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PART |

[tem 1. Business

History

HSBC USA Inc., incorporated under the laws of Maryland, isaNew Y ork State based bank holding company
registered under the Bank Holding Company Act of 1956, as amended. HSBC USA Inc. and its subsidiaries are
collectively referred to as“HUSI”. HUSI’ s origin was in Buffalo, New Y ork in 1850 as The Marine Trust
Company, which later became Marine Midland Banks, Inc. (Marine). In 1980, The Hongkong and Shanghai
Banking Corporation Limited (now HSBC Holdings plc, hereinafter referred to as“HSBC”) acquired 51% of the
common stock of Marine and the remaining 49% of common stock in 1987. In December 1999, HSBC acquired
Republic New Y ork Corporation (Republic) and merged it with HUSI. At the merger date, Republic and HUSI had
total assets of approximately $47 billion and $43 hillion, respectively.

Through its affiliation with HSBC, HUSI offersits customers access to global markets and services. Inturn, HUSI
playsarolein the delivery and processing of other HSBC products. HSBC is one of the largest banking and
financial services organizationsin the world. Headquartered in London, England, HSBC' sinternational network
comprises over 10,000 officesin 83 countries and territoriesin Europe, the Asia-Pacific region, Latin America,
North America, South America, the Middle East and Africa

Effective January 1, 2004, HSBC created a North American organizational structure with HSBC North America
Holdings Inc. (HNAH) as the top-tier United States (U.S.) bank holding company. At December 31, 2007, HNAH
was among the 10 largest U.S. bank holding companies ranked by assets. HUSI routinely conducts transactions
with other principal subsidiaries of HNAH, which include:

HSBC Bank Canada (HBCA), a Canadian banking subsidiary;

HSBC Finance Corporation, a consumer finance company;

HSBC Markets (USA) Inc. (HMUS), a holding company for investment banking and markets subsidiaries; and
HSBC Technology & Services (USA) Inc. (HTSU), aprovider of information technology services.

Description of Operations and Business Segments

At December 31, 2007, HUSI had total assets of $188 billion and approximately 12,000 full and part time
employees. HUSI is among the 10 largest bank holding companiesin the U.S. ranked by assets. Through its
principal commercial banking subsidiary, HSBC Bank USA, National Association (HBUS), HUSI offersits four
million customers afull range of commercial banking products and services. Its customersinclude individuals,
including high net worth individuals, small businesses, corporations, institutions and governments. HBUS also
engages in mortgage banking, and is an international dealer in derivative instruments denominated in U.S. dollars
and other currencies, focusing on structuring of transactions to meet clients' needs as well asfor proprietary
purposes.

With total assets of $184 hillion at December 31, 2007, HBUS is ranked among the top 10 banksin the U.S.

HBUS s main officeisin Delaware, and its domestic operations are primarily located in New York State. It also
has banking branch offices and/or representative officesin California, Florida, New Jersey, Delaware,
Pennsylvania, Massachusetts, Virginia, Washington, Oregon and Washington, D.C. In addition to its domestic
offices, HBUS maintains foreign branch offices, subsidiaries and/or representative offices in the Caribbean, Europe,
Asia, Latin America, Australia and Canada.



During 2005, HUSI incorporated a nationally chartered limited purpose bank subsidiary, HSBC Trust Company
(Delaware), National Association (HTCD). HTCD's charter includes the following primary activities:

e Custodian of investment securities for other HSBC affiliates;
e  Personal trust services; and
e Originator of refund anticipation loans and checks in support of taxpayer financial services business lines.

The operations of HTCD had an immaterial impact on HUSI’ s consolidated balance sheets and results of operations
for the years ended December 31, 2007 and 2006.

During 2006, HUSI also received regulatory approval for anew nationally chartered bank subsidiary, HSBC
National Bank USA (HBMD). The charter for this new subsidiary directly supports HUSI’ sretail branch expansion
strategy by allowing for the opening of new branches in Connecticut, Maryland, Virginiaand Illinois. These
branches offer afull suite of deposit and loan products for its own retail and small business customers, as well as
support certain customer service activities on behalf of HBUS. The operations of HBMD had an immaterial impact
on HUSI' s consolidated balance sheets and results of operations for the years ended December 31, 2007 and 2006.

HUSI hasfive distinct business segments that it utilizes for management reporting and analysis purposes. The
segments are based upon customer groupings, as well as products and services offered. The segments are described
in the following paragraphs. Analysis of financial results for HUSI’ s business segments begins on page 50 of this
Form 10-K.

The Personal Financial Services (PFS) Segment

This segment provides a broad range of financial products and services including installment and revolving term
loans, MasterCard'/Visa® credit card receivables, deposits, branch services, mutual funds, investments and
insurance. These products are marketed to individuals primarily through HBUS's branch banking network and
increasingly through e-banking channels. Residentia mortgage lending provides loan financing through the branch
network and wholesale origination channels. Servicing is performed on a contractual basis for residential mortgage
loans owned by HBUS or by third parties.

Effective January 1, 2006, activity related to certain commercia banking relationships, which was previously
reported in the PFS segment, was transferred to the Commercial Banking (CMB) segment. For comparability
purposes, 2005 results for the PFS segment have been revised to reflect these changes.

The Consumer Finance (CF) Segment

In 2005, HUSI formed the CF segment, which includes balances and activity previously reported as a component of
the PFS segment. 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 higher quality nonconforming
residential mortgage loans, other consumer loans and private label credit card receivables purchased from HSBC
Finance Corporation.

! MasterCard is aregistered trademark of MasterCard, Incorporated.
2Visaisaregistered trademark of Visa USA, Inc.



The Commercial Banking (CMB) Segment

This segment provides loan and deposit products to small businesses and middle-market corporations including
speciaized products such as real 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. This change was made to align
financial reporting with the segment that manages this relationship. In addition, also effective January 1, 2006,
activity related to certain commercial banking relationships, which was previously reported in the PFS segment, was
transferred to the CMB segment. For comparability purposes, 2005 results for these segments have been revised to
reflect these changes.

The Global Banking and Markets Segment (formerly Corporate, Investment Banking and Markets “ CIBM”)

The Global Banking and Markets segment is an emerging markets-led and financing-focused business that provides
tailored financial solutionsto major government, corporate and institutional clients worldwide.

Global Banking and Markets clients are served by teams that bring together relationship managers and product
specidiststo develop financial solutions that meet individual client needs. To ensure that a comprehensive
understanding of each client's financial requirementsis developed, the Global Banking and Markets teamstake a
long-term relationship management approach.

Client-focused business lines deliver the following full range of banking capabilities:

e |nvestment banking and financing solutions for corporate and institutional clients, including corporate banking,
investment banking, trade services, payments and cash management, and leveraged acquisition finance;

e One of the largest markets businesses of its kind, with 24-hour coverage and knowledge of local markets and
providing services in credit and rates, foreign exchange, money markets and securities services; and

e Global asset management solutions for institutions, financial intermediaries and private investors worldwide.

The Private Banking (PB) Segment

This segment offers afull range of wealth management services for high net worth individuals. Products and
services include wealth structuring, investment management, credit and banking, legacy and philanthropy and
family advisory services.

Other Segment

This segment includes an equity investment in HSBC Private Bank (Suisse) S.A. Effective January 1, 2006, an
equity investment in Wells Fargo HSBC Trade Bank, N.A., which was previously reported in the Other segment,
was transferred to the CMB segment. For comparability purposes, 2005 results have been revised to reflect this
change.



2007 Developments and Trends
I ncome Before Income Tax Expense - Significant Trends

Adverse market conditions, particularly in the U.S. mortgage and credit markets, led to substantial declinesin
trading and other income (refer to the table below). Reduced liquidity, widening credit spreads and higher volatility
in the credit and sub-prime lending markets impacted trading in mortgage backed securities and credit derivatives.
These adverse market conditions resulted in a significant fall in revenues, due to substantial valuation adjustments
in several asset classes, including trading securities, residential mortgage loans held for sale, commercial loans held
for sale, and credit derivatives products. |n addition, provisions for credit losses have increased significantly,
primarily due to increased credit card receivable balances and increased delinquenciesin the credit card portfolio.

Income before income tax expense, and various trends and activity affecting operations, are summarized in the
following table.

2007 2006 2005
(in millions)

Income before income tax expense from Prior YEar ...........cccvvencrceensnnneneees $ 1,566 $ 1,542 $ 1,976

Increase (decrease) in income before income tax expense attributable to:
Balance sheet management activities (1) ..o (70) (325) (148)
Trading related aCtiVItIES (2) ......cvevveeeeeiieieiirreeeee s (606) 289 46
Private label receivable portfolio (3) (32 264 -
L0aNS held fOr SAIE (4) ..ot e (512) (120) 32
Residential mortgage banking revenue (5).........cccccvviniinicnessnsserces (92 (85) 170
Earnings from equity investments (6) .... (32 67 (6)
All Other aCtIVITIES (7) ouveeveeeericeeiece e (85) (66) (464)
(1,429) 24 (434)
Income before income tax expense for CUMTENt YEAI .........ccvrereeennreeneseeeseeneeens $ 137 $ 1,566 $ 1,542

(1) Balance sheet management activities are comprised primarily of net interest income and, to alesser extent, gains on sales of investments
and trading revenues, resulting from management of interest rate risk associated with the repricing characteristics of balance sheet assets
and liabilities. Refer to commentary regarding Global Banking and Markets net interest income, trading revenues, and the Global Banking
and Markets business segment beginning on page 55 of this Form 10-K, respectively.

(2) Refer to commentary regarding trading revenues beginning on page 40 of this Form 10-K.

(3) Refer to commentary regarding the CF business segment beginning on page 52 of this Form 10-K.

(4) Refer to commentary regarding loans held for sale beginning on page 121 of this Form 10-K.

(5) Refer to commentary regarding residential mortgage banking revenue beginning on page 43 of this Form 10-K.

(6) Refer to commentary regarding other income beginning on page 45 of this Form 10-K.

(7) Represents core banking and other activities that have been affected by challenging market conditions. Refer to business segments
commentary beginning on page 50 of this Form 10-K.

Consolidated Balance Sheet Growth

HUSI’ s consolidated total assets increased $24 billion (14%) during 2007. Balance sheet growth was primarily
driven by HUSI’ s deposit strategy during 2007, which improved HUSI' s liquidity position. The funds raised were
primarily invested in short-term, liquid assets such as trading assets which increased as aresult of higher levels of
trading activity in precious metals and derivatives businesses. Analysis of balance sheet growth and funding begins
on page 30 of this Form 10-K.



Deposit Strategy and Growth

HUSI has a growth strategy for its core banking network, which includes building deposits across multiple markets
and segments, and utilizing multiple delivery systems. This strategy includes various initiatives:

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

¢ emphasis on more competitive pricing with the introduction of high yielding products, including on-line

savings accounts. Since their introduction in 2005, internet savings balances have grown to $11 hillion, of

which $4 billion was 2007 growth. Substantially all of the 2007 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 was $14 billion and $12 hillion during the calendar years 2007 and 2006, respectively.
Deposit balances by major depositor categories are summarized on page 32 of this Form 10-K.

Transactions with HSBC Finance Corporation and Other HSBC Affiliates

Cooperation continued during 2007 between HUSI and HSBC Finance Corporation to identify synergiesin products
and processes. Synergies have been achieved in loan origination and servicing, card processing, I T contingency
rationalization, purchasing, call center cooperation, the shared use of HSBC' s service centers, and the consolidation
of certain administrative functions. HUSI and HSBC Finance Corporation will continue to work cooperatively on
product offerings and support functions.

In 2005, HUSI began acquiring residential mortgage loans from unaffiliated third parties with the intent of selling
these loans to an HSBC &ffiliate, HSBC Markets (USA) Inc. (HMUS). During 2006, HUSI also began acquiring
residential mortgage loans from HSBC Finance Corporation under this program. Loans acquired from unaffiliated
third parties and HSBC Finance Corporation primarily include sub-prime residential mortgage loans. In addition, a
number of prime adjustable rate mortgage loans originated by HUSI were identified for this program and were
being held with the intent of selling these loansto HMUS. HUSI now holds its remaining portfolio for saleto a
third party.

HUSI has routinely purchased private label credit card receivables from HSBC Finance Corporation since
December 2004. In addition, higher quality nonconforming residential mortgage loans were acquired from HSBC
Finance Corporation’s correspondent network from December 2003 until September 2005. 1n most cases, HSBC
Finance Corporation retained the right to service these portfolios. These purchases of residential mortgage and
other loans were discontinued as aresult of strategic balance sheet management initiatives intended to enhance
HUSI"sliquidity position, particularly itsloan to deposit ratio, and to address interest rate risk. Fees charged by
HSBC Finance Corporation for loan origination and servicing expenses, which are primarily recorded in the CF
segment, have increased mostly due to increased private label receivables.

HNAH'’ s technology services in North America are centralized in a separate subsidiary, HTSU. Technology related
assets and software developed or purchased are generally owned by HTSU. Pursuant to a master service level
agreement, HTSU charges HUSI for technology services and software development. Fees charged by HTSU to
HUSI for technology services expenses have increased in 2007, as HUSI continued to upgrade its technology
platform.

HUSI obtains certain underwriting, broker-dealer and administrative support services from HSBC and various other
affiliates. Fees charged by these affiliates for treasury and traded markets services provided to HUSI’ s Global
Banking and Markets segment have increased in 2007 due primarily to increased trading activity.



Details of these and other transactions with HSBC affiliates are presented in Note 21 of the consolidated financial
statements beginning on page 139 of this Form 10-K.

Geographic Distribution of Assets and Earnings

HUSI’ s foreign operations represented less than 6% of HUSI' s consolidated total assets at December 31, 2007 and
2006, and less than 10% of consolidated income before income tax expense for 2007, 2006 and 2005.

Regulation, Supervision and Capital

Through June 30, 2004, HUSI and HBUS were supervised and routinely examined by the State of New Y ork
Banking Department and the Board of Governors of the Federal Reserve System (the Federal Reserve). Effective
July 1, 2004, HBUS became a nationally chartered bank and is primarily supervised by the Office of the
Comptroller of the Currency (OCC). HUSI, as abank holding company, continues to be supervised by the Federal
Reserve. HUSI, HBUS, HBMD and HTCD are subject to banking laws and regul ations which place various
restrictions on and requirements regarding their operations and administration, including the establishment and
maintenance of branch offices, capital and reserve requirements, deposits and borrowings, investment and lending
activities, payment of dividends and numerous other matters. The Federal Reserve Act restricts certain transactions
between banks and their nonbank affiliates. Since the deposits of HBUS, HBMD and HTCD are insured by the
Federal Deposit Insurance Corporation (FDIC), HBUS, HBMD and HTCD are subject to relevant FDIC
regulations.

HBUS is required to maintain non-interest bearing cash reserves with the Federal Reserve Bank, which averaged
$256 million in 2007 and $311 million in 2006.

HUSI and HBUS are subject to various regulatory capital requirements administered by federal banking agencies.
Failure to meet minimum capital requirements can initiate certain mandatory actions and possibly additional
discretionary actions by regulators. Under capital adequacy guidelines and the regulatory framework for prompt
corrective action, specific capital guidelines must be met that involve quantitative measures of assets, liabilities, and
certain off-balance sheet items as cal culated under regulatory accounting practices. The capital amounts and
classifications are also subject to qualitative judgments by the regulators about components, risk weightings and
other factors.

HUSI’ s capital resources are summarized on page 34 of this Form 10-K.

Quantitative measures established by regulation to ensure capital adequacy require the maintenance of minimum
amounts and ratios of total and Tier 1 capital (as defined in banking regulations). Capital amounts and ratios for
HUSI and HBUS are summarized in Note 19 of the consolidated financial statements on page 137 of this Form
10-K. To be categorized as “well capitalized”, a banking institution must have the minimum ratios reflected in the
table included in Note 19 and must not be subject to a directive, order or written agreement to meet and maintain
specific capital levels.

From time to time, bank regulators propose amendments to or issue interpretations of risk-based capital guidelines.
Such proposals or interpretations could, upon implementation, affect reported capital ratios and net risk weighted
assets. U.S. regulators have adopted a new capital adequacy framework, which is further described under “Basel
Capital Standards’.

HBUS, HBMD and HTCD are subject to risk-based assessments from the FDIC, the U.S. Government agency that
insures deposits generally to a maximum of $100,000 per domestic depositor. During November 2006, the FDIC
adopted final regulations that implement a new risk-based assessment system. Depository institutions subject to
assessment are categorized based on supervisory ratings, financial ratios and long-term debt issuer ratings, with
those in the highest rated categories paying lower assessments. The new assessment rates, which took effect at the
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beginning of 2007, will vary between five and seven cents for every $100 of domestic deposits for nearly al banks.
Banks that paid premiums in the past will have assessment credits to offset some or al of the premiumsin 2007.

The Deposit Insurance Funds Act (DIFA) of 1996 authorized the Financing Corporation (FICO), aU.S.
Government corporation, to collect funds from FDIC insured institutions to pay interest on FICO bonds. The FICO
assessment rate in effect at December 31, 2007 was 1.14 percent of assessable deposits. The FICO assessment rate
is adjusted quarterly. HBUS, HBMD and HTCD are subject to a quarterly FICO premium.

The USA Patriot Act (the Patriot Act), effective October 26, 2001, imposed significant record keeping and customer
identity requirements, expanded the government’ s powers to freeze or confiscate assets and increased the available
penalties that may be assessed against financial institutions for violation of the requirements of the Patriot Act
intended to detect and deter money laundering. The Patriot Act required the U.S. Treasury Secretary to develop and
adopt final regulations with regard to the anti-money laundering compliance obligations of financia institutions (a
term which includesinsured U.S. depository ingtitutions, U.S. branches and agencies of foreign banks, U.S. broker-
dealers and numerous other entities). The U.S. Treasury Secretary delegated certain authority to a bureau of the
U.S. Treasury Department known as the Financial Crimes Enforcement Network (FinCEN).

Many of the anti-money laundering compliance requirements of the Patriot Act, asimplemented by FinCEN, are
generally consistent with the anti-money laundering compliance obligations that applied to HBUS under the Bank
Secrecy Act and applicable Federal Reserve Board regulations before the Patriot Act was adopted. Theseinclude
requirements to adopt and implement an anti-money laundering program, report suspicious transactions and implement
due diligence procedures for certain correspondent and private banking accounts. Certain other specific requirements
under the Patriot Act involve compliance obligations. The Patriot Act and other recent events have resulted in
heightened scrutiny of the Bank Secrecy Act and anti-money laundering compliance programs by the federal and state
bank regulators.

