .......cooiieiini 356 242 694 461
Total INtErest BXPENSE. ... viiiee it eee e e e ee e e 1,200 705 2,262 1,303
NEL INEEIESE INCOME. .. ... ittt ettt e e e e e e e aans 775 785 1,510 1,560
Provision for credit [0SSES ........uvvtiveiitiit i e 222 170 379 277
Net interest income after provision for credit |0Sses................ue..e. 553 615 1,131 1,283
Other revenues:
TIUSEINCOME. ...t e et et et et e 22 22 44 45
SEIVICE ChargES. .. oottt 53 53 104 105
Credit Card fEES. ... vv et e e 139 61 261 118
Other fees and COMMISSIONS. ... c.vvitiiiiee e e 102 83 216 171
SeCUritization FEVENUE.............uveiiieii e e e e e 2 25 19 69
Other INCOME. .. ..e ettt e e 53 83 79 155
Residential mortgage banking revenue (expense)..............cceeuee.e. 27 (13) 50 10
Trading FOVENUES. .. ....cv ittt s 269 35 548 131
SECUMNtIES QAINS, NEL. .. oe ettt e et e 6 64 10 87
Total Other FEVBNUES. ... .vi et e e e 673 413 1,331 891
Operating expenses:
Salaries and employee benefits..........ooooviiiiiiiii 321 254 636 520
OCCUPANCY EXPENSE, NMEL. .. ...ttt et e e e 57 43 108 85
Support services from HSBC affiliates............cccuvvviviiiiiinenene. 247 218 511 436
Other EXPENSES. .. ettt et ettt e et e e 150 169 305 297
Total Operating EXPENSES. ........vvveeeeiteeeitee et e e e e 775 684 1,560 1,338
Income before inCome taX EeXPENSE. ... ..vvrvevee i et e 451 344 902 836
INCOME tAX EXPENSE ...ouuvie et ittt et et e et e 165 131 308 307
NEEINCOME. ...t e e $ 286 % 213 $ 54  $ 529

The accompanying notes are an integral part of the consolidated financia statements.



HSBC USA Inc.

CONSOLIDATED BALANCE SHEET

June 30, December 31,
2006 2005
(in millions)
Assets
Cash and dUE FroM DENKS. .. .....u et e e e et e e $ 4,644 $ 4,441
Interest bearing depositS With Danks. .. ..o e 6,231 3,001
Federal funds sold and securities purchased under resale agreements.............coceeevnnnen 9,025 4,568
THAING @SSELS .t ettt et et e et et et e et e e e e e e e 28,619 21,220
Securitiesavallablefor SAlE ......cvi it 19,522 17,764
Securities held to maturity (fair value $3,008 and $3,262)..........ccoevviviiiiiiiineiieee e 3,026 3,171
0710 PP 91,205 90,342
Less- allowanCe for Credit I0SSES. .. ... vvu vt vt e e e e e 869 846
[0 7= 0 LS o 1= PPN 90,336 89,496

Properties and eqUiPMENT, NEL. ... ..t e 545 538
INEANGIDIE BSSELS. .. ... ettt e e e e e 549 463
GOOOWI T s e e e e e e 2,694 2,694
(@11 = P 7,226 6,503
o) = =TS = £ $ 172,417 $ 153,859
Liabilities
Depositsin domestic offices:

NONINEEIESE DEAMTNG. .. 1.t evv et tee ettt et e e e e e e a e e e e aeeee e aen s $ 9,728 $ 9,695

INEEIESE DEAMNG. .. .. ce ettt e et e e et e e et e e et e e et e e et e e aan e 65,857 57,911
Depositsin foreign offices:

NONINEENESE DEBING. .. .. et et et et et e e et et et e e e e een e 933 320

Hp = (== o= g oo PP 25,167 23,889

10, = 0 1= £ 101,685 91,815

Trading account Habilities. ... .. ... e e e e 15,614 10,710
ShOrt-tErM DOITOWINGS. ..« e e e e e e e e e e e e e e 7,695 7,049
Interest, taxes and other liabilities..........c.ooviiiii e e e, 7,635 4,732
(o gTo B =10 1o = o TP 27,469 27,959
Total Habilities. ... ..o 160,098 142,265
Shareholders equity
Preferrad SLOCK. .. ... .veit e e e et e e e et e e e e 1,690 1,316

Common shareholder's equity:
Common stock ($5 par; 150,000,000 shares authorized;

706 SNAr€SiSSUEH). .. ... vvuveniis e ee et et e e en e - (1) -
CaADItal SUMPIUS. .. .ot et et et et e e et et e e e e e 8,127 8,118
REAINEA BAMNINGS ...+t et et ettt e 2,725 2,172
Accumulated other COmMPreneNSIVE 10SS. ... cveivriii i et (223) (12)
Total common shareholder'S @QUITY ... ... ...vuu vt e e 10,629 10,278
Total shareholders equIity.......c.covviiiiiiiii e 12,319 11,594
Total liabilities and shareholders equity........ccovvviiiiieiiiii e $ 172,417 $ 153,859

The accompanying notes are an integral part of the consolidated financial statements.
(1) Less than $500 thousand



HSBC USA Inc.

CONSOLIDATED STATEMENT OF CHANGES

IN SHAREHOLDERS EQUITY

Six months ended June 30,

2006 2005
(in millions)

Preferred stock
Balance, JanUary 1,.........ocoiiiiiie i $ 1,316 $ 500
Preferred StoCK ISSUANCE. .. ......iviit i 374 517
Balance, JUNE 30,.......ccuuiiiiit ittt et e et 1,690 1,017
Common stock
Balance, January 1 and JUN@30,.........vuiuniiiie et e e - - (D)
Capital surplus
BalanCe, JANUAIY 1,........uiieiitiit it it 8,118 8,418
Capital contribution from parent................ooeiiiiii i 14 7
Preferred Stock iSSUANCE COSES. .. ... vvivniince et et et et e e et 9 (13
Employee benefit plansand other................coooiiiiiiii 4 (279)
Balance, JUNE 30,.......ccuuiiiii ittt et e e 8,127 8,133
Retained earnings
BalanCe, JANUAIY L,......eeinie et et e e e e e 2,172 1,917
NEEINCOME. .. ..t et e e et et et e e e e e rane s 594 529
Cash dividends declared on preferred stock (37) 17)
Cumulative adjustment from adoption of new accounting pronouncement (see Note 6) (4) -
Balance, JUNE 30, ... .. vuirii et et et 2,725 2,429
Accumulated other comprehensive (loss) income
Balance, JANUEY L,.......cuouniiiii it et et (12 31
(Increase) decrease in net unrealized 10Sses 0N SeCUIities............vvveieieeeennn. (235) 6
Increase in net unrealized gains on derivatives classified as cash flow hedges..................... 30 24
(Decrease) increase in net unrealized gains on interest only strip receivables 4 5
Foreign currency trandation adjustments............. (2) (3)
Other comprehensive (loss) income, net of tax (211) 32
Balance, JUNE 30, ... ... vt et et et e e (223) 63
Total shareholders equity, June 30, $ 12,319 $ 11,642
Comprehensive income
NEEINCOME. .. ..ttt e et et e e et ettt e e aaeeeneanes $ 594 $ 529
Other comprehensive (10SS) INCOME. ........cuuiiiiieiii e (211) 32
COMPreNENSIVEINCOME. .. ... .. e eee et e e e e e e $ 383 $ 561

(1) Less than $500 thousand

The accompanying notes are an integral part of the consolidated financia statements.




HSBC USA Inc.

CONSOLIDATED STATEMENT OF CASH FLOWS

Six months ended June 30,
2006 2005

(in millions)
Cash flows from operating activities
Net income $ 594 % 529

Adjustments to reconcile net income to net cash
provided by (used in) operating activities:

Depreciation, amortization and deferred taxes 269 380
Provision for credit losses .. 379 27
Net change in other assetsand I|ab|||t|&s 2912 264
Net changein loans held for saleto HSBC Markets(USA) Inc (HMUS)
Loans acquired from third Parties. .. ..........c..coeeeeeeeeee oo, (10,056) -
Sales of loansto HMUS, including premium..............ooeeeevevvveeennnn. 8,220 -
Net change in other loans held for sale 238 (804)
Net change in loans attributable to tax refund anticipation loans program:
ONGINGLONS Of 10BIS. .. ... ..o e, (16,100) (15,100)
Sales of loans to HSBC Finance Corporatlon incl ud|ng premium............. 16,121 15,119
Net change in trading assets and liabilities (2,255) (6)
Other, NBL....e et (503) (446)
Net cash (used in) provided by operating activities (181) 213
Cash flows from investing activities
Net change in interest bearing deposits with banks (2,542) (52)
Net change in Short-term iNVESIMENES. .. ..........vvvie oo oeee e (4,457) (759)
Net change in securities available for sale:
Purchases of securities available for Sale.............ccveviveeeiriee i, (4,357) (4,992)
Proceeds from sales of securities availablefor sale.................c.ccoveveeennn.. 1,465 2,360
Proceeds from maturities of securities availablefor sale.................cccccv....., 1,004 2,056
Net change in securities held to maturity:
Purchases of securities held t0 MatUFity..............cocueeeeeeoee e, (752) (370)
Proceeds from maturities of securities held to maturity................c.....ccooe.., 901 845
Net changein loans:
Originations, Net of COHECHIONS.........ccoe oo ieeeeeee e e 11,186 7,227
Loans purchased from HSBC Finance Corporation. ..................cccccueeeen... (11,054) (9,885)
Salesof 08NS AN OtNEN ... .......cvevevee et et e - 29
Net cash (used for) provided by (acquisitions) sales of properties and equipment.. (48) 37
Net cash used for disposals of branches/subsidiaries. .. .............c..ccceeceveeeeen... - (90)
ONEE, NBL... ..ottt e e et e e (757) (397)
Net cash used in iNVesting aCtiVIties. ... .......ccooveeeeee i (9,321) (3,991)
Cash flows from financing activities
NEE ChANGE N EPOSITS. ... cv v et e et ettt et 9,871 5,106
Net change in ShOM-term BOMTOWINGS. .. .......vevevereeeeieeseeiee e e eeae e 646 (1,655)
Net change in long-term debt:
1SSUANGCE Of 10NG-EMM EDE. ... ..vveee e e, 861 651
Repayment of 10NG-term debt............ooeveeee oo (2,024) (412)
Preferred stock issuance, net of iSSUBNCE COSES. .. ... vuuvvninniiniiiiieeee et e eeeeeeeeeas 365 504
Other increasesin capital SUMPIUS.............eeoreer e e 18 7
Dividends paid... (32) (7)
Net cash provided by financing aCtiVities.............coveveieeeeeeee e 9,705 4,194
Net changein cash and due from Banks.............c.cccvvvveeeeeeese e, 203 416
Cash and due from banks at beginning of Period...............ccccceeeviieiiiiieiieieen. 4,441 2,682
$ 4,644 $ 3,098

Cash and due from banks at end of period

The accompanying notes are an integral part of the consolidated financial statements.



Notesto Consolidated Financial Statements

Note 1. Organization and Basis of Presentation

HSBC USA Inc. isanindirect wholly owned subsidiary of HSBC North America Holdings Inc. (HNAH), whichis
an indirect wholly owned subsidiary of HSBC Holdings plc (HSBC). The accompanying unaudited interim
consolidated financial statements of HSBC USA Inc. and its subsidiaries (collectively, HUSI), including its principal
subsidiary, HSBC Bank USA, National Association (HBUS), have been prepared in accordance with accounting
principles generally accepted in the United States of America (U.S. GAAP) for interim financial information, with
the instructions to Form 10-Q and with Article 10 of Regulation S-X, as well asin accordance with predominant
practices within the banking industry. Accordingly, they do not include al of the information and footnotes required
by generally accepted accounting principles for complete financia statements. In the opinion of management, all
normal and recurring adjustments considered necessary for afair presentation of financial position, results of
operations and cash flows for the interim periods have been made. These unaudited interim financial statements
should be read in conjunction with HUSI's Annual Report on Form 10-K for the year ended December 31, 2005 (the
2005 Form 10-K). Certain reclassifications have been made to prior period amounts to conform to the current
period presentations. The accounting and reporting policies of HUSI are consistent, in all material respects, with
those used to prepare the 2005 Form 10-K, except for the impact of new accounting pronouncements summarized in
Note 17 of these unaudited interim consolidated financial statements.

The preparation of financial statementsin conformity with U.S. GAAP requires the use of estimates and
assumptions that affect reported amounts and disclosures. Actual results could differ from those estimates. Interim
results should not be considered indicative of resultsin future periods.

Note 2. Trading Assets and Liabilities

Trading assets and liabilities are summarized in the following table.

June 30, December 31,
2006 2005
(in millions)
Trading assets:
ULS, TFEASUIY ...ttt sttt st b et b e se bt e b se e e bt e ae e e e s e ne e b e sneennenenne e $ 1,724 $ 148
U.S. Government agency ...... 2,051 1,238
Asset backed securities ......... 3,437 1,981
Corporate bonds............ 1,928 2,786
OLNES SECUIMTIES ..vvivviceiecie ettt ettt et e st e et e et e e be et e e beeebeeebeeebseeaseesseesbeenseenseesseesaeesanesanesans 4,967 4,626
PrECIOUS MELAIS ... ..viuiieiii ettt bbbt 2,557 2,286
Fair VAU OF DENIVBLIVES .....ccuveiiieceiecieetecetecete ettt ettt et et et eae e sae e sae e saeesaeesaaesateenbeenbeenbeentenn 11,955 8,155
$ __28619 $ __ 21220
Trading account liabilities:
Securities sold, not yet purchased $ 2,782 $ 1,808
Payables for precious metals.......... 1,312 1,161
Fair VAlUE Of AEITVALIVES .....oviieieiiieictee bbb 11,520 7,741
$ 15,614 $ 10,710



Note 3. Securities

At June 30, 2006 and December 31, 2005, HUSI held no securities of any single issuer (excluding the U.S. Treasury,
U.S. Government agencies and U.S. Government sponsored enterprises) with a book val ue that exceeded 10% of

shareholders equity. The following tables provide a summary of the amortized cost and fair value of the securities
available for sale and securities held to maturity portfolios.

Gross Gross
Amortized Unrealized Unrealized Fair
June 30, 2006 Cost Gains L osses Value
(in millions)
Securities available for sale:
U.S. TIEASUIY ..o $ 1,513 $ - $ (25) $ 1,488
U.S. Government sponsored enterprises (1) 11,308 8 (491) 10,825
U.S. Government agency issued or guaranteed ................ 4,035 6 (176) 3,865
Obligations of U.S. states and political subdivisions........ 485 - 5) 480
Asset backed SECUMTIES ........ccevireieeeiiiniecere e 687 1 @ 681
Other domestic debt securities ... 1,506 3 (36) 1,473
Foreign debt securities ............. 644 7 (8) 643
EQUItY SECUNTIES ...t 48 19 - 67
Securities availablefor sale ... $ 20,226 $ 44 $  (748) $ 19522
Securities held to maturity:
U.S. TFEASUNY ...ttt $ - $ - $ - $ -
U.S. Government sponsored enterprises (1) 1,852 13 (59) 1,806
U.S. Government agency issued or guaranteed ................ 611 19 (6) 624
Obligations of U.S. states and political subdivisions........ 344 22 - 366
Other domestic debt SECUNties ........cccccevvevciciiiiciiene 166 - (@) 159
Foreign debt securities ...... 53 - - 53
Securities held t0 MALUNLY .....ccoooveeeiriieeneeeeeeeseeees $ 3,026 $ 54 $ (72) $ 3,008
Gross Gross
Amortized Unrealized Unrealized Fair
December 31, 2005 Cost Gains L osses Value
(in millions)
Securities available for sale:
U.S. TIEASUMY ..o $ 711 $ - $ (4) $ 707
U.S. Government sponsored enterprises (1) ....occoeeeeeene. 10,850 25 (251) 10,624
U.S. Government agency issued or guaranteed ................ 2,466 10 (48) 2,428
Obligations of U.S. states and political subdivisions . 487 - 5) 482
Asset backed securities ............ 1,165 2 (4) 1,163
Other domestic debt securities . 1,700 6 (15) 1,691
Foreign debt SECUMtIeS .......cccovvrveieeririeciecere 611 8 5) 614
EQUItY SECUMTIES ..o 49 6 - 55
Securities available for sale ..o $ 18,039 $ 57 $ (332 $ 17,764
Securities held to maturity:
U.S. TFEASUNY ..oveveeeeieririeeeteseeeeteseesesaesessesaeseseeeesesaesenss $ 83 $ - $ - $ 83
U.S. Government sponsored enterprises (1) ....occveeeeeene. 1,860 57 (21) 1,896
U.S. Government agency issued or guaranteed ................ 644 31 @ 674
Obligations of U.S. states and political subdivisions . 369 25 - 394
Other domestic debt securities 164 1 @) 164
Foreign debt securities ............. 51 - - 51
Securities held to Maturity ... $ 3171 $ 114 $ (23) $ 3262

(1) Includes primarily mortgage-backed securities issued by the Federal National Mortgage Association (FNMA) and the Federal Home Loan
Mortgage Corporation (FHLMC).

HUSI adopted Statement of Financial Accounting Standards No. 156, Accounting for Servicing of Financial Assets
(SFAS 156) effective January 1, 2006 (refer to Notes 6 and 17 of these consolidated financial statements). In
accordance with this new standard, HUSI elected to reclassify securities used to offset changesin economic value of
mortgage servicing rights from the available for sale portfolio to trading assets at that date. At December 31, 2005,
these securities had a cost of $115 million and afair value of $111 million.



The following tables provide a summary of gross unrealized losses and related fair values, classified as to the length
of time the losses have existed.

OneYear or Less

Greater Than One Year

Number Gross Aggregate Number Gross Aggregate
of Unrealized Fair Value of Unrealized Fair Value
June 30, 2006 Securities L osses of Investment Securities L osses of Investment
($in millions)
Securities available for sale:
U.S. Treasury .....ccoeevvvecrcnennens 18 $ (25) $ 1,463 - $ - $ -
U.S. Government sponsored
enterprises (1) eeeeeevvvveveverereneennns 770 (376) 8,053 79 (115) 1,927
U.S. Government agency
issued or guaranteed ................... 893 (119) 3,048 112 (57) 350
Obligations of U.S. states and
political subdivisions 58 ©) 380 7 2 77
Asset backed securities 18 (6) 436 14 @ 58
Other domestic debt securities ...... 43 (26) 882 21 (10) 266
Foreign debt securities .................. 15 @ 302 6 @ 143
Equity Securities ..........cccoeveevenenne 1 - 217 - - -
Securities available for sale ........... 1,816 $ (562 $ 14781 239 $  (186) $ 2821
Securities held to maturity:
U.S. Government sponsored
enterprises (1) .oovveeeeirevenicinene, 71 $ (51) $ 1,311 3 $ (8) $ 40
U.S. Government agency
issued or guaranteed ................... 248 (6) 214 - - -
Obligations of U.S. states and
political subdivisions .................. 2 - 1 9 - 4
Other domestic debt securities ...... 11 (6) 151 2 (1) 5
Foreign debt securities ................. 2 - 53 - - -
Securities held to maturity ............ 334 $ (63) $ 1,730 14 $ 9 $ 49
OneYear or Less Greater Than One Year
Number Gross Aggregate Number Gross Aggregate
of Unrealized Fair Value of Unrealized Fair Value
December 31, 2005 Securities L osses of Investment Securities L osses of Investment
($in millions)
Securities available for sale:
U.S. Treasury .....ccovveveeececeenennns 7 $ (4) $ 619 - $ - $ -
U.S. Government sponsored
enterprises (1) oovvveeveveverererereenns 560 (176) 7,313 46 (75) 1,434
U.S. Government agency
issued or guaranteed .................... 288 (22) 1,346 82 (26) 434
Obligations of U.S. states and
political subdivisions ... . 61 5) 436 - - -
Asset backed securities 22 4 464 31 - 23
Other domestic debt securities ...... 6 (24) 1,089 7 (0] 34
Foreign debt securities .................. 17 (5) 336 1 - 25
Securities available for sale ........... 961 $  (230) $ 11,603 167 $ (102 $ 1,950
Securities held to maturity:
U.S. Treasury ......ccccevevveeererernneens 3 $ - $ 83 - $ - $ -
U.S. Government sponsored
enterpriseS (1) .ooveveereeierereeenns 28 (14) 397 3 @] 41
U.S. Government agency issued
or guaranteed ........coceeeveinieieeenns 181 @ 34 - - -
Obligations of U.S. states and
political subdivisions .................. 2 - - 10 - 4
Other domestic debt securities ...... 4 - 33 2 @ 5
Foreign debt securities .................. 2 - 51 - - -
Securities held to maturity ............ 220 $ (15) $ 598 15 $ (8 $ 50

@

Includes primarily mortgage-backed securities issued by FNMA and FHLMC.




Gross unrealized losses within the available for sale securities and held to maturity securities portfolios increased
during the six months ended June 30, 2006 due to the impact of general increasesin interest rateson HUSI's
portfolios, which are primarily fixed rate securities. Since substantially all of these securities are high credit grade
(i.e., AAA or AA), and HUSI has the ability and intent to hold these securities until maturity or a market price
recovery, they are not considered to be other than temporarily impaired.

Note 4. Loans

The composition of HUSI' s loan portfolio is summarized in the following table.

June 30, 2006 December 31, 2005
Total Held for Sale Total Held for Sale
(in millions)
Commercial:
Construction and other real estate ....................... $ 9,095 $ - $ 9,123 $ -
Other commercial .......cooeeveeveeiiiececceeeeeeveeee, 20,551 - 18,598
Consumer:
Residential mortgage .........cooeeerereerienerereeseneens 43,258 5,691 43,970 4,175
Credit card recaivables .........ccccoovvecvnecrieniennene 15,310 - 15,514 -
Other consumer 10ans .........ccccceveveeesieeeesiesens 2,991 426 3,137 390
TOtal 108ANS ..o $ 91,205 $ 6,117 $ 90,342 $ 4,565

Loans pledged as collateral are summarized in Note 11 on page 18 of this Form 10-Q.
LoansHeld for Sale

Beginning in June 2005, loans held for sale include residential mortgage |oans acquired from unaffiliated third
parties, with the intent of selling the loans to an HSBC affiliate, HSBC Markets (USA) Inc. (HMUS). Loans held
for saleto HMUS increased $1,900 million in the first six months of 2006 to $4,807 million at June 30, 2006.
Further information regarding loans held for sale to HMUS is provided on page 28 of this Form 10-Q.

Loans held for sale are recorded at the lower of aggregate cost or market value. Aggregate cost exceeded market
value at June 30, 2006 and December 31, 2005. Changes in the valuation allowance utilized to adjust loans held for
sale to market value are recorded in other income on the consolidated income statement. Changes in the valuation
allowance are summarized in the following table.

2006 2005
Valuation Allowance Related to Valuation Allowance Related to
LoansHeld Other LoansHeld Other
for Sale LoansHeld for Sale LoansHeld
to HMUS for Sale Total to HMUS for Sale Total
(in millions)

Three months ended June 30
Balance at beginning of period ..... $ (50) $ (20) $ (70) $ - $ (8) $ (8)
Additional allowance for net

reductionsin market value .......... (73) - (73) - 3 3
Release of valuation allowance

forloanssold .......cccccceveeievennens 40 - 40 - - -
Balance at end of period ............... $ (83) $ (20) $ (103) $ - $ (5 $ (5
Six months ended June 30
Balance at beginning of period ..... $ (11) $ (15) $ (26) $ - $ 4 $ 4
Additional allowance for net

reductionsin market value .......... (152) (5) (257) - 1) 1)
Release of valuation allowance

forloanssold ........cccceeveeievennnns 80 - 80 - - -
Balance at end of period ............... $ (83) $ (20) $ (103) $ - $ (5 $ (5

10



Concentrations of Credit Risk

Certain residential mortgage loans have high loan-to-value (LTV) ratios and no mortgage insurance, which could
result in potential inability to recover the entire investment in loans involving foreclosed or damaged properties.

HUSI aso offersinterest-only residential mortgage loans. These interest-only loans allow customers to pay only the
accruing interest for a period of time, which resultsin lower payments during the initial loan period. Depending on
acustomer’s financial situation, the subsequent increase in the required payment attributable to loan principal could
affect a customer’s ability to repay the loan at some future date when the interest rate resets and/or principal
payments are required.

As with any non-conforming and non-prime loan products, HUSI utilizes high underwriting standards and prices
these loans in a manner that is appropriate to compensate for higher risk.