Basel Capital Standards (Basel 11)

HUSI is currently working toward compliance with final U.S. Basel 1l capital rule, published in December 2007. In
addition, HUSI supports HSBC's implementation of the Financial Services Authority’s (FSA) Basdl |1 capital rule.

HUSI’ s approach toward implementing the Basel framework is summarized beginning on page 76 of this Form
10-K.

Sarbanes-Oxley Act of 2002, Section 404 Compliance

As an SEC registrant of public debt and preferred shares, HUSI is required to comply with the Sarbanes-Oxley Act
of 2002. Section 404 of the Sarbanes-Oxley Act of 2002 (Section 404) requires registrants and their auditorsto
assess and report on internal controls over financial reporting on an annual basis. Under the SEC's current rules for
non-accel erated filers, HUSI was required to complete a management assessment of internal controls over financial
reporting for the fiscal year ending December 31, 2007. An audit of HUSI’ sinternal controls over financial
reporting, along with management’ s assessment of these controls, is required beginning in the fiscal year ending
December 31, 20009.

Asaforeign registrant, HSBC was required to comply with Section 404 beginning in the fiscal year ending
December 31, 2006. Asasubsidiary of aforeign registrant, HUSI has supported HSBC with its Section 404
compliance.

HUSI has adopted the internal control framework established by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO) to complete its management assessment of the effectiveness of internal controls
over financial reporting in compliance with Section 404. Certain other financial reporting risk assessment factors
have a so been included to ensure adeguate coverage of safeguarding of assets and anti-fraud risks.
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Competition

The Gramm-Leach-Bliley Act of 1999 (GLB Act), effective March 11, 2000, eliminated many of the regulatory
restrictions on providing financial services. The GLB Act alows for financial institutions and other providers of
financial productsto enter into combinations that permit a single organization to offer a complete line of financial
products and services. Therefore, HUSI and its subsidiaries face intense competition in all of the markets they
serve, competing with both other financial institutions and non-banking institutions such as insurance companies,
major retailers, brokerage firms and investment companies.

Following the enactment of the GLB Act, HUSI elected to be treated as a financial holding company (FHC). Asan
FHC, HUSI' s activitiesin the U.S. have been expanded enabling it to offer amore complete line of products and
services. HUSI s ability to engage in expanded financial activities as an FHC depends upon its meeting certain
criteria, including requirements that its U.S. depository institution subsidiary, HBUS, its forty percent owned
subsidiary, Wells Fargo HSBC Trade Bank N.A., HBMD and HTCD be well capitalized and well managed, and
that they have achieved at least a satisfactory record of meeting community credit needs during their most recent
examination pursuant to the Community Reinvestment Act. In general, an FHC would be required, upon natice by
the Federal Reserve Board, to enter into an agreement to correct any deficiency in the requirements necessary to
maintain its FHC election. Until such deficiencies are corrected, the Federal Reserve Board may impose limitations
on the conduct or activities of an FHC or any of its affiliates as it deems appropriate. If such deficiencies are not
corrected in atimely manner, the Federal Reserve Board may require an FHC to divest its control of any subsidiary
depository institution or to cease to engage in certain financial activities. As of December 31, 2007, no known
deficiencies exist, and HUSI is not subject to limitations or penalties relative to its status as an FHC.

Cautionary Statement on Forward-Looking Statements

Certain matters discussed throughout this Form 10-K constitute forward-looking statements within the meaning of
the Private Securities Litigation Reform Act of 1995. In addition, HUSI may make or approve certain statementsin
future filings with the SEC, in press releases, or oral or written presentations by representatives of HUSI that are not
statements of historical fact and may also constitute forward-looking statements. Words such as “may”, “should”,
“would”, “could”, “believes’, “intends’, “expects’, “estimates’, “targeted”, “plans’, “anticipates’, “goal” 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. These matters or statements will relate to future financial
condition, results of operations, plans, objectives, performance or business devel opments and will involve known
and unknown risks, uncertainties and other factors that may cause HUSI' s actual results, performance or
achievements to be materially different from that which was expressed or implied by such forward-looking
statements. Forward-looking statements are based on current views and assumptions and speak only as of the date
they are made. HUSI undertakes no obligation to update any forward-looking statement to reflect subsequent
circumstances or events.
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[tem 1A. Risk Factors

General Business, Economic, Political and Market Conditions

HUSI’ s business and earnings are affected by general business, economic, market and political conditionsin the
United States and abroad. Given its concentration of business activities in the United States, HUSI is particularly
exposed to downturnsin the United States economy. For example, in a poor economic environment there is greater
likelihood that more of HUSI’ s customers or counterparties could become delinquent or default on their loans or
other obligations. This could result in higher levels of charge offs and provisions for credit losses, which would
adversely affect HUSI’s earnings. General business, economic and market conditions that could affect HUSI
include, but are not limited to:

short-term and long-term interest rates;

inflation;

recession;

unemployment levels;

monetary supply and market liquidity;

fluctuations in both debt and equity capital markets in which HUSI funds its operations;
market value of consumer owned and commercial real estate throughout the United States;
consumer perception as to the availability of credit; and

the ease of filing for bankruptcy.

Certain changes to these conditions could diminish demand for HUSI' s products and services, or increase the cost to
provide such products or services. Recent trends in world-wide financial markets related to, among other things, the
growth of derivatives and hedge funds, could add instability and could change the way those markets work.

Political conditions may also impact HUSI's earnings. The economic health of geographic areas where HUSI has
greater concentrations of business may decline relative to other geographic regions, with related impacts on HUSI's
earnings. Acts or threats of war or terrorism, as well as actions taken by the United States or other governmentsin
response to such acts or threats, could affect business and economic conditions in the United States.

Competition

HUSI operatesin ahighly competitive environment. Competitive conditions are expected to continue to intensify as
continued merger activity in the financial servicesindustry produces larger, better-capitalized and more
geographically diverse companies. New products, customers and channels of distribution are constantly emerging.
Such competition may impact the terms, rates, costs and/or profits historically included in the financial products
HUSI offers or purchases. The traditional segregation of commercial and investment banks has all but eroded.
There is no assurance that the significant and increasing competition within the financia services industry will not
materially and adversely affect HUSI’ s future results of operations.

Federal and State Regulation

HUSI operatesin a highly regulated environment. Changesin federal, state and local laws and regulations affecting
banking, consumer credit, bankruptcy, privacy, consumer protection or other matters could materially impact
HUSI’s performance. For example, anti-money laundering requirements under the Patriot Act are frequently
revisited by the U.S. Congress and Executive Agencies. Broad or targeted legidative or regulatory initiatives may
be aimed at lenders operating in consumer lending markets. These initiatives could affect HUSI in substantial and
unpredictable ways, including limiting the types of consumer loan products it can offer. In addition, there may be
amendments to, and new interpretations of, risk-based capital guidelines. HUSI cannot determine whether such
legidlative or regulatory amendments will be instituted or predict the impact that such amendments would have on
results.
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Changesin Accounting Standards

HUSI’ s accounting policies and methods are fundamental to how HUSI records and reportsits financial condition
and the results of its operations. From time to time, the Financial Accounting Standards Board (FASB), the SEC
and bank regulators, including the Office of Comptroller of the Currency and the Board of Governors of the Federal
Reserve System, change the financial accounting and reporting standards that govern the preparation of external
financial statements. These changes are beyond HUSI' s control, can be hard to predict and could materially impact
how HUSI reportsits financial condition and the results of its operations.

Management Financial Projections and Judgments

HUSI’s management is required to use certain estimates in preparing financial statements, including accounting
estimates to determine |oan loss reserves, reserves related to litigation, and the fair market value of certain assets
and liabilities, among other items. In particular, |oan loss reserve estimates are judgmental and are influenced by
factors outside of HUSI’ s control. Actual results could differ from those estimates.

Lawsuits and Regulatory I nvestigations and Proceedings

HUSI or one of its subsidiaries may be named as a defendant in various legal actions, including class actions and
other litigation or disputes with third parties, as well as investigations or proceedings brought by regulatory
agencies. These actions may result in judgments, settlements, fines, penalties or other results, including additional
compliance requirements, adverse to HUSI which could have a material adverse effect on HUSI' s business,
financial condition or results of operations, or cause serious reputational harm.

Operational Risks

HUSI’ s businesses are dependent upon its ability to process alarge number of increasingly complex transactions. |If
any of HUSI' s accounting, data processing and other record keeping systems and management controls fail or have
other significant shortcomings, HUSI could be materially and adversely affected. HUSI is similarly dependent on
its employees. HUSI could be materially and adversely affected if an employee causes a significant operational
break-down or failure, either as aresult of human error or where an individual intentionally sabotages or
fraudulently manipulates HUSI' s operations or systems. Third parties with which HUSI does business could also be
sources of operational risk, including risks associated with break-downs or failures of such parties' own systems or
employees. Any of these occurrences could result in diminished ability of HUSI to operate one or more of its
businesses, potential liability to clients, reputational damage and regulatory intervention, all of which could have a
meaterial adverse effect on HUSI.

HUSI may also be subject to disruptions of its operating systems and businesses arising from events that are wholly
or partially beyond its control. These may include:

computer viruses or electrical or telecommunications outages,

natural disasters, such as hurricanes and earthquakes;

events arising from local or regional politics, including terrorist acts;

unforeseen problems encountered while implementing major new computer systems; or

global pandemics, which could have a significant effect on HUSI’ s business operations as well ason HSBC
affiliates world-wide.

Such disruptions may give rise to lossesin service to customers, an inability to collect receivablesin affected areas
and other loss or liability to HUSI.
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In recent years, instances of identity theft and fraudulent attempts to obtain persona and financial information from
individuals and from companies that maintain such information pertaining to their customers have become more
prevalent. Use of the internet for these purposes has also increased. Such acts can have the following possible
impacts:

threaten the assets of customers and of HUS!;

negatively impact customer credit ratings;

impact customers’ ability to repay loan balances;

increase costs for HUSI to respond to such threats and to enhance its processes and systems to ensure maximum
security of data; or

e damage HUSI' s reputation from public knowledge of intrusion into its systems and databases.

Thereistherisk that HUSI' s controls and procedures, business continuity planning, and data security systems could
prove to be inadequate. Any such failure could affect HUSI’ s operations and could have a material adverse effect
on HUSI’ sresults of operations by requiring HUSI to expend significant resources to correct the defect, as well as
by exposing HUSI to litigation or losses not covered by insurance.

Changes to operational practices from time to time could materially impact HUSI’ s performance and results. Such
changes may include:

e raising the minimum payment on credit card accounts;

e determinationsto acquire or sell private label credit card receivables, residential mortgage loans and other
loans;

e changesto customer account management, risk management and collection policies and practices;

e increasing investment in technology, business infrastructure and specialized personnel; or

e outsourcing of various operations.

Liquidity

Adequate liquidity is critical to HUSI' s ability to operate its businesses, grow and be profitable. A compromiseto
liquidity caused by market disruptions and other events could therefore have a negative effect on HUSI. Potential
conditions that could negatively affect HUSI' s liquidity include:

diminished access to capital markets;

unforeseen cash or capital requirements;

an inability to sell assets; and

an inability to obtain expected funding from HSBC affiliates and clients.

HUSI' s credit ratings are an important part of maintaining liquidity. Any downgrade in credit ratings could
potentially increase borrowing costs, limit access to capital markets, require cash payments or collateral posting, and
permit termination of certain contracts material to HUS!.

Acquisition I ntegration

HUSI hasin the past, and may again in the future, seek to grow its business by acquiring other businesses or loan
portfolios. There can be no assurance that acquisitions will have the anticipated positive results, including results
relating to:

the total cost of integration;

the time required to complete the integration;
the amount of longer-term cost savings; or

the overall performance of the combined entity.
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Integration of an acquired business can be complex and costly, and may sometimes include combining relevant
accounting, data processing and other record keeping systems and management controls, as well as managing
relevant relationships with clients, suppliers and other business partners, as well as with employees.

There is no assurance that any businesses or portfolios acquired in the future will be successfully integrated and will
result in all of the positive benefits anticipated. If HUSI is not able to successfully integrate acquisitions, thereis
therisk that its results of operations could be materially and adversely affected.

Risk Management

HUSI seeks to monitor and manage its risk exposure through a variety of separate but complementary financial,
credit, market, operational, compliance and legal reporting systems, including models and programs that predict
loan delinquency and loss. While HUSI employs a broad and diversified set of risk monitoring and risk mitigation
techniques, those techniques and the judgments that accompany their application cannot anticipate every
unfavorable event or the specifics and timing of every outcome. Accordingly, HUSI’ s ability to successfully
identify and balance risks and rewards, and to manage all significant risks, is an important factor that can
significantly impact results of operations.

Employee Attraction and Retention

HUSI’s employees are its most important resource and, in many areas of the financial services industry, competition
for qualified personnel isintense. If HUSI were unable to continue to attract and retain qualified employees to
support the various functions of its business, HUSI' s performance, including its competitive position, could be
materially and adversely affected.

Reputational Risk

HUSI’ s ability to attract and retain customers and conduct business transactions with its counterparties could be
adversely affected to the extent that its reputation, or the reputation of affiliates operating under the HSBC brand,
are damaged. Failure to address, or appearing to fail to address, various issues that could give rise to reputational
risk could cause harm to HUSI and its business prospects. Reputational issues include, but are not limited to:

appropriately addressing potentia conflicts of interest, legal and regulatory requirements;

ethical issues;

adequacy of anti-money laundering processes,

privacy issues,

record-keeping;

sales and trading practices,

proper identification of the legal, reputational, credit, liquidity and market risks inherent in products offered;
and

e general company performance.

The failure to address these issues appropriately could make customers unwilling to do business with HUSI, which
could adversely affect its results of operations.
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Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

The principal executive offices of HUSI arelocated at 452 Fifth Avenue, New Y ork, New Y ork 10018, which is
owned by HBUS. The main office of HBUS islocated at 1105 N. Market Street, Wilmington, Delaware 19801.
The principal executive offices of HBUS are located at One HSBC Center, Buffalo, New Y ork 14203, in a building
under along-term lease. HBUS has more than 385 other banking officesin New Y ork State located in 44 counties,
twenty-three branches in California, seventeen branches each in Florida and New Jersey, two branchesin
Pennsylvania and one branch each in Oregon, Washington State, Delaware and Washington D.C. Approximately
29% of these offices are located in buildings owned by HBUS and the remaining are located in leased quarters. In
addition, there are branch offices and locations for other activities occupied under various types of ownership and
leaseholds in states other than New Y ork, none of which are materially important to the respective activities. HBUS
also owns propertiesin Montevideo, Uruguay and Punta del Este, Uruguay.

Item 3. Legal Proceedings

HUSI’s legal proceedings are summarized in Note 25 of the consolidated financial statements beginning on page
152 of this Form 10-K.

Item 4. Submission of Mattersto a Vote of Security Holders

Not applicable.

PART II

Item 5. Market for the Registrant’s Common Equity, Related Stockholder Matters and | ssuer
Purchases of Equity Securities

All 706 shares of HUSI' s outstanding stock are owned by HSBC North America Inc. (HNALI), an indirect subsidiary
of HSBC. Consequently, thereis no public market in HUSI's common stock.
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Item 6. Selected Financial Data

Year Ended December 31 2007 2006 2005 2004 2003
($in millions)
I ncome statement:
Net interest iNCOME .....cvevevveeveveeeereeereeees 3,398 $ 3,081 $ 3,063 $ 2,741 $ 2,510
(Provision) credit for credit losses . (1,522) (823) (674) 17 (113)
Total other revenues ..........cccveevvereeerieennens 1,847 2,563 1,911 1,319 1,154
Total operating EXPeNnSeS .........ccvveereceeuennns (3,586) (3,255) (2,758) (2,101) (2,040)
Income tax benefit (eXpense) ..........ccoccuueeee. 1 (530) (566) (718) (570)
NEL INCOME .. 138 $ 1,036 $ 976 $ 1,258 $ 941
Balances at year end:
Loans, net of allowance ..........ccccceeeveeveereenee. 93,535 $ 89,340 $ 89,496 $ 84,159 $ 48,075
Total assets ...ooverveeceenee 188,373 164,817 151,584 141,050 95,562
Total tangible assets .. 185,633 162,054 148,845 138,310 92,736
Total deposits ........coceereerenee . 116,228 102,146 90,292 79,981 63,955
Common shareholder’s equity ............cccc..... 9,672 10,571 10,278 10,366 6,962
Tangible common shareholder’s equity ....... 7,297 8,034 7,562 7,611 4,022
Total shareholders’ equity ........ccoveevrereecnnee 11,237 12,261 11,594 10,866 7,462
Selected financial ratios:
Total shareholders’ equity to total assets ..... 597 % 744 % 765 % 770 % 781 %
Tangible common shareholder’ s equity
to total tangible assets .........c.cceveeeriininenene 3.93 4.96 5.08 5.50 4.34
Rate of return on average (1):
TOtal @SSELS ... .08 .64 .66 112 1.02
Total common shareholder’s equity ...... 37 9.03 8.78 16.35 13.06
Net interest margin to average (1):
Earning assets ..o 2.36 2.26 2.49 3.00 3.39
Total 8SSELS ....cvevvirereccrcicee e 1.99 191 2.09 2.46 2.76
Averagetotal shareholders’ equity to
average total assets (1) «.ovvvevvveeerececerieeenenne 7.02 7.39 7.85 7.18 8.20
Efficiency ratio (2) ......c.ccovvvveniccnninininns 68.34 57.66 55.44 51.73 55.65

(1) Selected financia ratios are defined in the Glossary of Terms beginning on page 91 of this Form 10-K.

(2) Representstheratio of total operating expenses, reduced by minority interest, to the sum of net interest income and other revenues.

Significant trends and transactions that impacted net income for 2007 and 2006 are summarized on pages 35-49 of

this Form 10-K.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of
Operations

Executive Overview

Adverse conditions, particularly in the U.S. mortgage and credit markets, led to substantial declinesin trading and
other income and to increases in provisions for consumer assets during the second half of 2007. Thisresulted in
income before income tax expense of $137 million for the year ended December 31, 2007, a decrease of 91% from
2006. Net income decreased 87% to $138 million in 2007 from 2006.

Revenues decreased significantly led by declinesin trading revenues and negative valuation adjustments on assets
held for sale as market disruptions resulted in significantly wider credit spreads and severely diminished liquidity.
These market conditions trandated into substantial write-downsin the carrying value of several asset classes,
including sub-prime residential mortgage and leveraged commercial loans held for sale, credit derivative products,
including derivative contracts with monoline insurance companies, and other derivative trading activities. Trading
revenues also reflect the decrease in value of derivative trading instruments used to hedge an investment in Class B
shares issued by MasterCard, Incorporated, the fair value of which has increased significantly but which cannot be
recognized until the investment is sold. The decrease was partially offset by gains on sale of a portion of HUSI’s
investment in certain Class B shares, increased fees from credit card receivable portfolios, payments and cash
management revenues and increased trading revenue from the foreign exchange desk.

The provision for credit losses increased significantly in 2007, primarily due to growing delinquencies within the
credit card portfolio, arefinement to credit card loss reserve methodology and higher average credit card receivable
balances. Provisions related to home equity lines of credit have also increased due to a higher rate of delinquencies
in the portfolio during 2007 as conditions in the housing markets deteriorated. In addition, provisions for credit
losses on consumer assets were unusually low in 2006, due to the impact of bankruptcy legislation enacted in 2005,
which resulted in accelerated consumer charge offs and higher provision expense during 2005.

Net interest income was $3,398 million for 2007, an increase of 10% over 2006. Thisincrease primarily resulted
from growth in the private label credit card portfolio, reduced amortization of the initial premium paid for the
portfolio and a more refined income recognition methodol ogy on promotional balances. In addition, retail and
commercial business expansion initiatives, including continued focus on the Online Savings product, new branches,
expansion of services and products to small business customers and increased payments and cash management
activities led to growth in deposits and commercia loans. Income from short term investments also increased as
excess liquidity wasinvested. These increases were partially offset by narrowing of interest rate spreads on core
banking products primarily due to competitive pressures as customers migrated to higher yielding deposit products
and lower interest income from residential mortgage loans due to the impact of balance sheet initiatives to reduce
the portfolio.

Operating expenses were negatively impacted for 2007 by a $70 million litigation charge related to Visa (Refer to
Note 25 of the consolidated financia statements beginning on page 152 of this Form 10-K for commentary
regarding Visalitigation) but also reflect higher salaries, marketing and other direct expenses related to business
expansion initiatives in the retail and commercial businesses, as well as higher technology and other costs to support
the build-out of enhanced product and service platforms.

During the first quarter of 2007, after a thorough review of its deferred income taxes, HUSI increased the carrying
value of its deferred tax asset, with a corresponding decrease in income tax expense. The remaining decreasein
income tax expense was mainly due to a concentration of normal tax credits, an adjustment of the tax provision to
reflect the actual tax return liabilities and alowering of the effective rate due to a change in the sourcing of income.
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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).

I nternational Financial Reporting Standards (IFRS)

Effective January 1, 2007, corporate goals of HUSI are based upon results reported under IFRS (anon-U.S. GAAP
measure). Operating results for HUSI are now monitored and reviewed, trends are being evaluated, and decisions
are being made about allocating certain resources on an IFRS basis. In addition, HSBC reportsitsresultsin
accordance with IFRS and IFRS results are used by HSBC in measuring and rewarding performance of employees.
The following table reconciles HUSI' s net income on aU.S. GAAP basis to net income on an |FRS basis.

Year Ended December 31 2007 2006 2005
(in millions)
Net income—U.S. GAAPbasis ..o $ 138 $ 1,036 $ 976
Adjustments, net of tax:

Unquoted equity securities .................... 58 26 -

Fair value option 124 (49) 18

Loan origination 15 - (7

Loan impairment ............ccocoeevvnniiennes 3 2 (12)

Purchase accounting/deferred taxes ...... - (21 -

Stock based compensation ..................... - 5) a7

Property ... 13 1) (46)

Pension costs 16 6 5

()11 19 (8) 15
Total adjustments, net of tax .........c.cccceeeuee 248 (54) (43)
Net income — IFRSDasis ....cococeveveeereeinenee $ 386 $ 982 $ 933

Differences between U.S. GAAP and IFRS are as follows:

Unquoted equity securities

HUSI holds certain equity securities whose market price is not quoted on a recognized exchange, but for which the
fair value can be reliably measured either through an active market, comparison to similar equity securities which
are quoted, or by using discounted cash flow calculations.

IFRS

e Under IAS 39, equity securities which are not quoted on a recognized exchange, but for which fair value can be
reliably measured, are required to be measured at fair value. Accordingly, such securities are measured at fair
value and classified as either available-for-sale securities, with changesin fair value recognized in other
comprehensive income, or as trading securities, with changesin fair value recognized in income.

U.S. GAAP

e Under SFAS 115, equity securities that are not quoted on a recognized exchange are not considered to have a
readily determinable fair value and are required to be measured at cost, |ess any provisions for impairment.
Unquoted equity securities are reported within “Other assets’.

I mpact

e Changesinfair values of equity securities for which IFRS requires recognition of the change and U.S. GAAP

requires the securities to be held at cost, impact net income when the security is classified as trading under
IFRS and impact shareholders’ equity when the security is classified as avail able-for-sale under IFRS.
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Fair value option

IFRS

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 financia 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 instruments is provided internally on that basisto
management; or

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

Financial assets and financial liabilities so designated are recognized initialy 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 which it is made. Financial assets and
financial liabilities are recognized using trade date accounting.

Gains and 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

Generally, for financial assets to be measured at fair value with gains and losses recognized immediately in the
income statement, 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.

Since January 1, 2006, HUSI has accounted for hybrid financial instruments under the provisions of SFAS 155,
Accounting for Certain Hybrid Financial Instruments. Hybrid financial instruments that contain an embedded
derivative that would otherwise require bifurcation are, where designated through an irrevocable election,
initially and subsequently measured at fair value, with changesin fair value recognized through net income.

I mpact

HUSI has principally 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 movementsin 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.

Under U.S. GAAP, debt issues are generally reported at amortized cost. There are circumstances, by virtue of
different technical requirements and the transition arrangements to IFRS, where derivatives providing an
economic hedge for an asset or liability, and so designated under IFRS, are not so treated under U.S. GAAP,
thereby creating a reconciliation difference and asymmetrical accounting between the asset and liability and the
offsetting derivative.
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Loan origination
IFRS

e Certain loan fee income and incremental directly attributable |oan origination costs are amortized to the income
statement over the life of the loan as part of the effective interest calculation under 1AS 39.

U.S. GAAP

e Certain loan fee income and direct loan origination costs, including an apportionment of overheads, are
amortized to the income statement over the life of the loan as an adjustment to interest income (SFAS No. 91,
“Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial
Direct Costs of Leases’).

I mpact

e During the year ended 2007, the net costs amortized against earnings under U.S. GAAP exceeded net costs
amortized under IFRS.

Loan impairment
IFRS

o  When statistical models, using historic loss rates adjusted for economic conditions, provide evidence of
impairment in portfolios of loans, their values are written down to their net recoverable amount. The net
recoverable amount is the present value of the estimated future recoveries discounted at the portfolio’s origina
effective interest rate. The calculations include areasonable estimate of recoveries on loans individually
identified for write-off pursuant to HUSI' s credit guidelines.

U.S. GAAP

e When the delinquency status of loansin a portfolio is such that there is no realistic prospect of recovery, the
loans are written off in full, or to recoverable value where collateral exists. Delinquency depends on the
number of days payment isoverdue. The delinquency statusis applied consistently across similar loan products
in accordance with HUSI’ s credit guidelines. When local regulators mandate the delinquency status at which
write-off must occur for different retail loan products and these regul ations reasonably reflect estimated
recoveries on individual loans, this basis of measuring loan impairment isreflected in U.S. GAAP accounting.
Cash recoveries relating to pools of such written-off loans, if any, are reported as |oan recoveries upon
collection.

I mpact

e Under both IFRS and U.S. GAAP, HUSI’ s policy and regulatory instructions mandate that individual loans
evidencing adverse credit characteristics which indicate no reasonable likelihood of recovery are written off.
When, on a portfolio basis, cash flows can reasonably be estimated in aggregate from these written-off loans,
an asset equal to the present value of the future cash flowsis recognized under IFRS.

e No asset for future recoveries arising from written-off assets was recognized in the balance sheet under IFRS
prior to January 1, 2005.

e The establishment of the recovery asset under |FRS associated with the private label credit card portfolio
purchased from HSBC Finance Corporation resultsin higher earnings under IFRS than under U.S. GAAP in
theinitial period and higher earnings under U.S. GAAP when subsequent recoveries are made.

e Net interest incomeis higher under IFRS than under U.S. GAAP due to the imputed interest on the recovery
asset.
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Purchase accounting/deferred taxes
IFRS

e Deferred tax amounts are recorded in the consolidated balance sheets to recognize differences between the tax
bases and the cost of assets and liabilities recorded pursuant to an acquisition. Subsequent changes to the
estimates of the tax bases are recorded as an adjustment of current period earnings.

U.S. GAAP

e Changesin tax estimates of the basis in assets and liabilities or other tax estimates recorded at the date of
acquisition are adjusted against goodwill.

I mpact

e |n 2006, adeferred tax asset related to a previous acquisition was adjusted against the related goodwill account
for U.S. GAAP reporting. Under IFRS, this adjustment was charged to earnings.

Stock-based compensation
IFRS

e |FRS 2, Share-Based Payment, requires that when annual bonuses are paid in restricted shares and the
employee must remain with HSBC for afixed period in order to receive the shares, the award is expensed over
that period.

U.S. GAAP

e For awards made before July 1, 2005, SFAS 123, Accounting for Stock Based Compensation requires that
compensation cost be recognized over the period(s) in which the related employee services are rendered. HUSI
has interpreted this service period as the period to which the bonus rel ates.

e  For 2005 bonuses, awarded in early 2006, HSBC followed SFAS 123 (revised 2004), Share-Based Payment
(SFAS 123R). SFAS 123Risconsistent with IFRS 2 in requiring that restricted bonuses are expensed over the
period the employee must remain with HSBC. However, SFAS 123R only applies to awards made after the
date of adoption, which for HUSI is July 1, 2005.

Impact

e Some of the bonuses awarded in respect of 2002, 2003 and 2004 were recognized over the relevant vesting
period and were, therefore, expensed in net income under |FRS during 2005. Under U.S. GAAP, these awards
were expensed in the years for which they were granted. 2005 bonuses will be expensed over the vesting
period under both IFRS and U.S. GAAP. Net income was, therefore, higher under U.S. GAAP in 2005.

e |FRSand U.S. GAAP are now largely aligned and this transition difference has now been eliminated.
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Property
IFRS

e Under the transition rules of IFRS 1, HSBC has €elected to freeze the value of its properties at their January 1,
2004 valuations. These are the “deemed cost” of properties under IFRS. They will not be revalued in the
future. Assets held at historical or deemed cost are depreciated except for freehold land.

e Investment properties are recognized at current market values with gains or losses recognized in net income for
the period. Investment properties are not depreciated.

U.S. GAAP

e U.S. GAAP does not permit revaluations of property, including investment property, although it requires
recognition of asset impairment. Any realized surplus or deficit is, therefore, reflected in net income on
disposal of the property. Depreciation is charged on al properties based on cost.

I mpact

e Under IFRS, the value of property held for own use reflects revaluation surpluses recorded prior to January 1,
2004. Conseguently, the values of tangible fixed assets and shareholders' equity are lower under U.S. GAAP
than under IFRS.

e Thereisacorrespondingly lower depreciation charge and higher net income as well as higher gains (or smaller
losses) on the disposal of fixed assets under U.S. GAAP.

e For investment properties, net income under U.S. GAAP does not reflect the unrealized gain or loss recorded
under IFRS for the period.

Pension costs

IFRS

e |naccordance with IAS 19 (revised 2006), HSBC has elected to record all actuarial gains and losses on the
pension surplus or deficit in the year in which they occur within the * Consolidated statement of recognized
income and expense’.

U.S. GAAP

e SFAS 87 does not permit recognition of all actuarial gains and lossesin a statement other than the primary
income statement. As permitted by U.S. GAAP, HSBC uses the ‘corridor method', whereby actuarial gains and
losses outside a certain range are recognized in the income statement in equal amounts over the remaining
service lives of current employees. That range is 10 per cent of the greater of plan assets and plan liabilities.
The remaining additional minimum pension liability and the transition to SFAS 158 are recognized directly in
Other comprehensive income (OCI).

Impact

e Netincome under US GAAP islower than under IFRS as aresult of the amortization of the amount by which
actuarial losses exceed gains beyond the 10 per cent ‘corridor'.

Other

In 2007, other includes the net impact of certain adjustments which represent atemporary difference between U.S.
GAAP and IFRS. These adjustments were not individually material for the years ended 2007, 2006 and 2005.
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Critical Accounting Palicies

HUSI’s consolidated financial statements are prepared in accordance with U.S. GAAP. The significant accounting
policies used in the preparation of HUSI' s consolidated financial statements are more fully described in Note 2 to
the accompanying consolidated financial statements beginning on page 103 of this Form 10-K.

Many of HUSI’ s significant accounting policies require complex judgments to estimate values of assets and
liabilities. In making these judgments, management must make certain estimates and assumptions that affect the
reported amounts of assets, liabilities, revenues, and expenses. Because changes in such estimates and assumptions
could significantly affect HUSI’ s reported financial position or results of operations, detailed policies and control
procedures have been established to ensure that valuation methods, including judgments made as part of such
methods, are well controlled, independently reviewed, and applied consistently from period to period.

Of the significant accounting policies used in the preparation of HUSI’ s consolidated financial statements, the items
discussed below require critical accounting estimates involving a high degree of judgment and complexity.

Allowance for Credit Losses

HUSI lends money to others, resulting in risk that borrowers may not repay amounts owed when they become
contractually due. Consequently, an allowance for credit lossesis maintained at alevel that is considered
appropriate to cover estimates of probable losses of principal, interest and feesin the existing portfolio. Allowance
estimates are reviewed periodically, and adjustments are reflected through the provision for credit lossesin the
period when they become known. The accounting estimate relating to the allowance for credit lossesisa“ critical
accounting estimate” for the following reasons:;

e changesin such estimates could significantly impact HUSI’ s credit loss reserves and provision for credit losses;

e estimates related to the reserve for credit |osses require consideration of future delinquency and charge off
trends, which are uncertain and require a high degree of judgment; and

o theallowancefor credit losses is influenced by factors outside of HUSI's control. Customer payment patterns,
economic conditions, bankruptcy trends and changesin laws and regulations all have an impact on the
estimates.

HUSI’s allowance for credit losses is regularly assessed for adequacy through a detailed review of the loan
portfolio. The allowance is comprised of two balance sheet components:

o theallowance for credit losses, which is carried as a reduction to loans on the balance sheet, includes reserves
for anticipated losses associated with all loans and |eases outstanding; and

o thereservefor off-balance sheet risk, which is recorded in other liabilities, includes probable and reasonably
estimable losses arising from off-balance sheet arrangements such as letters of credit and undrawn
commitments to lend.

Both types of reservesinclude amounts calculated for specific individual loan balances and for collective [oan
portfolios depending on the nature of the exposure and the manner in which risks inherent in that exposure are
managed.

e All commercial loans that exceed five hundred thousand dollars are evaluated individually for impairment.
When aloan isfound to be “impaired”, a specific reserveis calculated. Reserves against impaired loans are
determined primarily by an analysis of discounted expected cash flows expected by HUSI with reference to
independent valuations of underlying loan collateral and also considering secondary market prices for
distressed debt where appropriate.

e Loanswhich are not individually evaluated for impairment are pooled into homogeneous categories of loans
and evaluated to determineif it is deemed probable, based on historical data, that aloss has been realized even
though it has not yet been manifested in a specific loan.
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For consumer receivables and certain small business revolving loans, HUSI uses aroll rate methodology (statistical
analysis of historical trends used to estimate the probability of continued delinquency, ultimate charge off, and
amount of consequential |oss assessed at each time period for which payments are overdue) to support the
estimation of inherent losses. The results of these models are reviewed by management in conjunction with changes
in risk selection, changes in underwriting policies, national and local economic trends, trends in bankruptcy, loss
severity and recoveries, and months of loss coverage. The resulting loss coverage ratio varies by portfolio based on
inherent risk and, where applicable, regulatory guidance. Roll rates are regularly updated and benchmarked against
actual outcomes to ensure that they remain appropriate.

An advanced credit risk methodology is utilized to support the estimation of losses inherent in pools of
homogeneous commercial loans, leases and off-balance sheet risk. This methodology uses the probability of default
from the customer rating assigned to each counterparty, the “Loss Given Default” rating assigned to each
transaction or facility based on the collateral securing the transaction, and the measure of exposure based on the
transaction. A suite of models, tools and templates is maintained using quantitative and statistical techniques, which
are combined with expert judgment to support the assessment of each transaction. These were developed using
internal data and supplemented with data from external sources which was judged to be consistent with HUSI' s
internal credit standards. These advanced measures are applied to the homogeneous credit pools to estimate the
reserves required.

The results from the advanced commercial analysis, consumer roll rate analysis and the specific/impairment
reserving process are reviewed each quarter by a Credit Reserve Committee co-chaired by the Chief Financial
Officer and Chief Credit Officer. This committee also considers other observable factors, both internal to HUSI and
external in the general economy, to ensure that the estimates provided by the various models adequately include all
known information at each reporting period. The Credit Reserve Committee may add to or reduce a general
unallocated allowance to account for any observable factor not considered in the various models, for small
portfolios or period ending manual entries not considered in a model and to recognize modeling imperfections. The
credit reserves and the results of the Credit Reserve Committee are reviewed with HUSI' s Credit Risk Management
Committee and the Board of Directors' Audit Committee each quarter.

HUSI recognizes however, that there is a high degree of subjectivity and imprecision inherent in the process of
estimating losses utilizing historical data. Accordingly, a discretionary component of the allowance for credit losses
for unspecified potential losses inherent in the loan portfolios is provided based upon an evaluation of certain
portfolio risk factors which, for consumer loans, may not be reflected in the statistical roll rate analysis. Critical
factors include the impact of the national economic cycle, migration of loans within non-criticized loan portfolios,
and loan portfolio concentration.

Additional credit quality related analysis begins on page 59 of this Form 10-K. HUSI's approach toward credit risk
management begins on page 77 of this Form 10-K.

26



Goodwill I mpairment

Goodwill is not subject to amortization but is tested for possible impairment at least annually or more frequently if
events or changes in circumstances indicate that the asset might be impaired. Impairment testing requires that the

fair value of each reporting unit be compared to its carrying amount, including the goodwill. Significant and long-
term changesin industry and economic conditions are considered to be primary indicators of potential impairment.