Outstanding balances of high LTV and interest-only loans are summarized in the following table.

June 30, December 31,
2006 2005

(in millions)
Residential mortgage loans with high LTV and no mortgage insurance ...........coeeeeeeveveevevennan. $ 3,246 $ 3,510
Interest-only residential MOrtgage [0aNS ............cccceiriiiiiice e 8,029 8,713
L0 I TSR $ 11,275 $ 12,223
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Credit Quality Statistics

An analysis of credit quality is provided beginning on page 58 of this Form 10-Q.

The following table provides a summary of credit quality statistics.

June 30, March 31, December 31, September 30, June 30,
2006 2006 2005 2005 2005
($in millions)
Nonaccruing loans:
Balance at end of period:
Commercial:
Congtruction and other real estate ... $ 34 $ 21 $ 15 $ 32 $ 29
Other commercia ........cccccovvvevenene. 73 64 70 77 81
Total commercial 107 85 85 109 110
Consumer:
Residential mortgages ..........ccoeveeee. 156 160 156 126 115
Total consumer loans . 156 160 156 126 115
Total nonaccruing 10aNs ..........c.occceevveeienans $ 263 $ 245 $ 241 $ 235 $ 225
Asapercent of loans:
Commercial:
Construction and other real estate ... 37 % 23 % 16 % 36 % 33 %
Other commercial .......cccoceeeveninnnne .36 .36 .38 .48 .53
Total commercial .........coovveervvnnn. .36 .32 31 43 .46
Consumer:
Residential mortgages ..........ccoeveeee. .36 .36 .35 .27 .24
Total consumer 10ans ..........ccceuee.. .25 .26 .25 .20 .18
TOtaAl o 29 % 28 % 21 % 26 % 26 %
Interest income on nonaccruing loans
(quarterly total):
Amount which would have been recorded
had the associated |oans been current in
accordance with their original terms .......... $ 6 $ 5 $ 8 $ 5 $ 7
Amount actually recorded ..........c.ccceevrinnnee. 3 1 5 3 1
Accruing loans contractually past due 90 days
or more as to principal or interest (balance
at end of period):
Total commercial ........cccoveerernirerecrerreeens $ 9 $ 6 $ 19 $ 4 $ 7
Consumer:
Residential mortgages .........ccoceeeveveeuene. 2 - 27 1 -
Credit card receivables ..o 283 244 248 237 206
Other consumer 10ans .........ccceeeeerieeneene 16 17 17 15 14
Total consumer 10ans ........cccveeerereeenes 301 261 292 253 220
Total accruing loans contractually past
due 90 daysS Or MOre .......cccceeueeeerirreeeereens $ 310 $ 267 $ 31 $ 257 $ 227
Criticized assets (balance at end of period):
Special MeNtion .........covvvrrrnninececeenns $ 809 $ 648 $ 706 $ 735 $ 706
Substandard 884 858 721 736 761
DOUBLFUL ..o 40 20 25 29 28
TOtaAl oo $ 1,733 $ 1,526 $ 1,452 $ 1,500 $ 1,495
Impaired loans:
Balance at end of period ........ccccvveerernnenne. $ 106 $ 85 $ 90 $ 115 $ 102
Amount with impairment reserve . . 45 21 27 51 79
IMpairment reserve ... 16 7 10 8 19
Other real estate and owned assets:
Balance at end of period ........cccvveenerieiennne. $ 45 $ 40 $ 35 $ 31 $ 25
Ratio of total nonaccruing loans, other real
estate and owned assets to total assets ........ 18 % 18 % 18 % 18 % A7 %
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Note 5. Allowance for Credit Losses

Changes in the allowance for credit losses are summarized in the following table.

Three months ended Six months ended
June 30 June 30
2006 2005 2006 2005
(in millions)

Beginning balanCe ..........ccocoieeeininineese s $ 837 $ 773 $ 846 $ 788
Allowance related to disposition of certain private label

credit card relationships.........covveeiirnccincecee - - (6) -

Charge offs 239 206 469 405

Recoveries 49 53 119 130

Net charge offS.......ccoociriice e 190 153 350 275

Provision charged to income.............. 222 170 379 277

Ending balance .........ocoeeiniiieiisee s $ 869 $ 790 $ 869 $ 790

Further analysis of credit quality and the allowance for credit lossesis presented on pages 58-61 of this Form 10-Q.
Credit quality statistics are provided in Note 4 of these consolidated financia statements, beginning on page 10 of
this Form 10-Q.

Note 6. I ntangible Assets

The composition of intangible assets is summarized in the following table.

June 30, December 31,
2006 2005

(in millions)
MOrtgage SEVICING FIGNES ....c..iueieiiiririeiecieie ettt bbbt e bbb e es e b n s $ 499 $ 418
OENEY . ns 50 45
Total INANGIDIE @SSELS ......covieeiieiicieie ettt bbbt n s $ 549 $ 463

Mortgage Servicing Rights (MSRs)

HUSI recognizes the right to service mortgage |oans as a separate and distinct asset at the time the loans are sold.
HUSI receives afee for servicing the related residential mortgage loans. HUSI has one class of MSRs arising from
sales of residential mortgage loans. Servicing fee income of $24 million and $19 million for the second quarter of
2006 and 2005 respectively, and $48 million and $37 million for the first half of 2006 and 2005 respectively, are
recorded in residential mortgage banking revenue in the consolidated income statement.

Effective January 1, 2006, HUSI adopted SFAS 156 (refer to Note 17 of these consolidated financial statements, on
page 24 of this Form 10-Q), electing to measure its one class of MSRs at fair value. Upon adoption, HUSI recorded
a cumulative effect adjustment to beginning retained earnings of less than $1 million, representing the difference
between the fair value and the carrying amount of M SRs as of the date of adoption.

MSRs are subject to interest rate risk, in that their value will fluctuate as aresult of changesin the interest rate
environment. Interest raterisk is mitigated through an active hedging program that uses securities and derivatives to
offset changes in the fair value of MSRs. Since the hedging program involves trading activity, risk is quantified and
managed using a number of risk assessment techniques, which are addressed in more detail beginning on page 66 of
this Form 10-Q.

With the adoption of SFAS 156, HUSI also made an irrevocable election to reclassify securities used to offset
changes in economic value of M SRs from available for sale to trading assets, effective January 1, 2006. At
December 31, 2005, these securities had a book value of $115 million and afair value of $111 million. The
accumulated unrealized loss recorded in accumulated other comprehensive income of $4 million was reversed
effective January 1, 2006, with the offsetting amount recorded as a cumulative effect adjustment to beginning
retained earnings.
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MSRs areinitially measured at fair value at the time that the related loans are sold, and periodically re-measured
using the fair value measurement method. This method requires that M SRs be measured at fair value at each
reporting date with changes in fair value of the asset reflected in residential mortgage banking revenue in the period
that the changes occur. Fair value is determined based upon the application of valuation models and other inputs.
The valuation models incorporate assumptions market participants would use in estimating future cash flows. These
assumptions include expected prepayments, default rates and market-based option adjusted spreads. The
reasonableness of these pricing models is periodically validated by reference to external independent broker
valuations and industry surveys.

Fair value of MSRsis calculated using the following critical assumptions.

June 30, December 31,

2006 2005

Annualized constant prepayment rate (CPR) ........ccceiriiieininnieeenreseeeesesie e 15.90% 16.30%
[©00]01 =) Ao (1S oo U 0] A = (= TSRS 11.78% 12.07%
WeIghted aVerage life .....cveeiececc e r e nnen 5.9vyears 5.5 years

The following table summarizes M SRs activity for the three months and the six months ended June 30, 2006, the
reporting periods since adoption of SFAS 156.

Three months ended Six months ended
June 30, 2006 June 30, 2006

(in millions)

Fair value of MSRs:

BegiNNING DAIANCE .....ccveeeeeieeees sttt ne e $ 465 $ 418
Additions related t0 108N SAES ... 22 45
Changesin fair value dueto:
Change in valuation inputs or assumptions used in the valuation models ............... 30 75
Realization of Cash fIOWS ..o e (18) (39)
ENAiNG DEIANCE .....c.eoeiiiieeitee e e $ 499 $ 499

The following table summarizes activity for MSRs and the related val uation allowance for the three months and the
six months ended June 30, 2005, which was prior to adoption of SFAS 156.

Three months ended Six months ended
June 30, 2005 June 30, 2005

(in millions)

MSRs, net of accumulated amortization:

BeginNiNg BAlANCE .......coiiiiieieieee ettt $ 401 $ 416
Additions related t0 108N SAIES .......ccvcieieiiie e 18 31
Permanent impairment ChargES .........cccoeueeiriririeiireee et @ (126)
F 2 4204112 1 o o SR (18) 37)
ENCING DAIANCE .....ovieeeieeeices ettt nenn e es 394 394
Valuation allowance for MSRs:
BegiNNING DAIANCE .....ccveeeieieeeees et ne s (81) (207)
Temporary imMpPai MMENt PrOVISION ........c.ceoirieiereirineeeesenesesresee et see e sesenes (35) (18)
Permanent impairment ChargES ........cocereiiriiiieereere et 7 16
ENCiNG DAIANCE .....ovieciiieicee ettt ne 109 109
MSRs, net of accumulated amortization and
VAU ON BILOWENCE .......veeeiitceeie ettt ettt ettt ee et b et ettt ae et t e s e s ebetenas $ 28 $ 285

Note 7. Goodwill

During the second quarter of 2006, HUSI completed its annual impairment test of goodwill and determined that the
fair value of each of the reporting units exceeded its carrying value. Asaresult, no impairment loss was required to
be recognized. During the period from the testing date to June 30, 2006, there were no material events or
transactions which warranted consideration for their impact on recorded book values assigned to goodwill.
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Note 8. Income Taxes

The following table presents HUSI' s effective tax rates.

Three months ended Six months ended
June 30 June 30
2006 2005 2006 2005
EffECtiVETaX FAE ....cecvieeeeeteeeee ettt e 36.6 % 381 % 341 % 36.7 %

In the first quarter of 2006, approximately $17 million of income tax liability, related mainly to the completion of
ongoing tax audits, was released against tax expense, thereby reducing the effective tax rate by 1.8% for the first six
months of 2006. The effective tax rate for 2006 was further reduced due to an increase in available low income
housing tax credits and a decrease in state and local income tax liabilities.

Note 9. Long-Term Debt

Long-term debt is summarized in the following table.

June 30, December 31,
2006 2005

(in millions)
SENIOT TEDL......ecveeiiicictci ettt et a e e bt e s e e s s ae s e s ebese s s sesene s eseresens $ 21,913 $ 22,218
ST ool o TaT= =0 [0 = o] (SRS 5,538 5,722
Y |0 43T RS USRRSRt 18 19
TOtal 1ONG-LEMM AEDL ......cveiieieiee ettt ettt bbbt entan $ 27,469 $ 27,959

Information regarding the material components of long-term debt is provided in Note 14 of the consolidated
financial statements, beginning on page 112 of HUSI’s 2005 Form 10-K.

Note 10. Related Party Transactions

In the normal course of business, HUSI conducts transactions with HSBC and its subsidiaries (HSBC affiliates).
These transactions occur at prevailing market rates and terms. All extensions of credit by HUSI to other HSBC
affiliates are legally required to be secured by eligible collateral. The following table presents related party balances
and the income and expense generated by related party transactions.

June 30, December 31,
2006 2005
(in millions)
Assets:

Cash and due fromM DANKS ..o $ 117 $ 121
Interest bearing depoSsitS With DANKS ..........ccoooiiiiciinie e 54 67
Federal funds sold and securities purchased under resale agreements ..........cocoeeeerveeecnenene 170 111
TrAOING BSSELS ....ueeveeeiieteiiriei ettt sttt ettt h bbb et e e e bt b et e b e b e sesbane et e neeneneeneenis 6,576 5,386
LLOBINS ...ttt et r e r e 1,807 1,901
(0121 SO TSSO 292 78
TOLBI BSSELS ...tttk ettt b et $ 9,016 $ 7,664

Liabilities:
DIEDOSITS ..ottt h bttt bbbt $ 9,819 $ 10,131
Trading acCoUNt [I@DIHITIES ......c.coviiieieee e 5,948 4,545
ShOrt-tErM DOMTOWINGS ...vveveeeeieieieeite st e st e st s e se s e s e sse e esesaenensenens 1,776 698
(0121 ST TSSOSO PTROO 291 106
TOtal THADIITIES ... $ 17,834 $ 15,480
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Three months ended Six months ended

June 30 June 30
2006 2005 2006 2005
(in millions)
INEEFESE INCOME ... $ 12 $ 11 $ 23 $ 20
INEEIESt EXPENSE ...ttt 97 70 197 133
Trading gains (losses) 766 (1,433) 403 (1,754)
Other revenues 76 75 132 115
Support services from HSBC affiliates:
Fees paid to HSBC Finance Corporation ...........ccccceeeenenene. 109 100 225 205
Treasury and traded markets services and
OtNEN FEES .t 89 67 180 132
Fees paid to HSBC Technology & Services
(USA) Inc. (HTSU) for technology Services ...........cccceenenee. 49 51 106 100

The following business transactions conducted with HSBC Finance Corporation impacted operations during the
second quarter of 2006.

Credit Card Receivables and Other Loan Transactions

e |InDecember 2004, HUSI acquired a private label receivable portfolio from HSBC Finance Corporation, which
primarily included credit card receivables and retained interests associated with securitized credit card
receivables. HSBC Finance Corporation retained and continues to service the customer relationships, for which
they charged HUSI servicing fees of $193 million and $182 million for the six months ended June 30, 2006 and
2005 respectively. In July 2004, HUSI sold certain MasterCard’/Visa® credit card relationships to HSBC
Finance Corporation, but retained the receivable balances associated with these relationships. By agreement,
HUSI is purchasing receivables generated by these private label and MasterCard/Visa customer relationships at
fair value on adaily basis. Premiums paid are being amortized to interest income over the estimated life of the
receivables purchased. Sincethe origina private label receivables acquisition and MasterCard/Visa relationship
sale, the underlying customer balances included within these portfolios have revolved, and new private |abel
relationships have been added. Activity related to these portfolios is summarized in the following table.

Private L abel Master Card/Visa
Six months ended June 30 2006 2005 2006 2005
(in millions)
Recelvables acquired from HSBC Finance Corporation:
Balance at beginning of period ...........cccceeeennccnenennns $ 14,355 $ 10,936 $ 1,159 $ 1,142
Recelvables acquired ..........ccoovirrininneieieneeeeenine 9,976 8,938 1,078 947
Customer payments, net charge offs and
OthEr BCHVILY voveecveeceeeeeeeeee e seeesenneen (10,172) (8,099) (1,086) (988)
Balance at end of period ..o $ 14,159 $ 11,775 $ 1,151 $ 1,101
Premiums paid to HSBC Finance Corporation:
Balance at beginning of period ...........ccccceeeeinneeienenens $ 320 $ 624 $ 12 $ 11
Premiums paid ......c.cooveeeennnieeneecse e 167 191 17 17
AMOTtiZALTION ... (280) (357) a7 (16)
Balance at end of period ........ccccoveeinirneeinnecees $ 207 $ 458 $ 12 $ 12

Other Transactions

e  Support services from HSBC affiliates includes charges by HSBC Finance Corporation under various service
level agreements for loan origination and servicing as well as other operational and administrative support.

! MasterCard is a registered trademark of MasterCard International, Incorporated.
2Visaisaregistered trademark of VisaUSA, Inc.
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e HBUSisthe originating lender for afederal income tax refund anticipation loan program for clients of various
third party tax preparers, which is managed by HSBC Finance Corporation. By agreement, HBUS processes
applications, funds and subsequently sells these loans to HSBC Finance Corporation. During the six months
ended June 30, 2006, primarily during the first quarter, approximately $16 billion of loans were originated by
HBUS and sold to HSBC Finance Corporation, resulting in gains of approximately $21 million and fees paid to
HSBC Finance Corporation of $4 million. For the same 2005 period, $15 billion of loans were sold to HSBC
Finance Corporation, resulting in gains of $19 million and fees paid of $4 million.

e At June 30, 2006, HUSI had a $2 billion unused line of credit with HSBC Finance Corporation.

e Trading gains (losses) primarily represent movementsin the market value of interest rate and foreign currency
derivative swap transactions entered into with HSBC Finance Corporation. Specifically, HSBC Finance
Corporation enters into these swap contracts with HUSI in order to hedge its interest rate positions. HUSI,
within its Corporate, Investment Banking and Markets business, accounts for these transactions on a mark to
market basis, with the change in value substantially offset by the change in value of related contracts entered
into with HSBC affiliates and third parties.

The following business transactions were conducted with HMUS during the first six months of 2006.

e HUSI utilizesHMUS for broker dealer, debt underwriting, customer referrals and for other treasury and traded
markets related services, pursuant to service level agreements. Debt underwriting fees charged by HMUS are
deferred as a reduction of long-term debt and amortized to interest expense over the life of the related debt.
Customer referral fees paid to HMUS are netted against customer fee income, which isincluded in other fees
and commissions. All other fees charged by HMUS are included in support services from HSBC affiliates.

e InJune 2005, HUSI began acquiring residential mortgage loans, excluding servicing, from unaffiliated third
parties and subsequently selling these acquired loans to HMUS. HUSI maintains no ownership interest in the
residential mortgage loans after sale. During the first six months of 2006, HUSI sold $8.1 billion of loans to
HMUS for total gains on sale of $64 million, which are included in other revenues.

At June 30, 2006, HUSI had an unused line of credit with HSBC of $2 billion.

HUSI has extended loans and lines of credit to various other HSBC affiliates totaling $1.4 billion, of which $194
million was outstanding at June 30, 2006.

At June 30, 2006 and December 31, 2005, the aggregate notional amounts of all derivative contracts with other
HSBC &ffiliates were approximately $643 billion and $570 billion respectively. The net credit risk exposure
(defined as the recorded fair value of derivative receivables) related to these contracts was approximately $6 billion
at June 30, 2006 and $5 billion at December 31, 2005.

Domestic employees of HUSI participate in a defined benefit pension plan sponsored by HNAH. Additional
information regarding pensionsis provided in Note 12 of these consolidated financial statements, beginning on page
18 of this Form 10-Q.

Employees of HUSI participate in one or more stock compensation plans sponsored by HSBC. HUSI’s share of the
expense of these plans on a pre-tax basis for the first six months of 2006 and 2005 was approximately $36 million
and $20 million respectively. Asof June 30, 2006, HUSI had approximately $120 million of compensation cost
related to nonvested stock compensation plans, which is expected to be recognized over a weighted-average period
of 2.1 years. A description of these stock compensation plans begins on page 125 of HUSI’s 2005 Form 10-K.

In light of impressive and sustained performance and shareholder returns by the consolidated HSBC group over the
three years covered by 2003 awards granted under the HSBC Group Share Option Plan (refer to page 126 of HUSI's
2005 Form 10-K for a description of this plan), HSBC's Remuneration Committee has exercised its discretion to
waive the Total Shareholder Return performance condition, as permitted by the plan. This modification resulted in
an additional charge to operating expenses of $9 million during the first six months of 2006. Thisisanon-cash item
and economically has no impact on shareholders.
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Note 11. Pledged Assets

The following table summarizes pledged assets included in the consolidated balance sheet.

June 30, December 31,
2006 2005
(in millions)

Interest bearing depositS With DanKs ..........ccoiiiiiiieie s $ 1,153 $ 483
Trading assetS (1) .coovvveevrverereeneeereeennns 3,279 1,452
Securities available for sale (2) ..... 5,887 6,369
Securities held to maturity ............ 343 447
(7= 0 Y (<) RN 7,473 8,204
Other assets (4) ...... 1,102 687
TOLAl ettt $ 19,237 $ 17,642

(1) Trading assets are primarily pledged against liabilities associated with consolidated variable interest entities (refer to Note 15 of these
consolidated financial statements, beginning on page 22 of this Form 10-Q).

(2) Securitiesavailable for sale are primarily pledged against various short-term borrowings.

(3) Loansare primarily residential mortgage loans pledged against long-term borrowings from the Federal Home Loan Bank and private label
receivables pledged against long-term secured borrowings.

(4) Other assets represent cash on deposit with non-banks related to derivative collateral support agreements.

Note 12. Pensions and Other Postretirement Benefits

In November 2004, sponsorship of the U.S. defined benefit pension plans and the health and life insurance plan of
HUSI and HSBC Finance Corporation were transferred to HNAH. Effective January 1, 2005, the separate U.S.
defined benefit pension plans were merged into a single defined benefit pension plan, which facilitated the
development of a unified employee benefit policy and unified employee benefit plan administration for HSBC
affiliates operating inthe U.S. Asaresult, HUSI' s prepaid pension asset of $482 million, and arelated deferred tax
liability of $203 million, were transferred to HNAH. The net transfer amount of $279 million isreflected asa
reduction of capital surplus for 2005 on the consolidated statement of changes in shareholders’ equity.

The following table presents the components of net periodic benefit cost as allocated to HUSI from HNAH.

Other
Pension Benefits Postretirement Benefits
2006 2005 2006 2005
(in millions)
Three months ended June 30
Net periodic benefit cost:
Service cost — benefits earned during the period .................... $ 8 $ 10 $ 1 $
INErESt COSE ... 16 17 1 1
Expected return on plan assets ... (22) (24)
RECOgNIZEA |OSSES .....c.evvviiiririeicee e 4 1 - -
Net periodic DENEfit COSt ........couvereerererereies e $ 7 $ 4 $ 2 $ 1
Six months ended June 30
Net periodic benefit cost:
Service cost — benefits earned during the period .................... $ 16 $ 19 $ 1 $ 1
Interest cost 33 33 3
Expected return on plan 8SSEtS ........covveeeeeerneeeeeniseeeeneees (43) (47)
ReCOgNIZEA [0SSES ......ovriieriirieerieee e 7 2 - -
Transition amount amortization - - 1 1
Net periodic benefit COSt ..o $ 13 $ 7 $ 5 $ 5

During 2006 HUSI expects to make no contribution for pension benefits and to pay postretirement benefits of
approximately $9 million.
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Note 13. Business Segments

HUSI has five distinct segments that it utilizes for management reporting and analysis purposes, which are based
upon customer groupings, as well as products and services offered. The segments are described in the following

paragraphs.
The Personal Financial Services (PFS) Segment

The PFS segment provides a broad range of financia products and services including installment and revolving term
loans, deposits, branch services, mutual funds, investments and insurance. These products are marketed to
individuals primarily through the branch banking network and increasingly through e-banking channels. Residential
mortgage lending provides |oan financing through direct retail and wholesale origination channels. Mortgage loans
are originated through a network of brokers, wholesale agents and retail origination offices. Servicing is performed
for the individual mortgage holder or on a contractual basis for mortgages owned by third parties.

The PFS segment continues to include MasterCard/Visa credit card receivables acquired on adaily basis, related to
account relationships which HUSI sold to HSBC Finance Corporation in 2004.

The Consumer Finance (CF) Segment

Effective for the first quarter of 2005, HUSI formed the CF segment, which previously had been reported as a
component of the PFS segment in prior periods. The CF segment includes point of sale and other lending activities
primarily to meet the financial needs of individuals. Specifically, operating activity within the CF segment relates to
various consumer loans, private label credit card receivables, and retained interests in securitized receivable trusts
purchased from HSBC Finance Corporation, as well as consumer |oans purchased from originating lenders pursuant
to HSBC Finance Corporation correspondent loan programs.

The Commercial Banking (CMB) Segment

The CMB segment provides loan and deposit products to small businesses and middle-market corporations
including specialized products such asreal estate financing. Various credit and trade related products such as
standby facilities, performance guarantees and acceptances are also offered. These products and services are offered
through multiple delivery systems, including the branch banking network.

Effective January 1, 2006, the CMB segment also includes activity related to an equity investment in Wells Fargo
HSBC Trade Bank N.A., which was previously reported in the Other segment. For comparability purposes, 2005
segment results have been revised to reflect this change.

The Corporate, | nvestment Banking and Markets (CIBM) Segment

The CIBM segment provides tailored financial solutionsto major government, corporate and ingtitutional clients
worldwide. With accessto HSBC' s worldwide presence and capabilities, the CIBM segment serves subsidiaries and
offices of its clients on aglobal basis. Products and services offered include:

e Global Markets operations consisting of treasury and capital markets services and products, including:
- foreign exchange;
- currency, interest rate, bond, credit, equity and other specialized derivatives;
- money market instruments; and
- precious metals.

e Global Banking services, including corporate and institutional banking services, direct lending, lease financing
and deposit-taking services.
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e Global Transaction Banking services, including:
- payments and cash management services;
- trade services;
- securities services, including custody, clearing and funds administration; and
- banknotes and currency services.

e Investment services, including asset management and fund management services.
The Private Banking (PB) Segment

The PB segment offers afull range of services for high net worth domestic and foreign individualsincluding
deposit, lending, trading, trust, branch services, mutual funds, insurance and investment management.