Impairment testing of goodwill isa“critical accounting estimate” due to the significant judgment required in the use
of discounted cash flow models to determine fair value. Discounted cash flow modelsinclude such variables as
revenue growth rates, expense trends, interest rates and terminal values. Based on an evaluation of key data and
market factors, management’s judgment is required to select the specific variables to be incorporated into the
models. Additionally, the estimated fair value can be significantly impacted by the cost of capital used to discount
future cash flows. The cost of capital percentage is generally derived from an appropriate capital asset pricing
model, which itself depends on a number of financial and economic variables which are established on the basis of
management’ s judgment. When management’s judgment is that the anticipated cash flows have decreased and/or
the cost of capital hasincreased, the effect will be alower estimate of fair value. If the fair value is determined to
be lower than the carrying value, an impairment charge will be recorded and net income will be negatively
impacted.

Reporting units were identified based upon an analysis of each of HUSI' sindividual operating segments. A
reporting unit is defined as any distinct, separately identifiable component of an operating segment for which
complete, discrete financial information is available that management regularly reviews. Goodwill was allocated to
the carrying value of each reporting unit based on its relative fair value. Refer to Note 24 beginning on page 147 of
this Form 10-K for an alocation of recorded book value of goodwill by segment.

HUSI has established July 1 of each year as the date for conducting its annual goodwill impairment assessment. At
July 1, 2007, there were no individual reporting units with afair value less than carrying value, including goodwill.
Thefair value calculations were al so tested for sensitivity to reflect reasonable variations, including stress testing of
certain attributes such as cost saves, terminal values and the discount rate. Results of these tests were taken into
consideration by management during the review of the annual goodwill impairment test.

Asaresult of adifficult business climate and the market volatility which occurred during the second half of 2007,
HUSI performed an interim goodwill test in the Global Banking and Markets business segment, formerly Corporate,
Investment Banking and Markets (CIBM), as of December 31, 2007. The results of this test showed the fair value
of this business unit exceeded the carrying value including goodwill that was assigned. Based on these results,
HUSI determined goodwill was not impaired in this business segment at December 31, 2007.

Fair Value of Financial I nstruments and MSRs

A substantial portion of HUSI' s assets and liabilities are carried at fair value. These include trading assets and
liahilities, including derivatives and commodities held for trading, derivatives used for hedging, securities available
for sale, and mortgage servicing rights (MSRs). Loans held for sale, which are carried at the lower of amortized
cost or fair value, are also reported at fair value when their amortized cost exceeds their current fair value.

Fair valueis defined as the amount at which an asset or liability could be exchanged in a current transaction
between willing parties, other than in aforced or liquidation sale. Thefair value of a significant mgjority of HUSI's
assets and liabilities that are reported at fair value is based on quoted market prices or on internally developed
valuation models that utilize observable market parameters, including interest rate yield curves, volatilities, option
adjusted spreads, and currency rates.
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For certain assets and liabilities, however, quoted market prices and observable market parameters are not available.
For these items, fair value is estimated using internally-devel oped val uation models that require the use of
significant management judgment to estimate certain required valuation parameters. The following isadescription
of the significant estimates used in the valuation of assets and liabilities for which quoted market prices and
observable market parameters are not available.

Derivatives — Fair value estimates for the majority of HUSI’ s derivative instruments are based on quoted market
prices or on internally developed models that utilize independently sourced market parameters, including interest
rate yield curves, option volatilities, and currency rates. Where such market datais not available, derivative
instruments are valued using discounted cash flow modeling techniques that require the company to estimate the
amount and timing of future cash flows. These estimates are susceptible to significant change in future periods as
market conditions change.

The company may adjust certain values derived using the methods described above in order to ensure that those
values represent appropriate estimates of fair value. These adjustments, which are applied consistently over time,
are generally required to reflect factors, such as liquidity and concentration concerns and counterparty credit risk,
that can affect pricesin arms-length transactions with unrelated third parties. Finally, other factors such as model
assumptions, market dislocations and unexpected correlations can affect estimates of fair value. Imprecisionin
estimating these factors can impact the amount of revenue or loss recorded for a particular position.

Derivatives designated as qualified hedges are tested for effectiveness. For these transactions, assessments are
made at the inception of the hedge and on arecurring basis, whether the derivative used in the hedging transaction
has been and is expected to continue to be highly effective in offsetting changesin fair values or cash flows of the
hedged item. This assessment is conducted using statistical regression analysis.

If it is determined as aresult of this assessment that a derivative is not expected to be a highly effective hedge or
that it has ceased to be a highly effective hedge, hedge accounting is discontinued as of the quarter in which such
determination was made. The assessment of the effectiveness of the derivatives used in hedging transactionsis
considered to be a“critical accounting estimate” due to the use of statistical regression analysisin making this
determination. Similar to discounted cash flow modeling techniques, statistical regression analysis also requires the
use of estimates regarding the amount and timing of future cash flows, which are susceptible to significant changes
in future periods based on changes in market rates. Statistical regression analysis also involves the use of additional
assumptions including the determination of the period over which the analysis should occur as well as selecting a
convention for the treatment of credit spreads in the analysis.

The outcome of the statistical regression analysis serves as the foundation for determining whether or not the
derivativeis highly effective as a hedging instrument. This can result in earnings volatility as the mark to market on
derivatives which do not qualify as effective hedges and the ineffectiveness associated with qualifying hedges are
recorded in current period earnings.

Loans held for sale— Loans held for sale are carried at the lower of amortized cost or fair value. Accordingly, fair
value for such loans must be estimated to determine any required write down to fair value when the amortized cost
of the loans exceeds their current fair value. Loans held for sale include residential mortgage loans and commercial
loans that have been originated by HUSI or purchased from third parties. Where quoted market prices and
observable market parameters are not available, the fair value of loans held for sale is based on contractual cash
flows adjusted for management’ s estimates of prepayments, defaults, and recoveries, discounted at management’s
estimate of the rate that would be required by investors in the current market given the specific loan characteristics
and inherent credit risk.
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Loans held for sale include certain mortgage loans, primarily subprime residential mortgage loans purchased from
third parties, held for sale to an HSBC affiliate that subsequently securitizes them. Historically, the fair value of
these loans has been estimated using parameters derived from the current pricing of securities backed by loans with
similar characteristics. During 2007, however, the markets for securities backed by residential mortgages, and
sub-prime residential mortgages in particular, became very illiquid. Asaresult, management judgment has been
required to estimate a number of parametersthat are no longer observable in the marketplace, including rates for
prepayments, defaults, recoveries and discount rates that would be required by investors under current market
conditions given the specific loan characteristics and perceived credit risk. The valuation of these loans reflects
significant write downs from their amortized cost as a result of management’ s views regarding these valuation
parameters.

Loans held for sale also includes certain leveraged lending loans. Where available, quoted market prices are used to
estimate the fair value of these loans. Where market quotes are not available, fair value is estimated using
observable market prices of similar instruments, including bonds, credit derivatives, and loans with similar
characteristics. During 2007, the commercial credit markets experienced a contraction that resulted in a significant
decrease in the availability of observable market datafor leveraged loans and similar instruments. As aresult, the
level of management judgment required to estimate fair value for these loans has increased. The lack of liquidity in
the commercial credit markets has resulted in significant decreasesin the valuation of these loans from their funded
amounts, which reflects the impact of the view management takes with regard to various valuation assumptionsin
light of current market conditions.

Mortgage servicing rights — HUSI recognizes the right to service mortgage loans as a separate and distinct asset at
the time the loans are sold. Upon adoption of Statement of Financial Accounting Standards No. 156, Accounting
for Servicing of Financial Assets, (SFAS 156) on January 1, 2006, HUSI elected to measure its existing MSRs at
fair value. Asaresult, MSRsareinitially 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 reflected in income in the period that the changes
occur.

MSRs are subject to interest rate risk, in that their fair value will fluctuate as aresult of changesin the interest rate
environment. 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 estimate of
fair valueis considered to be a“ critical accounting estimate” because the assumptions used in the valuation models
involve a high degree of subjectivity that is dependent upon future interest rate movements. The reasonableness of
these pricing models is periodically validated by reference to external independent broker valuations and industry
surveys.

Because the fair value of certain assets and liabilities are significantly impacted by the use of estimates, the use of
different estimates can result in changesin the estimated fair value of those assets and liabilities, which can result in
equity and earnings volatility asfollows:

e changesin thefair value of trading assets and liabilities are recorded in current period earnings;

e changesin thefair value of securities available for sale are recorded in other comprehensive income;

e changesin thefair value of loans held for sale below their amortized cost are recorded in current period
earnings;

e changesinthefair value of aderivative that has been designated and qualifies as afair value hedge, along with
the changes in the fair value of the hedged asset or liability (including losses or gains on firm commitments),
arerecorded in current period earnings,

e changesin thefair value of aderivative that has been designated and qualifies as a cash flow hedge are
recorded in other comprehensive income to the extent of its effectiveness, until earnings are impacted by the
variability of cash flows from the hedged item; and

e changesin thefair value of MSRs are reported in current period earnings.
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Balance Sheet Review

Overview

HUSI utilizes deposits and borrowings from various sources to provide additional liquidity, to fund balance sheet
growth, to meet cash and capital needs, and to fund investmentsin subsidiaries. During 2007, balance sheet growth
was driven by HUSI' s deposit growth strategy. Funds generated from new deposits were generally invested in
short-term liquid assets. Balance sheet growth and funding sources are summarized in the following table.

Increase (Decrease) from

December 31, December 31, 2006 December 31, 2005
2007 Amount % Amount %
($in millions)

Period end assets:
Short-term investments (1) ........cccocvveeenenn. $ 22,862 $ 3,807 20 $ 11,602 103
Loans, net 93,535 4,195 5 4,039 5
Trading @SSEtS ....ccoeveeeenererreeeseereieien 37,036 13,406 57 17,340 88
SECUMTIES...veeevieeeieeesiee e 22,853 98 - 1,918 9
Other @SSEtS ....cc.cureeeireieierieererreecrcieen, 12,087 2,050 20 1,890 19
$ 188,373 $ 23556 14 $ 36,789 24

Funding sources:
Total dePOSItS ....oveceeecicerereecee, $ 116,228 $ 14,082 14 $ 25936 29
Trading liabilities ..., 16,253 3,939 32 6,294 63
Short-term borrowings ..........ccoeevcereceennn. 11,832 6,759 133 5,465 86
All other ligbilities ..o, 4,555 784 21 778 21
Long-termdebt .........cccoeoeveerinnnnrces 28,268 (984) 3) (1,327) 4
Shareholders’ equity ...........ccevverceennnn. 11,237 (1,024) (8) (357) 3)
$ 188,373 $ 23556 14 $ 36,789 24

(1) Includes cash and due from banks, interest bearing deposits with banks and Federal funds sold and securities purchased under resale
agreements.

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. The funds raised from HUSI’ s deposit growth strategy during
2007 and 2006 were primarily invested in short-term liquid assets (refer to page 9 of this Form 10-K).
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Loans, Net

L oan balances, which include loans held for sale, at December 31, 2007 and movementsin comparison with prior
years are summarized in the following table.

Increase (Decrease) from

December 31, December 31, 2006 December 31, 2005
2007 Amount % Amount %
($in millions)
Total commercial 10ans ........ccccveeveereeeecieiienens $ 37,923 $ 8,441 29 $ 10,205 37
Consumer loans:
Residential mortgages ...........ccocvvevceeecennnene 35,380 (4,428) (12) (8,606) (20)
Credit card receivables:
Private 1abel .......cccoevvvevveeeeere e 17,427 454 3 3,072 21
MasterCard/Visa 1,988 701 54 829 72
Other CONSUME ......cocueureirerieiecieieeeeeseseenne 2,231 (456) 17 (893) (29)
Total consumer 10ans .........ccccoeevverinicceaees 57,026 (3,729 (6) (5,598) (9)
Total [0anS ..cccvevveveeeeeerireeinns 94,949 4,712 5 4,607 5
Allowance for credit losses .... 1,414 517 58 568 67
L OGNS, NEL ..ottt $ 93,535 $ 4195 5 $ 4,039 5

Increased commercia loan balancesin 2007 and 2006 were partly due to expansion of middle market activities and,
in 2007, were also due to an increase in the draw-downs of previously unfunded commitments. Additionally, HUSI
originates commercial loans in connection with its participation in a number of leveraged acquisition finance
syndicates. A mgjority of these loans are originated with the intent of selling them to third parties.

Beginning in 2005, as aresult of balance sheet initiatives to reduce prepayment risk and improve HBUS's structural
liquidity, HUSI decided to sell amajority of its residential loan originations through the secondary markets and
allow the existing loan portfolio to run off, resulting in reductions in loan balances throughout 2007 and 2006.

The addition of new merchant and customer relationships to the private label and MasterCard/Visa credit card
portfolios, higher average receivable balances, and decreased balance reguirements of off-balance sheet securitized
receivable trusts (refer to page 124 of this Form 10-K) have resulted in higher on-balance sheet credit card
receivable balances for 2007 and 2006.

Commercial Loan Maturities and Sensitivity to Changesin I nterest Rates

The contractual maturity and interest sensitivity of total commercial loans at December 31, 2007 is summarized in
the following table.

One Over One Over

Year Through Five Total

December 31, 2007 or Less Five Years Years L oans
(in millions)
Commercial:

Construction and other real estate........ccccoeeveeevreeenrenns $ 4,002 $ 3,533 $ 919 $ 8,454

Other COMMErCial.......ccveevveieeieieeeesee e 17,412 8,474 3,583 29,469

TOMAl oo $ 21414 $ 12,007 $ 4,502 $ 37,923

Loanswith fixed interest rates...........cccovveeveevereireveveceerenene. $ 7,787 $ 2,037 $ 791 $ 10,615

Loans having variable interest rates.............cococvveiiinnninns 13,627 9,970 3,711 27,308

TOMAl ettt n $ 21414 $ 12,007 $ 4,502 $ 37,923
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Trading Assets and Liabilities

Trading assets and liabilities balances at December 31, 2007, and movements in comparison with prior years, are
summarized in the following table.

Increase (Decrease) from

December 31, December 31, 2006 December 31, 2005
2007 Amount % Amount %
($in millions)
Trading assets:
SECUMEIES (1) wvvveerereeieieererieee e $ 13,537 $ 1,613 14 $ 2,758 26
Precious metals . . 8,788 6,072 224 6,502 284
DENVALIVES ..ot 14,711 5721 64 8,080 122
$ 37,036 $ 13,406 57 $ 17,340 88
Trading liabilities:
Securities sold, not yet purchased $ 1,444 $ (470) (25) $ (364) (20)
Payables for precious metals ....... . 1,523 187 14 362 31
DENVALIVES ..ottt 13,286 4,222 47 6,296 90
$ 16,253 $ 3939 32 $ 6,294 63

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

Increase in securities balances in 2007 and 2006 was attributable to higher volumes of activity in the Global
Banking and Markets business segment. Also contributing to the increase in 2007 were purchases of emerging
market securities as part of the continued development of our emerging-market franchise.

Higher precious metals balances were due to higher levels of trading activity, and to generally higher market prices
for various metals, specifically gold and platinum.

Higher derivative balances resulted from increased fair values on various derivative products including credit
default swaps, foreign currency forward contracts and equity swaps as aresult of increasing credit spreads,
increased trading volumes and volatility of foreign exchange rates and equity prices during 2007.

Deposits

The following table summarizes balances for major depositor categories.

December 31 2007 2006 2005 2004 2003
(in millions)
INAIVIAUAIS ..o $ 47,751 $ 43,266 $ 333%4 $ 30,882 $ 30,691
Partnerships and corporations ...........ccceeveeenne. 43,718 39,538 42,503 34,430 23,268
Domestic and foreign banks ... 19,748 16,243 11,889 12,759 7,580
U.S. Government and states and political

SUBAIVISIONS ..o 2,461 1,927 1,566 1,493 1,464
Foreign governments and official institutions .... 2,550 1,172 940 417 952
Total dEPOSIES ..o $ 116,228 $ 102,146 $ 90,292 $ 79981 $ 63,955
Total core deposits (1) ..ccceveeverreeeerererereirenerenns $ 65,079 $ 57,518 $ 44,882 $ 39,291 $ 37,840

(1) HUSI monitors “core deposits’ as a key measure for ng results of its core banking network. Core deposits generally include all
domestic demand, money market and other savings accounts, as well as time deposits with balances not exceeding $100,000.

Deposits were the primary source of funding for balance sheet growth during 2007 and 2006. Total deposits

increased 14% and 13% in 2007 and 2006, respectively. For additional commentary regarding deposit growth and
strategy, refer to page 9 of this Form 10-K.

32



Short-Term Borrowings

Higher short-term borrowings for 2007 was a result of an increase in federal funds purchased and an increase in
precious metals borrowings in response to favorable precious metals market conditions in comparison with the years
ended 2006 and 2005.

Long-Term Debt

Incremental borrowings from the $40 billion Global Bank Note Program were $1.4 billion and $1.6 billion for 2007
and 2006, respectively. Total borrowings outstanding under this program were $10 billion at December 31, 2007.
Additional information regarding this program and other long-term debt is presented in Note 15 of the consolidated
financial statements, beginning on page 128 of this Form 10-K.

HUSI had borrowings from the Federal Home Loan Bank (FHLB) of $5.5 billion and $5.0 hillion at December 31,
2007 and 2006, respectively, and had access to a potential secured borrowing facility as a member of the FHLB.

Beginning in 2005, HUSI entered into a series of transactions with Variable Interest Entities (VIES) organized by
HSBC affiliates and unrelated third parties. HUSI has determined that it is the primary beneficiary of these VIES
under the applicable accounting literature and, accordingly, consolidated the assets and debt of the VIEs. Debt
obligations of the VIEs totaling $2.5 billion were recorded in long-term debt at December 31, 2007 and 2006. Refer
to Note 27 of the consolidated financial statements, beginning on page 155 of this Form 10-K, for additional
information regarding HUSI’ s VIE arrangements.

Preferred Stock

In November 2007, HUSI redeemed all issued shares of Dutch Auction Rate Transferable Securities™ Preferred
Stock (DARTS), Series A and B at their stated value of $100,000 per share, resulting in atotal cash payment of
$125 million.

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 value per share will be payable quarterly on the first calendar day of
January, April, July and October of each year.

Refer to Note 18 of the consolidated financial statements, beginning on page 135 of this Form 10-K, for information
regarding all outstanding preferred share issues.
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Capital Resources

A summary of changes in common shareholder’s equity is presented in the following table.

2007 2006 2005
(in millions)
BaAlanCe, JANUAIY 1 .....c.ccuvviiiiceeietete et n s $ 10571 $ 10,278 $ 10,366
Increase (decrease) due to:
NELINCOME ..o, 138 1,036 976
Dividends paid to common shareholder ... (800) (455) (675)
Dividends paid to preferred shareholders ... (98) (88) (46)
Change in other compreNensivVe iNCOME ..........ccccerrinineniceeee e, (138) (202) (43)
Capital contributions from Parent (1) ........cccccerevveeeererereresesreresessesesssessseeeen, 4 15 3
Reductions of capital SUMPIUS ...........cccceuriiiiniinicrcse e (5) 9) (303)
L 107 PSSRSO - 4 -
Total Net iNCrease (JECrEaSsE) ...t (899 293 (88)
Balance, DECEMDET 31 ......ovoveceeeeeeeeeeetee ettt ettt enenens $ 9,672 $ 10571 $ 10,278

(1) Capital contributions from parent include amounts related to an HSBC stock option plan in which ailmost all of HUSI's employees are
dligible to participate.

HUSI maintainsrolling 12 month capital forecasts on a consolidated basis, and for its banking subsidiaries. Target
capital ratios approved by the board of directors are set above levels established by regulators as “well capitalized”,
and are partly based on areview of peer banks. Dividends are generally paid by HUSI to its parent company,
HSBC North America, Inc. (HNAI), when available capital exceeds target levels.

Effective January 1, 2005, the separate U.S. defined benefit pension plans were merged into a single defined benefit
pension plan which facilitates the devel opment of a unified employee benefit policy and unified employee benefit
plan administration for HSBC affiliates operating in the 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 was recorded as a reduction of capital surplus.

HUSI and HBUS are required to meet minimum capital requirements by their principal regulators. Risk-based

capital amounts and ratios are presented in Note 19 of the consolidated financial statements, beginning on page 137
of this Form 10-K.
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Results of Operations

Net | nterest | ncome

Net interest income is the total interest income on earning assets less the total interest expense on deposits and
borrowed funds. In the discussion that follows, interest income and rates are presented and analyzed on a taxable
equivalent basis to permit comparisons of yields on tax-exempt and taxable assets. An analysis of consolidated
average balances and interest rates on a taxable equivalent basisis presented on pages 94-95 of this Form 10-K.

The following table presents changes in the components of net interest income according to “volume” and “rate”.

2007 Compar ed to 2006 2006 Compared to 2005
Increase (Decr ease) Increase (Decrease)
Year Ended December 31 2007 Volume Rate 2006 Volume Rate 2005
(in millions)
Interest income:
Interest bearing deposits with banks ....... $ 309 $ 91 $ @) $ 225 $ 13 $ 92 $ 120
Federal funds sold and securities
purchased under resale agreements ....... 610 70 14 526 220 116 190
Trading @SSetsS .......ccceeevverenereneeeieeieieien, 633 20 195 418 140 3 275
SECUNMTIES .o, 1,221 51 25 1,145 158 88 899
Loans:
CoOMMErCial .....coovvevereiiceeieereen, 2,017 213 40 1,764 217 314 1,233
Consumer:
Residential mortgages .................. 2,042 (223) 54 2,211 (271) 161 2,321
Credit cards ................ 1,764 170 265 1,329 172 345 812
Other conSUME .......ooverveecrnennn. 249 47 28 268 a7 21 264
Total CONSUMEN ..o, 4,055 (100) 347 3,808 (116) 527 3,397
Other iNtErest .......coveeeeeceerrnrrnnecens 221 134 (4) 91 53 6 32
Total interest iNCOME ........ccoevvreeucucecennnn. 9,066 479 610 7,977 685 1,146 6,146
Interest expense:
Depositsin domestic offices:
Savings depoSitS ......coceeevveeereerererireene, 1,376 253 142 981 150 513 318
Other time deposits ........cccceererereeenene. 1,267 (74) 189 1,152 (57) 387 822
Depositsin foreign offices:
Foreign banks deposits ...........cccocueune. 454 86 (24) 392 (13) 150 255
Other time and savings .. 743 60 95 588 1) 213 376
Short-term borrowings ... 357 9 66 300 (19) 49 270
Long-term debt .........covevieieciirninrrnne, 1,443 (43) 29 1,457 187 245 1,025
Total interest eXpense .........ccoeeeeeveeeeennen, 5,640 273 497 4,870 247 1,557 3,066
Net interest income -
taxable equivalent basis 3,426 $ 206 $ 113 3,107 $ 438 $  (411) 3,080
Tax equivalent adjustment 28 26 17
Net interest income -
non taxable equivalent basis ................. $ 3,398 $ 3,081 $ 3,063

Significant components of HUSI’ s net interest margin are summarized in the following table.

Year Ended December 31 2007 2006 2005
Yield on total @arniNg 8SSELS ........ooreiiieceireiee e 624 % 579 % 496 %
Rate paid on interest bearing liabilities .. . 4.35 4.03 2.78
Interest rate Spread ... . 1.89 1.76 218
Benefit from net non-interest or paying funds ... 47 .50 31
Net interest margin on average earning aSSetS (1) ........covereeeererrerninnescecesieeereeseeenens 236 % 226 % 249 %

(1) Selected financial ratios are defined in the Glossary of Terms beginning on page 91 of this Form 10-K.
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Significant trends affecting net interest income and interest rate spreads are summarized in the following table. Net
interest income in the table is presented on a taxable equivalent basis (refer to pages 94-95 of this Form 10-K).

2007 2006 2005
Interest Interest Interest
Rate Rate Rate
Year Ended December 31 Amount Spread Amount Spread Amount Spread
($in millions)
Net interest income/interest rate
spread from prior year ...........cc........ $ 3,107 176 % $ 3,080 218 % % 2,758 281 %
Increase (decrease) in net interest
income associated with:
Trading related activities (1) ....... 20 (72) (61)
Balance sheet management
aCHVItIES (2) .ovveeeeeeeerrrrerrene (21) (269) (156)
Private label receivable
POrtfolio (3) .oovveeeeeeeereerirerereenes 298 210 435
Other aCtiVity .....cccoevevrrvirinenee 22 157 104
Net interest income/interest rate
spread for current year ..o $ 3426 189 % $ 3107 176 % $ 3,080 218 %

(1) Refer to commentary regarding trading revenues, beginning on page 40 of this Form 10-K.

(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 81 of this Form 10-K.

(3) Refer to commentary regarding the private label receivable portfolio, beginning on page 52 of this Form 10-K.

Trading Related Activities
Net interest income for trading related activities increased primarily due to increased trading assets balances.
Balance Sheet Management Activities

Lower net interest income from balance sheet management activities continued to impact results for 2007. A
relatively flat yield curve and elevated short term interest rates have continued to limit opportunities to generate
additional net fundsincome.

Private Label Receivable Portfolio (PLRP)
Higher net interest income for the PLRP for 2007 resulted from:

e increased credit card receivable balances, due to the addition of new PLRP merchant rel ationships during 2007
and 2006;

e higher accrued income as aresult of a more refined income recognition methodology on private label credit
card promotional transactions; and

e lower amortization of premiums paid for purchases of receivablesincluded within the PLRP. Although
premiums associated with daily purchases of receivables from HSBC Finance Corporation continue to be
recorded and amortized, premium amortization associated with the initia portfolio acquisition in 2004 was $70
million lower for 2007, as compared to 2006.

Residential Mortgages

Lower net interest income from residential mortgage activities, included in other activity in the above table,
primarily resulted from continued narrowing of interest rate spreads and from contraction of the residential
mortgage loan portfolio. Asaresult of a continuing strategy to reduce prepayment risk and improve HBUS's
structural liquidity, HUSI continuesto sell amagjority of its residential mortgage loan originations and allow the
residential mortgage loan portfolio to run off.
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Other Core Banking Activity

Higher net interest income from other core banking activity mostly resulted from business expansion initiatives,
which have led to increased deposits and |oans.

Personal deposits continued to grow in 2007 as aresult of continued success of the Online Savings product and
expansion of the branch network. However, customers continued to migrate to higher yielding deposit products
such as the Online Savings product, leading to a change in product mix and narrowing of deposit spreads, which
partly offset the benefit of higher deposit balances. Refer to page 9 of this Form 10-K for commentary regarding
HUSI’ s deposit strategy and growth.

Significant resources have been dedicated to expansion of various commercial lending businesses and regional

offices, which has resulted in increased loan and deposit balances. The average yield earned on commercial loans
was also higher in 2007.

Provision for Credit Losses

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

2007 Compared 2006 Compared
to 2006 to 2005
Increase (Decr ease) I ncrease (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
ComMErcial .....ccceevevernrririeeeeeinas $ 205 $ 136 $ 15 $ 69 51 $ 151 *
Consumer:
Residential mortgages 126 32 37 94 * 5) 19
Credit card receivables 1,108 592 560 516 87 32 6
Other consumer ........ccooee.e. 83 63 92 20 32 (29) (32)
Total consumer ..........coeevevecenee 1,317 687 689 630 92 (2 *
Total provision for credit losses ........ $ 1522 $ 823 $ 674 $ 699 85 $ 149 22

*  Not meaningful.
Overview
HUSI’ s methodol ogy and accounting policies related to its allowance for credit losses are presented in Critical
Accounting Policies beginning on page 25 and in Note 2 of the consolidated financial statements beginning on page
103 of this Form 10-K.
Additional commentary regarding credit quality begins on page 59 of this Form 10-K.

HUSI’ s approach toward credit risk management is summarized on pages 77-78 of this Form 10-K.
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2007 Compared to 2006

Increased provision expense reflects arefinement in the methodology used to estimate inherent losses on private
label loans less than 30 days delinquent, which increased credit loss reserves by $107 million in the fourth quarter.
In addition, provision expense for 2006 was unusually low due to the impact of bankruptcy legislation enacted in
2005, which resulted in accelerated credit card receivable and other consumer loan charge offs during the fourth
guarter of 2005. During the first quarter of 2007, HUSI refined its allowance methodol ogy associated with
MasterCard/Visa credit card receivables, resulting in areduction in the allowance balance and provision expense,
which partially offset overall increasesin credit card allowances. Refer to additional commentary regarding credit
card receivables credit quality on page 65 of this Form 10-K.

Provisions on residential mortgages have increased in 2007, as compared with 2006, due primarily to increased
delinquencies and charge offs in the portfolio of higher quality nonconforming residential mortgage loans which
HUSI purchased from HSBC Finance Corporation in order to hold in the residential mortgage loan portfolio. Also
contributing to this increase are delinquencies within the Home Equity Line of Credit (HELOC) portfolio, which is
primarily due to continued deterioration in the housing markets. Other prime mortgage loans are a so experiencing
minimal deterioration. Refer to additional commentary regarding residential mortgage credit quality beginning on
page 65 of this Form 10-K.

Commercial loan provision expense increased $69 million for 2007, as compared with 2006, primarily due to higher
criticized asset balances. Additionally, there was a refinement of the loan loss provision methodology related to the
small business line of credit portfolio, which resulted in an increase to provision expense in 2007. During the
second quarter of 2006, provision expense of $29 million was recorded due to a combination of charge offs and
increased allowances related to a specific commercial real estate investment loan for which no specific allowance
for credit losses was previously recorded. Refer to additional commentary regarding commercial loan credit quality
beginning on page 64 of this Form 10-K.

2006 Compared to 2005
Higher commercia loan provision expense for 2006 resulted from:

e higher allowance requirements associated with higher small business and real estate commercial |oan portfolio
balancesin 2006 and 2005;

e higher charge offs associated with the growing small business portfolio;

e more normalized commercial loan charge off and recovery activity, in comparison with 2005; and

e acombination of charge offs and increased allowance for credit losses related to a specific commercial loan
relationship within the PB business segment, which resulted in a $29 million provision.

Increased provision expense associated with credit card receivables was consistent with growth in private label
credit card receivables during 2006.

Lower residential mortgage and other consumer loan balances were the primary driver for lower allowance

requirements and lower provisions associated with these portfolios. Credit quality associated with HUSI's
residential mortgage loan portfolio remained strong in 2006.
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Other Revenues

Decreased revenue for the year ended December 31, 2007, was mostly driven by reduced liquidity, higher volatility
and widening spreads in the credit and sub-prime markets which led to substantial valuation losses being recorded.
Thiswas partially offset by increased credit card fees, other fees and commissions, and increased securities gains.

The components of other revenues are summarized in the following table.

2007 Compared to 2006 Compared to
2006 2005
I ncr ease (Decr ease) I ncr ease (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Credit card fees ......coovevvrecrneniernennn, 843 $ 580 $ 323 $ 263 45 $ 257 80
Trust iNCOME ... 101 88 87 13 15 1 1
Service Charges ... 216 204 195 12 6 9 5
Other fees and commissions:
Letter of credit fees .........cccevveennnne. 75 74 70 1 1 4 6
Wealth and tax advisory services .... 104 9% 60 10 11 34 57
Other fee-based income, net of
referral fees ... 311 233 174 78 33 59 34
490 401 304 89 22 97 32
Trading revenues ... 129 755 395 (626) (83) 360 91
Securities gains, Net ..........ccoeveceeeneee. 112 29 106 83 * (77 (73
HSBC &ffiliate income:
Service charges 11 15 15 (4) 27) - -
Other fees and commissions 105 51 71 54 106 (20) (28)
Gain on sale of residential
mortgage loansto HMUS ............. 18 106 18 (88) (83) 88 *
Gain on sale of refund anticipation
loans to HSBC Finance
Corporation ..........ccccoveereneenicnnenas 23 22 19 1 5 3 16
Other affiliate income .........cccoevrenee 15 14 7 1 7 7 100
172 208 130 (36) a7 78 60
Residential mortgage banking
FEVENUE ..o 74 96 64 (22) (23) 32 50
Other (loss) income:
Valuation of loans held for sale ...... (512) (120) (32 (392 * (88) *
INSUFANCE ... 47 47 48 - - 1) 2
Gains (loss) on sale of property and
other financial assets ..................... 34 52 67 (18) (35) (15) (22)
Earnings from equity investments ... 78 110 43 (32 (29) 67 156
Securitization revenue ... - 18 114 (18) (100) (96) (84)
Miscellaneousincome ... 63 95 67 (32 (34) 28 42
(290 202 307 (492 * (105) (349
Total other revenues ............cccccceeeennne. 1,847 $ 2563 $ 1911 $  (716) (28) $ 652 34

*

Not meaningful.
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Credit Card Fees

Higher credit card feesin 2007 from private label and co-brand credit card portfolio activity were primarily due to
the following factors:

e thenumber of accounts, volume of customer transaction activity and average receivable balances included
within the private label portfolio all were higher for 2007, due to the addition of merchant and customer
relationships and to expansion of credit card products offered. Product repricing also resulted in higher fees;
and

e higher late fees due to increased delinquencies within the private label portfolio.

Other Fees and Commissions

Increased wealth and tax advisory services revenue in 2007 and 2006 primarily resulted from expansion of such
services within the PB business segment (refer to page 57 of this Form 10-K).

Higher other fee-based income is partialy due to various growth initiatives undertaken in 2007 and 2006, which
resulted in general increases in fee income recorded within the PFS, CMB and Global Banking and Markets
business segments.

Trading Revenues

Trading revenues are generated by HUSI' s participation in the foreign exchange, credit derivative and precious
metal markets; from trading derivative contracts, including interest rate swaps and options; from trading securities;
and as aresult of certain residential mortgage banking activities.

The following table presents trading related revenues by business. The datain the table includes net interest income
earned on trading instruments, as well as an allocation of the funding benefit or cost associated with the trading
positions. The trading related net interest income component is included in net interest income on the consolidated
income statement. Trading revenues related to the mortgage banking business are included in residential mortgage
banking revenue.

2007 Compared 2006 Compared
to 2006 to 2005
I ncrease (Decr ease) Increase (Decr ease)

Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Trading reVENUES .........ccevveereeeeereeenienn, $ 129 $ 755 $ 395 $ (626) (83) $ 360 91
Net interest (loss) income (36) (56) 15 20 (36) (72) *
Trading related revenues $ 93 $ 699 $ 410 $ (606) (87) $ 289 70
Business:

DENVALIVES ..ooorevereeeeeevesneeeeeesieneen $ (179) $ 415 $ 202 $ (594) (143) $ 213 105

Treasury (primarily securities) ........... (82) 8 24 (90) * (16) (67)

Foreign exchange and banknotes ....... 245 182 133 63 35 49 37

Precious metals 77 87 42 (20) (11) 45 107

Other trading .........cccccuu.e. 32 7 9 25 * (2 (22)
Trading related revenues ..o, $ 93 $ 699 $ 410 $_(606) (87) $ 289 70

*  Not meaningful.

40



2007 Compared to 2006

Trading revenue for 2007 was significantly affected by reduced liquidity, widening spreads and higher volatility in
the credit and sub-prime lending markets. The market turmoil has caused a significant fall in revenues for 2007, as
compared with 2006.

Trading revenues related to derivatives were substantially reduced primarily due to write downs and trading activity
on credit derivatives. Most notably, recent downgrades in credit ratings of monoline insurance companies have
resulted in fair value adjustments on derivative contracts with these entities due to counterparty credit risk
exposures. As of December 31, 2007, this exposure totaled $1,083 million. HUSI recorded write-downs on
contracts with monoline insurance companies of approximately $287 million in 2007, which reflects the decreased
credit quality of these entities and concerns over their ability to perform at December 31, 2007. The exposure
relating to monoline insurance companies rated CCC+ and lower was fully reserved for as of December 31, 2007.

Effective during the third quarter of 2006, HUSI maintains a portfolio of MasterCard Class B shares as part of
structured product transactions for customers. In addition, HUSI uses derivative instruments to offset changesin
the fair value of the MasterCard Class B shares. In 2007, the decrease in value of the derivative instruments totaling
$91 million isreflected in trading revenue.

Trading related revenue also includes the increase or decrease in the value of derivatives used as an economic hedge
on the interest rate risk of residential mortgages held for sale, as well as the net interest income associated with these
loans. During 2007, HUSI realized total trading related revenues of $41 million, as compared to $132 million in
2006. Lower revenues from this program reflect the overall lack of liquidity in the market. Also refer to HSBC
affiliate income beginning on page 42 of this Form 10-K for additional commentary on gains related to the sale of
sub-prime residential mortgage loans.

HUSI recognizes gains or losses at the inception of derivative transactions only when the fair value of the
transaction can be verified to market transactions or if al significant pricing model assumptions can be verified to
observable market data. Gain or 10ss not recognized at inception is recorded in trading assets and recognized over
the term of the derivative contract, or when market data becomes observable. The availability of observable market
dataresulted in recognition of $7 million and $53 million in trading revenues for 2007 and 2006, respectively.