Other Segment
This segment includes an equity investment in HSBC Republic Bank (Suisse) S.A.

The following table summarizes the results for each segment. The net interest income component in the table
reflects actual interest earned, net of cost of funds as determined by corporate transfer pricing methodol ogy.

Analysis of operating results for each segment begins on page 52 of this Form 10-Q.

PFS CF CMB CIBM PB Other Total
(in millions)
Three months ended
June 30:
2006
Net interest income (1) ...... $ 311 $ 190 $ 178 $ 49 3 48 $ @ 3 775
Other revenues ................... 99 117 77 313 60 7 673
Total revenues ...........c.c.... 410 307 255 362 108 6 1,448
Operating expenses (2) ...... 276 106 135 184 74 - 775
134 201 120 178 34 6 673
Provision for credit
[SS=SY (<) N, 12 155 26 - 29 - 222
Income before income
taX EXPENSE .....ccveerrernene $ 122 $ 46 $ 94 $ 178 $ 5 $ 6 $ 451
Average assets .......ooeueene $ 41,546 $ 20134 $ 18,273 $ 82810 $ 5,648 $ 346 $ 168,757
Average loans 37,161 19,351 16,550 11,252 4,386 - 88,700
Average deposits ............... 32,938 23 15,729 37,953 9,478 - 96,121
Goodwill at June 30 ........... 1,167 - 468 631 428 - 2,694
2005
Net interest income (1) ...... $ 32 % 166 $ 15 3 123 $ 2 $ 3 $ 785
Other revenues ................... 86 67 51 98 103 8 413
Total revenues ................... 388 233 206 221 145 5 1,198
Operating expenses (2) ...... 248 110 90 172 64 - 684
140 123 116 49 81 5 514
Provision (credit) for
credit 10sses (3) ...vvveenen. 22 152 4 ) 1) - 170
Income (loss) before
income tax expense .......... $ 118 $ 29 % 112 $ 56 $ 82 $ 5 $ 344
AVerage assets ................... $ 50088 $ 18608 $ 15708 $ 55430 $ 5146 $ 315 $ 145295
Averageloans ... 45,142 17,906 15,155 5,062 3,731 - 86,996
Average deposits ............... 26,689 476 12,357 36,299 7,465 - 83,286
Goodwill at June 30 ........... 1,167 - 468 631 428 - 2,694

(1) Netinterest income of each segment represents the difference between actual interest earned on assets and interest paid on liabilities of
the segment adjusted for afunding charge or credit. Segments are charged a cost to fund assets (e.g. customer loans) and receive a
funding credit for funds provided (e.g. customer deposits) based on equivalent market rates.

(2) Expensesfor the segments include apportioned corporate overhead expenses.

(3) Theprovision apportioned to the segments is based on the segments’ net charge offs and the change in allowance for credit losses.
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PFS CF CMB CIBM PB Other Total

(in millions)
Six months ended June 30:
2006
Net interest income (1) ...... $ 620 $ 343 $ 356 $ 102 $ 96 $ (IR 1,510
Other revenues ................... 234 236 126 586 136 13 1,331
Total revenues ...........c..c.... 854 579 482 688 232 6 2,841
Operating expenses (2) ...... 581 216 245 368 150 - 1,560
273 363 237 320 82 6 1,281
Provision for credit
[0'5SCSY () TN 28 290 30 2 29 - 379
Income before income
tax expense .......c.ccceeeenne. $ 245 $ 73 $ 207 $ 318 $ 53 $ 6 $ 902
Average assets .......ooeueenne $ 42801 $ 20,338 $ 17,508 $ 77,097 $ 5561 $ 341 $ 163,646
Average loans ..... . 37,695 19,459 16,379 10,832 4,296 - 88,661
Average deposits 32,405 21 15,200 37,924 8,888 - 94,438
2005
Net interest income (1) ...... $ 602 % 2% $ 309 % 217 % 82 $ @® $ 1,560
Other revenues ................... 214 147 91 265 161 13 891
Total revenues .........cco.... 816 443 400 542 243 7 2,451
Operating expenses (2) ...... 499 217 188 306 128 - 1,338
317 226 212 236 115 7 1,113
Provision (credit) for
credit 10sses (3) .ooeevveenenne. 44 261 (1) (25) (2) - 277
Income (loss) before
incometax expense .......... $ 273 $ 35 % 213 $ 261 $ 117 $ 7 $ 836
Average assets .......coeeeennne $ 50418 $ 18,446 $ 15316 $ 54,273 $ 4934 $ 312 $ 143,699
Averageloans ........cccoeeeee 45,223 17,562 14,883 5,116 3,607 - 86,391
Average deposits ............... 26,938 485 12,128 36,574 7,406 - 83,531

(1) Netinterest income of each segment represents the difference between actual interest earned on assets and interest paid on liabilities of the
segment adjusted for afunding charge or credit. Segments are charged a cost to fund assets (e.g. customer loans) and receive a funding
credit for funds provided (e.g. customer deposits) based on equivalent market rates.

(2) Expensesfor the segmentsinclude fully apportioned corporate overhead expenses.

(3) Theprovision apportioned to the segmentsis based on the segments’ net charge offs and the change in allowance for credit losses.
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Note 14. Preferred Stock and Regulatory Capital

Preferred Stock

In May 2006, HUSI issued 14,950,000 depositary shares, each representing one-fortieth of a share of 6.50%
Non-Cumulative Preferred Stock, Series H ($1,000 stated value). Total issue proceeds, net of $9 million of
underwriting fees and other expenses, were $365 million. When and if declared by HUSI's board of directors,
dividends of 6.50% per annum on the stated val ue per share will be payable quarterly on the first calendar day of
January, April, July and October of each year.

Regulatory Capital

The following table presents the capital ratios of HUSI and HBUS cal culated in accordance with banking
regulations. To be categorized as "well-capitalized" under the Federal Reserve Board, Federal Deposit Insurance
Corporation and the Office of the Comptroller of the Currency guidelines, a banking institution must have the
minimum ratios reflected in the table, and must not be subject to a directive, order, or written agreement to meet and
maintain specific capital levels.

Well-Capitalized June 30, December 31,
Minimum Ratio 2006 2005
Total capital (to risk weighted assets)
HUSI 10.00 % 1295 % 1253 %
HBUS 10.00 12.53 12.32
Tier 1 capital (to risk weighted assets)
HUSI e 6.00 8.84 8.25
HBUS e 6.00 8.59 8.29
Tier 1 capital (to average assets)
HUSI e e e 3.00 6.41 6.51
HBUS .o 5.00 6.31 6.61
Tangible common equity (to risk weighted assets)
HUSI e 6.73 6.40
HBUS .o 8.63 8.33

Note 15. Variable I nterest Entities (VIES)

HUSI, in the ordinary course of business, makes use of VIE structuresin a variety of business activities, primarily to
facilitate client needs. VIE structures are utilized after careful consideration of the most appropriate structure
needed to achieve HUSI’ s control, risk management and other objectives.

Consolidated VIEs

HUSI entered into a series of transactions with VIEs organized by HSBC affiliates and unrelated third parties.

These VIEs were structured as trusts or corporations that issue fixed or floating rate instruments backed by the assets
of theissuing entities. HUSI sold trading assets to the VIEs and subsequently entered into total return swaps with
the VIEs whereby HUSI receivesthe total return on the transferred assets and, in return, pays a market rate of return
to its counterparties. HUSI has determined that it is the primary beneficiary of these VIEs under the applicable
accounting literature and, accordingly, consolidated $2.8 hillion in trading assets at June 30, 2006. These assets are
pledged as collateral for obligations of the VIES. The holders of the instrumentsissued by the VIEs have no
recourse to the general credit of HUSI beyond the assets sold to the VIEs and pledged as collateral.
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Unconsolidated VIEs

HUSI also holds variable interestsin various other VIEs which are not consolidated at June 30, 2006. HUSI is not
the primary beneficiary of these VIE structures. Information for unconsolidated VIESis presented in the following
table and commentary. Descriptions of these VIE relationships are included in pages 136-137 of HUSI’ s 2005 Form
10-K.

June 30, 2006 December 31, 2005
Maximum Maximum
Total Exposure Total Exposure
Assets to Loss Assets to Loss

(in millions)

Asset backed commercial paper conduits ...........cocovevenne. $ 9,669 $ 8172 $ 10,183 $ 7423
Securitization VENICIES .........coveiieeieeieccreecreecee e 1,677 621 1,774 565
INVEStMENt FUNS .....c.eooveevieeiieceeceeee s 2,664 2 2,513 -
Capital funding VENICleS ........ccoeeiniciieccccee 1,093 32 1,093 32
Low income housing tax Credits ........cooveevevecicneienennns 1,269 199 1,080 165
TOMAl ot e $ 16,372 $ 9,026 $ 16,643 $ 8,185

Other Asset Backed Commercial Paper Conduits

In addition to the asset backed commercial paper conduits sponsored by affiliate entities and listed in the table
above, HUSI also provides liquidity facilities to asset backed commercial paper conduits sponsored by unrelated
third parties. HUSI does not transfer its own receivablesinto, have ownership interest in, perform administrative
duties for, nor services any of the assets of these conduits. HUSI's involvement in these conduitsis limited to
providing liquidity facilities. The maximum exposure to loss relating to these liquidity facilities at June 30, 2006 is
$2.1 billion.

Note 16. Off-Balance Sheet Financial Guarantee Arrangements

The following table provides information related to off-balance sheet financial guarantee arrangements.

June 30, December 31,
2006 2005
(in millions)

Standby letters of credit, net of participations (1) .......cccovveeeirinneerrre e $ 6,701 $ 6,114
Loan SAleS With FECOUISE (2) .....ceiriieeiiiiiiice st 9 9
Credit defivative CONIACES () ...iveveueririerereiririeiierisi ettt n e 332,617 222,419
Securities lending iNAEMNIfiCBLIONS..........ccuiiiiririeree e - 4,135
TOLAL ..o $ 339,327 $ 232677

(1) Includes $528 million and $523 million issued for the benefit of related parties at June 30, 2006 and December 31, 2005 respectively.

(2) $8million and $7 million isindemnified by third parties at June 30, 2006 and December 31, 2005 respectively.

(3) Includes $60,267 million and $51,202 million issued for the benefit of related parties at June 30, 2006 and December 31, 2005
respectively.

Standby L etters of Credit

HUSI may issue aletter of credit for the benefit of a customer, authorizing athird party to draw on the letter for
specified amounts under certain terms and conditions. The issuance of aletter of credit is subject to HUSI' s credit
approval process and collateral requirements.

A standby letter of credit isissued to third parties for the benefit of a customer and is essentially a guarantee that the
customer will perform, or satisfy some obligation, under a contract. It irrevocably obligates HUSI to pay athird
party beneficiary when a customer either: (1) in the case of a performance standby letter of credit, failsto perform
some contractual non-financial obligation, or (2) in the case of afinancial standby letter of credit, fails to repay an
outstanding loan or debt instrument.
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Fees are charged for issuing letters of credit commensurate with the customer's credit evaluation and the nature of
any collateral. Included in other liabilities are deferred fees on standby letters of credit, representing the fair value
of the "stand ready obligation to perform" under these guarantees, amounting to $23 million and $19 million at
June 30, 2006 and December 31, 2005 respectively. Also included in other liabilitiesis an allowance for credit
losses on unfunded standby letters of credit of $19 million and $20 million at June 30, 2006 and December 31, 2005
respectively.

Loan Sales with Recourse

HUSI securitizes and sells assets, generally without recourse. In prior years, HUSI’ s mortgage banking subsidiary
sold residential mortgage |oans with recourse upon borrower default, with partial indemnification from third parties.

Credit Derivatives

HUSI entersinto credit derivative contracts primarily to satisfy the needs of its customers and, in certain cases, for
its own benefit. Credit derivatives are arrangements that provide for one party (the "protection buyer") to transfer
the credit risk of a"reference asset” to another party (the "protection seller"). Under this arrangement the protection
seller assumes the credit risk associated with the reference asset without directly purchasing it. The protection buyer
agreesto pay a specified fee to the protection seller. In return, the protection seller agrees to pay the protection buyer
an agreed upon amount if there is a default during the term of the contract.

In accordance with its policy, HUSI offsets most of the risk it assumesin selling credit protection through a credit
derivative contract with another counterparty. Credit derivatives are recorded at fair value. The commitment
amount included in the table is the maximum amount that HUSI could be required to pay, without consideration of
the approximately equal amount receivable from third parties and any associated collateral.

Securities Lending | ndemnifications

Through December 31, 2005, HUSI occasionally lent securities of customers, on afully collateralized basis, as an
agent to third party borrowers. Customers were indemnified against the risk of loss, and collateral was obtained
from the borrower with a market value exceeding the value of the loaned securities. Securities lending activities
were terminated during the first quarter of 2006.

Note 17. New Accounting Pronouncements

Effective January 1, 2006, HUSI adopted Statement of Financial Accounting Standards No. 123 (Revised), Share-
Based Payment, (SFAS 123R). Because HUSI had previously adopted the fair value method of accounting for all
equity based awards, the adoption of SFAS 123R did not have a material impact on HUSI’ s financial position or
results of operations. Substantially all of the disclosure requirements of SFAS 123R that are applicable to HUSI
were included in HUSI’ s 2005 Form 10-K. Certain disclosure requirements of SFAS 123R that were not included in
the 2005 Form 10-K are included in Note 10 of these consolidated financial statements, beginning on page 15 of this
Form 10-Q.

Effective January 1, 2006, HUSI adopted Statement of Financial Accounting Standards No. 154, Accounting
Changes and Error Corrections: a replacement of APB Opinion No. 20 and FASB Statement No. 3 (SFAS 154).
The adoption of SFAS 154 did not have any impact on HUSI’ s financial position or results of operations.

Effective January 1, 2006, HUSI adopted FASB Staff Position Nos. FAS 115-1 and FAS 124-1, The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain Investments, (FSP 115-1 and FSP 124-1), in
response to Emerging Issues Task Force 03-1, The Meaning of Other-Than-Temporary | mpairment and Its
Application to Certain Investments. The adoption of the impairment guidance contained in FSP 115-1 and FSP
124-1 did not have a material impact on HUSI’ s financial position or results of operations.
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In February 2006, the FASB issued Statement of Financial Accounting Standards No. 155, Accounting for Certain
Hybrid Financial Instruments (SFAS 155). SFAS 155 permits companies to elect to measure at fair value entire
financial instruments containing embedded derivatives that would otherwise have to be bifurcated and accounted for
separately. SFAS 155 also requires companies to identify interestsin securitized financial assetsthat are free
standing derivatives or contain embedded derivatives that would have to be accounted for separately, clarifies which
interest-only and principal-only strip receivables are subject to Statement of Financial Accounting Standards No.
133, Accounting for Derivative Instruments and Hedging Activities (SFAS 133), and amends Statement of Financial
Accounting Standards No. 140, Accounting for Transfers and Servicing of Financial Assetsand Extingui shments of
Liabilities (SFAS 140) to revise the conditions of a qualifying special purpose entity. SFAS 155 is effective for all
financial instruments acquired or issued after the beginning of a company’sfirst fiscal year that begins after
September 15, 2006. Early adoption is permitted as of the beginning of a company’sfiscal year, provided the
company has not yet issued financial statementsfor that fiscal year. HUSI elected to early adopt SFAS 155 effective
January 1, 2006. The adoption of SFAS 155 did not have a material impact on HUSI's financial position or results
of operations.

In March 2006, the FASB issued Statement of Financial Accounting Standards No. 156, Accounting for Servicing of
Financial Assets (SFAS 156). SFAS 156 amends previoudy issued guidance with respect to accounting for
separately recognized loan servicing rights. HUSI early adopted this standard as of January 1, 2006 and elected to
account for residential mortgage servicing rights at fair value prospectively. Refer to Note 6 of the consolidated
financial statements, beginning on page 13 of this Form 10-Q, for information relating to the adoption of SFAS 156.

In June 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes - an
Interpretation of FASB Statement No. 109 (FIN 48). FIN 48 establishes threshold and measurement attributes for
financial statement measurement and recognition of tax positions taken or expected to be taken in atax return. FIN
48 a so provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure and transition. FIN 48 is effective for fiscal years beginning after December 15, 2006. HUSI is currently
evaluating the impact that adoption of FIN 48 will have onits financial position or results of operations.
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ltem 2. Management’s Discussion and Analysis of Financial Condition and Results of
Operations (MD&A)

FORWARD-LOOKING STATEMENTS

The MD&A should be read in conjunction with the consolidated financial statements, notes and tables included
elsewhere in this Form 10-Q and with HUSI’ s 2005 Form 10-K. The MD& A may contain certain statements that
may be forward-looking in nature within the meaning of the Private Securities Litigation Reform Act of 1995.
HUSI's results may differ materially from those noted in the forward-looking statements. Words such as "believe”,
"expects', "estimates"', "targeted”, "anticipates’, "goa" and similar expressions are intended to identify forward-
looking statements but should not be considered as the only means through which these statements may be made.
Statements that are not historical facts, including statements about management's beliefs and expectations, are
forward-looking statements that involve inherent risks and uncertainties and are based on current views and
assumptions. A number of factors could cause actual results to differ materially from those contained in any
forward-looking statements. For alist of important risk factors that may affect HUSI's actual results, see Cautionary
Statement on Forward-Looking Statements and Risk Factorsin Part | of HUSI's 2005 Form 10-K and Risk Factors
in Part |1 of this Form 10-Q.

EXECUTIVE OVERVIEW

Balance sheet growth during the first six months of 2006 was highlighted by a significant increase in deposits
resulting from successful rollout of a strategy to build deposits across multiple markets and business segments,
utilizing multiple delivery systems. Refer to page 28 of this Form 10-Q for additional commentary regarding
HUSI’ s deposit strategy and growth. Trading assets and liabilities have also increased as aresult of expanded
operations and activity within the CIBM business segment. Additional analysis and commentary regarding balance
sheet growth begins on page 32 of this Form 10-Q.

Income before income tax expense increased $107 million (31%) in the second quarter of 2006, and increased $66
million (8%) in the first six months of 2006, as compared with the same 2005 periods, due to the following factors:

e increased trading results within the CIBM business segment attributable to expanded operations and activity
related to precious metals, foreign exchange and structured products desks;

e strong revenue growth in the CMB business segment driven by increased lending activities and significant
deposit growth;

e excluding the impact of one-time events and transactions noted below, strong revenue growth from business
expansion initiatives associated with consumer businesses included within the PFS and PB business segments;
and

e increased revenues for the private label credit card receivable portfolio, included within the CF business
segment, primarily due to higher fees earned and decreased amortization of premiums paid for acquired credit
card receivables.

The items noted above were partially offset by the following:

e decreased net interest income resulting from continued increases in short-term interest rates and flattening of the
yield curve, particularly affecting balance sheet management income within the CIBM business segment;

e increased operating expenses within the PFS, CMB and PB business segments resulting from expansion of the
core banking network, including rollout of the internet savings product, and within the CIBM business segment
due to the impact of buildout of the business platform;
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e decreased income before taxes from one-time events and transactions. Results for the first six months of 2005
included $74 million of one-time gains realized from sales of property and an equity investment, both recorded
in the second quarter of 2005. 2006 results included $13 million of gains from sales of Brady Bonds, $13
million of released interest expense accrual s related to income tax settlements that were reversed from other
expenses, and $7 million of gains from sale of MasterCard International, Inc. shares, al of which were recorded
in other revenues in the second quarter of 2006; and

e higher provision for credit losses associated with commercial lending businesses within the CMB and CIBM
business segments, as 2005 activity reflected net recoveries. In addition, a specific $29 million provision was
recorded in the PB segment in the second quarter of 2006.

Income tax expense increased $34 million (26%) in the second quarter of 2006, as compared with the same 2005
period, due primarily to increased income before income tax expense. Refer to Note 8 of the consolidated financial
statements on page 15 of this Form 10-Q for additional information.

Private Label Receivable Portfolio

In December of 2004, HUSI acquired approximately $12 billion of loans, primarily private label credit card
receivables, from HSBC Finance Corporation at fair value, without recourse. Private label credit card receivables
have grown to $14 billion at June 30, 2006, due to the addition of new credit card relationships and to reduced
balance funding requirements associated with decreased off-balance sheet credit card securitization trusts.

Increased receivable balances have resulted in increased credit card interest income for the first half of 2006. In
addition, during 2005, interest income was significantly reduced by amortization of theinitial premium paid for the
portfolio. During the first six months of 2006, total premium amortization associated with the private label credit
card receivables decreased $77 million in comparison to the same 2005 period, primarily due to reduced
amortization of theinitial premium paid.

Fee income associated with these receivables a so has grown due to increased receivable balances, increased late
fees, and lower fees paid to merchant partners.

Residual interestsin securitized credit card receivable pools were also acquired from HSBC Finance Corporation.
Securitization revenue from these securitized trusts decreased $50 million in the first six months of 2006, as
compared with the same 2005 period, due to significantly reduced balances maintained in the securitized trusts.

By agreement, HUSI is purchasing additional private label credit card receivables from HSBC Finance Corporation

at fair value on adaily basis. Refer to Note 10 of the consolidated financial statements, beginning on page 15 of this
Form 10-Q for further discussion of receivables acquired from HSBC Finance Corporation.
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Residential Mortgage LoansHeld for Sale to an HSBC Affiliate

In June 2005, HUSI began acquiring residential mortgage loans from unaffiliated third parties with the intent of
selling these loans to an HSBC affiliate, HSBC Markets (USA) Inc. (HMUS). HMUS inturnis selling these loans
to securitization vehicles. These loans are recorded by HUSI at the lower of their aggregate cost or market value,
with adjustments to market value being recorded as a valuation allowance. The loans are generally held on HUSI's
balance sheet for 30-90 days, resulting in activity that affects various balance sheet and income statement line items,
as summarized in the table below. HUSI maintains a portfolio of derivatives and securities, which are used as
economic hedges to offset changes in market val ues of the loans held for sale to HMUS. Gains on sales associated
with these loans result from incremental value realized on pools of loans sold to HMUS for securitization. During
20086, the following activity was recorded as a result of acquiring, holding and selling these loans.

Three months ended Six months ended
June 30, 2006 June 30, 2006
(in millions)
Residential mortgage loans held for sale to HMUS:
Balance at beginning Of PEriOq ..ot e $ 4497 $ 2907
Loans acquired from OFGINGLOS .......c.coeueeeiririeeeiir et 4,784 10,130
LOANS SOIA 10 HMUS ...ttt es e ssss s sssssssss s ssnssnsanenn (4,413) (8,156)
L0aNS res0ld tO OFIGINGIONS ......cvveeirieeeiereees e s e et se e sae e seneesenseneneenes (61) (74)
Balance at end Of PErOU .......cciririiiiiieiec et $ 4,807 $ 4807
Valuation allowance for adjustments to market value:
Balance at beginning of PENOM ..........cooiiririeiiere e $ (50) $ 11
Additional valuation allowance for net reductionsin market value ...........ccccoveveeinnnee (73) (152)
Releases of valuation allowance for loans sold to HMUS ............cocovvinnniccccenenennns 40 80
Balance at end Of PENIOQ ......cccoirieeriiine e $ (83) $ (83)
Increases (decreases) to income before income taxes:
Increased net interest income associated with loans held for saleto HMUS .................... $ 18 $ 38
Gains on sale of residential mortgage loans sold to HMUS, recorded in other
FEVENUES ...tttk ettt bttt s e e bt st e e s e s e e e R e s he e b e e s e e e b e sb e e b e e e e s e nnenneanennean 52 64
Additional valuation allowance for reductionsin market value of loans held
for saleto HMUS, recorded in Other reVenUES ..ot (73) (152)
Trading revenues recognized from economic hedges held to offset changesin
market values of loans held for sale to HMUS ... 52 116
Program costs included in Other EXPENSES ..ot (2 (3)
Net impact on income before iNCOMELAXES ... $ 47 $ 63
Deposit Strategy and Growth

Beginning in 2004, HUSI implemented a strategy for its core banking network, which includes building deposits
over athreeto five year period, across multiple markets and segments, and utilizing multiple delivery systems.
During 2005, and through the first six months of 2006, the strategy included various initiatives:

o full deployment of new personal and business checking and savings products, including relationship based
products;

e emphasis on more competitive pricing with the introduction of high yielding products, including internet

savings accounts, which have grown significantly beginning in late 2005. Since their introduction in 2005,

internet savings balances have grown to $4.8 billion, of which $3.8 billion was raised during the first six months

of 2006. $3.3 billion of the 2006 growth was from new customers;

retail branch expansion in existing and new geographic markets;

improving delivery systems, including use of internet capabilities;

refined marketing and customer analytics for the affluent consumer population; and

strengthening current customer relationships, thereby driving increased utilization of products and customer
retention.

Total deposit growth of $12 billion during calendar year 2005 has been followed by growth of $10 billion in the first
six months of 2006. Deposit balances by major depositor categories are summarized on page 33 of this Form 10-Q.
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Sale of Brady Bonds

At December 31, 2005, HUSI held certain bonds issued by the government of Venezuela as part of debt
renegotiations (Brady Bonds) with aface value of $178 million, and arecorded carrying value of $165 million.
During the second quarter of 2006, the V enezuelan government redeemed all Brady Bonds held by HUS| at their
face value resulting in a gain of $13 million, which has been reported in other revenues for the second quarter.

Selected Financial Data

The following tables present a summary of selected financial information.

Three months ended June 30 Six months ended June 30
2006 2005 2006 2005
($in millions)
Income statement:
NEt INtEESt INCOME ...ttt $ 775 $ 785 $ 1,510 $ 1,560
Provision for credit 10SSes ..o 222 170 379 277
Total other revenues ............ 673 413 1,331 891
Total operating expenses 775 684 1,560 1,338
Income tax expense ......... 165 131 308 307
NELINCOME ..o $ 286 $ 213 $ 594 $ 529
Impact on net income:
Trading FEVENUES ........ceveeeeveiieiereeesesee e $ 269 $ 35 $ 548 $ 131
Private label loan portfolio 17 (68) 13 (128)
Loans held for saleto an HSBC dffiliate ................. 47 - 63 -
Net interest income from balance sheet
management activities ..., (14) 52 (21) 148
Balances at period end:
Loans, net of alowance ...........ccoovrriicecnnnninne $ 90,336 $ 87,057
TOLAl BSSELS ...vvveeeececieieiet ettt 172,417 144,394
Total tangible @SSELS ........covvveereireree s 169,673 141,650
Total dEPOSITS ..cocereeeeicicieieeeieerr e 101,685 85,079
Common shareholder’s eqUILY .........coeevererreceereneniereens 10,629 10,625
Tangible common shareholder’s equity ...........cccccceeneeee 8,117 7,831
Total shareholders’ equity .........cccoeeererreerrinseecsneees 12,319 11,642
Selected financial ratios:
Total shareholders’ equity to total assets,
At PEiod €N ..o 714 % 806 %
Tangible common shareholder’ s equity to total
tangible assets, at period end .........coceeeernieeinnneee 4.78 553
Rate of return on average (1):
TOtal SSELS ... 68 % 59 % 73 % T4 %
Total common shareholder’sequity ...........cceeueeee 10.09 7.87 10.71 9.85
Net interest margin to average (1):
2.26 2.58 227 2.62
1.86 218 1.88 2.20
Average total shareholders’ equity to average
tOtal BSSES (1) w.vvveeeeceiecieieieieieieere e 7.13 7.90 7.26 7.80
Efficiency ratio (2) .... 53.49 57.11 54.91 54.59

(1) Selected financial ratios are defined in the Glossary of Terms beginning on page 78 of HUSI's 2005 Form 10-K.
(2) Representstheratio of total operating expenses, reduced by minority interest and certain non-recurring expense items, to the sum of net
interest income and other revenues.
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BASIS OF REPORTING

HUSI’s consolidated financial statements are prepared in accordance with accounting principles generally accepted
in the United States (U.S. GAAP).

International Financial Reporting Standards (I FRSs)

Because HSBC reports results in accordance with IFRSs and | FRS results are used by HSBC in measuring and
rewarding performance of employees, HUSI management also separately monitors net income under IFRSs (a non-
U.S. GAAP financial measure). The following table reconciles HUSI’ s net income on aU.S. GAAP basis to net
income on an IFRS basis.

Three months ended Six months ended
June 30, 2006 June 30, 2006
(in millions)

Nt iNCOME — U.S. GAAP DESIS ..ottt ettt enas $ 286 $ 594
Adjustments, net of tax:

FaIr VAU OPLION ...ttt sttt b e bbb ene s 20 ©)]

Loans held for resale . 5 12

Servicing assets ......... (13) (16)

(0171 S (4 (7)

NEt INCOME = IFRS DASIS .....eecuieieieiecie et aesrentesae s $ 294 $ 580

Differences between U.S. GAAP and |FRSs are as follows:
Fair Value Option

IFRSs

e Under IAS 39, afinancial instrument, other than one held for trading, is classified in this category if it meetsthe
criteria set out below, and is so designated by management. An entity may designate financial instruments at
fair value where the designation;

— eliminates or significantly reduces a measurement or recognition inconsistency that would otherwise arise
from measuring financial assets or financial liabilities or recognizing the gains and losses on them on
different bases; or

— appliesto agroup of financial assets, financial liabilities or both that is managed and its performance
evaluated on afair value basis, in accordance with a documented risk management or investment strategy,
and where information about that group of financial instrumentsis provided internally on that basis to
management; or

— relatesto financia instruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments.

e Financial assets and financial liabilities so designated are recognized initially at fair value, with transaction
costs taken directly to the income statement, and are subsequently remeasured at fair value. This designation,
once made, isirrevocable in respect of the financial instrumentsto whichitis made. Financial assets and
financial liabilities are recognized using trade date accounting.

e Gainsand losses from changes in the fair value of such assets and liabilities are recognized in the income
statement as they arise, together with related interest income and expense and dividends.

U.S. GAAP

e Servicing assets and certain hybrid financial instruments that contain embedded derivatives are the only
instruments for which afair value election may be made for U.S. GAAP reporting purposes.

e Effective January 1, 2006, HUSI has elected to measure and record servicing assets and certain hybrid financial
instruments at fair value, with changesin fair value recognized in current period earnings.

e Generally, for any other financial assets to be measured at fair value with gains and losses recognized
immediately in the income statement under U.S. GAAP, they must meet the definition of trading securitiesin
SFAS 115 "Accounting for Certain Investments in Debt and Equity Securities'. Financial liabilities are
generally reported at amortized cost under U.S. GAAP.
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I mpact

o HUSI has used the fair value designation for certain fixed rate long-term debt issues whose interest rate
characteristic has been changed to floating through interest rate swaps as part of a documented interest rate
management strategy. Approximately $2 billion of HUSI’ s debt issues have been accounted for using the
option. The movement in fair value of these debt issues includes the effect of changesin the credit spread and
any ineffectiveness in the economic relationship between the related swaps and this debt. Such ineffectiveness
arises from the different credit characteristics of the swap and the debt coupled with the sensitivity of the
floating leg of the swap to changes in short-term interest rates. In addition, the economic relationship between
the swap and the debt can be affected by relative movements in market factors, such as bond and swap rates,
and the relative bond and swap rates at inception. The size and direction of the accounting consequences of
changesin credit spread and ineffectiveness can be volatile from period to period, but do not alter the cash
flows anticipated as part of the documented interest rate management strategy.

e Under U.S. GAAP, debt issues are reported at amortized cost. An offsetting derivative providing an economic
hedge for an asset or liability results in asymmetrical accounting, whichin U.S. GAAP isreflected in net
income except where the relationship is elected as afair value hedge under SFAS 133.

LoansHeld for Resale

IFRSs

e Under IAS 39, loans held for resale are treated as trading assets.

e Astrading assets, loans held for resale are initially recorded at fair value, with changesin fair value being
recognized in current period earnings.

e Any gainsrealized on sales of such loans are recognized in current period earnings on the trade date.

U.S. GAAP

e Under U.S. GAAP, loans held for resale are designated as |oans on the balance sheet.

e Such loans are recorded at the lower of amortized cost or market value (LOCOM). Therefore, recorded value
cannot exceed amortized cost.

e  Subsequent gains on sale of such loans are recognized in current period earnings on the settlement date.

I mpact

e HUSI holds $6.1 billion of loans held for resale on the balance sheet at June 30, 2006 for various business
purposes. These include mortgage loans held for resale to HSBC affiliates for securitization purposes,
mortgage loans held for resale to various governmental agencies and other types of consumer loans.

e Thetiming difference between trade date accounting for |FRS and settlement date accounting under U.S.
GAAP resulted in higher current earnings under |FRS for the first six months of 2006 than under U.S. GAAP.

Servicing Assets

IFRSs

e Under IAS 38, servicing assets are initially recorded on the balance sheet at fair value and amortized over the
projected life of the assets.

e Servicing assets are periodically tested for impairment with impairment adjustments charged against current

earnings.

e  Subsequent recoveries of impairment, if any, are credited to current earnings only to the extent of previous
write-downs.

U.S. GAAP

e Under U.S. GAAP, servicing assets are initially recorded on the balance sheet at fair value
e All subsequent adjustmentsto fair value are reflected in current period earnings.

Impact

o HUSI's mortgage subsidiary currently holds $499 million of residential mortgage servicing rights (MSRs),
primarily related to loans sold to governmental agencies.

e  For certain pools of MSRs, fair value recorded under U.S. GAAP exceeds amortized cost recorded under IFRS.
Therefore, current earnings under U.S. GAAP exceeded earnings under IFRS for the first six months of 2006.
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Other

Other includes the net impact of differences relating to various adjustments, none of which were individually
material at June 30, 2006, and which are described on pages 18-22 of HUSI’ s 2005 Form 10-K.

BALANCE SHEET REVIEW

HUSI utilizes borrowings from various sources to fund balance sheet growth, to meet cash and capital needs, and to
fund investments in subsidiaries. Balance sheet totals and growth are summarized in the following table.

I ncrease (Decrease) from

June 30, December 31, 2005 June 30, 2005
2006 Amount % Amount %
($in millions)

Period end assets:
LOans, NEL........coceeiieeiiieiesiee e $ 90,336 $ 840 1 $ 3,279 4
Short-term investments ........c.ccoceevveeeenene. 19,900 7,890 66 10,063 102
Trading 8SSELS .....cceevreerieerieene e 28,619 7,399 35 9,771 52
Securities and other assets..........ccoeerenene. 33,562 2,429 8 4,910 17
$ 172,417 $ 18,558 12 $ 28,023 19

Funding sources:

Total dePOSItS .....cccveveveiriieieereeeeeeeee $ 101,685 $ 9870 11 $ 16,606 20
Trading account liabilities ............ccccceeeee 15,614 4,904 46 4,594 42
All other liabilities .....coovvevveiereeerieenen 15,330 3,549 30 2,562 20
Long-term debt ......oc.evvevverereeeeeeeeeseeens 27,469 (490) 2 3,584 15
Shareholders' equity .......cccovverennecnenne. 12,319 725 6 677 6
$ 172,417 $ 18,5558 12 $ 28,023 19

Loans, Net

Loan balances at June 30, 2006, and increases (decreases) in comparison with prior periods, are summarized in the
following table.

I ncrease (Decrease) from

June 30, December 31, 2005 June 30, 2005
2006 Amount % Amount %
($in millions)
Total commercial [0aNS .........c.coceevveeeerreeenne. $ 29,646 $ 1925 7 $ 5471 23
Consumer loans:

Residential mortgage ........ccocevvveereevreeenns 43,258 (712) 2 (4,376) 9)
Credit card receivables:

Privatelabel .......ccceovevecireicieeen 14,159 (296) @ 2,384 20

MasterCard/Visa.....cccccevevvveeeerecrenennn. 1,151 (8) @ 50 5

Other CONSUMES ..o 2,991 (146) (5) (171) (5)

Total consumer 10ans ...........cceeveveerenne. 61,559 (1,062) (2 (2,113 3)

Total [0ANS ...ocveveeeeevceee e 91,205 863 1 3,358 4

Allowance for credit 0SSES .......ccccevevieeiernenee. 869 23 3 79 10

L 08NS, NEL ...cvvveeeeeeee e $ 90,336 $ 840 1 $ 3,279 4

Increased commercial loans have resulted from targeted growth in various CIBM, small business, middle market and
real estate lending portfolios. Additional resources have been dedicated to expansion of commercial lending
businesses and regional offices.

Decreased residential mortgage |oans have resulted primarily from a strategic balance sheet initiative, begunin
2005, to sell the majority of new loan production. Also in 2005, HUSI decided to decrease the volumes of loans
generated through HSBC Finance Corporation’ s network of loan correspondents. Purchases from these
correspondents were discontinued in September 2005.
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Increased private label credit card receivables from June 30, 2005 to June 30, 2006 have resulted from the addition
of new private label relationships to the portfolio, and to decreased balance requirements of off-balance sheet
securitized receivable trusts, which has resulted in increased on-balance sheet receivabl e balances.

Increased allowance for credit losses was primarily attributable to the net increases in loan balances, and to specific
additional provisions related to small business and private banking loan portfolios. Refer to commentary regarding
credit quality beginning on page 58 of this Form 10-Q.

Short-Term I nvestments

Short-term investments include cash and due from banks, interest bearing deposits with banks, Federal funds sold
and securities purchased under resale agreements. Increasesin these asset balances resulted from anincreasein
HUSI's excess liquidity position.

Trading Assets and Liabilities

Trading assets and liabilities are summarized in the following table.

I ncrease (Decrease) from

June 30, December 31, 2005 June 30, 2005
2006 Amount % Amount %
($in millions)
Trading assets:
SECUMEIES (1) woovereeeeieenieie e $ 14,107 $ 3,328 31 $ 6,021 74
Precious metals ........ocooveviivneiniiseiieieieiinns 2,557 271 12 (682) (21
Fair value of derivatives ..........ccceceveeevreneens 11,955 3,800 47 4,432 59
$ 28,619 $ 7,39 35 $ 9771 52
Trading liabilities:
Securities sold, not yet purchased ................ $ 2,782 $ 974 54 $ 720 35
Payables for precious metals ............cccceeueee 1,312 151 13 228 21
Fair value of derivatives ..........ccccecevvevveeeneens 11,520 3,779 49 3,646 46
$ 15614 $ 4904 46 $ 459 42

(1) IncludesU.S. Treasury, U.S. Government agency, U.S. Government sponsored enterprises, asset backed, corporate bonds and other
securities.

Increased trading assets and liabilities were generally due to the following activity within the CIBM business

segment:

e increased volume of activity resulting from business growth initiatives;

e investment of excess liquidity resulting from deposit growth initiatives; and

e improved market prices and conditions, particularly those related to increased precious metals and securities
trading assets balances.

Deposits

Deposit balances by major depositor categories at June 30, 2006, and increases (decreases) in comparison with prior
periods, are summarized in the following table.

I ncrease (Decrease) from

June 30, December 31, 2005 June 30, 2005
2006 Amount % Amount %
($in millions)

Individuals, partnerships and corporations........... $ 85,288 $ 8850 12 $ 14,902 21
Domestic and foreign banks ...........cccoceeeeeneenee 13,893 1,022 8 1,655 14
U.S. Government, states and political

SUBAIVISIONS ...t 1,598 32 2 80 5
Foreign government and official intitutions ...... 906 (34 (4) (31) (3)
Total dEPOSIES ...ecveeeiieeeieirieie e $ 101,685 $ 9870 11 $ 16,606 20

HUSI's deposit strategy and growth is addressed on page 28 of this Form 10-Q.
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RESULTS OF OPERATIONS

Net I nterest Income

An analysis of consolidated average balances and interest rates on a taxable equivalent basis are presented on pages
72-73 of this Form 10-Q. Significant components of HUSI's net interest margin are summarized in the following

table.
Three months ended June 30 Six months ended June 30

2006 2005 2006 2005
Yield on total earning aSSetS ......ccoeevvveveeerieisenee e 573 % 489 % 564 % 479 %
Rate paid on interest bearing liabilities ...........coooeeinricnne. 3.79 2.53 3.67 241
INterest rate SPread .........coveeeeerieienereee s 1.94 2.36 1.97 2.38
Benefit from net non-interest earning or paying funds . .32 22 .30 .24
Net interest margin to earning assets (1) ....cccoceveeereerererennene 226 % 258 % 227 % 262 %

(1) Selected financial ratios are defined in the Glossary of Terms beginning on page 78 of HUSI's 2005 Form 10-K.

Significant trends affecting the comparability of 2005 and 2006 net interest income and interest rate spread are

summarized in the following table.

Three months ended June 30 Six months ended June 30
Interest Rate Interest Rate
Amount Spread Amount Spread
($in millions)
Net interest income/interest rate spread for 2005 .................. $ 785 236 % 0 $ 1,560 238 %
Increase (decrease) in net interest income associated with:
Trading related actiVities (1) .....cocooeererreeeeenineeceneene (24) (46)
Balance sheet management activities (2) .........ccceveuneee. (66) (169)
Private label credit card portfolio (3) 43 82
All other core banking actiVity .......c...ccccoeerveneieseieniens 37 83
Net interest income/interest rate spread for 2006 .................. $ 775 194 % $ 1,510 197 %

(1) Referto page 47 of this Form 10-Q.

(2) Represents HUSI's activities to manage interest rate risk associated with the repricing characteristics of balance sheet assets and liabilities.
Interest rate risk, and HUSI' s approach to manage such risk, are described beginning on page 69 of HUSI's 2005 Form 10-K.

(3) Refer to page 54 of this Form 10-Q.

Net interest income growth from all other core banking activity primarily resulted from business expansion
initiatives within PFS, CMB and PB business segments, which resulted in significant loans and deposits growth in
2005 and 2006. Refer to Business Segments commentary beginning on page 52 of this Form 10-Q.
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Fluctuations in the components of net interest income, summarized according to the impacts of "volume" changes
and "rate" changes associated with various interest earning assets and interest bearing liabilities, are presented in the
following table.

Increase (Decrease) Due To
Three months ended June 30 2006 Volume Rate 2005

(in millions)
I nterest income:

Interest bearing deposits with banks............cocvvvrrrnireccenneeeienens $ 74 $ 15 $ 30 $ 29
Federal funds sold and securities purchased under resale
BOMEEMENLS. ...ttt ettt sne e 119 a7 31 41
Trading assets . 102 41 1 60
SECUMTIES ..o 281 34 29 218
Loans:
COMMENCIEl ...t s 431 68 74 289
Consumer:
Residential MOrtgages ........cccoeeererrerienenenieeseese e 560 (64) 43 581
Credit Cards ........covveererereeerrsseseeeeeeee e 324 45 79 200
Other CONSUMES ..o 67 (12) 13 66
TOtal CONSUMET ...ttt 951 (31 135 847
Other INEEMESE ... 24 15 - 9
Total INtErest INCOME .......ccovverrrrreeeece e 1,982 189 300 1,493
I nterest expense:
Depositsin domestic offices:
SAVINGS AEPOSIES ....cveuerieieiirieeeie ettt 239 33 137 69
Other time dePOSIES ......cveveerireeeierireiee e 281 19 85 177
Depositsin foreign offices:
Foreign banks depoSits .........cccevererieininniecrcee e 95 9) 30 74
Other time and SAVINGS .....ccoveerierieiriereeeseere e 154 5 73 76
Short-term borrowings 75 9) 17 67
Long-term debt .......... 356 47 67 242
Total interest expense 1,200 86 409 705
Net interest income — taxable equivalent basis ..........cccccceeeveinenne 782 $ 103 $ (109 788
Tax equivalent adjuStMeNt ..........cccoieeiinniciiee e 7 3
Net interest income — non taxable equivalent basis $ 775 $ 785
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Increase (Decrease) Due To
Six months ended June 30 2006 Volume Rate 2005

(in millions)
I nterest income:

Interest bearing deposits with banks...........cccoceeiniciinnicce $ 127 $ 21 $ 52 $ 54
Federal funds sold and securities purchased under resale
F= 0105 101 01T SRR 192 74 53 65
TraiNG @SSELS ....cecuvveieeeteteere st 210 77 14 119
SECUIMIES ... 550 71 47 432
Loans:
COMMENCIEL ..o 816 115 162 539
Consumer:
Residential Mortgages ..........covveeeerirreeecereneeesereeeees 1,129 (110) 79 1,160
Credit Cards ........ceeererererereessssesee et 592 90 144 358
Other CONSUMEN .....oviiiiiiirieiee ettt 132 (19) 23 128
Total CONSUMEY ...t 1,853 (39) 246 1,646
Other INEEMESE ... 37 17 5 15
Total INErESt INCOME .....cvieicveiieieeee e 3,785 336 579 2,870

I nterest expense:
Depositsin domestic offices:

SAVINGS AEPOSIES ....ccveeiiiieiiriereeie et 392 42 230 120

Other time dePOSIES ......oveveerireeiiirireiee e 563 54 184 325
Depositsin foreign offices:

Foreign banks depoSits .........cccereverieiininiecrc e 172 (29) 83 118

Other time and SAVINGS .....ccvveerierieirereeeseesieses s 292 15 117 160
Short-term borrowings 149 2 28 119
Long-term debt .......co.ooiiie 694 92 141 461
Total INErest EXPENSE ...veveerereeiiiirieiee e 2,262 176 783 1,303
Net interest income — taxable equivalent basis ..........ccccccvevcienenne 1,523 $ 160 $ (209 1,567
Tax equivalent adjuStMeNt ..........cccoieeiiiiciiiee e 13 7
Net interest income — non taxable equivalent basis ...........c.coveueeee. $ 1510 $ 1,560

Analysis of various components of net interest income follows. All increases and decreases noted for the second
guarter and first six months of 2006 represent comparisons with the same 2005 periods.

Commercial Loans

Increased interest income earned from commercial loans for the second quarter of 2006 and for the first six months
of 2006 was attributable to increased average yields earned on commercial loans and, to alesser extent, to increased
average commercial |oan balances.

The average yield earned on commercial loansincreased 118 basis points (24%) for the second quarter and
increased 130 basis points (27%) for the first six months of 2006, due to increases in general market rates, which
resulted in corresponding increases in HBUS's prime lending rate during 2006 and 2005.

Average commercial loan balances increased by 21% during the second quarter and increased 19% for the first six
months of 2006. Significant resources have been dedicated to expansion of various commercial lending businesses
and regional offices. Targeted growth in small business, middle market and real estate lending portfolios increased
loan balancesin 2005 and 2006.
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Residential Mortgage Loans

Decreased interest income earned from residential mortgage loans for the second quarter of 2006 and for the first six
months of 2006 was primarily attributable to decreased average oan balances, which was partially offset by
increased average yields earned on residential mortgage |oans.

Average residential mortgage loans decreased 11% in the second quarter and decreased 9% in the first six months of
2006, due to the following balance sheet management initiatives and other factors:

e in 2005, HUSI decided to decrease the volumes generated through HSBC Finance Corporation’s network of
residential mortgage |oan correspondents. Purchases from correspondents were discontinued effective
September 1, 2005;

e HUSI sold a higher proportion of adjustable rate residential mortgage |oans in 2005 and 2006 compared with
prior years, which previously would have been held on the balance sheet. Residential mortgage loans originated
with the intention to sell increased 19% in the second quarter and increased 24% in the first six months of 2006;
and

e originations of residential mortgage loans decreased in the second quarter and in the first six months of 2006, as
the national originations market has decreased in size due to the rising interest rates.

The average yield earned on residential mortgage loans increased 38 basis points (8%) in the second quarter and

increased 35 basis points (7%) in the first six months of 2006 due to the impact of increased interest rates on
variable rate loans and new loan originations.
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Credit Card Receivables

Increased interest earned from credit card receivables for the second quarter of 2006 and for the first six months of

2006 was due to an increase in the average rate earned on credit card receivables and, to alesser extent, to increased

average credit card receivable balances.

Theincrease in the average rate earned was primarily attributable to decreased amortization of premiums paid for
credit card receivables acquired from HSBC Finance Corporation. The total impact of premium amortization on

interest income and average yields for credit card receivables and total |oans are summarized in the following table.