Trading revenues related to securities were significantly reduced, primarily due to credit spread widening and write
downs on asset backed securities held for trading purposes.

Precious metals revenue also experienced a decline in 2007, as compared to prior year, as aresult of lower price
volatility.

Partially offsetting the above noted declines in trading revenues, the foreign exchange business has continued to
contribute solid revenues as aresult of ongoing market volatility.

The increase in net interest income reflects higher trading assets and increased balances of loans held for sale
resulting from loan syndication activity.

2006 Compared to 2005

During 2006, a wider range of product offerings and enhanced sales capabilities drove significant trading gains
across all major client-related activities, primarily during the first half of the year. Derivatives trading revenue was
higher due to the success of new product launches, to increased sales of structured products that are tailored to
specific customer needs, and to the recognition of income during 2006 that was deferred in the previous year, as
market inputs to valuation models became observable. Gainsin the precious metals business reflected volume
growth driven by a surge in demand arising from strong commodities markets. Income streamsin the foreign
exchange business remained robust against the backdrop of aweakening U.S. dollar.
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Effective since the third quarter of 2005, HUSI maintains a portfolio of derivative instrumentsthat are utilized as
economic hedges to offset changesin market values of sub-prime residential mortgage loans held for sale. During
2006, HUSI realized $68 million of net trading revenues and $64 million of net interest income related to this
program, as compared to $25 million and $11 million, respectively, in 2005.

Decreased net interest income was primarily due to steadily rising short-term interest rates during 2005 and 2006,
which had an adverse impact on interest rate spreads related to funding of various trading activities.

Securities Gains, Net

HUSI maintains various securities portfolios as part of its balance sheet diversification and risk management
strategy. The following table summarizes the net securities gains resulting from various strategies.

Year Ended December 31 2007 2006 2005
(in millions)

Sale of MasterCard Class B SNalr€S .........cocevverireeieienenisieeeeseseses e seseeseseesees $ 55 $ - $ -
Balance sheet diversification and reduction of rfisk .........cccccceeeververieiencesieienens 22 5 33

Reduction of Latin and South AMErican EXPOSUNE ..........c.ccceuereermreririnecsreeierernnns 26 22 22
Sale of an equity investment to an HSBC affiliate (1) .......c.cccoveircceninciieees 9 - 48
OLNEY ettt e - 2 3
Total SECUNtIES QAINS, NEL ....cvuvvveeiscieecie ettt ssens $ 112 $ 29 $ 106

(1) InJune 2005, HUSI sold sharesin aforeign equity fund to an HSBC affiliate for a gain of $48 million, which is recorded within the PB
segment.

Gross realized gains and losses from sales of securities are summarized in Note 6 of the consolidated financial
statements, which begins on page 116 of this Form 10-K.

HSBC Affiliate Income

In 2007, higher fees and commissions from HSBC affiliates was primarily due to increased customer referral fees
and other fees received related to the payments and cash management business. There was also an increase in fees
received for various financial, operational and asset management functions performed by HUSI.

In June 2005, HUSI began acquiring residential mortgage loans from unaffiliated third parties and subsequently
selling these loans to HMUS. During 2006, HUSI also began acquiring residential mortgage loans from HSBC
Finance Corporation under this program. Lower gains on sales of loansto HMUS in 2007 resulted from decreased
activity under the programs driven by illiquidity in the credit and sub-prime markets causing a decrease in loans
sold. Refer to other income beginning on page 45 of this Form 10-K for commentary regarding the valuation
allowance related to loans held for resale under this program.
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Residential Mortgage Banking Revenue

The following table presents the components of residential mortgage banking revenue. The net interest income
component of the table isincluded in net interest income in the consolidated statements of income and reflects

actual interest earned, net of interest expense and corporate transfer pricing.

2007 Compared to 2006 Compared to
2006 2005
Increase (Decr ease) Increase (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest iNCOME ......coceveeeeereereeninereans 260 $ 330 $ 447 $ (70 (21 $  (117) (26)
Servicing related income:
Servicing feeincome .........ccccoevvennene. 116 100 76 16 16 24 32
Changesin fair value of MSRs due
to (2):
Changes in valuation inputs or
assumptions used in valuation
MOEl ....vveiecc s (18) 44 - (62 (141) 44 *
Realization of cash flows ... (85) (87) - 2 2 (87) *
MSRs amortization (2) .......cccoeveeeeenene - - (73) - - 73 *
M SRs temporary impairment
FECOVENY (2) ovvrerererieireniresieieeneseeeeienas - - 47 - - (47) *
Trading — Derivative instruments
used to offset changesin value
Of MSRS ..o 10 a7) 2 27 159 (19 *
Losses on sales of available for sale
SECUNTIES v - - (11) - - 11 *
23 40 41 an (43 [€)) 2
Qriginations and saes related income:
Gains on sales of residential
MONQAgES ....cevvvrcreiiiieiereeesieeiens 26 33 17 (7) (21) 16 94
Trading and hedging activity ............... - 1 (13) 1) (100) 14 108
26 34 4 (8 (24 30 *
Other mortgage income ..........ccccvvvenieneee 25 22 19 3 14 3 16
Total residential mortgage banking
revenue included in other revenues .......... 74 96 64 (22) (23 32 50
Total residential mortgage banking
related revenue .........cocvceeeeeeenceneeneeinens 33 $ 426 $ 511 $ (92 (22) $ (85 (17)

@
@

*

Based upon adoption of SFAS 156 effective January 1, 2006. Refer to Note 2 of the consolidated financial statements, beginning on page
103 of this Form 10-K for further discussion.
Based upon methodology existing prior to adoption of SFAS 156.

Not meaningful.

Overview

As aresult of balance sheet management initiatives to enhance liquidity and to address interest rate risk, the
following strategic decisions were undertaken affecting residential mortgage banking results:

HUSI opted to decrease the loan volumes generated through HSBC Finance Corporation’ s network of
residential mortgage loan correspondents for the purpose of holding loans in the portfolio. Purchases from
correspondents were discontinued in September 2005; and

HUSI sold a higher proportion of its own adjustable rate mortgage loan originations in 2007 and 2006, which
previously would have been held on the balance shest.
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2007 Compared to 2006
Net I nterest Income

Decreased net interest income for 2007 resulted from lower average residential mortgage loans outstanding as well
as adlight narrowing of interest rate spreads. During 2007, HUSI continued to sell the majority of new loan
originations to government sponsored enterprises and private investors and to allow existing loans to runoff.

Servicing Related I ncome

Higher servicing fee income for 2007 resulted from a higher volume of loans included within the average serviced
loans portfolio. The average serviced portfolio increased approximately 13% in 2007 as HUSI commenced
servicing a portfolio of loans previoudly serviced by athird party. The increased serviced loans portfolio, and its
positive impact on service fee income, was more than offset by changesin the value of the net hedged MSR
position.

Origination and Sales Related I ncome

HUSI routinely sells residential mortgage loans to government sponsored entities and other private investors. The
decreasein origination and sales related income for 2007 was attributable to alower basis point gain on each
individual loan sale as well as lower volumes as compared with 2006.

2006 Compared to 2005
Net | nterest | ncome

As aresult of the strategies previously noted, average residential mortgage loans recorded on the consolidated
balance sheets decreased 11% during 2006, which resulted in a corresponding decrease in net interest income.
Decreased net interest income in 2006 was also partially attributable to a narrowing of interest rate spreads on the
core mortgage portfolio. Overall yields earned on residential mortgage loans in 2006 were consistent with 2005
levels.

Servicing Related I ncome

Higher servicing fee income in 2006 resulted primarily from the growth in the portfolio of loans serviced for others,
which increased approximately 24% in 2006 due to the following factors:

e HUSI sold substantially all adjustable rate loans in 2006 and 2005, which previously would have been held on
the balance sheet;

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

e asointhefourth quarter of 2005, HUSI completed a sale of loans, which were previously held in portfolio, to a
government agency for which it continues to provide servicing.

Overadl, servicing related income in 2006 was flat in comparison with 2005 levels. Higher servicing fee income
was offset by reductions in the value of MSRs, primarily resulting from higher cash flow realization (classified as a
component of MSR amortization in prior years). The monthly fluctuation of rates was generaly lessvolatilein
2006 compared to 2005.



Under accounting rulesin place prior to 2006, there was no direct relationship between the lower of cost or market
value (LOCOM) accounting model for valuing MSRs and the fair value model for valuing related derivative
instruments used to offset changesin the economic value of MSRs. Under the guidance outlined in SFAS 156,
which became effective January 1, 2006, the accounting model for M SRs now more closely matches the model for
related hedging activity as both are fair value models, which has reduced income statement volatility related to the
valuation of MSRs.

Additional analysis of MSRs activity is provided in Note 11 of the consolidated financial statements beginning on
page 125 of this Form 10-K.

Additional commentary regarding risk management associated with the M SRs hedging program is provided
beginning on page 86 of this Form 10-K.

Origination and Sales Related I ncome

HUSI routinely sells residential mortgage loans to government sponsored entities and other private investors. The
increase in originations and sales related income for 2006 was attributable to a higher basis point gain on each
individual loan sale as compared with 2005, partially offset by lower volumes sold in 2006.

Other (Loss) Income

The significant decrease in other (Ioss) incomeis primarily due to write downs on loans held for sale which totaled
$512 million in 2007. Refer to Note 7 beginning on page 121 of this Form 10-K for additional commentary on
loans held for sale and the related valuation allowance.

Valuation on Loans Held for Sale

In 2005, HUSI began acquiring residential mortgage loans from unaffiliated third parties with the intent of selling
these loans to an HSBC &ffiliate, HSBC Markets (USA) Inc. (HMUS). During 2006, HUSI & so began acquiring
residential mortgage loans from HSBC Finance Corporation under this program. Loans acquired from unaffiliated
third parties and HSBC Finance Corporation primarily include sub-prime residential mortgage loans. In addition, a
number of prime adjustable rate mortgage loans originated by HUSI were identified for this program and were
being held with the intent of selling these loansto HMUS. HUSI now holds its remaining portfolio for saleto a
third party. Loans held for sale 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. Lower results and activity for this program
for 2007 generally resulted from the overall weakness and illiquidity in the U.S. residential mortgage market, and
specifically from significantly reduced fair values of sub-prime loans, resulting in asignificant increase in the
valuation allowance for residential mortgage loans held for sale.

HUSI originates commercial loans in connection with its participation in anumber of leveraged acquisition finance
syndicates. A mgjority of these loans were originated with the intent of selling them to unaffiliated third parties,
however, due to current market dislocations, a significant amount of these loans continue to be held for sale at
December 31, 2007. Adverse conditions in the corporate credit markets have resulted in a substantial increasein
the valuation allowance for commercial loans held for sale.

Gain (Loss) on Sale of Property and Other Financial Assets
In 2007, gains on sale of property and other financial assets included a gain of $27 million, of which $15 million
was related to the sale of the Wealth and Tax Advisory Services (WTAS) business (refer to Note 3 beginning on

page 114 of this Form 10-K). In 2006 and 2005, gains of $43 million were recorded in each of these years related
primarily to the sale of property.

45



Earnings from Equity | nvestments

The PB business segment includes an equity investment in a non-consolidated foreign HSBC affiliate (the foreign
equity investment). During the third quarter of 2006, the foreign equity investment sold a portion of its investment
in aforeign equity fund to another HSBC affiliate. During the second quarter of 2007, the foreign equity
investment sold its remaining investment in the foreign equity fund, resulting in a decrease in equity investment
holdings and lower equity earningsin 2007.

Securitization Revenue

In the third quarter of 2006, the last remaining securitization trust agreement related to the private label credit card
receivable portfolio was amended. Asaresult, thetrust no longer qualified for sale treatment and all assets and
liahilities of the trust were returned to HUSI’ s consolidated balance sheet. The loss of securitization revenue for
2007 was offset by higher net interest income and higher fee revenue (refer to previous credit card fees
commentary) from the receivables and liabilities that were returned to the consolidated bal ance sheet.

Miscellaneous Income
L ower miscellaneous income during 2007 is aresult of loss on redemption of Junior Subordinated Debt Securities

in the third quarter of 2007 (refer to Note 15, beginning on page 128 of this Form 10-K). Thiswas partially offset
by increased income from credit card enhancement products and services such as credit insurance.
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Operating Expenses

The components of operating expenses are summarized in the following table.

2007 Compared to 2006 Compared to
2006 2005
I ncrease (Decr ease) I ncrease (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Salaries and employee benefits:
SAlEES ... $ 971  $ 916 $ 776 $ 55 6 $ 140 18
Employee benefits 381 384 276 3) 1) 108 39
Total salaries and employee benefits.... 1,352 1,300 1,052 52 4 248 24
Occupancy expense, Net ..........cccocevereeuenene 243 221 182 22 10 39 21
Support services from HSBC dffiliates:
Fees paid to HSBC Finance
Corporation for loan servicing
and other administrative support ........ 468 452 415 16 4 37 9
Feespaid to HMUS .........cooviicicicnnnne 238 227 162 11 5 65 40
Fees paid to HTSU for technology
SEIVICES wovreeiireee e 260 235 216 25 11 19 9
Fees paid to other HSBC &ffiliates........ 196 162 126 34 21 36 29
Total support services from HSBC
AFIAES v 1,162 1,076 919 86 8 157 17
Other expenses:
Equipment and software .............c.c....... 54 72 91 (18) (25) (29) (21)
Marketing .........ccveeee. 125 98 79 27 28 19 24
Outside services ..... 137 125 116 12 10 9 8
Professional fees..... 79 78 67 1 1 11 16
Telecommunications 20 21 19 @ 5) 2 11
Postage, printing and office supplies ... 39 34 26 5 15 8 31
Insurance business .. 24 19 19 5 26 -
Miscellaneous ......... 351 211 188 140 66 23 12
Total other expenses ........ccccovvveveeeeeee. 829 658 605 171 26 53 9
Total operating EXpPENSES .......ovevrerrerereeeenens $ 358 $ 3255 $ 2,758 $ 331 10 $ 497 18
Personnel - average number . 12,336 12,326 11,275 10 - 1,051 9
Efficiency ratio .......ccccovvvvenecicccrininne 6834 % 5766 % 5544 %

Overview

Increased operating expensesin 2007 was largely driven by higher personnel, marketing, technology and other
expense growth associated with continued rollout of various retail and commercial business growth initiatives.
Additionally, miscellaneous expenses increased as a result of a $70 million litigation expense related to our
ownership interest in Visa.

Salaries and Employee Benefits
2007 Compared to 2006

Higher salaries expenses for 2007 are mainly due to:

e changing mix of staffing to support various business growth initiatives, primarily within the PFS and CMB
segments,

e higher average salaries and pay rates, due to normal annual pay increases; and

o higher personnel costs within the Global Banking and Markets segment associated with repositioning certain
businessesin order to focus on building a financing and emerging markets led wholesale banking business.
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During the second quarter of 2006, the HSBC Remuneration Committee exercised its discretion to waive the Total
Shareholder Return performance condition related to 2003 share option awards under the HSBC Group Share
Option Plan (refer to page 143 of HUSI’s 2007 Form 10-K for a description of this plan). This modification
resulted in an additional charge to employee benefits expense of $9 million for the second quarter of 2006. No
similar charge was recorded during 2007. Excluding this 2006 charge, higher employee benefit costs directly
associated with increased salaries expenses were offset by lower pension costs.

2006 Compared to 2005
Higher salaries and benefits expenses for 2006 were primarily due to:

e higher staff counts and a changing mix of staffing to support various business growth initiatives within the PFS,
CMB, Global Banking and Markets and PB business segments (refer to commentary regarding Business
Segments, beginning on page 50 of this Form 10-K);

e higher incentive compensation expenses, largely due to growth in the Global Banking and Markets and PB
segments;

o lower deferrals of costs within the residential mortgage banking business, included within the PFS business
segment, resulting from lower loan originations during 2006;

e higher pension expense, resulting from changesin plan assumptions, particularly alower discount rate, for
2006; and

o higher employee welfare costs and payroll related taxes, which relate directly to higher salary costs.

In addition, during 2006, HUSI recorded $12 million of increased compensation expenses related to retirement and
other transition of certain HUSI senior executives.

Occupancy Expense, Net

Expansion of the core banking and commercia lending networks within the PFS and CMB business segments has
been a key component of recent business expansion initiatives. New branches have been opened and lending
operations have been expanded, which have resulted in higher rental expenses, depreciation of leasehold
improvements, utilities and other occupancy expenses during 2007.

Support Services from HSBC Affiliates

HUSI has routinely purchased private label credit card receivables from HSBC Finance Corporation since
December 2004. In addition, higher quality nonconforming residential mortgage loans were acquired from HSBC
Finance Corporation’s correspondent network from December 2003 until September 2005. 1n most cases, HSBC
Finance Corporation retained the right to service these portfolios. Fees charged by HSBC Finance Corporation for
loan origination and servicing expenses, which are primarily recorded in the CF segment, have increased
moderately for 2007 due to an increased number of private label credit card receivables serviced.

Fees charged by HMUS pursuant to service level agreements for broker dealer, loan syndication, treasury and
traded markets related services are included in support services from HSBC affiliates. Higher fees charged by
HMUS in 2007 primarily relate to increased loan syndication services.

HSBC' s technology services in North America are centralized within HSBC Technology & Services (USA) Inc.
(HTSU). Technology related assets and software acquired for HUSI are generally purchased and owned by HTSU.

Pursuant to a master service level agreement, HTSU charges HUSI for equipment related costs and technol ogy
services. Fees charged by HTSU to HUSI for technology services are higher in 2007, as HUSI continues to upgrade
its technology environment within all business segments.
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HUSI also utilizes other HSBC affiliates in support of global outsourcing initiatives and, to alesser extent, for
treasury and traded markets services. Higher expense for 2007 primarily resulted from expanded data processing
and other global outsourcing services.

Other Expenses

Higher marketing and promotional expenses resulted from continuing investment in HSBC brand activities,
promotion of the internet savings account and marketing support for branch expansion initiatives, primarily within
the PFS business segment.

Asaresult of adecision to discontinue operations of HBUS sreal estate settlement services company, certain
deferred start-up costs and other contractual costs totaling $7 million were included in outside servicesin 2007.
Market data services and collection agency fees, also included in outside services, increased $11 millionin
comparison to 2006. Thiswas slightly offset by a decrease in employment agency and staff recruitment fees.

Theincrease in Insurance business expense in 2007 primarily relates to the costs incurred to terminate a portion of
the annuity reinsurance business. Additionally, there was a nominal increase in claims during the third quarter of
2007.