2006 2005
Amount Rate Amount Rate
($in millions)
Three months ended June 30
Credit card receivables:
Interest income, before premium amortization ............... 455 1219 % $ 370 1221 %
Premium amortization associated with:
Initial private label receivable acquisition (2)........... (32 (.86) (115) (4.07)
Ongoing private label receivable acquisitions (2) ... (90) (2.55) (47) (1.55)
MasterCard/Visareceivable acquisitions (3) ........... (9) (.23 (8) (.27)
Interest income, adjusted for premium amortization ...... 324 855 % $ 200 632 %
Total loans:
Interest income, before premium amortization ............... 1,513 686 % $ 1,306 6.06 %
Premium amortization associated with:
Initial private label receivable acquisition (1) .......... (32 (.15) (115) (.56)
Ongoing private label receivable acquisitions (2)..... (90) (.42) (47) (.22)
MasterCard/Visareceivable acquisitions (3) ............ (9) (.04) (8) (.04)
Interest income, adjusted for premium amortization ...... 1,382 625 % $ 1136 524 %
Six months ended June 30
Credit card receivables:
Interest income, before premium amortization ............... 889 1202 % $ 731 1243 %
Premium amortization associated with:
Initial private label receivable acquisition (1)........... (76) (2.03) (276) (4.98)
Ongoing private label receivable acquisitions (2) ... (204) (2.90) (81) (1.37)
MasterCard/Visareceivable acquisitions (3) ........... a7 (.23 (16) (.27)
Interest income, adjusted for premium amortization ...... 592 786 % $ 358 581 %
Total loans:
Interest income, before premium amortization ............... 2,966 6.77 % $ 2,558 601 %
Premium amortization associated with:
Initial private label receivable acquisition (1) .......... (76) (\17) (276) (.68)
Ongoing private label receivable acquisitions (2) ... (204) (.49 (81) (:19)
MasterCard/Visareceivable acquisitions (3) ............ an (.09 (16) (.04
Interest income, adjusted for premium amortization ...... 2,669 6.07 % $ 2185 510 %

(1) In December 2004, HUSI acquired private label credit card receivables from HSBC Finance Corporation. The premium paid for these

credit card receivables is being amortized against interest income over the estimated life of the related receivables.

(2) By agreement, new receivables generated from private label credit card relationships are being acquired from HSBC Finance Corporation

on adaily basis, at fair value, resulting in additional premiums and associated amortization.

(3) During 2004, HUSI sold certain MasterCard/Visa credit card relationships to HSBC Finance Corporation. HUSI purchases receivables

associated with these MasterCard/Visa rel ationships from HSBC Finance Corporation on adaily basis, at fair value, resulting in additional

premiums and associated amortization.

Average credit card receivable balances increased by 20% for the second quarter and increased 22% for the first six
months of 2006. During 2005 and 2006, new customer relationships have been added, and balance requirements of

off-balance sheet securitized receivable trusts have decreased, resulting in increased on-balance sheet credit card

receivables.
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Interest Income — Trading Assets

Increased interest income earned from trading assets for the second quarter and for the first six months of 2006
resulted from higher trading assets balances and, to alesser extent, to an increase in the average yield earned on
trading assets.

Average trading assets increased 66% for the second quarter and increased 59% for the first six months of 2006, due
to various business growth initiatives within the CIBM business segment. Refer to the analysis of trading assets and
liabilities on page 33 of this Form 10-Q.

Average rates earned on trading assets increased 8 basis points (2%) for the second quarter and increased 38 basis
points (10%) for the first six months of 2006, due to a generally rising interest rate environment.

I nterest ncome — Short-Term | nvestments

Short-term investments include interest bearing deposits with banks, Federal funds sold and securities purchased
under resale agreements. Fluctuationsin short-term investments result from HUSI’ s excess liquidity position, in
relation to its funding needs, at any given point in time.

Increased interest income earned from short-term investments for the second quarter and for the first six months of
2006 was attributable to increased average short-term investment balances and to increased average rates earned on
these balances. Increased average rates earned were primarily due to increases in the federal funds rate throughout
2005 and 2006.

Interest Expense — Deposits

Increased interest expense on interest bearing deposits for the second quarter and for the first six months of 2006
was primarily due to increased average rates paid on deposit balances and, to a lesser extent, to increased average
deposit balances. Interest expense increased for both domestic and foreign deposits.

Average rates paid to deposit customers increased 140 basis points (66%) for the second quarter and increased 141
basis points (72%) for the first six months of 2006 due to increased short-term interest rates and to the introduction
of more competitively priced consumer and commercial products, particularly internet savings accounts, during
2005.

Average interest bearing deposits increased by 17% in the second quarter and increased 14% in the first six months
of 2006. Deposits have been a major source of funding for balance sheet growth since 2004. Specific strategic
initiatives targeted deposit growth in various business units. Deposits outstanding associated with various new
products, including internet savings accounts, have grown steadily since their introduction.

An overview of deposit growth initiativesis provided on page 28 of this Form 10-Q.
I nterest Expense — Short-Term Borrowings

Increased interest expense on short-term borrowings was primarily due to increased average interest rates paid on
these balances.

Average rates paid increased 59 basis points (29%) in the second quarter and increased 51 basis points (24%) in the
first six months of 2006, due primarily to increases in the Federal funds rate throughout 2005 and 2006. A shiftin
the funding mix toward lower interest rate borrowings that are not affected by changesin the Federal funds rate,
such as precious metals borrowings, partially offset the effect of rising rates.

39



Interest Expense — Long-Term Debt

Increased interest expense on long-term debt for the second quarter and for the first six months of 2006 was
primarily attributable to increased interest rates paid and, to alesser extent, to increased average long-term debt
balances.

The average rate paid increased 100 basis points (25%) for the second quarter and increased 107 basis points (27%)
for the first six months of 2006, due to general increases in the underlying reference interest rates associated with
debt instruments in 2005 and 2006.

Average long-term debt balances increased by 18% for both the second quarter and the first six months of 2006, due
to new debt issued during the last six months of 2005 to fund balance sheet growth.

Provision for Credit L osses

The provision for credit losses associated with various loan portfoliosis summarized in the following table.

Increase (Decr ease)
2006 2005 Amount %
($in millions)
Three months ended June 30
COMMENCIB ..o s $ 61 $ (1) $ 62 *
Consumer:
Residential mortgages 8 12 4 (33)
Credit card receivables 148 141 7 5
Other CONSUMEY .....ovvevivieieie e e e 5 18 (13) (72)
TOtal CONSUMES ...t 161 171 (10 (6)
TOtal PrOVISION ....coeiiiieiireieee e $ 222 $ 170 $ 52 31
Six months ended June 30
COMMENCIB ..o s $ 76 $ (26) $ 102 *
Consumer:
Residential mortgages 15 11 4 36
Credit card receivables 267 249 18 7
Other CONSUMEY .....cveiirieeirieseecee e saenees 21 43 (22) (51)
Total CONSUMES .....eouieiieiecee et 303 303 - -
TOtal PrOVISION ..ot $ 379 $ 277 $ 102 37

*  Not meaningful.

Increased commercial loan and private label credit card provisions for credit losses for the second quarter and for the
first six months of 2006 were partially offset by reduced provisions associated with other consumer loan portfolios.
Unusually low net commercial recoveries were recorded in the second quarter and first six months of 2005.

Average balancesin commercial lending and private label credit card portfoliosincreased significantly in 2005 and
the first half of 2006, resulting in increased allowances and net charge offs associated with these portfolios. In
addition, certain specific small business and real estate commercial loans were charged off or downgraded during
the second quarter of 2006, which also contributed to the overall increases in the commercial provision and
allowance for credit losses. Refer to commentary regarding credit quality, beginning on page 58 of this Form 10-Q.
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Other Revenues

The following table presents the components of other revenues.

Increase (Decr ease)
Three months ended June 30 2006 2005 Amount %
($in millions)
TPUSE INCOME ..ttt e $ 22 $ 22 $ - -
Service charges:
HSBC affiliateinCome ..........cccvvriiiinniciircsce 3 4 1@ (25)
Other SErVICE ChaIrgeS ....ovcvvveeeeieireseeseee e 50 49 1 2
53 53 - -
Credit Card fEES ..o 139 61 78 128
Other fees and commissions:
Letter of credit fEes .....oovvvieiiirrcceec e 18 18 - -
Weslth and tax advisory services . 22 16 6 38
HSBC affiliat@inCome .........ccccervveeininneccrreeeseenees 11 20 9) (45)
Other fee-based income, net of referral fees ... 51 29 22 76
102 83 19 23
SECUItiZAION FEVENUE ...t 2 25 (23) (92)
Other income:
INSUFBINCE ...t 11 16 (5) (31)
HSBC &ffiliate income 62 3 59 1,967
Additional valuation allowance for reductionsin
market value of loans held for saleto HMUS .................. (73) - (73) *
Gains on sale of property and other financial assets . 10 32 (22) (69)
(@14 1= T 43 32 11 34
53 83 (30) (36)
Residential mortgage banking revenue (EXpense) ............co...... 27 (13) 40 *
Trading revenues 269 35 234 669
SECUNLIES JAINS, NEL ..o 6 64 (58) (91)
Total Other reVENUES .......c.cooveveeiiiece e $ 673 $ 413 $ 260 63

+  Not meaningful.
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Increase (Decr ease)

Six months ended June 30 2006 2005 Amount %
($in millions)
TrUSE INCOME ..o $ a4 $ 45 $ @ 2
Service charges:
HSBC affiliateinCome ..........cccvvrriiiniiciicsc 7 8 1@ (13)
Other SErVICe ChaIgeS ......ccevveerieirerieeree s 97 97 - -
104 105 1) 1)
Credit Card fEES ..o 261 118 143 121
Other fees and commissions:
Letter of credit fEes ..o 36 35 1 3
Wealth and tax adviSory SErVICES ......ccceevvvereeereeierereeennns 48 29 19 66
HSBC affiliateinCome ..........cccvrviiiiiniiciircscen 23 36 (13) (36)
Other fee-based income, net of referral fees ... 109 71 38 54
216 171 45 26
SECUNtiZatION FEVENUE .....o.vviiiieieci et 19 69 (50) (72)
Other income:
INSUFANCE ...t 24 32 (8) (25)
HSBC &ffiliate income 102 23 79 343
Additional valuation allowance for reductionsin
market value of loans held for saleto HMUS .................. (152) - (152) *
Gains on sale of property and other financial assets ........... 16 46 (30) (65)
OLNEN e 89 54 35 65
79 155 (76) (49)
Residential mortgage banking revenue ...........ccoceeveieveceneinnns 50 10 40 400
Trading FEVENUES ......cceeuvvieeeieieesieeee et es 548 131 417 318
SECUNLIES JaINS, NEL ... 10 87 (77) (89)
Total Other reVENUES ..o $ 1,331 $ 891 $ 440 49

*  Not meaningful.

All increases and decreases referred to below for the second quarter and for the first six months of 2006 represent

comparisons with the same 2005 periods.

Credit Card Fees

Increased credit card feesin the second quarter and in the first six months of 2006 primarily resulted from the

following private label credit card portfolio activity:

e increased number of accounts and average receivable balances associated with the private label credit card

portfolio;
e increased late fees and other fees; and

e lower payments to merchant partners due to terminations and revisions to certain merchant agreements.

Other Fees and Commissions

Increased wealth and tax advisory services revenue in the second quarter and in the first six months of 2006 resulted
from expansion of services offered to high net worth individuals within the PB business segment.

The increase in other fee-based income is due to:

e new service fees recorded within the CIBM business segment generated by a subsidiary transferred to HUS
from HSBC in March 2005, which provides accounting and valuation services for hedge fund clients; and
e various growth initiatives undertaken in 2005 and 2006, which resulted in general increasesin fee income

recorded within the PFS, CMB and CIBM business segments.
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Securitization Revenue

Securitization revenue is comprised of servicing revenue and excess servicing spread from residual interestsin
securitized private label credit card receivables. Existing securitized trusts require replenishments of receivablesto
support previously issued securities. Receivableswill continue to be sold to these trusts until their revolving periods
end, the last of which is expected to occur in 2007. All collateralized funding transactions have been structured as
secured financings since the third quarter of 2004. Therefore, there were no new securitization transactions during
2005 or 2006.

The decrease in securitization revenue for the second quarter and for the first six months of 2006 is attributable to
decreased levels of receivables maintained within existing securitized trusts. As the balance requirements of these
trusts have decreased, receivables maintained on HUSI' s consolidated balance sheet have increased, resulting in
increased net interest income.

Additional analysis of securitization activitiesis provided in Off-Balance Sheet Arrangements beginning on page 64
of this Form 10-Q.

Other Income

Increased HSBC &ffiliate income for the second quarter and for the first six months of 2006 primarily resulted from
gains realized from sales of residential mortgage loansto HMUS. Additional valuation adjustments for reductions
in market value of residential mortgage loans held for resale to HMUS also relate to this program, which began in
the third quarter of 2005. Additional revenues related to this program are recorded in trading revenues (refer to
pages 47-48 of this Form 10-Q). Additional information regarding these loan sales is provided in the Executive
Overview on page 28 of this Form 10-Q.

Gains on sale of property and other financial assets include the following material transactions for 2006 and 2005:

e gainsfor the second quarter of 2006 include a $13 million gain from the redemption of Brady Bonds (refer to
commentary on page 29 of this Form 10-Q); and

e gainsfor the second quarter of 2005 included a gain of $26 million from the sale of property, as well as
additional gains of $6 million from sales of various branches.

Other includes the following material transactions and/or activity for 2006 and 2005:

e inthe second quarter of 2006, MasterCard International, Inc. completed an initial public offering, which
resulted in redemption of shares held by HUSI and by other financial institutions. Proceeds of $7 million from
this redemption of shares was recorded in other income in the quarter; and

e earnings from various equity investments, which were recorded in the first quarter of 2006, were $16 million
higher than those recorded for 2005.
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Residential Mortgage Banking Revenue

The following table presents the components of residential mortgage banking revenue. Net interest income includes
interest earned/paid on assets and liabilities of the residential mortgage banking business as well as an alocation of
the funding cost or benefit associated with these balances. The net interest income component in the tableis
included in net interest income in the consolidated statement of income and reflects actual interest earned, net of cost
of funds, and adjusted for corporate transfer pricing.

I ncrease (Decr ease)
Three months ended June 30 2006 2005 Amount %
($in millions)
NEL INTErESt INCOME ..ot $ 87 $ 118 $ (31) (26)

Servicing related income:
Servicing fee INCOME .....c.coeiiiiceenee e 24 19 5 26
Changesin fair value of MSRs dueto (1):
Changes in valuation inputs or assumptions

used in valuation MOdel .........cccevvevvevrennenenreeeee 30 - 30 *
Realization of cash flows ... (18) - (18) *
MSRS amOrtiZation (2) .....cccceeevereeereeiesereereseeseeseeeseeneenes - (18) 18 *
M SRs temporary impairment provision (2) ........cccccceeeeeene. - (35) 35 *
Trading — Derivative instruments used to offset
changesin value of MSRS .......ccocooeirinnineieneereseeens (23) 24 (47 (196)
13 (10) 23 *
Originations and sales related income:
Gains on sales of residential mortgages ............c.cooeeenenne. 8 11 3) 27)
Trading and fair value hedge activity (3) .....cccoevvervevriennne - (19) 19 *
8 (8) 16 *
Other MOortgage iNCOME ........c.ooveerierinereeeeeese e 6 5 1 20
Total residential mortgage banking revenue (expense)
included in Other reVENUES .........ccveveevierieerereee e 27 (13) 40 *
Total residential mortgage banking related revenue................... $ 114 $ 105 $ 9 9

(1) Based upon adoption of SFAS 156 effective January 1, 2006. Refer to Note 6 of the consolidated financial statements, beginning on page
13 of this Form 10-Q for further discussion.

(2) Based upon methodology existing prior to adoption of SFAS 156.

(3) Includes SFAS 133 qualifying fair value adjustments related to residential mortgage banking warehouse fair value hedging activity, which
was discontinued in 2005, and other immaterial activity.

* Not meaningful.



I ncrease (Decr ease)

Six months ended June 30 2006 2005 Amount %
($in millions)
NEL INEErESt INCOME ...vvuvevieiiieereee e $ 182 $ 246 $ (64) (26)

Servicing related income:
Servicing fee INCOME .......ooeiiieireeeee e 48 37 11 30
Changes in fair value of MSRs dueto (1):
Changes in valuation inputs or assumptions

used in valuation modd ... 75 - 75 *
Realization of cash flows ... (39) - (39) *
MSRS amOrtiZation (2) .....cccceeevereeiereereeereeeseeseeseeeseeseens - (37 37 *
M SRs temporary impairment provision (2) ........ccccceeeeeeene. - (18) 18 *
Trading — Derivative instruments used to offset
changesin value of MSRS .......ccocooeirinnineieneeresieenens (57) 19 (76) (400)
27 1 26 2,600
Originations and sales related income:
Gains on sales of residential mortgages ............c.cooeeenenne. 11 15 4 27)
Trading and fair value hedge activity (3) .....ccccoevverveirienne 1 (15) 16 *
12 - 12 *
Other MOortgage iNCOME ........cooorerieienereeeneese e 11 9 2 22
Total residential mortgage banking revenue included
IN OLNEN TEVENUES ... 50 10 40 400
Total residential mortgage banking related revenue................... $ 232 $ 256 $ (24) 9)

(1) Based upon adoption of SFAS 156 effective January 1, 2006. Refer to Note 6 of the consolidated financial statements, beginning on page
13 of this Form 10-Q for further discussion.

(2) Based upon methodology existing prior to adoption of SFAS 156.

(3) Includes SFAS 133 qualifying fair value adjustments related to residential mortgage banking warehouse fair value hedging activity, which
was discontinued in 2005, and other immaterial activity.

* Not meaningful.

All increases and decreases referenced below for the second quarter and for the first six months of 2006 represent
comparisons with the same 2005 periods.

Net Interest Income

Decreased net interest income for the second quarter and for the first six months of 2006 resulted from the following
activity:

e in 2005, HUSI commenced a strategic balance sheet initiative to sell the majority of new loan production to
government sponsored enterprises and private investors, which continued into 2006, and which decreased
average residential mortgage loan outstandings. The held loan portfolio is expected to continue to decline for
the remainder of 2006 as a result of thisinitiative; and

e despite arising residential mortgage interest rate environment, interest rate spreads narrowed slightly during
2006 due to higher funding costs.

Additional commentary regarding residential mortgage interest income is provided on page 37 of this Form 10-Q.
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Servicing Related | ncome

Increased net servicing related income for the second quarter and for the first six months of 2006 resulted from:

e increased volume of loans included within the average serviced loans portfolio, which increased approximately
25% for the first six months of 2006 due to the following factors:

- HUSI sold a higher proportion of adjustable rate loans in 2005 and 2006, which previously would have
been held on the balance sheet;

- inthefourth quarter of 2005, HUSI commenced servicing a portfolio of loans previously serviced by a
third party; and

- adsointhe fourth quarter of 2005, HUSI completed a sale of loans, which were previoudly held in portfalio,
to agovernment agency for which it continues to provide servicing.

e increased value of MSRs, net of economic hedges. The generally increasing residential mortgage interest rate
environment has resulted in areduction in prepayments in 2006, which has increased the long-term val ue of
MSRs. In addition, HUSI’ s adoption of SFAS 156 (refer to Note 6 of the consolidated financial statements,
beginning on page 13 of this Form 10-Q) resulted in the recognition of higher fair market values for MSRs
recorded on the consolidated balance sheet.

Additional commentary regarding risk management associated with the M SRs hedging program is provided on
pages 70-71 of this Form 10-Q.

Originations and Sales Related | ncome (Expense)

Increased originations and sales related income for the second quarter and for the first six months of 2006 resulted
from:

e higher basis point gains on individual sales of residential mortgages; and

e increased volume of residential mortgages originated with the intention to sell, which increased 24% for the
first six months of 2006.
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Trading Revenues

Trading revenues are generated by HUSI's participation in foreign exchange, credit derivative and precious metals
markets; from trading derivative contracts, including interest rate swaps and options; and from trading securities.
During 2005, HUSI’ s CIBM business segment expanded operations and products offered to clients, which resulted
inincreased trading activity and improved trading resultsin 2005 and 2006. Decreased net interest income for 2006
was primarily due to steadily rising short-term interest rates during 2005 and 2006, which had an adverse impact on
interest rate spreads.

Trading related revenues generated by the CIBM business segment, summarized by type of product, are provided in
the following table. The datain the table includes interest income earned on trading instruments, net of allocated
funding cost associated with the trading positions. The net interest income component isincluded in net interest
income on the consolidated statement of income. Trading revenues related to the residential mortgage banking
business are included in residential mortgage banking revenue.

Increase (Decr ease)
Three months ended June 30 2006 2005 Amount %
($in millions)

Trading FEVENUES ......ccveuvvieeeieieeesieeee st es $ 269 $ 35 $ 234 669
Net interest (expense) income ... (17 4 (21) (525)
Trading related reVENUES ..........cciieirieieeririeeeee e $ 252 $ 39 $ 213 546
Business:

DerivativeS iNSIrUMENES ........ceveieeerieeseesee e $ 83 $ 18 $ 65 361

Economic hedges of loans held for saleto HMUS ............ 70 - 70 *

Treasury (primarily SECUFties) .......ccvervivsnceirirciens 4 (12) 15 *

Foreign exchange and banknotes ..............cccovvciccninnenee, 52 26 26 100

Precious Metals .........ccveerveieeinneeicee s 36 8 28 350

Other trading ........ccoeveieiiieie e 7 (2 9 *
Trading related reVENUES ..........ccieiririeeererieee e $ 252 $ 39 $ 213 546
*  Not meaningful.

Increase (Decr ease)
Six months ended June 30 2006 2005 Amount %
($in millions)

Trading FEVENUES ......ccveuviieeeieieeesieeee et es $ 548 $ 131 $ 417 318
Net interest (expense) income (31) 21 (52) (248)
Trading related reVENUES ........ccccvvveeeeriecee e $ 517 $ 152 $ 365 240
Business:

Derivatives iINSITUMENLS ........cocveverererereieieiesessesesesesseeens $ 173 $ 59 $ 114 193

Economic hedges of loans held for saleto HMUS ............ 154 - 154 *

Treasury (primarily SECUrities) .........cocivivniceiiinciens 9 3 6 200

Foreign exchange and banknotes ..........ccccocvveevvenecnreennn. 95 63 32 51

Precious MELalS .......ccoeieeenieireeeereeee s 71 25 46 184

(@141 7= [ oo USSR 15 2 13 650
Trading related reVENUES ..........cceeiirieieirerieeeee e $ 517 $ 152 $ 365 240

+  Not meaningful.

47



Derivative | nstruments

Net interest income related to derivatives businesses decreased $26 million and $51 million for the second quarter
and for the first six months of 2006 respectively, as compared with the same 2005 periods, due to the rising short-
term interest rate environment.

HUSI recognizes gain or loss at the inception of derivative transactions only when the fair value of the transaction
can be verified to market transactions or if all significant pricing model assumptions can be verified to observable
market data. Gain or loss not recognized at inception is recorded in trading liabilities and recognized over the term
of the derivative contract in correlation with outstanding risk and valuation characteristics.

In addition, derivatives trading revenues increased during 2006 as a result of increased revenue from the credit
derivatives trading and structured transactions businesses, which were significantly expanded during 2005.

Economic Hedges of Loans Held for Saleto HMUS

Effective from the third quarter of 2005, HUSI maintains a portfolio of derivative instruments that are utilized as
economic hedges to offset changes in market values of loans held for saleto HMUS. During the second quarter of
2006, HUSI realized $52 million of trading revenues and $18 million of net interest income related to this portfolio.
During the first six months of 2006, HUSI realized $116 million of trading revenues and $38 million of net interest
income. Further analysis and commentary regarding these loans and the associated hedgesis provided on page 28 of
this Form 10-Q.

Precious Metals

Precious metal s trading income increased due to increased client and proprietary trading activity from both domestic
and foreign trading desks, which resulted from higher precious metals prices. Partially offsetting increased trading
revenues was decreased net interest income resulting from rising short-term interest rates.

Securities Gains, Net

HUSI maintains various securities portfolios as part of its strategies for overall liquidity, balance sheet
diversification and risk management. The following tables summarize net securities gains resulting from various
strategies.

2006 2005
(in millions)

Three months ended June 30
Balance sheet diversity and reduction Of iSK ..........ccceeieieueeiiiiiiecccse e $ - $ 15
Sale of foreign equity fund - 48
OLNEY . 6 1
TOtal SECUMTIES GAINS, MEL ...e.eieiuieiieiete ettt ettt ettt ettt b bt e et et b bt e e s b b es $ 6 $ 64
Six months ended June 30
Balance sheet diversity and reduction Of FiSK ..........ccccciviiiiiniiiiic e $ 4 $ 27
Reduction of Latin AMENiCan EXPOSUIE ........ccerrirueuiiririeieeresieseieeseesese s ssesets b seessssenesens - 10
Sale of foreign equity fund - 48
(0107 SRR 6 2
Total securities gains, net $ 10 $ 87
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Operating Expenses

The following table presents the components of operating expenses.