Higher miscellaneous expenses for 2007 were primarily due to $70 million of litigation expense related to Visa
(refer to Note 25 of the consolidated financial statements beginning on page 152 of this Form 10-K for commentary
on the Visalitigation), increased insurance costs and higher expenses associated with business expansion in the PFS
and CMB segments. In addition, miscellaneous expenses in 2006 were unusually low, mainly due to reversal of a
charge for the accrued interest related to settlement of certain income tax liabilities during the second quarter of
2006.

Efficiency Ratio
Increase in efficiency ratio resulted primarily from a decrease in other revenues and increased operating expenses,

partially offset by higher net interest income, for the year ended 2007, in comparison to 2006.

| ncome Taxes

Income tax expense decreased $531 million (100%) in 2007, as compared with 2006. The decrease in income tax
expense and the related decrease in the effective tax rate is primarily due to the effect of a significantly reduced
level of earnings and the effect of concentrating tax credits (primarily low income housing credits) over a
significantly reduced level of pre-tax income.

Income tax expense decreased $36 million (6%) in 2006, primarily resulting from alower effective rate compared
with 2005. The lower effective tax rate for 2006 reflects higher revenues from operations in states with lower tax
rates and an increase in low income housing tax credits.

Refer to Note 17 of the consolidated financial statements beginning on page 133 of this Form 10-K for additional
information regarding income taxes.
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Business Segment Results

HUSI hasfive distinct segments that 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 on pages 6 and 7
of this Form 10-K.

Effective January 1, 2007, corporate goals of HUSI are based upon results reported under International Financial
Reporting Standards (IFRS), which are utilized by HSBC to prepare its consolidated financial statements.

Operating results for HUSI are now being monitored and reviewed, trends are being evaluated, and decisions are
being made about allocating certain resources on an IFRS basis. As aresult, business segment results are reported
on an |FRS basis to align with the revised internal reporting mechanism for monitoring performance. Results for
2007, 2006 and 2005 in the tables that follow are reflected on an IFRS basis. Refer to Note 24 of this Form 10-K for
additional information on business segments, including a reconciliation between IFRS and U.S. GAAP for reported
results and certain other key balances.

Effective January 1, 2006, activity related to certain commercia banking relationships, which was previously
reported in the PFS segment, was transferred to the CMB segment. In addition, also 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, prior period disclosures previously
reported for 2006 and 2005 have been conformed herein to the presentation of current segments.

Results for each business segment on an IFRS basis are summarized in the following tables.

Personal Financial Services (PFS)

During 2007, resources continued to be directed towards expansion of the core retail banking business, including
investment in the HSBC brand, expansion of the branch network in existing and new geographic areas, and
continued rollout of HSBC Direct, the internet banking channel. As aresult, balance sheet growth for core retail
banking in 2007 was highlighted by a 22% increase in average deposits, as compared with 2006.

During 2007, HUSI continued to sell the majority of new residential mortgage loan originations to government
sponsored enterprises and private investors and to allow the existing balance sheet to runoff. Asaresult, average

residential mortgage loans decreased 11% in 2007, as compared with 2006.

The following table summarizes results for the PFS segment.

2007 Compared 2006 Compared
to 2006 to 2005
Increase (Decr ease) I ncrease (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest income ................. $ 1102 $ 1155 948 $ (53) 5 $ 207 22
Other revenues 559 496 704 63 13 (208) (30)
Total revenues 1,661 1,651 1,652 10 1 1) -
Provision for credit losses ...... 139 52 100 87 167 (48) (48)
1,522 1,599 1,552 77) (5) 47 3

Operating expenses.................. 1,302 1,173 1,023 129 11 150 15
Income before income

taX EXPENSE ...cecveeereecreins 220 426 529 (206) (48 (103 (19
Income tax expense 52 154 218 (102) (66) (64) (29)
Net inCOMe ...coovvrreeennee $ 168 % 2712 $ 311 $ (104) (38) $ (39) (13)
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2007 Compared to 2006

Lower overall results for the PFS segment in 2007 were primarily driven by higher operating expenses from
expansion initiatives and higher provision for loan losses in the mortgage business, primarily related to increased
delinquencies on home equity lines of credit.

Net interest income from continuing core banking activities has decreased in 2007 due to narrowing of interest rate
spreads as customers migrated to higher yielding deposit products such as Online Savings and CDs. Net interest
income for 2007 was a so impacted by lower interest income and loan portfolio runoff on the residential mortgage
portfolio.

Other revenues for 2007 were higher as compared to 2006 due to $45 million of gains realized on the sale of
MasterCard Class B Shares and $21 million of gains realized on sales of branch premises to unaffiliated third
parties.

Higher provision for credit losses was driven by an increase in delinquencies and charge offs within the Home
Equity Line of Credit (HELOC) portfolio, which is primarily due to conditions in the housing markets deteriorating.
Prime mortgage loans experienced minimal deterioration. In addition, provision expense for the first half of 2006
was unusually low due to the impact of bankruptcy legislation enacted in 2005, which resulted in accelerated

consumer charge offsin the fourth quarter of 2005. Thiswas partialy offset by areduction resulting from
refinement of the allowance methodol ogy associated with MasterCard/Visa receivables.

Higher expensesin 2007 are primarily due to $70 million of litigation expense related to Visa. Refer to Note 25 of
this Form 10-K, beginning on page 152, for additional information regarding the Visalitigation. Also contributing
to increased operating expenses was investment in branch expansion and HSBC Direct, which includes higher staff,
occupancy, and marketing expenses.

2006 Compared to 2005
Net interest income associated with the core banking operations grew 22% for 2006 as a result of favorable interest
rate spreads on a growing deposit base. As expected during the expansion build-out phase, expense growth

associated with expansion initiatives has outpaced related core banking revenue growth.

Lower residential mortgage related resultsin 2006 were driven by strategic balance sheet initiatives to decrease the
residential mortgage loan portfolio, and by tightening interest rate spreads.

The provision for credit losses decreased $48 million in 2006, as compared to 2005, mainly due to changesin

bankruptcy legislation in 2005, which accelerated charge offs and impairment activity related to the legacy
MasterCard/Visa credit card and automotive finance portfoliosin that year.
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Higher operating expenses for 2006, as compared to 2005, were primarily due to:

o dtaff costs from additional headcount recruited to support branch expansion and the internet banking channel.
Greater emphasis was also placed on recruiting staff dedicated to sales and customer relationship activities,
which changed the staff mix, and contributed to higher expenses;

e marketing and other direct costs associated with expansion of the core banking network and growth of the
internet savings banking channel;

o higher expenses within the residential mortgage banking business throughout 2006, partly due to reduced cost
deferrals related to a reduced volume of loan originations; and

e increased fees paid to HTSU, as HUSI continued to upgrade its branch sales platform.

Consumer Finance (CF)

The CF segment includes the private |abel receivable portfolio (the PLRP) and other loans acquired from HSBC
Finance Corporation and its correspondents. Private label credit card receivable balances have continued to grow
and are 5% higher at December 31, 2007 compared with 2006.

The following table summarizes results for the CF segment.

2007 Compared 2006 Compared
to 2006 to 2005
Increase (Decr ease) I ncrease (Decrease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest inCOMe .......coceveeuneee $ 951 $ 721 $ 641 $ 230 32 $ 80 12
Other revenues (1) .......ccoovvveenneees 204 105 (41) 189 180 146 *
Total revenues .........cccceeveeveernenene 1,245 826 600 419 51 226 38
Provision for credit losses .......... 1,187 654 662 533 81 (8) (1)
58 172 (62) (114) (66) 234 *

Operating expenses ... 33 31 39 2 6 (8) (21)
Income (loss) before income

18X EXPENSE ..vvvoverererrseeersees 25 141 (101) (116) (82) 242 *
Income tax expense (benefit) ...... 7 50 (38) (43) (86) 88 *
Net income (10SS) .....cvvreereeeeeenee $ 18 % 91 % (63) $ (73) (80) $ 154 *

(1) For IFRS reporting purposes, fees charged by HSBC Finance Corporation for servicing various loan and receivable portfolios are netted

against other revenues. These fees totaled $420 million and $410 million for the year ended December 31, 2007 and 2006, respectively.
*  Not meaningful.

2007 Compared to 2006

Higher net interest income in 2007 primarily resulted from increased credit card receivable balances, due to the
addition of new private label merchant relationships during 2007 and 2006, and to lower amortization of premiums
paid for purchases of receivables included within the PLRP. Although premiums associated with daily purchases of
receivables from HSBC Finance Corporation continue to be recorded and amortized, the premium amortization
associated with the initial portfolio acquisition in 2004 was lower in 2007 as compared to 2006. Additionally, in
2007, HUSI adopted a more refined income recognition methodology on private label credit card promotional
transactions which resulted in an increase to net interest income during 2007.

Higher other revenues are directly related to increased credit card fees (refer to page 40 of this Form 10-K).
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Higher provision expense for credit card receivables in 2007 primarily reflects higher levels of charge offs and
delinquencies within the private label credit card portfolio as market conditions continue to deteriorate. Higher
delinquencies and charge offs in the portfolio of higher quality non-conforming residential mortgage loans which
HUSI purchased from HSBC Finance Corporation in order to hold in the residential mortgage loan portfolio also
contributed to thisincrease. Additionally, increased provision expense reflects a refinement in the methodology
used to estimate inherent losses on private label loans less than 30 days delinquent, which increased credit loss
reserves by $107 million in the fourth quarter.

HUSI is considering the purchase of a portfolio of General Motors MasterCard and Visareceivables (the “GM
Portfolio™) from HSBC Finance Corporation in the future in order to maximize the efficient use of capital and
liquidity at each entity. Any such purchase will be subject to obtaining the necessary regulatory and other
approvals, including the approval of HSBC Finance Corporation’s partner. HSBC Finance Corporation would,
however, maintain the customer account relationships and, subsequent to the initial receivable purchase, HUSI
would purchase additional volume on a daily basis. At December 31, 2007, the GM Portfolio had an outstanding
principa balance of approximately $7 billion. If thisbulk purchase occurs, it is expected to result in payment of a
significant premium upon completion. In future periods, HUSI' s net interest income, fee income and provision for
credit losses would be increased, while net interest income would decrease due to payment of premium from
continuing purchases of credit card receivables, and servicing fees paid to HSBC Finance Corporation would
increase. It isnot anticipated that the net effect of these potential purchases would have a material impact on
HUSI’ s future results of operations.

2006 Compared to 2005

Net interest income and other revenue grew in 2006, compared with 2005, due to significant growth in the number
of accounts included within the PLRP, increased |ate fees and lower fees paid to merchant partners.

Lower provision for credit losses for the PLRP portfolio is primarily due to the impact of bankruptcy legislation
enacted in 2005, which resulted in accelerated consumer charge offs and higher provision expense during 2005.

Commercial Banking (CMB)

Expansion of middle market lending activitiesin Chicago, Washington D.C. and the West Coast, contributed to
growth in small business deposits and average commercial loans. However aslowdown in commercial real estate
activity and deterioration in the credit environment coupled with business expansion, restructuring costs and lower
gains on asset disposals have depressed results.

The following table summarizes results for the CMB segment.

2007 Compared 2006 Compared
to 2006 to 2005
I ncrease (Decrease) I ncrease (Decrease)

Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest income ................... $ 814 $ 746 $ 666 $ 68 9 $ 80 12
Other revenues 259 273 183 (14) (5) 90 49
Total revenues 1,073 1,019 849 54 5 170 20
Provision for credit losses ........ 126 70 27 56 80 43 159

947 949 822 2 - 127 15
Operating expenses ............cowe.. 558 503 378 55 11 125 33
Income before income

tax eXPeNnse ........covvviieenncnnne 389 446 444 (57) (13) 2

Income tax expense .................. 92 155 170 (63) (42) (15) (9)
Net income ......ccoceveeeeeveeencnnee. $ 297 $ 291 $ 274 $ 6 2 $ 17 6
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2007 Compared to 2006

Net interest income grew by 9% to $814 million for 2007, as compared to 2006, mostly driven by average balance
growth of 20% in middle market loans and 21% in small business deposits. Offsetting this, net interest income was
constrained by lower commercia real estate activity and narrowing spreads, particularly on deposits, as customers
migrated to higher yielding products.

Other revenues decreased in 2007, mainly due to lower gains on asset disposals.

Provisions for credit losses have increased by 80% in 2007, as compared to 2006. Thisis dueto achangein loan
loss reserve methodology for HUSI's small business revolving line of credit product, as well as higher commercial
real estate provisions, mainly as aresult of customer downgrades.

Higher operating expenses for 2007 over 2006, reflect organic growth in legacy markets and business expansion in
Chicago, Washington D.C. and the West Coast. In addition, higher incentive compensation costs, business
restructuring and increased community investment activities have also contributed to cost growth.

Deposit volumes continue to be akey driver of growth in 2007, driven by expansion initiatives and targeted
marketing campaigns. For the CMB segment, average customer deposit balances are 20% higher in 2007 compared
with 2006.

Loan growth resulted primarily from strong activity in middle market lending, with growth distributed between
legacy and expansion markets. However, overal loan growth has been adversely impacted by a slowdown in
commercial real estate activity. For the CMB segment, average loans are 4% higher for 2007, compared with 2006.

2006 Compared to 2005
Higher other revenues primarily resulted from:

e salesof Venezuelan Brady Bonds and related instruments during 2006;

e increased syndication fees resulting from a strategic decision by the Commercial Real Estate businessto
mitigate risk by reducing the balance sheet; and

e higher other fees resulting from business expansion.

Higher operating expenses primarily resulted from:

o higher personnel costs from additional staff to support expansion initiatives. Recruitment of additional
relationship managers also changed the mix of staff and drove costs higher;

e higher marketing and other direct costs associated with branch expansion initiatives and new lending offices;
and

e toalesser extent, alocation to CMB of variousincreased corporate expenses, including increased
compensation costs.

Increased provision for credit losses for 2006 resulted from higher criticized commercia assets, and higher charge
offs associated with the growing small business loan portfolio. In addition, net commercial loan charge offs for
2006 reflect a more normalized credit environment in comparison to lower net charge offs recorded in the prior
year.



Global Banking and Markets

During the second half of 2007, the Global Banking and Markets segment was significantly affected by reduced
market liquidity, widening spreads and higher volatility in the credit and sub-prime lending markets, which has led
to a considerable fall in revenues for 2007, as compared with 2006. This impacted trading in mortgage backed
securities and credit derivatives and led to substantial reservesin several asset classes. Partialy offsetting this, the
payments and cash management business and the foreign exchange business have contributed solid revenues.

The following table summarizes results for the Global Banking and Markets segment.

2007 Compared 2006 Compared
to 2006 to 2005
Increase (Decr ease) I ncr ease (Decr ease)

Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest income ........c.oveee.. $ 321 $ 235 $ 348 $ 86 37 $ (113) (32
Other revenues 46 957 738 (911 (95 219 30
Total revenues 367 1,192 1,086 (825) (69) 106 10
Provision (credit) for credit

[0SSES ...t 35 3 (52 32 * 55 106

332 1,189 1,138 (857) (72) 51 4

Operating expenses ............c...... 803 791 644 12 2 147 23
(Loss) income before income

taX EXPENSE ...cecveeereerreeiennes (471 398 494 (869 * (96) (19
Income tax (benefit) expense..... (129) 148 184 (277) (187) (36) (20)
Net (10Ss) iINCOMe .....ovvevrereennes $ (3420 % 250 $ 310 $ (592 * $ (60) (19)

* Not meaningful.

2007 Compared to 2006

Increased net interest income was primarily due to an increase in trading assets and also reflects higher lending
balances and increased balances of loans held for sale resulting from loan syndication activity. Refer to page 32 of
this Form 10-K for additional commentary on trading assets.

Other revenues were significantly affected by adverse market conditions. Specifically, substantial valuation losses
were recorded on sub-prime residential mortgage and leveraged commercial loans held for sale. Additionaly,
reserves were recorded for trading securities, credit derivatives and structured derivative products.

Adverse market conditions have led to downgradesin internal credit ratings of monoline insurance companies. Fair
value adjustments of approximately $287 million have been recorded due to counterparty credit risk exposures on
derivative contracts with these entities, which reflects the decreased credit quality of these entities and concerns
over their ability to perform at December 31, 2007. The exposure relating to monoline insurance companies, which
are rated CCC+ and below has been fully reserved as of December 31, 2007.

Partially offsetting the above mentioned declines, revenues from the recently expanded payments and cash
management business were significantly higher for 2007, as compared with 2006, reflecting higher deposit balances
and higher associated transaction fee revenues. The foreign exchange business also contributed increased revenue
as aresult of ongoing market volatility and a weakening dollar. Additionally, revenue increased from emerging
market and from interest rate trading activities.
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Higher operating expenses for 2007, as compared with 2006, primarily resulted from incremental costs associated
with repositioning certain non-strategic businesses in order to focus on building a financing and emerging markets
led wholesal e banking business.

2006 Compared to 2005

During 2006, successful launches of new products and increased sales of structured products that are tailored to
specific customer needs led to strong derivatives trading revenues. Gains in the precious metals business reflected
volume growth driven by a surge in demand arising from strong commodities markets. Income streamsin the
foreign exchange business were robust against the backdrop of aweak U.S. dollar.

Strong trading results more than offset lower balance sheet management revenues, which were adversely affected by
rising short-term interest rates and a flattening yield curve that reduced net interest income and limited opportunities
to profit from placing funds generated from operations.

Higher trading revenues, included in other revenues, were attributable to expanded operations and favorable market
conditions related to precious metals, foreign exchange and structured products desks, especially during the first six
months of 2006. Refer to page 40 of this Form 10-K for additional analysis and commentary regarding trading
revenues.

Excluding the trading revenues impact noted above, higher other revenues for 2006, as compared to 2005, mainly
resulted from higher fee-based income, primarily within the transaction banking business, resulting from expanded
product offerings, and from one additional quarter in 2006 of service fees generated by a subsidiary transferred to
HUSI from HSBC in March 2005, which provides accounting and valuation services for hedge fund clients.

Higher operating expenses were mainly due to the first full year impact of the business expansion initiatives begun
in 2005, as well as additional investmentsin early 2006 to support the growing complexity of the Global Banking
and Markets business. Specifically, cost growth in Global Markets was primarily driven by expansion within the
mortgage backed securities, structured derivative and equity businesses. Similarly, operating expenses grew in
Transaction Banking, primarily the payments and cash management and the securities services businesses, as
business volumes grew to historical highs, which drove higher transaction costs and increased support for expanded

capacity.