I ncr ease (Decr ease)
Three months ended June 30 2006 2005 Amount %
($in millions)
Salaries and employee benefits:
SEIAIMES ..o 218 185 $ 33 18
Employee benefits ... 103 69 34 49
321 254 67 26
OCCUPANCY EXPENSE, NEL .....eviririeeieeeereeee e 57 43 14 33
Support services from HSBC affiliates:
Fees paid to HSBC Finance Corporation for loan
servicing and other administrative SUpport .........c.coeeueeene 109 100 9 9
Treasury and traded markets services and other fees .......... 89 67 22 33
Fees paid to HTSU for technology services ..o, 49 51 (2 (4)
247 218 29 13
Other expenses:
Equipment and SOftWare ...........ccoeerenenerenieneeresese e 18 22 4) (18)
Marketing 25 18 7 39
OULSIAE SEIVICES ...t 31 30 1 3
Professional fEES ... 14 15 @) @)
TelecommUNICALIONS .........c.covivinieicirrr s 5 5 -
Postage, printing and office supplies ..........cccovveeenrnnenee. 9 7 2 29
INSUrance busiNess ..........cocccevereeeerenne. 6 3 3 100
OthEr e 42 69 (27) (39)
150 169 (19 (11)
Total OPErating EXPENSES .....cvevivrerererererererererereeereseseseessesenenenas 775 684 $ 91 13
Personnel - average number 12,313 11,134 1,179 11
Increase (Decr ease)
Six months ended June 30 2006 2005 Amount %
($in millions)
Salaries and employee benefits:
SAIAMES ..ot 437 368 $ 69 19
Employee benefits .........oveeeinncicirseecc e 199 152 47 31
636 520 116 22
OCCUPANCY EXPENSE, NEL .....vcveiieeierreeere e 108 85 23 27
Support services from HSBC affiliates:
Fees paid to HSBC Finance Corporation for loan
servicing and other administrative support ...........c.ceeueee 225 204 21 10
Treasury and traded markets services and other fees 180 132 48 36
Fees paid to HTSU for technology services ..........cccuue.e. 106 100 6 6
511 436 75 17
Other expenses:
Equipment and SOftWare ...........covveeeenrneccnnnecceseeneees 38 46 (8) a7
Marketing..........coeeene. 46 33 13 39
Outside services .. 60 55 5 9
Professional fees ..... 31 29 2 7
TeleCOMMUNICALIONS ..o 10 10 - -
Postage, printing and office SUpPlies ........ccccoeeevenccrenennes 16 13 3 23
INSUFANCE BUSINESS ..o 9 2 22
OhEr oot 102 9) 9
297 8 3
Total operating expenses ...... 1,338 $ 222 17
Personnel - average number 10,982 1,242 11
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All increases and decreases referred to below for the second quarter and for the first six months of 2006 represent
comparisons with the same 2005 periods.

Overview

Increased expenses for the second quarter and for the first six months of 2006 were driven largely by the rollout of
various business growth initiatives affecting all business segments, and by increased fees charged by HSBC
affiliates for various services.

Salaries and Employee Benefits

Increased salary expense for the second quarter and for the first six months of 2006 was primarily due to the
increased number of personnel employed to support various business growth initiatives within the PFS, CMB,
CIBM and PB business segments.

Increased employee benefits expenses primarily resulted from increased salary expense and staff counts. In
addition, in light of impressive and sustained performance and shareholder returns by the consolidated HSBC group
over the three years covered by 2003 awards granted under the HSBC Group Share Option Plan (refer to page 126
of HUSI's 2005 Form 10-K for a description of this plan), HSBC's Remuneration Committee has exercised its
discretion to waive the Total Shareholder Return performance condition, as permitted by the plan. This
modification resulted in an additional charge to operating expenses of $9 million during the first six months of 2006.
Thisisanon-cash item and economically has no impact on shareholders.

Support Services from HSBC Affiliates

Fees are charged by various HSBC affiliates for technology services, for underwriting and broker-dealer services,
for treasury and traded markets services, for loan origination and servicing, and for other operational and
administrative support functions. The overall increasesin HSBC affiliate charges for the second quarter and for the
first six months of 2006 are due primarily to the following activity:

o feescharged by HMUS and other HSBC affiliates for treasury and traded markets services have increased in
2006 due primarily to business expansion initiatives within the CIBM segment; and

o feescharged by HSBC Finance Corporation for loan origination and servicing have increased as a result of an
increased number of accounts and increased bal ances associated with various loan portfolios and other loan
balances serviced by HSBC Finance Corporation on behalf of HUSI. Fees charged by HSBC Finance
Corporation for various administrative services have also increased as aresult of continued initiativesto
centralize administrative functions.

Other Expenses

For the first six months of 2006, business expansion initiatives within PFS, CMB, CIBM and PB business segments
have resulted in general increases in various expense categories.

Increased marketing and promotional expenses resulted from investment in HSBC brand activities, promotion of the
internet savings account and marketing support for branch expansion initiatives.

Other expenses includes the following material activity for 2006 and 2005:

e during the second quarter of 2006, HUSI settled certain prior year income tax liabilities. Taxesand interest
related to this settlement were fully reserved for prior to December 31, 2005. Asaresult of this settlement,
approximately $13 million of accrued interest was released and reversed from other expenses; and

e errorsand losses decreased $14 million and $21 million for the second quarter and for the first six months of
2006 respectively. Unusual losses associated with the private label receivable portfolio were recorded in 2005.
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Efficiency Ratio

Three months ended Six months ended
June 30 June 30
2006 2005 2006 2005
Efficiency ratio (1) ...coeovereereeieneiesesieeseesese e 5349 % 5711 % 5491 % 5459 %

(1) Representstheratio of total operating expenses, reduced by minority interests and certain non-recurring expense items, to the sum of net
interest income and other revenues.

Improvement in the efficiency ratio for the second quarter of 2006 was primarily due to increased trading revenues
(refer to commentary beginning on page 47 of this Form 10-Q), which was partially offset by increased operating
expenses (refer to commentary on the preceding page). For the first six months of 2006, the efficiency ratio was
relatively unchanged, asincreased trading revenues were offset by increased operating expenses and decreased net
interest income.
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SEGMENT RESULTS

HUSI has five distinct segmentsthat are utilized for management reporting and analysis purposes. The segments,
which are based upon customer groupings, as well as products and services offered, are described in Note 13 of the
consolidated financial statements, beginning on page 19 of this Form 10-Q.

All increases and decreases referenced below for the second quarter and for the first six months of 2006 represent
comparisons to the same 2005 periods.

Personal Financial Services (PFS)

Overview
Additional resources and investment continue to be directed towards expansion of the core retail banking business,
including investment in the HSBC brand, expansion of the core branch network in existing and new geographic
areas, and continued rollout of the internet savings business. As expected during the build-out phase, these
initiatives have resulted in growth of expenses during the first six months of 2006 that has outpaced growth in
revenues.
Balance sheet growth during the first six months of 2006 was highlighted by a significant increase in deposits
resulting from successful rollout of a strategy to build deposits across multiple markets and business segments,
utilizing multiple delivery systems.

Operating Results

The following table summarizes results for the PFS segment.

2006 Compar ed to 2005
Increase (Decr ease)
2006 2005 Amount %
($in millions)
Three months ended June 30
Net interest income $ 311 $ 302 $ 9 3
Other revenues ............. 99 86 13 15
Total revenues ............. 410 388 22 6
Operating expenses 276 248 28 11
134 140 (6) 4)
Provision for credit 0SSeS ........ccoeerereiineninerieeseereeee 12 22 (10 (45)
Income before income tax eXPense ..........coceveveerreeeeenene $ 122 $ 118 $ 4 3
Six months ended June 30
Net interest income $ 620 $ 602 $ 18 3
Other revenues ............. 234 214 20 9
Total revenues ............. 854 816 38 5
Operating expenses 581 499 82 16
273 317 (49) (14)
Provision for credit 0SSes ... 28 44 (16) (36)
Income before income tax eXpense ........cccoveeeereesereneene $ 245 $ 273 $ (28) (10)

Increased net interest income in 2006 was primarily due to higher interest rate spreads on a growing personal deposit
base, which was partially offset by a migration by customers toward higher yielding deposit products, and by lower
net interest income from a decreasing residential mortgage loan portfolio.

Increased other revenues for 2006 is primarily due to increased non-interest residential mortgage banking revenues.
Additional commentary regarding residential mortgage banking revenue begins on page 44 of this Form 10-Q.
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Operating expenses increased for the second quarter of 2006 due to:

e increased personnel, marketing and other direct costs associated with expansion of the core banking network
and other consumer lending operations have resulted in additional expenses of approximately $34 million for

the first six months of 2006;

e increased fees paid to HSBC Finance Corporation, as HUSI continued to leverage its relationship to centralize

various loan servicing and administrative support functions; and

o dlocationsto the PFS business segment of various increased expenses, including share option costs.

Consumer Finance (CF)

Overview

The CF segment includes the private label receivable portfolio (the PLRP) acquired from HSBC Finance
Corporation and its correspondents. Results of the CF segment have been positively impacted by growth of private
label credit card receivablesincluded within the PLRP and by decreased amortization of premiums paid to HSBC

Finance Corporation for those receivables.
Refer to commentary regarding the PLRP on page 27 of this Form 10-Q.
Operating Results

The following table summarizes results for the CF segment.

2006 Compar ed to 2005
I ncr ease (Decr ease)
2006 2005 Amount %
($in millions)

Three months ended June 30
NEt iNtEreSt iINCOME ......veveieieieecee e $ 190 $ 166 $ 24 14
Other FEVENUES ...ttt 117 67 50 75
TOtal FEVENUES ...ttt 307 233 74 32
OpPErating EXPENSES ......ccovrrereeerirerieiteresiereiese e ssenenens 106 110 (4) (4

201 123 78 63
Provision for credit [0SSES ........cccveveeevievecese e 155 152 3 2
Income (loss) before income tax expense .........ccoveveeenne. $ 46 $ (29) $ 75 *
Six months ended June 30
Net iNtEreSt iINCOME .....cveeeieeieieecee e $ 343 $ 296 $ 47 16
Other TEVENUES ...ttt 236 147 89 61
TOtal FEVENUES ...ttt 579 443 136 31
OpPErating EXPENSES ......ccovrrereeerirerieitenesieresese e ssenenens 216 217 1) -

363 226 137 61
Provision for credit I0SSeS .........ccovvieeeinennieccneces 290 261 29 11
Income (l0ss) before income tax eXpense .........cccveeeeeerenne. $ 73 $ (35) $ 108 *

® Not meaningful.
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The following table summarizes the impact of the PLRP on earnings for the CF segment in comparison with the
other portfolios.

Three months ended June 30 PLRP Other Total
(in millions)
2006
NEL INEFESE INCOME ...t ne s $ 153 $ 37 $ 190
Other revenues ....... 117 - 117
Total revenues........ 270 37 307
OPErating EXPENSES .....voveveireieiiieereresereseeseest s sbes et sse et bese e saeseeeas 103 3 106
167 34 201
Provision for Credit I0SSES .......cccvvvieirieiririee e 150 5 155
Income before iNCOME tax EXPENSE .......cevuiirerieere e $ 17 $ 29 $ 46
2005
NEL INTEESt INCOME ....cvivieiciecieec et re e eaan $ 110 $ 56 $ 166
(@141 =Y 0= SR 67 - 67
TOLAl FEVENUES.......oveveceeceeeeee ettt ettt a et e sreere e e eae it s 177 56 233
OPErating EXPENSES ....vveuerireeiesiirtereiee it s s sa sttt ebe s saeb e neanes 106 4 110
71 52 123
Provision for Credit I0SSES ........cccvveirieiiseeeseece e 139 13 152
(Loss) income before income tax EXPENSE ..........cueeeerueieererieieesesieieeseseeeas $ (68) $ 39 $ (29)
Six months ended June 30 PLRP Other Total
(in millions)
2006
NEL INEEESE INCOME ..vcviieice e enan $ 263 $ 80 $ 343
OhEr FEVENUES ...ttt st 236 - 236
TOAl FEVENUES......cveeeeiieiesiee et te et e et asse e aenennens 499 80 579
OPErating EXPENSES ....cueeeuereeeriereeeeteseeesteesseseesessesesbeseesessesessessesessesesseses 208 8 216
291 72 363
Provision for Credit [0SSES ......ccvveeviiieiere e 278 12 290
Income before iNComMe taX EXPENSE ........vevevirirerieiiireieee et $ 13 $ 60 $ 73
2005
Net interest income ... $ 181 $ 115 $ 296
Other revenues ....... 147 - 147
TOAl FEVENUES......ccveeeeeeieeesieiete ettt e s st e e aenesnennens 328 115 443
OPErating EXPENSES .....cueiveueriireeierieieeteseeesresessessesesseseeseseesessessesessesessesssnsses 208 9 217
120 106 226
Provision for Credit [0SSES ......cccoeiiiiieiecicecec e 248 13 261
(Loss) income before income tax expense $ (128) $ 93 $ (35)

Increased net interest income for the PLRP is due to increased average credit card receivable balances for the
guarter, and to decreased amortization of premiums paid for purchases of receivables from HSBC Finance
Corporation (refer to page 38 of this Form 10-Q).

Increased other revenues for the PLRP are directly related to increased credit card fees (refer to page 42 of this Form
10-Q), which were partially offset by decreased securitization revenue (refer to page 43 of this Form 10-Q).

Increased provision for credit losses for the PLRP portfolio resulted from increased average credit card receivable
balances as well as from increased past due balances (refer to page 40 of this Form 10-Q).
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New domestic private label credit card receivables are acquired from HSBC Finance Corporation on a daily basis.

In accordance with Federal Financial Institutions Examination Council (FFIEC) guidance, HUSI adopted a plan to
phase in changes to the required minimum monthly payment amount for domestic private label credit card accounts.
The implementation of these new requirements began in the fourth quarter of 2005 and was completed in the first
quarter of 2006, resulting in an immaterial impact on second quarter and six month results. Estimates of the
potential impact to the business are based on numerous assumptions and take into account a number of factors which
are difficult to predict such as changes in customer behavior, which will not be fully known or understood until the
changes have been in place for a period of time. The impact of these changes, if any, is not expected to be material
to HUSI’s consolidated results.

Commercial Banking (CMB)

Overview
Improved operating results for 2006, which resulted from the continued rollout of planned expansion initiatives,
were offset by increased provisions for credit losses in the second quarter of 2006 as compared with unusually low
provisionsin 2005. Office locations and staffing levels were expanded in 2005 and 2006, as were |oan and deposit
products offered to small businesses and middle-market commercial customers, in conjunction with increased
marketing efforts. HUSI continues to leverage its status as one of the top ranked small business lendersin New
York State.

Operating Results

The following table summarizes results for the CMB segment.

2006 Compared to 2005
I ncr ease (Decr ease)
2006 2005 Amount %
($in millions)

Three months ended June 30
NEt iNtErest iINCOME .....cvveueeirieieerisee e $ 178 $ 155 $ 23 15
Other FEVENUES ...ttt 77 51 26 51
TOtAl FEVENUES ...t 255 206 49 24
OpPErating EXPENSES ......ccveverereerereeieenesrereieseseseessesessenenens 135 90 45 50

120 116 4 3
Provision for credit I0SSeS ........ccoveeeeninnicccnreeces 26 4 22 550
Income before income tax expense .........cccoveveerieienennns $ 94 $ 112 $ (18) (16)
Six months ended June 30
NEt iNtErest iINCOME .....cvveueiirieieereree e $ 356 $ 309 $ 47 15
Other FEVENUES ...t 126 91 35 38
TOtal FEVENUES ...t 482 400 82 21
OpPErating EXPENSES ......ccvvverereerireeieenesrereiesereseessesessesenens 245 188 57 30

237 212 25 12
Provision (credit) for credit 10SSeS ........ccocevvvervrereenrenne. 30 (1) 31 *
Income before income tax expense .........ccoveveeereerenenens $ 207 $ 213 $ (6) (©)]

* Not meaningful.

Increased net interest income and other revenues for the second quarter of 2006 resulted from the successful rollout

of planned expansion of various small business, middle-market and real estate commercia lending programs, which
resulted in increased actual and average commercial |oan balances. Net interest income growth was partially offset

by narrowing deposit spreads, as customers migrated to higher yielding deposit products in 2006.

Higher operating expenses primarily resulted from branch expansion initiatives and new lending offices and, to a
lesser extent, to allocation to CMB of various increased expenses, such as share option costs.
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Increased provision for credit losses for 2006 resulted from growth in commercial loan portfolio balances and from
increased allowance requirements associated with small business lending portfolios. In addition, unusually low net
charge offs were recorded during 2005. Further commentary regarding credit quality begins on page 58 of this Form
10-Q.

Corporate, | nvestment Banking and Markets (CIBM)

Overview

Various treasury and traded markets activities were expanded in 2005 and 2006. Increased products offered to
customers, increased marketing efforts for those products, and an expanded infrastructure to support growth
initiatives have resulted in increased non-interest revenues and income before income tax expense during 2006.

The CIBM segment has recorded strong trading results in 2006, which were partially offset by steadily rising short-
term interest rates, which limited opportunities to profit from placing funds generated from operations. While
increased short-term rates have a positive impact on interest rate spreads for deposit generating businesses, such as
the PFS and CMB segments, they have an adverse impact on the CIBM segment, which does not generate
significant low cost deposit funding.

Operating Results

The following table summarizes results for the CIBM segment.

2006 Compar ed to 2005
I ncr ease (Decr ease)
2006 2005 Amount %
($in millions)

Three months ended June 30
NEt iNtErest iINCOME ......vvevieriereiereece e $ 49 $ 123 $ (74) (60)
Other revenues 313 98 215 219
Total revenues 362 221 141 64
Operating expenses 184 172 12 7

178 49 129 263
Provision (credit) for credit 10SSeS ........ccoveevvvrvrerecnrenne. - (7) 7 *
Income before income tax eXpense .........ccvveveeeeereneees $ 178 $ 56 $ 122 218
Six months ended June 30
Net interest income $ 102 $ 277 $ (175 (63)
Other revenues ............. 586 265 321 121
Total revenues ............. 688 542 146 27
Operating expenses 368 306 62 20

320 236 84 36
Provision (credit) for credit 10SSeS .......ccccooeeereiererircnenne. 2 (25) 27 *
Income before income tax expense ..........ccoveeeeereeienennns $ 318 $ 261 $ 57 22

* Not meaningful.

Decreased net interest income primarily resulted from steadily rising short-term interest rates during 2005 and 2006,
which had an adverse impact on CIBM interest rate spreads. Net interest income from balance sheet management
activity decreased approximately $66 million and $169 million for the second quarter and for the first six months of
2006 respectively. Rising interest rates also tightened interest rate spreads related to higher trading activity, which
contributed to lower net interest income.

Increased other revenues mainly resulted from:

increased trading revenues (refer to page 47 of this Form 10-Q);
new service fees generated by a subsidiary transferred to HUSI from HSBC in March 2005, which provides
accounting and valuation services for hedge fund clients; and

e increased fee-based income within the transaction banking business, resulting from business expansion
initiatives.
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Partially offsetting these increases were decreased realized gains on sales of securities (refer to page 48 of this Form
10-Q).

Operating expenses growth slowed in the second quarter, as evidenced by expenses increasing 20% for the first half
of 2006, but increasing only 8% for the second quarter. Increasesin operating expenses resulted from:

e increased direct expenses associated with foreign exchange, risk management products, and transaction banking
businesses; and

e increased expenses associated with development of an infrastructure to support the growing complexity of the
CIBM business.

The net provision credit for 2005 resulted from continuation of relatively low charge offs and higher than normal

recoveries of amounts previously charged off. Although recoveries have decreased during 2006, charge offsremain
low and credit quality remains good and well managed.

Private Banking (PB)

Overview
During 2005 and 2006, additional resources have been allocated to expand products and services provided to high
net worth customers served by this business segment, resulting in increased net interest income, service fee income
and operating expenses associated with core PB operations. 2006 results were negatively impacted by increased
provision expense. 2005 other revenues included a one-time gain on sale of an investment.

Operating Results

The following table summarizes results for the PB segment.

2006 Compar ed to 2005
I ncrease (Decr ease)
2006 2005 Amount %
($in millions)

Three months ended June 30
Net INterest iNCOME .......c.cvvvvviverrrrereeee e $ 48 $ 42 $ 6 14
Other revenues ............. 60 103 (43) (42)
Total revenues ............. 108 145 (37) (26)
Operating EXPENSES .......cccvreveirerieiiieseree s 74 64 10 16

34 81 47) (58)
Provision (credit) for credit 10SSES .......ccccooeereierenercnenne. 29 (1) 30 *
Income before income tax eXpense .........ocvvveeeeirenenes $ 5 $ 82 $ (77) (94)
Six months ended June 30
NEt iNtErest iINCOME .....cvveueiirieieerieee e $ 96 $ 82 $ 14 17
Other revenues ............. 136 161 (25) (16)
Total revenues ..... 232 243 (1) (5)
Operating EXPENSES .......ccovreieriririeiiiissee s 150 128 22 17

82 115 (33) (29)
Provision (credit) for credit 10SSES .......ccccooeereierenercnenne. 29 (2) 31 *
Income before income tax eXpense .........cccveeveeeeereneees $ 53 $ 117 $ (64) (55)

® Not meaningful.

Increased net interest income for the second quarter of 2006 resulted from increased average interest earning assets,
primarily loans.
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In the second quarter of 2005, sharesin aforeign equity fund were sold to an HSBC affiliate, resulting in a gain of
approximately $48 million. Decreased other revenues for the second quarter and for the first six months of 2006
was adirect result of this 2005 activity. Excluding this transaction, other revenues have increased during 2006, due
to:

e increased fee income from wealth and tax advisory services provided to high net worth individuals; and
e increased equity earnings from aforeign equity investment.

Increased operating expenses for the second quarter and for the first six months of 2006 resulted from additional
resources being allocated to this segment to expand the services provided.

Increased provision for credit losses during 2006 directly relates to a specific commercial real estate investment loan

relationship for which a combination of charge offs and increased allowances for credit losses resulted in a $29
million provision.

CREDIT QUALITY

Overview

The allowance for credit losses increased $32 million (4%) during the second quarter and increased $23 million
(3%) during the first six months of 2006, due to:

e increased allowance requirements associated with increased balances within various commercial loan
portfalios;

e increased allowance requirements associated with specific small business commercial loan portfolios within the
CMB business segment (refer to additional commentary below); and

e anadditional allowance requirement for a specific commercial real estate investment loan relationship within
the PB business segment.

The allowance for credit losses increased $79 million (10%) from June 30, 2005 to June 30, 2006 due to:

e increased allowance requirements associated with increased balances within the private label credit card
receivable portfolio;

e increased allowance requirements associated with increased balances within various commercial loan
portfolios; and

e increased allowance requirements associated with small business commercia loan portfolios within the CMB
business segment and a specific commercial rea estate investment loan relationship within the PB business
segment.

The provision for credit losses increased $52 million (31%) for the second quarter of 2006 and increased $102
million (37%) for the first six months of 2006, as compared with the same 2005 periods. Increased provisions
related to various commercial loan portfolios and, to alesser extent, to the private label credit card portfolio were the
primary drivers of the overall increase. The provision for credit losses associated with various |oan portfoliosis
summarized on page 40 of this Form 10-Q.

Policies and critical estimates associated with the allowance for credit |osses are summarized on pages 23-24 and
57-60 of HUSI’s 2005 Form 10-K. There have been no material revisions to policies or methodologies during the
first six months of 2006.

Credit quality statistics are summarized in Note 4 of the consolidated financial statements, beginning on page 10 of
this Form 10-Q.
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The following table provides an analysis of changes in the allowance for credit |osses and related ratios.

June 30, March 31, December 31, September 30, June 30,
Quarter ended 2006 2006 2005 2005 2005
($in millions)
Balance at beginning of quarter ...........c.coceeeene $ 837 $ 846 $ 852 790 773
Allowance related to disposition of certain
credit card relationships ........ccccoeeevencccrenenne. - (6) - - -
Charge offs:
CommErCial .....ccoeeveerenireeeereeiee 44 20 36 16 17
Consumer:
Residential mortgages ................... 7 11 8 6 6
Credit card receivables..... 165 170 186 154 160
Other consumer loans 23 29 34 26 23
Total consumer loans ...... 195 210 228 186 189
Total charge offs ........ccceieeinicicne 239 230 264 202 206
Recoveries on loans charged off:
CommErcial .....ccoeeeveererineeneseees 6 15 15 26 7
Consumer:
Residential mortgages ................... - - - 1 -
Credit card receivables..... 28 46 35 30 37
Other consumer loans ..... 15 9 10 8 9
Total consumer loans ...... 43 55 45 39 46
Total rECOVENES .....covveeririeieieieee 49 70 60 65 53
Total net charge offs ......cccveeeeeveincvicees 190 160 204 137 153
Provision charged to income ............ccc....... 222 157 198 199 170
Balance at end of quarter ...........ccccevevveueeene. $ 869 $ 837 $ 846 852 790
Allowanceratios:
Annualized net charge offsto
average loans:
Commercial ......coeeeereveeeeienreeeene 55 % .08 % 33 % (.16) % A7 %
Consumer:
Residential mortgages ..... .07 .10 .07 .04 .05
Credit card receivables .... 3.61 3.32 4.02 351 3.87
Other consumer loans ..... 1.04 2.50 2.82 2.09 151
Total consumer ........ 1.00 1.01 113 .90 .90
Total 10anS ...c.cvevevereeeeee 86 % 73 % 90 % 61l % Tl %
Quarter-end allowance to:
Quarter-end total loans .........c........ 95 % A % 94 % 95 % 90 %
Quarter-end total nonaccruing
[08NS ..o 33042 % 34163 % 351.04 % 36255 % 35111 %
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An analysis of 2006 changesin the allowance for credit losses by general 1oan categories, is provided in the
following tables.

Residential Credit Other
Commercial Mortgage Card Consumer Unallocated Total
(in millions)

Quarter ended June 30, 2006
Balance at beginning of period ............ $ 171 $ 30 $ 589 $ 32 $ 15 $ 837
Allowance related to dispositions ........ - - - - - -
Charge offs ...cceevveveeerecesereeeene 44 7 165 23 - 239
Recoveries ... 6 - 28 15 - 49

Net charge offs 38 7 137 8 - 190
Provision charged to income................. 59 8 148 5 2 222
Balance at end of period ..........c.coceenee. $ 192 $ 31 $ 600 $ 29 $ 17 $ 869
Six months ended June 30, 2006
Balance at beginning of period ............ $ 162 $ 34 $ 600 $ 36 $ 14 $ 846
Allowance related to dispositions ........ - - (6) - - (6)
Charge offs .....ccvvvrrrrecccccieenes 64 18 335 52 - 469
RECOVENES ..o 21 - 74 24 - 119

Net charge offs ........cccceviceiinnee 43 18 261 28 - 350
Provision charged to income................. 73 15 267 21 3 379
Balance at end of period ........c.ccoeeenee. $ 192 $ 31 $ 600 $ 29 $ 17 $ 869

Commercial Loan Credit Quality

Components of the commercial allowance for credit losses are summarized in the following table.

June 30, December 31, June 30,
Balance at 2006 2005 2005
(in millions)

On-balance sheet allowance:
01 o $ 16 $ 9 $ 16
COlBCLIVE ..ttt ettt sttt eebe b eneebe e enenens 176 149 143
IS = 1 TSRS - 4 3
192 162 162
L8]0 Lo o= L= o [ SR 17 14 14
Total on-balance sheet allOWANCE ........ccccveeverieireeee e 209 176 176
Off-balance sheet AlOWANCE ......cc.coviiiiicecieseee e 85 88 91
Total commercial AlOWANCES .........cceiveieeeiiieeee et $ 294 $ 264 $ 267

Continuing with the trend of growth over the past few reporting periods in the size and complexity of HUSI's
commercial |oan portfolio, commercial loansincreased $1.9 billion from December 31, 2005 to June 30, 2006. In
addition, as certain segments of the economy show signs of slowing, there has been a net increase in credit
downgrades in 2006, reflecting higher probabilities of default, a key driver of the commercial loan collective
allowance. Asaresult, the collective allowance has increased $30 million (11%) during the first six months of
2006. Increased allowances are spread across a number of industries, notably commercial real estate, auto and small
business.

Criticized assets increased during the second quarter of 2006 (refer to Note 4 of the consolidated financial
statements, beginning on page 12 of this Form 10-Q), primarily within the special mention category. Several
specific real estate, auto industry and other commercia credits, as well asloansin the small business portfolio which
were not previously criticized, were downgraded to special mention, substandard and doubtful categories, as
appropriate, during the quarter based on recent credit assessments. These recently criticized credits were partially
offset by credits which were previoudly criticized but were no longer considered to be criticized at June 30, 2006.
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During the second quarter of 2006, commercial net charge offs increased $33 million from the previous quarter, and
increased $28 million from the second quarter of 2005. The increase resulted primarily from a specific private
banking commercial real estate investment loan relationship that was charged off during the quarter. Excluding this
specific activity, net charge offs continued to run at levels consistent with those experienced for several recent
guarters dating back to 2004, which is well below historical experience for years prior to 2004. Increased provisions
and allowances for credit |osses are expected in the near term due to growing portfolio risk resulting from:

HUSI’ s continued geographic expansion;

increased borrower concentrations;

increased number and complexity of products offered; and
continued signs of stress within certain segments of the economy.

HUSI management continues to monitor and reduce exposures to those industries considered to be higher risk.
During the second quarter of 2006, HUSI management began to make more extensive use of available toolsto more
actively manage net exposure within its corporate loan portfolios with an increased syndication capacity as well as
increased use of credit default swaps to reduce certain exposures.

Any sudden and/or unexpected adverse economic events or trends could significantly affect credit quality and
increase provisions for credit losses. For example, HUSI management is monitoring rising interest rates and record-
high energy prices, which could potentially lead to a deceleration of U.S. economic activity. Recent eventsin the
Middle East may also worsen the overall energy picture.

Credit Card Receivable Credit Quality

The allowance for credit losses associated with credit card receivablesincreased $11 million (2%) during the second
guarter of 2006, and was unchanged for the six months ended June 30, 2006. The net charge off and provision
activity during the second quarter of 2006, as well as the allowance balance at June 30, 2006, which primarily
relates to the private label credit card portfolio, are generally consistent with recent trends for this portfolio.

Receivablesincluded in the private label credit card portfolio are generally maintained in accruing status until being
charged off six months after delinquency. The following table provides credit quality datafor credit card
receivables.

June 30, December 31, June 30,
2006 2005 2005
(in millions)
Accruing balances contractually past due 90 days or more:
Balance at end Of QUAIES ... $ 283 $ 248 $ 206
Asapercent of total credit card recaivables ............ccoeoniirieneinenienene. 185 % 160 % 160 %
Allowance for credit losses associated with credit card
receivables:
Balance at end Of QUAITEN ........cccoururueinirieieeieerie e $ 600 $ 600 $ 565
As apercent of total credit card receivables ............coveiiniiiinncene, 392 % 387 % 439 %
Net charge offs of credit card receivables:
Total for the quarter ended ...........cccooreieenirreeineeee e $ 137 $ 151 $ 123
Annualized net charge offs as a percent of average
credit card reCaVaDIES ... 361 % 402 % 389 %
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DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES

HUSI is party to various derivative financial instruments as an end user, as an international dealer in derivative
instruments, and for purely trading purposes in order to realize profits from short-term movementsin interest rates,
commaodity prices, foreign exchange rates and credit spreads. Additional information regarding the use of various
derivative instrumentsisincluded on page 26 and pages 95-97 of HUSI’s 2005 Form 10-K.

Credit and Market Risk Associated with Derivative Contracts

Credit (or repayment) risk in derivative instrumentsis minimized by entering into transactions with high quality
counterparties, including other HSBC group entities. Counterparties include financial institutions, government
agencies, both foreign and domestic, corporations, funds (mutua funds, hedge funds, etc.), insurance companies and
private clients. These counterparties are subject to regular credit review by the credit risk management department.
Most derivative contracts are governed by an International Swaps and Derivatives Association Master Agreement.
Depending on the type of counterparty and the level of expected activity, bilateral collateral arrangements may be
required as well.

The total risk in a derivative contract is a function of a number of variables, such as:

e whether counterparties exchange notional principal;

o volatility of interest rates, currencies, equity or corporate reference entity used as the basis for determining
contract payments,

e maturity and liquidity of contracts;

e credit worthiness of the counterparties in the transaction; and

e existence and value of collateral received from counterparties to secure exposures.

The following table presents credit risk exposure associated with derivative contracts. In the table, current credit
risk exposure is the recorded fair value of derivative receivables, which represents reval uation gains from the
marking to market of derivative contracts held for trading purposes, for al counterparties with an International
Swaps and Derivatives Association Master Agreement in place.

Future credit risk exposure in the following table is measured using rules contained in the risk-based capital
guidelines published by U.S. banking regulatory agencies. The risk exposure calculated in accordance with the risk
based capital guidelines potentially overstates actual credit exposure, because:

o therisk-based capital guidelinesignore collateral that may have been received from counterparties to secure
exposures; and

o therisk-based capital guidelines compute exposures over the life of derivative contracts. However, many
contracts contain provisions that allow a bank to close out the transaction if the counterparty fails to post
required collateral. Asaresult, these contracts have potential future exposures that are often much smaller than
the future exposures derived from the risk-based capital guidelines.

The net credit risk exposure amount in the following table does not reflect the impact of bilateral netting (i.e.,
netting with a single counterparty when a bilateral netting agreement isin place). However, the risk-based capital
guidelines recognize that bilateral netting agreements reduce credit risk and therefore allow for reductions of
exposures when netting requirements have been met. In addition, risk-based capital rules require that netted
exposures of various counterparties be assigned risk-weightings, which result in risk-weighted amounts for
regulatory capital purposes that are afraction of the original netted exposures.

June 30, December 31,
2006 2005
(in millions)
Risk associated with derivative contracts:

CUrrent Credit FiSK EXPOSUNE ........vcverererereecserereieieieieieteteeeeeseses e se e sese s sesesesessssssesenens $ 11,955 $ 8155
Future credit risk exposure 58,721 61,548
Total risk eXPOSUre ........cccvererrereeerireneeeenns 70,676 69,703
Less: collateral held against exposure (3,699 (1,850)

NEt Credit FiSK EBXPOSUIE .....c.cveeeiiieiiciei ettt $ 66,977 $ 67,853



Notional Values of Derivative Contracts

The following table summarizes the notional values of derivative contracts.

June 30, December 31,
2006 2005

(in millions)
Interest rate:

FULUrES 8N FOMWEITS .....eevveiseseeeeee ettt sttt se st e sttt rs e s $ 125,028 $ 106,826
SWWEDS .ttt ittt 1,881,843 1,674,091
OPLIONS WITLEIN ...ttt sttt e e b et b e et be e aeebe e nnen 343,910 199,676
OPLIONS PUICNESEL ......vvviiiieieite ettt 391,968 217,095
2,742,749 2,197,688
Foreign exchange:

SWaps, FULUreS aNd FONWAIAS .........cccoiiereieirieee e 361,436 308,264
OPLIONS WETLEIN ...ttt sttt et b et b se et be e e aeebenennen 37,698 40,213
OPLIONS PUICNESEL ......vviiiiieiiirte ettt bbbt 38,739 40,959
SO s 46,501 21,099
484,374 410,535

Commodities, equities and precious metals:
SWaps, FULUreS aNd FONWAIAS .........cocouirieiieireec e e 51,838 48,702
OPLIONS WITEEN ..ttt 14,910 14,378
OPLIONS PUFCNESEL ......vviiiiieieei ettt 17,797 16,127
84,545 79,207
CrEdit AENVBLIVES ...ttt 621,874 391,814
TOAl e $ 3933542 $ 3,079,244
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OFF-BALANCE SHEET ARRANGEMENTS

The following table provides maturity information related to off-balance sheet arrangements. Descriptions of these
arrangements are found on pages 60-62 of HUSI' s 2005 Form 10-K.

Balance at June 30, 2006

One Over One Over Balance at
Y ear Through Five December 31,
or Less Five Years Years Total 2005
(in millions)
Standby letters of credit, net of
Participations (1) ...ccoveeerereereenerereeresesienenes $ 4111 $ 2,461 $ 129 $ 6,701 $ 6,114
Commercial letters of credit .......cccceveieerenenee. 1,034 57 - 1,091 806
Loan saleswith recourse (2) .......cccoveercvvernnneee - 1 8 9 9
Credit derivative contracts (3) .......cocoeveererenene 10,277 199,889 122,451 332,617 222,419
Commitments to extend credit:
ComMENCial .....ocoeeerererecrereeeee e 19,180 30,871 4,180 54,231 51,284
CONSUMEN ..ttt 8,698 - - 8,698 8,305
Securities lending indemnifications .................. - - - - 4,135
TOAl oot $ 43,300 $ 233279 $ 126,768 $ 403,347 $ 293,072

(1) Includes $528 million and $523 million issued for the benefit of related parties at June 30, 2006 and December 31, 2005 respectively.

(2) $8million and $7 million isindemnified by third parties at June 30, 2006 and December 31, 2005 respectively.

(3) Includes $60,267 million and $51,202 million issued for the benefit of related parties at June 30, 2006 and December 31, 2005
respectively.

Letters of Credit

Fees are charged for issuing letters of credit commensurate with the customer's credit evaluation and the nature of
any collateral. Included in other liabilities are deferred fees on standby letters of credit, representing the fair value
of the "stand ready obligation to perform" under these guarantees, amounting to $23 million and $19 million at
June 30, 2006 and December 31, 2005 respectively. Also included in other liabilitiesis an allowance for credit
losses on unfunded standby letters of credit of $19 million and $20 million at June 30, 2006 and December 31, 2005
respectively.

Credit Derivatives

HUSI entersinto credit derivative contracts primarily to satisfy the needs of its customers and, in certain cases, for
its own benefit. Credit derivatives are arrangements that provide for one party (the "protection buyer") to transfer
the credit risk of a"reference asset” to another party (the "protection seller"). Under this arrangement the protection
seller assumes the credit risk associated with the reference asset without directly purchasing it. The protection buyer
agreesto pay a specified fee to the protection seller. In return, the protection seller agrees to pay the protection
buyer an agreed upon amount if there is a default during the term of the contract.

In accordance with its policy, HUSI offsets most of the risk it assumesin selling credit protection through a credit
derivative contract with another counterparty. Credit derivatives are recorded at fair value. The commitment
amount included in the table is the maximum amount that HUSI could be required to pay, without consideration of
the approximately equal amount receivable from third parties and any associated collateral.

Securities Lending | ndemnifications
Through December 31, 2005, HUSI occasionally lent securities of customers, on afully collateralized basis, as an
agent to third party borrowers. Customers were indemnified against the risk of loss, and collateral was obtained

from the borrower with a market value exceeding the value of the loaned securities. Securities lending activities
were terminated during the first quarter of 2006.
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Securitizations and Secured Financings

On December 29, 2004, HUSI acquired a domestic private label 1oan portfolio from HSBC Finance Corporation,
without recourse, which included securitized private label credit card receivables, and retained interest assets related
to these securitizations. These credit card securitization transactions were structured to receive sale treatment under
Statement of Financial Accounting Standards No. 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities, a replacement of FASB Statement No. 125, (SFAS 140).

In a securitization, a designated pool of receivables is removed from the balance sheet and transferred to an
unaffiliated revolving trust. This unaffiliated revolving trust is a qualifying special purpose entity (QSPE) as
defined by SFAS 140 and, therefore, is not consolidated. The QSPE funds its receivable purchase through the
issuance of securitiesto investors, entitling them to receive specified cash flows during the life of the securities. The
securities are collateralized by the underlying receivables transferred to the QSPE. These revolving securitization
trusts require replenishments of receivables to support previously issued securities. HUSI will continue to sell
receivables to securitization trusts until their revolving periods end, the last of which is expected in 2007. Balance
requirements of HUSI’ s securitized trusts continue to decrease as they near the end of their revolving periods.

Under IFRS, HUSI’ s securitizations are treated as secured financings. In order to align its accounting treatment with
that of HSBC, all of HUSI’s collateralized funding transactions have been structured as secured financings since the
third quarter of 2004. In a secured financing, a designated pool of receivables are conveyed to a wholly owned
limited purpose subsidiary, which in turn transfers receivables to a trust that sellsinterests to investors. Repayment
of the debt issued by the trust is secured by the receivables transferred. The transactions are structured as secured
financings under SFAS 140. Therefore, the receivables and the underlying debt of the trust remain on HUSI's
balance sheet. HUSI does not recognize again in a secured financing transaction. Because the receivables and debt
remain on the bal ance sheet, revenues and expenses are reported consistent with the owned balance sheet portfolio.
There have been no new secured financing transactionsin the first six months of 2006.

HUSI" s securitized receivables and secured financings are summarized in the following table.

June 30, December 31,
2006 2005
(in millions)
Securitized private label credit card receivables at period end ..........cocoeeerrieiinrecs e $ 738 $ 1,343
Secured financings included in long-term debt:
BalanCe a PEriOd EN0 ......ccooueiriiiririeieiieteie ettt $ 988 $ 1,500
Private label credit card receivables collaterizing secured financings at period end .................. $ 1,972 $ 2,221
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RISK MANAGEMENT

Overview

Some degree of risk isinherent in virtually all of HUSI's activities. For the principal activities undertaken by HUSI,
the most important types of risks are considered to be credit, interest rate, market, liquidity, operational, fiduciary
and reputational. Market risk broadly refersto price risk inherent in mark to market positions taken on trading and
non-trading instruments. Operational risk technically includes legal and compliance risk. However, since
compliance risk, including anti-money laundering (AML) risk, has such broad scope within HUSI’ s businesses, it is
addressed as a separate functional discipline. During the first six months of 2006, there have been no significant
changesin policies or approach for managing various types of risk.

Regulatory Capital
Basel Capital Standards (Basel I1)

The status of HNAH's and HUSI's preparations relative to Basel 11 as of December 31, 2005 was summarized on
pages 10 and 64 of HUSI’s 2005 Form 10-K. Inits 2005 Form 10-K, HUSI reported that it must have in place, by
January 1, 2008, aBasel 11 framework meeting the requirements of HSBC's principal regulator, the Financial
Services Authority in the United Kingdom. However, U.S. requirements for HUSI and other U.S. mandatory banks
have continued to evolve in 2006. A Notice of Proposed Rulemaking by U.S. regulators is expected to be published
in the second half of 2006, and is expected to be finalized in early 2007. Implementation by U.S. mandatory banks
will be expected within 3 years. The different implementation time tables, as well as possible differencesin
requirements of regulatorsin the U.S. and the U.K., may affect the cost and difficulty of implementing Basel 1.

Liquidity Management

HUSI’ s approach to address liquidity risk is summarized on pages 67-68 of HUSI’s 2005 Form 10-K. There have
been no changes in HUSI' s approach toward liquidity risk management during 2006.

HUSI’'s ability to regularly attract wholesale funds at a competitive cost is enhanced by strong ratings from the
major credit rating agencies. Standard and Poor’ s upgraded credit ratings for HUS| and HBUS in June 2006. At
June 30, 2006, HUSI and HBUS maintained the following debt and preferred stock ratings.

At June 30, 2006 Moody’'s S&P Fitch
HUSI:
ShOrt-tErM DOIMTOWINGS ...ecvieieieieeiee et a et e et e se s e e nseeesees P-1 A-1+ F1+
LONG-EM AEDL ... e e Aa3 AA- AA
Preferred SLOCK .......ociiriieeeiisieiee et A2 A AA-
HBUS:
ShOrt-tErM DOMTOWINGS ...c.veieiiriiieieriee ettt ettt se et b e b s P-1 A-1+ F1+
[0 qTo (1 0 1= o) TSRS Aa2 AA AA
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HUSI periodically issues capital instruments to fund balance sheet growth, to meet cash and capital needs, or to fund
investmentsin subsidiaries. In December 2005, the United States Securities and Exchange Commission (SEC)
amended its rules regarding registration, communications and offerings under the Securities Act of 1933. The
amended rules facilitate access to capital markets by well-established public companies, provide more flexibility
regarding restrictions on corporate communications during a securities offering and further integrate disclosures
under the Securities Act of 1933 and the Securities Exchange Act of 1934. The amended rules provide the most
flexibility to "well-known seasoned issuers’, including the option of automatic effectiveness upon filing of shelf
registration statements and relief under the liberalized communications rules. HUSI currently satisfies the eligibility
requirements for designation as a "well-known seasoned issuer”, and has an effective shelf registration statement
with the SEC under which it may issue debt securities, preferred stock, either separately or represented by depositary
shares, warrants, purchase contracts and units.

In May 2006, HUSI issued 14,950,000 depositary shares, each representing one-fortieth of a share of 6.50%
Non-Cumulative Preferred Stock, Series H. Total proceeds of this issuance, net of transaction fees, were
approximately $365 million.

I nterest Rate Risk Management
Various techniques are utilized to quantify and monitor risks associated with the repricing characteristics of HUSI's
assets, liabilities, and derivative contracts. The approach toward managing interest rate risk is summarized on pages
69-71 of HUSI’s 2005 Form 10-K. During the first six months of 2006, there were no significant changesin
policies or approach for managing interest rate risk.

Present Value of a Basis Point (PVBP) Analysis

PVBP is the change in value of the balance sheet for a one basis point upward movement in all interest rates. The
following table reflects the PVBP position at June 30, 2006.

June 30, 2006 Values

(in millions)
Institutional PVBP MOVEMENT TIMIT ........oiiiieieiieie ettt ettt s re et e e be e e e s et e s besaeeaeenseseeaesressesneesnesasenes $ 75
PVBP POSItION 8 PEMIO BN ...ttt bbb bbb b b e b bbb b et et bebenen 21

Economic Value of Equity

Economic value of equity isthe change in value of the assets and liabilities (excluding capital and goodwill) for
either a 200 basis point gradual rate increase or decrease. The following table reflects the economic value of equity
position at June 30, 2006.

June 30, 2006 Values (%)
Institutional econOmMiC Value Of EQUILY TIMIT .......oiiiiiiiier ettt eb e et b e b e b e b et b e +/- 20
Projected change in value (reflects projected rate movements on July 1, 2006):
Change resulting from a gradual 200 basis point iNCrease iN iNtErESt FAtES ..........ocervrrereirrieee e @)
Change resulting from a gradual 200 basis point decrease in INtErESt FAES ...........ccvvrrereiririreeeereeeee et 2

The projected decrease in value for a 200 basis point increase in rates is primarily related to the anticipated slowing
of prepayments for the held mortgage and mortgage backed securities portfolios in this higher rate environment.
This assumes that no management actions are taken to manage exposures to the changing interest rate environment.
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Dynamic Simulation Modeling

Various modeling techniques are utilized to monitor a number of interest rate scenarios for their impact on net
interest income. These techniques include both rate shock scenarios which assume immediate market rate
movements by as much as 200 basis points, as well as scenarios in which rates rise or fall by as much as 200 basis
points over atwelve month period. The following table reflects the impact on net interest income of the scenarios
utilized by these modeling techniques.

June 30, 2006 Values

Amount %
($in millions)
Projected change in net interest income (reflects projected rate movements on July 1, 2006):
Institutional base earnings MOVEMENt TIMIT .........c.ciiiiiiiiire e (10)
Change resulting from a gradual 200 basis point increase in the yield CUrve ...........cccovveecennneccnenene $ (186) (6)
Change resulting from a gradual 200 basis point decrease in theyield CUrVe ...........cocccoeirerecencneenene 234 7
Change resulting from a gradual 100 basis point increase in the yield curve ..........ccccceveereenccncnenene (92)
Change resulting from a gradual 100 basis point decrease in theyield CUrVe ..........ccocccoeierenciencnienne 125
Other significant scenarios monitored (reflects projected rate movements on July 1, 2006):
Change resulting from an immediate 100 basis point increasein theyield curve ..........cccoccoeevvvcenenene (149)
Change resulting from an immediate 100 basis point decrease in the yield curve ...........ccccoceveevenennne 152
Change resulting from an immediate 200 basis point increase in theyield CUrVe ..........cccoceeereincnenns (304)
Change resulting from an immediate 200 basis point decrease in the yield curve ...........cccoceveivenenene 348
Change resulting from an immediate 100 basis point increase in short-term rates ............cccoeovvcieenene (252)

The projections do not take into consideration possible complicating factors such as the effect of changesin interest
rates on the credit quality, size and composition of the balance sheet. Therefore, although this provides a reasonable
estimate of interest rate sensitivity, actual results will vary from these estimates, possibly by significant amounts.

Capital Risk/Sensitivity of Other Comprehensive Income

Large movements of interest rates could directly affect some reported capital and capital ratios. The mark to market
valuation of available for sale securitiesis adjusted on a tax effective basis through other comprehensive incomein
the consolidated statement of changes in shareholders' equity. Although this valuation mark is excluded from Tier 1
and Tier 2 capital ratios, it isincluded in two important accounting based capital ratios. the tangible common equity
to tangible assets and the tangible common equity to risk weighted assets. As of June 30, 2006, HUSI had an
available for sale securities portfolio of approximately $20 billion with a net negative mark to market of $704
million included in tangible common equity of $8 billion. An increase of 25 basis pointsin interest rates of all
maturities would lower the mark to market by approximately $162 million to a net loss of $866 million with the
following results on the tangible capital ratios.

Proforma — Reflecting
25 Basis Points

June 30, 2006 Actual Increasein Rates
Tangible common equity to tangiblE @SSELS .........cccovvireiiriice s 478 % 473 %
Tangible common equity to risk weighted @SSELS .........c.covrrreiiniricce e 6.73 6.65

Trading Activities

Trading portfolios reside primarily in the CIBM and residential mortgage banking areas and include foreign
exchange, derivatives, precious metals (gold, silver, platinum), commodities, equities and money market
instruments. The trading portfolios have defined limits pertaining to items such as permissible investments, risk
exposures, loss review, balance sheet size and product concentrations. Loss review refers to the maximum amount
of loss that may be incurred before senior management intervention is required.
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Trading Activities - Treasury
Value at Risk (VAR)

VAR analysisis used to measure market risk and to calculate capital required to cover potential losses due to
movements in market rates. VAR calculations are performed for all material trading and non-trading portfolios.
VAR estimates the potential |osses that could occur on risk positions as aresult of movements in market rates and
prices over a specified time horizon and to a given level of confidence. HUSI calculates VAR daily for a one-day
holding period to a 99% confidence level. At a 99% confidence level for atwo-year observation period, HUSI is
setting as its limit the fifth worst loss performance in the last 500 business days.

The VAR methodology used by HUSI is based on historical ssmulation. The historical simulation model derives
plausible future scenarios from historical market rate data, taking account of inter-relationships between different
markets and rates. Potential movementsin market prices are calculated with reference to market data from the last
two years. The model incorporates the impact of option features in the underlying exposures.

For reporting purposes, in the second quarter of 2006, HUSI changed the assumed holding period from aten-day
period to aone-day period as this reflects the way HUSI manages itsrisk positions. Comparative VAR amounts
have been restated to reflect this change.

Although avaluable guide to risk, VAR should always be viewed in the context of its limitations. For example,

e theuseof historical dataas aproxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

e theuse of aone-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 liquidity shortages, when a one-day holding period
may be insufficient to liquidate or hedge al positions fully;

e theuse of a99% confidence level, by definition, does not take into account losses that might occur beyond this
level of confidence; and

e VARiscaculated on the basis of exposures outstanding at the close of business and therefore does not
necessarily reflect intra-day exposures.

The following table summarizes trading VAR, assuming a 99% confidence level for atwo year observation period
and a one-day “holding period”.

June 30, Six months ended June 30, 2006 December 31,
2006 Minimum Maximum Average 2005
(in millions)

Total trading ...cccoeeeeeveeeeeveees e $ 16 $ 1 $ 46 $ 24 $ 17
CommOdities .......coveueuenne 1 - 3 1 2
Credit derivatives 8 4 11 7 6
EQUITIES ... - - 1 - -
Foreign exchange .......coeevveeeeeveieeeseceseeeeens 1 1 3 2 1
INEEFESE IALE ..o 18 15 56 30 22
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Trading Volatility

The following table summarizes the frequency distribution of daily market risk-related revenues for Treasury trading
activities. Market risk-related Treasury trading revenues include realized and unrealized gains (losses) related to
Treasury trading activities, but exclude the related net interest income. Analysis of gain (loss) data for the second
quarter of 2006 shows that the largest daily gain was $28 million and the largest daily loss was $13 million.

Ranges of daily Treasury trading revenue ear ned Below $(10) $0to $10to Over
from mar ket risk-related activities (in millions) $(10) to $0 $10 $20 $20

Three months ended June 30, 2006:

Number of trading days market risk-related revenue
was within the stated range .........cccoeerereiereneere e 1 10 36 14 2

Six months ended June 30, 2006:

Number of trading days market risk-related revenue
was within the stated range .........cccceerrereiereneere e 3 29 60 26 7

Trading Activities— HSBC Mortgage Corporation (USA)

HSBC Mortgage Corporation (USA) is HUSI’ s mortgage banking subsidiary. Trading occursin mortgage banking
operations as a result of an economic hedging program intended to offset changes in value of mortgage servicing
rights and the salable loan pipeline. Economic hedging may include, for example, forward contractsto sell
residential mortgages and derivative contracts used to protect the value of MSRs.

MSRs are assets that represent the present value of net servicing income (servicing fees, ancillary income, escrow
and deposit float servicing costs). MSRs are recognized upon the sale of the underlying loans or at the time that
servicing rights are purchased. MSRs are subject to interest rate risk, in that their value will fluctuate as aresult of a
changing interest rate environment.

Interest rate risk is mitigated through an active hedging program that uses trading securities and derivative
instruments to offset changesin value of MSRs. Since the hedging program involvestrading activity, risk is
quantified and managed using a number of risk assessment techniques.

Rate Shock Analysis

Modeling techniques are used to monitor certain interest rate scenarios for their impact on the economic value of net
hedged M SRs, as reflected in the following table.

June 30, 2006 Values
(in millions)

Projected change in net market value of hedged M SRs portfolio (reflects projected rate
movements on July 1, 2006):

Value of hedgetd M SRS POMFOIIO ....c.coueeuiiiirieieierire et b e bbb bt e bttt b bt re bbb $ 499
Change resulting from an immediate 50 basis point decrease in the yield curve:
Change limit (N0 WOISETNEN) ......euiiieeiiirietet etttk b et e bbb sttt sttt b bt et b (16)
Calculated change in NEE MANKEL VBIUE .........oouiiiiuiieiee ettt bttt b e et b e e b e b s e b e b s 5)
Change resulting from an immediate 50 basis point increase in the yield curve:
Change limit (NO WOFSETNEN) ........ouiiiiieieieei ettt e et b e et b e e bt b e e b e b e b s e et eb e se e st e b e e ebe s esene e e nnees 8)
Calculated change in NEE MATKEL VAIUE .......coiiiieuiiieiiieisce ettt sa s ae e et e saeneste e enessenenaenensenes 7
Change resulting from an immediate 100 basis point increase in the yield curve:
Change limit (NOWOISETNEN) .....oveeieiieerici ettt et et e e e e e be e e se b e sesse e esene e e ebeseeseeteneesesenensenenseen (12)
Calculated change in NEE MANKEL VBIUE .........oouiiiiiiieiiee ettt b et b e et b e b e b e b s 17
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Economic Value of MSRs

The economic value of the net, hedged M SRs portfolio is monitored on adaily basis for interest rate sensitivity. |If
the economic val ue declines by more than established limits for one day or one month, various levels of
management review, intervention and/or corrective actions are required.

Hedge Volatility

The following table summarizes the frequency distribution of the weekly economic value of the MSR asset. This
includes the change in the market value of the MSR asset net of changesin the market value of the underlying
hedging positions used to hedge the asset. The changesin economic value are adjusted for changesin MSR
valuation assumptions that were made during the course of the quarter, if applicable.

Ranges of mortgage economic value from mar ket risk- Below $(2) to $0to $2to Over
related activities (in millions) $(2) $0 $2 $4 $4

Three months ended June 30, 2006:

Number of trading weeks market risk-related revenue
was within the stated range..........cooveerevereireree s - 4 6 3

Six months ended June 30, 2006:

Number of trading weeks market risk-related revenue
was within the stated range..........ccceeerereiererne e 3 8 10 4 1

71



HSBC USAInc.

CONSOLIDATED AVERAGE BALANCESAND INTEREST RATES

The following table shows the quarterly average balances of the principal components of assets, liabilities and shareholders' equity, together with their respective

interest amounts and rates earned or paid, presented on a taxable equivalent basis.

Three Months Ended June 30,

2006 2005
Balance Interest Rate* Balance Interest Rate*
Assets (in millions)
Interest bearing deposits With Banks............ooevieiiiiii e $ 5490 $ 74 542 % $ 3913 % 29 295 %
Federal funds sold and securities purchased under resale agreements................... 9,721 119 4.88 5,285 41 314
B o1 To = 5= TSPt 10,982 102 3.74 6,609 60 3.66
SBCUITEIES. 1 et et e et et et e et et et e e e e et e e e et e e e e 21,925 281 513 19,158 218 4.58
Loans:
(00001001 ot - N 27,932 431 6.20 23,049 289 5.02
Consumer:
Residential MOMGAgES. .. ... ..u vt vttt e 42,461 560 5.27 47,542 581 4.89
CrEOIt CAMTS. .. oev et et et e e et e e et e e e e s 15,215 324 8.55 12,688 200 6.32
OtNEr CONSUIMIET ... ... vttt et et et et et e e et e e e e e e 3,092 67 8.68 3,717 66 7.10
L= o g 1 PP 60,768 951 6.28 63,947 847 5.31
TOtAl T0BNS. . .ttt e et et e e et e e e 88,700 1,382 6.25 86,996 1,136 5.24
Other.......ocvvveenee. 1,829 24 5.21 638 9 5.12
Total earning assets........... 138,647 $ 1,982 573 % 122599 $ 1,493 489 %
Allowance for credit losses.. (921) (885)
Cash and due from Banks..........c.oieiin it 3,808 3,447
(O3S 5= (T P 27,223 20,134
TOtAl ASSEES. .. v v eee et e e e e e e $ 168,757 $ 145,295
Liabilitiesand Shareholders' Equity
Deposits in domestic offices:
SAVINGS EPOSIES. 1. 1ottt et ettt e et et e e e e et e e e e $ 38134 $ 239 251 % $ 271,792 % 69 1.00 %
Other tiME AEPOSITS. .. ..ttt et et e e e et e et e 26,574 281 4.25 24,173 177 2.94
Depositsin foreign offices:
FOreign banks dePOSITS. .. ... ... vtiet ittt 7,385 95 5.17 8,297 74 3.58
Other time and savings... 15,244 154 4.04 14,381 76 212
Total interest bearing deposits. 87,337 769 353 74,643 396 213
Short-term borrowings.. 11,634 75 2.60 13,176 67 2.01
LONG-LEIM AEDL. .. ..ttt e e e e e e 28,113 356 5.07 23,889 242 4.07
Total interest bearing l1abilities. .. ... ...ovvvniiei e e, 127,084 1,200 3.79 111,708 705 2.53
Net interest income/ Interest rate SPread. .........oovvevvevieiieiiniiii e $ 782 1.94 % $ 788 2.36 %
Noninterest Dearing ePOSITS. ... ..cve ettt 8,784 8,643
(07137 Lo 1 =P 20,858 13,463
Total shareholders EQUILY ... .. ..vviriieiitiit it e e e 12,031 11,481
Total liabilities and shareholders €QUItY..............evvveeriereeeeereeeeeiineeeeeeeenn $ 168,757 $ 145295
Net interest margin on average €arning 8SSELS .........vv vt et eeeeerein et eeneenenneanenns 2.26 % 258 %
Net interest margin on average total aSSEtS..........ocvvvvvriveeeinieiieeireeeeee e 1.86 % 218 %

* Rates are cal culated on unrounded numbers.

Total weighted average rate earned on earning assets is interest and fee earnings divided by daily average amounts of total interest earning assets, including the daily
average amount on nonperforming loans. Loan interest for the three months ended June 30, 2006 and 2005 included fees of $16 million and $11 million respectively.
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HSBC USA Inc.

CONSOLIDATED AVERAGE BALANCESAND INTEREST RATES

The following table shows the year to date average balances of the principal components of assets, liabilities and shareholders' equity, together with their respective

interest amounts and rates earned or paid, presented on ataxable equivalent basis.

Six Months Ended June 30,

2006 2005
Balance Interest Rate* Balance Interest Rate*
Assets (in millions)
Interest bearing deposits with banks. ... $ 5,102 127 5.00 % $ 3882 $ 54 278 %
Federal funds sold and securities purchased under resale agreements.................... 8,210 192 472 4,467 65 294
TrAING BSSELS. .. vttt et e e e et et e e 10,542 210 4.02 6,616 119 3.64
SECUMEIES. .. et ettt et e et et e et et e e e et e e e e e 21,621 550 5.13 18,741 432 4.65
Loans:
COMMEICIAL ...t e e et e e et et et e e e 27,146 816 6.07 22,777 539 477
Consumer:
Residential MOMQAGES. .. ... vvv it it ettt ettt e e e e aee e 43,161 1,129 523 47,503 1,160 4.88
Credit CAOS. .. ..ttt et e e e e 15,188 592 7.86 12,430 358 5.81
Other consumer... . 3,166 132 8.42 3,681 128 7.02
Total consumer...... 61,515 1,853 6.07 63,614 1,646 5.22
Total loans........ 88,661 2,669 6.07 86,391 2,185 5.10
Other.......coevveeennns . 1,256 37 5.98 626 15 4.66
TOtal EAMNING ASSELS. ... vt evt et eee et et e et et et et e e e e 135,392 3,785 564 % 120,723 $ 2,870 479 %
Allowance for credit losses.. (928) (890)
Cash and due from banks.... . 3,977 3,729
OhEr BSSELS. .. e ettt ettt et ettt et e e e 25,205 20,137
TO @STELS. .+ttt eve et ettt ettt en et ettt en ettt e $ _ 163,646 $ 143699
Liabilities and Shareholders' Equity
Deposits in domestic offices:
SAVINGS AEPOSITS. .. ettt et ettt e e et $ 35,076 392 225 % $ 27,283 $ 120 0.89 %
Other tiME EPOSIES. .. ... ..t ettt et e e e e 27,576 563 411 23,987 325 273
Depositsin foreign offices:
FOreign banks AEPOSITS. .. ... vuvvriie et et eee e et et et e e e 7,303 172 4.75 9,273 118 2.58
Other timMe aNd SAVINGS. .. ... et ettt et et et e e e e e 15,013 292 3.92 13,787 160 2.33
Total interest bearing dePOSItS. .. ... ..oveiiiit e e e e e 84,968 1,419 3.37 74,330 723 1.96
ShOrt-terM DOMTOWINGS. .. .. et et et et et 11,198 149 2.68 11,048 119 217
LONG-tEM AEDL. .. .ot e 28,154 694 4.97 23,880 461 3.90
Total interest bearing l1abilities. .. ........vvuiin e 124,320 2,262 3.67 109,258 1,303 241
Net interest income / INterest rate SPread. .......o.v.vvrviriieeee it ieeiiee e 1,523 1.97 % $ 1567 238 %
Noninterest DEariNG AEPOSIES. .. ... ... veit it et ettt 9,470 9,201
Other HabilIties. .. ... ee et e e e e 17,983 14,027
Total shareholders' EQUILY ... ......ve it 11,873 11,213
Total liabilities and shareholders equity............co.uvvvveveeeeeeeeeeeeee e $ 163,646 $ 143,699
Net interest margin on average €arning @SSELS ... ... vvv vr et ieenreiisiiinerierneeneeenes 227 % 262 %
Net interest margin on average total 8SSELS.............oeveriveieriieeeeee e eee i eee e 1.88 % 220 %

* Rates are calculated on unrounded numbers.

Total weighted average rate earned on earning assets is interest and fee earnings divided by daily average amounts of total interest earning assets, including the daily
average amount on nonperforming loans. Loan interest for the six months ended June 30, 2006 and 2005 included fees of $28 million and $19 million respectively.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

Refer to Item 2, Management's Discussion and Analysis of Financial Condition and Results of Operations, under the
captions "Interest Rate Risk Management" and "Trading Activities", beginning on page 67 of this Form 10-Q.

Item 4. Controls and Procedures

HUSI maintains a system of internal and disclosure controls and procedures designed to ensure that information
required to be disclosed in reports filed or submitted under the Securities Exchange Act of 1934, as amended, (the
Exchange Act), isrecorded, processed, summarized and reported on atimely basis. HUSI’s Board of Directors,
operating through its Audit Committee, which is composed entirely of independent outside directors, provides
oversight to the financial reporting process.

An evaluation was conducted, with the participation of the Chief Executive Officer and Chief Financial Officer, of
the effectiveness of HUSI’ s disclosure controls and procedures as of the end of the period covered by this report.
Based upon that evaluation, the Chief Executive Officer and Chief Financial Officer concluded that HUSI's
disclosure controls and procedures were effective as of the end of the period covered by thisreport so asto alert
them in atimely fashion to material information required to be disclosed in reports filed under the Exchange Act.

There were no changesin HUSI' sinternal controls over financial reporting during the period covered by this report
that have materially affected, or are reasonably likely to materially affect, HUSI' sinternal control over financial
reporting.

HUSI continues the process to complete a thorough review of itsinternal controls as part of its preparation for
compliance with the requirements of Section 404 of the Sarbanes-Oxley Act of 2002 (Section 404). Section 404
requires management to report on, and external auditors to attest to, the effectiveness of HUSI’sinternal control
structure and procedures for financial reporting. As anon-accelerated filer under Rule 12b-2 of the Exchange Act,
HUSIsfirst report under Section 404 will be contained in its Form 10-K for the period ended December 31, 2007.

74



Part Il —-OTHER INFORMATION

Item 1A. Risk Factors

Risk factors were set forthin HUSI’ s Form 10-Q for the period ended March 31, 2006. There have been no material
changes from the risk factors disclosed in that Form 10-Q.

Item 6. Exhibits

3(i) Articles of Incorporation and amendments and supplements thereto (incorporated by reference to
Exhibit 3(a) to HSBC USA Inc.’s Annual Report on Form 10-K for the year ended December 31, 1999,
filed with the Securities and Exchange Commission on March 30, 2000, Exhibit 3to HSBC USA Inc.’s
Quarterly Report on Form 10-Q for the quarter ended September 30, 2000, filed with the Securities and
Exchange Commission on November 9, 2000, Exhibits 3.2 and 3.3 to HSBC USA Inc.’s Current Report
on Form 8-K dated March 30, 2005 and filed with the Securities and Exchange Commission on April 4,
2005, Exhibit 3.2 to HSBC USA Inc.’s Current Report on Form 8-K dated October 11, 2005 and filed
with the Securities and Exchange Commission on October 14, 2005, and Exhibit 3.2 to HSBC USA
Inc.’s Current Report on Form 8-K dated May 18, 2006 and filed with the Securities and Exchange
Commission on May 22, 2006).

12 Computation of Ratio of Earnings to Fixed Charges and Earnings to Combined Fixed Charges and
Preferred Stock Dividends.

311 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
31.2 Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.0 Certification of Chief Executive Officer and Chief Financial Officer pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to
be signed on its behalf by the undersigned, thereunto duly authorized.

HSBC USA Inc.
(Registrant)

Date: July 31, 2006 /s Clive R. Bucknall

Clive R. Bucknall
Chief Accounting Officer
(On behalf of Registrant)
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HSBC USA Inc.
Computation of Ratio of Earningsto Fixed Chargesand

Earningsto Combined Fixed Chargesand Preferred Stock Dividends

(in millions, except ratios)

Exhibit 12

Six Months Ended June 30
2006 2005
Ratios excluding interest on deposits:

NEL INCOME ...ttt nenenna $ 594 $ 529
TNCOME LAX EXPENSE ...ttt ettt sttt sttt b e et b et e e s e se e b e saeess e e e e e e b e sbeese e e e n e neneeerenneas 308 307
Less: Undistributed eqUIty EAIMINGS .......c.eeriiiiieiiiieieereseei et 25 22

Fixed charges:

Interest on:
BOITOWEA fUNGS ...ttt e b et 149 119
(e qTo T = 410 (= o) SRS 694 461
One third of rents, net of income from SUDIEASES ..........cceirieiiiiieecee e 12 8
Total fixed charges, excluding interest 0N dEPOSITS .......cccovvveueiriririeirirreeesre e 855 588
Earnings before taxes and fixed charges, net of undistributed equity €arnings ...........cccocovveeeennes $ 1,732 $ 1,402
Ratio of earningSto fiXed Charges ........covviieeicece e 2.03 2.38
Total preferred stock dividend fACtOr (1) .......coeererererieiere et $ 57 $ 27
Fixed charges, including the preferred stock dividend factor ... $ 912 $ 615
Ratio of earnings to combined fixed charges and preferred stock dividends ...........ccccvveerennicnenne 1.90 2.28
Ratios including interest on deposits:

Total fixed charges, excluding interest 0N dEPOSIES .......cccoerurereiireriee s $ 855 $ 588
Add: Interest on depoSitS ......ccovveveeererenieieerreeeeenes 1,419 723
Total fixed charges, including interest on deposits $ 2,274 $ 1,311
Earnings before taxes and fixed charges, net of undistributed equity €arnings ...........cccccoveveeerennes $ 1,732 $ 1,402
Add: INLEIESE ON HEPOSIES ....veueeinieiirieiete ettt e et b e sb bbb et e be et b et e se b e e se e e enees 1,419 723
TOLA .o $ 3,151 $ 2,125
Ratio of earningSto fiXed Charges ........covieieiicise e 1.39 1.62
Fixed charges, including the preferred stock dividend factor ... $ 912 $ 615
Add: INtErESE ON DEPOSITS ...ttt 1,419 723
Fixed charges, including the preferred stock dividend factor and interest on deposits .........cccceeueee $ 2,331 $ 1,338
Ratio of earnings to combined fixed charges and preferred stock dividends ...........c.ccoeeereiincncens 1.35 159

(1) Preferred stock dividends grossed up to their pretax equivalents.
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Exhibit 31.1

Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

[, Martin J. G. Glynn, certify that:

1

2.

| have reviewed this report on Form 10-Q for the quarterly period ended June 30, 2006 of HSBC USA Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(€) and 15d-15(¢)) for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b) Evauated the effectiveness of the registrant's disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

¢) Disclosed inthisreport any changein the registrant's internal controls over financia reporting that
occurred during the registrant's most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant'sinternal controls over financia reporting; and

The registrant's other certifying officer and | have disclosed, based on our most recent evaluation, to the
registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant's ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant'sinternal controls over financial reporting.

Date: July 31, 2006 /sl Martin J. G. Glynn

Martin J. G. Glynn
President and Chief Executive Officer
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Exhibit 31.2

Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

[, John J. McKenna, certify that:

1.

2.

| have reviewed this report on Form 10-Q for the quarterly period ended June 30, 2006 of HSBC USA Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(€) and 15d-15(e)) for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b) Evauated the effectiveness of the registrant's disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

¢) Disclosed inthisreport any changein the registrant's internal controls over financial reporting that
occurred during the registrant's most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant'sinternal controls over financia reporting; and

The registrant's other certifying officer and | have disclosed, based on our most recent evaluation, to the
registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant's ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant'sinternal controls over financial reporting.

Date: July 31, 2006 /s/ John J. McKenna

John J. McKenna
Senior Executive Vice President and
Chief Financial Officer
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Exhibit 32.0

Certification of Chief Executive Officer and Chief Financial Officer pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002.

Pursuant to section 906 of the Sarbanes-Oxley Act of 2002 (subsections (a) and (b) of section 1350, chapter 63 of
title 18, United States Code), each of the undersigned officers of HSBC USA Inc., aMaryland corporation (HUSI),
does hereby certify, to such officer’ s knowledge, that:

The Quarterly Report on Form 10-Q for the quarter ended June 30, 2006 (the Form 10-Q) of HUSI fully complies
with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934 and information contained in
the Form 10-Q fairly presents, in all material respects, the financial condition and results of operations of HUSI.

Date: July 31, 2006 /sl Martin J. G. Glynn
Martin J. G. Glynn
President and Chief Executive Officer

Date: July 31, 2006 /s/ John J. McKenna
John J. McKenna
Senior Executive Vice President and
Chief Financial Officer

The foregoing certification is being furnished solely pursuant to section 906 of the Sarbanes-Oxley Act of 2002
(subsections (@) and (b) of section 1350, chapter 63 of title 18, United States Code) and is not being filed as part of
the Form 10-Q or as a separate disclosure document.

A signed original of this written statement required by Section 906, or other document authenticating,
acknowledging, or otherwise adopting the signature that appears in typed form within the electronic version of this
written statement required by Section 906, has been provided to HSBC USA Inc. and will be retained by HSBC
USA Inc. and furnished to the United States Securities and Exchange Commission or its staff upon request.
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