Staff costsincreased due to higher performance incentives, which rose in line with revenue growth, and due to the
effect of additional people recruited throughout 2005 and in early 2006. Business support areas, such as market
risk, credit and operations staff, al'so grew to support the expansion of various business lines. Transition of senior
executives also contributed to higher compensation costs.
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Private Banking (PB)

During 2007 and 2006, additional resources have been allocated to expand products and services provided to high
net worth customers served by the PB business segment. Asaresult, total average loans and deposit balances were
7% and 13% higher, respectively, for 2007 compared with 2006. Assets under management also increased 4%.
However, these increases were offset by higher operating expenses and lower one time gains from the sale of assets
in 2007, as compared with 2006.

The following table summarizes results for the PB segment.

2007 Compared 2006 Compared
to 2006 to 2005
I ncrease (Decr ease) Increase (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest income ........c.oveee.. $ 198 $ 199 $ 174 $ (1) 1) $ 25 14
Other revenues 291 303 260 (12) 4 43 17
Total revenues 489 502 434 (13) ?3) 68 16
Provision (credit) for credit
[0SSES ...t 10 36 3) (26) (72) 39 *
479 466 437 13 3 29 7
Operating expenses ............c...... 345 308 270 37 12 38 14
Income before income
taX EXPENSE ..o 134 158 167 (24 (15) (9) (5)
Income tax expense .................. 32 57 64 (25) (44) (W) (11)
NEt inCoMe ......covvuiecicirririennies $ 102 $ 101 $ 103 $ 1 1 $ 2 2

* Not meaningful.
2007 Compared to 2006

Net interest income for 2007 was impacted by higher average balances for loans and deposits, offset by lower
interest spreads.

The PB business segment includes an equity investment in a non-consolidated foreign HSBC affiliate (the foreign
equity investment). During the third quarter of 2006, the foreign equity investment sold a portion of its investment
in aforeign equity fund to another HSBC affiliate. During the second quarter of 2007, the foreign equity
investment sold its remaining investment in the foreign equity fund. The decreasein equity investment holdings
resulted in lower equity earnings of $47 million included in other revenuesin 2007. Thiswas largely offset by
higher commission and fee revenues from managed products, derivatives and annuity products.

On December 31, 2007, HUSI completed the sale of its Wealth and Tax Advisory Services (WTAYS) subsidiary to
an independent firm formed by certain members of the WTAS management team. In exchange for the net assets of
WTAS, HUSI received cash and secured promissory notes as well as an option to purchase a limited amount of
common equity in future years. HUSI recognized again of $18 million as aresult of this transaction.

Increased operating expensesin 2007, as compared to 2006 mainly resulted from higher staff costs related to
business expansion initiatives.

The provision for credit losses includes the impact of an $8 million charge off in 2007 related to a specific client
relationship, for which no allowance was previously recorded. For 2006, the provision includes a $29 million
charge for a combination of charge offs and higher allowances related to a specific rea estate investment loan
relationship for which no specific allowance was previously recorded.
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2006 Compared to 2005

During 2006 and 2005 additional resources have been allocated to expand products and services provided to high
net worth customers served by this business segment, resulting in increased loan and deposit balances, and a
corresponding increase in net interest income.

Fee income from wealth and tax advisory services was significantly higher for 2006, due to expanded services
offered to customers. In addition, during 2006, earnings from aforeign equity investment increased $44 million due
toits sale of sharesin aforeign equity fund to an HSBC affiliate. Excluding this transaction, equity earnings from
this foreign equity investment were also generally higher in 2006. In the second quarter of 2005, HUSI sold its
shares in the same foreign equity fund to an HSBC affiliate resulting in a gain of $48 million.

Increased operating expenses for 2006 mainly resulted from additional resources being allocated to this segment to
expand the services provided. Higher personnel costs were driven by increased staff count and by increased
compensation expenses related to transition of senior executives. In addition, fees charged by HSBC affiliates grew
in 2006 due to higher technology related costs and higher charges related to global outsourcing services.

Increased provision for credit losses during 2006 directly related to a specific commercial loan relationship for
which acombination of charge offs and increased allowances for credit losses resulted in a $29 million provision.
Further commentary regarding credit quality begins on page 59 of this Form 10-K.

Other
Overview

The Other segment primarily includes an equity investment in HSBC Republic Bank (Suisse) S.A., and adjustments
made at the corporate level for fair value option accounting related to certain debt issued.

Operating Results

The following table summarizes results for the Other segment.

2007 Compared 2006 Compared
to 2006 to 2005
I ncr ease (Decr ease) I ncr ease (Decr ease)
Year Ended December 31 2007 2006 2005 Amount % Amount %
($in millions)
Net interest (10SS) ......overrerennee $ 12 3 (100 $ (22) $ 2 (20 $ 12 55
Other revenues (expense) ......... 216 (46) 28 262 * (74) *
Total revenues (expense) .......... 204 (56) 6 260 * (62) *
Provision for credit losses ........ - - - - - - -
204 (56) 6 260 * (62) *
Operating expenses ........c..ue.. 4 2 - 2 100 2 -
Income (loss) before income
taX EXPENSE ..o 200 (58) 6 258 * (64 *
Income tax expense (benefit) ... 57 (35) 8 92 * (43) *
Net income (10SS) ...coevveeeererneene $ 143 $ 23) % 2 $ 166 * $ (21 *

* Not meaningful.

Theincrease in other revenues for 2007 primarily resulted from decreases in the fair value of certain debt
instruments to which fair value option accounting is applied, due to widening credit spreads, as compared to 2006.

The reduction in other revenues for 2006 primarily resulted from increases in the fair value of certain debt
instruments to which fair value option accounting is applied, due to narrowing credit spreads, as compared to 2005.
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Credit Quality

Overview
HUSI entersinto avariety of transactionsin the normal course of business that involve both on and off-balance
sheet credit risk. Principal among these activitiesis lending to various commercial, institutional, governmental and
individual customers. HUSI participates in lending activity throughout the U.S. and, on alimited basis,
internationally.
HUSI’ s approach toward credit risk management is summarized on pages 77-78 of this Form 10-K.
HUSI’ s methodol ogy and accounting policies related to its allowance for credit losses are presented in Critical
Accounting Policies beginning on page 25 and in Note 2 of the consolidated financial statements beginning on page
103 of this Form 10-K.

Nonaccruing Loans

HUSI’s policies and practices for placing loans on nonaccruing status are summarized in Note 2 of the consolidated
financial statements, beginning on page 103 of this Form 10-K.

Nonaccruing loan statistics are summarized in the following table.

2007 2006 2005 2004 2003
($in millions)
Nonaccruing loans
Balance at end of period:
Commercial:
Construction and other real estate ........ $ 34 $ 33 $ 15 $ 33 $ 30
Other commercid .......ccooeevvevevrcenene. 89 69 70 117 233
Total commercial .........ccooeeveveeeerecreennns 123 102 85 150 263
Consumer:
Residential mortgages .........ccccoeevvenene 640 265 138 99 78
Credit card receivables .........cccccoueurneeee. 1 1 - - 22
Other consumer loans - - - 1 3
Total consumer loans 641 266 138 100 103
Total nonaccruing 10ans .........cccvveevecrececnenen $ 764 $ 368 $ 223 $ 250 $ 366
Asapercent of loans:
Commercial:
Construction and other real estate ........ 40 % 37 % 16 % 40 % 43 %
Other commercia ... .30 .34 .38 .80 2.00
Total commercial .........ccoceevvevreeerieiennens .32 .35 31 .65 141
Consumer:
Residential mortgages .........ccccoeeuvenee 181 .67 31 21 .29
Credit card receivables ... .01 .01 - - 1.89
Other consumer 10ans .........cccceevveevennene. - - - .03 .15
Total consumer [0ans .........cccceeveevevennes 1.12 A4 .22 .16 .35
TOtAl v .80 % 41 % 25 % 29 % 76 %
Interest income on nonaccruing loans
(Y ear ended December 31):
Amount which would have been recorded
had the associated loans been current in
accordance with their original terms $ 49 $ 24 $ 25 $ 23 $ 28
Amount actually recorded .............ccovvinicirnnne. 7 8 12 17 12
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Increase in consumer nonaccruing loans in 2007 was related primarily to sub-prime residential mortgage loans held
for sale and occurred as aresult of illiquidity in the U.S. mortgage market. Thisincrease also relatesto a portfolio
of higher quality nonconforming residential mortgage loans which HUSI purchased from HSBC Finance
Corporation in order to hold in the residential mortgage loan portfolio. Certain loansin the Home Equity Line of
Credit (HELOC) portfolio and other prime mortgage loan portfolio have also contributed to thisincrease. Refer to
Note 8 of this Form 10-K for additional credit quality statistics on nonaccruing loans.

Interest that has been accrued but unpaid on loans placed on nonaccruing status generally is reversed and reduces
current income at the time |oans are so categorized. Interest income on these loans may be recognized to the extent
of cash paymentsreceived. In those instances where there is doubt as to collectibility of principal, any cash interest
payments received are applied as reductions of principal. Loans are not reclassified as accruing until interest and
principal payments are brought current and future payments are reasonably assured.

Impaired Loans

A loan is considered to be impaired when it is deemed probable that all principal and interest amounts due,
according to the contractual terms of the loan agreement, will not be collected. Probable losses from impaired loans
are quantified and recorded as a component of the overall allowance for credit losses. Generally, impaired loans
include loans in nonaccruing status, loans which have been assigned a specific alowance for credit losses, |loans
which have been partialy or wholly charged off, and loans designated as troubled debt restructurings. Impaired
loan statistics are summarized in the following table. Refer to Note 8 on this Form 10-K for more information on
impaired loans.

2007 2006 2005 2004 2003
(in millions)
Impaired loans:
Balance at end of period .........cccoveveevecrrenenennn $ 123 $ 100 $ 90 $ 236 $ 267
Amount with impairment reserve 41 35 27 210 179
IMPairment reSErVe ........cocceeeernnreniecisceenes 15 13 10 18 86

Criticized Assets

Criticized asset classifications are based on the risk rating standards of HUSI' s primary regulator. Problem loans
are assigned various criticized facility grades under HUSI' s allowance for credit losses methodology. The
following facility grades are deemed to be criticized.

Special Mention — generally includes loans that are protected by collateral and/or the credit worthiness of the
customer, but are potentially weak based upon economic or market circumstances which, if not checked or
corrected, could weaken HUSI’ s credit position at some future date.

Substandard — includes loans that are inadequately protected by the underlying collateral and/or general credit
worthiness of the customer. These loans present a distinct possibility that HUSI will sustain some lossif the
deficiencies are not corrected. This category also includes certain non-investment grade securities, as required by
HUSI’s principal regulator.

Doubtful —includes loans that have all the weaknesses exhibited by substandard loans, with the added characteristic
that the weaknesses make collection or liquidation in full of the recorded loan highly improbable. However,
although the possibility of lossis extremely high, certain factors exist which may strengthen the credit at some
future date, and therefore the decision to charge off the loan is deferred. Loans graded as doubtful are required to
be placed in nonaccruing status.
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Criticized assets are summarized in the following table.

I ncrease (Decr ease) from

December 31, December 31, 2006 December 31, 2005
2007 Amount % Amount %
($in millions)
Special mention:
Commercial 10aNS ......cocovvvveeieeerirenreenns $ 2402 $ 1151 92 $ 1742 264
Substandard:
Commercia [0aNS ......ccooeveeerrerrerernecene, 625 (56) (8) 471 306
COoNSUMEY 108NS .....ccceveveeeieeeeereeereiee e, 1,168 567 94 714 157
1,793 511 40 1,185 195
Doubtful:
Commercia [0aNS ......ccocevveeirerrererrecene, 25 (7 (22) 1 4
TOtAl e $ 4220 $ 1655 65 $ 2,928 227

Theincrease in criticized commercial loansis addressed under Commercial Loan Credit Quality on page 64.
Higher substandard consumer loans primarily relate to private label credit card receivables and, to alesser extent, to
residential mortgage loans acquired from HSBC Finance Corporation.
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Provision and Allowance for Credit L osses

An analysis of the provision for credit losses is provided on page 37 of this Form 10-K.

An analysis of overall changesin the allowance for credit losses and related allowance ratios is presented in the

following table.

Year Ended December 31 2007 2006 2005 2004 2003
($in millions)
Total loansat year end ........cccceevveeeeevinrennns 94,949 90,237 $ 90,342 84,947 48,474
Average total loans 89,462 88,853 87,898 60,328 44,187
Allowance for credit losses:
Balance at beginning of year ............... 897 846 $ 788 399 493
Allowance related to acquisitions
and (dispositions), Net ........cccovvreeenne. - (8) - 485 (15)
Charge offs:
ComMErCia ...coooveeerieeieiee e 147 136 75 54 160
Consumer:
Residential mortgages ...........c....... 70 37 24 15 3
Credit card receivables................... 935 728 659 65 59
Other consumer loans ................... 117 111 113 23 21
Total consumer loans ........ccceeeee. 1,122 876 796 103 83
Total charge offs ......cccvvercennnrcccnens 1,269 1,012 871 157 243
Recoveries on loans charged off:
CommErCial ....ccoovvveereeererirseeesereseens 28 38 71 60 35
Consumer:
Residential mortgages ................... 1 2 1 2 1
Credit card receivables.................. 198 170 146 8 8
Other consumer 10ans .........ccceene. 37 38 37 8 7
Total consumer loans ..........cc....... 236 210 184 18 16
Total FECOVENIES ...veveereeireeieeeeeress e 264 248 255 78 51
Total net charge offs ..covvveveeervversceenens 1,005 764 616 79 192
Provision charged (credited) to income ..... 1,522 823 674 17) 113
Baanceat end of year ........cccccoveeveirenenene, 1,414 897 $ 846 788 399
Allowance ratios:
Tota net charge offsto average
loans:
CoOMMENCIal ....oveveevereiriresreceeeeees 38 % 3B % 02 % (03) % 63 %
Consumer:
Residential mortgages ...........c.c..... .18 .08 .05 .04 .01
Credit card receivables .... 4.12 3.49 3.81 4.69 457
Other consumer loans ..... 3.23 247 241 .73 .75
Total consumer loans .........cccevee. 1.53 1.10 .96 21 .28
Total [0aNS ..o 112 % 86 % 70 % 13 % 43 %
Y ear-end allowance to:
Year-end total loans .........cccueeeee. 149 % 99 % 94 % 93 % 82 %
Y ear-end total nonaccruing
([T (1 PO 185.08 % 24375 % 37937 % 31520 % 109.02 %

(1) Theincreased alowance for credit losses at the end of 2007, 2006, 2005 and 2004 resulted from the acquisition of the private label credit
card receivables from HSBC Finance Corporation. As these receivable balances are typically maintained as accruing until charged off,
there were no loan balances included in this portfolio which were classified as nonaccruing, resulting in asignificant increase in the ratio
of alowance to nonaccruing loans for 2007, 2006, 2005 and 2004 as compared with prior years.
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Changesin the allowance for credit losses during 2007 and 2006 by general loan categories, are summarized in the

following tables.

Residential Credit Other

Year Ended December 31 Commercial M ortgage Card Consumer Unallocated Total
(in millions)
2007
Balance at beginning of year ........... $ 203 $ 31 $ 626 $ 26 $ 11 $ 897
Allowance related to dispositions ... - - - - - -
Charge offs ....cccceevvevvreerierssens 147 70 935 117 - 1,269
RECOVEries .......ooiovccniiriiie, 28 1 198 37 - 264
Net charge offS .....coveecviervceeene, 119 69 737 80 - 1,005
Provision charged to income ........... 196 126 1,108 83 9 1,522
Baance at end of year ...........ccooe.... $ 280 $ 88 $ 997 $ 29 $ 20 $ 1414
2006
Balance at beginning of year ........... $ 162 $ 34 $ 600 $ 36 $ 14 $ 846
Allowance related to dispositions ... - - 8 - - (8)
Charge offs 136 37 728 111 - 1,012
Recoveries s 38 2 170 38 - 248
Net charge offS .......ccccoevvvrecienene 98 35 558 73 - 764
Provision charged (credited)

tOINCOME ..o 139 32 592 63 3) 823
Balance at end of year .........cc.cocee..e. $ 203 $ 31 $ 626 $ 26 $ 11 $ 897

An alocation of the allowance for credit losses by major |oan categoriesis presented in the following table. The
2004 decrease in the unallocated portion noted in the table is due to a refinement in the allowance methodol ogy

during that year.

2007 2006 2005 2004 2003
% of % of % of % of % of
L oans Loans Loans Loans Loans
toTotal to Total to Total toTotal toTotal
Amount Loans  Amount Loans Amount Loans Amount Loans  Amount L oans
($in millions)
Commercid ............. $ 280 40 $203 33 $162 31 $182 27 $252 39
Consumer:
Residential
mortgages ............ 88 37 31 44 34 49 20 55 13 55
Credit card
receivables .......... 997 21 626 20 600 17 553 14 54 2
Other consumer ... 29 2 26 3 36 3 20 4 16 4
Unallocated
(=55 AV TR 20 - 11 - 14 - 13 - 64 -
Tota $1414 100 $ 897 100 $ 846 100 $788 100 $ 399 100
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Commercial Loan Credit Quality

Components of the commercia allowance for credit losses, as well as movementsin comparison with prior years,
are summarized in the following table.

I ncrease (Decr ease) from

December 31, December 31, 2006 December 31, 2005
2007 Amount % Amount %
($in millions)

On-balance sheet alowance:
SPECITIC v, $ 15 $ 1 7 $ 6 67
Collective ........... 265 76 40 116 78
Transfer risk - - - (4) (100)
280 77 38 118 73
Unalocated .......oooevvemvereneeereeseeesesen, 20 9 82 6 43
Total on-balance sheet allowance............... 300 86 40 124 70
Off-balance sheet allowance 103 5 5 15 17
Total commercial allowances $ 403 $ 91 29 $ 139 53

2007

HUSI’s growth initiatives have resulted in a continuing trend of growth in the size and complexity of the
commercial loan portfolio. In addition, certain segments of the economy continue to show signs of slowing,
resulting in higher probabilities of default, which isakey driver for credit grading. The resulting net increase in
criticized assets, in combination with increased loan balances, resulted in higher specific and collective allowances
at December 31, 2007.

Overal, commercial loan credit quality remains stable and well-controlled. Higher total criticized loan balances for
2007 as compared with 2006 (refer to page 61 of this Form 10-K) resulted mainly from downgradesin real estate
and middle market exposures. Total nonaccruing commercial loans, as a percentage of total commercial loans,
remain low and are flat year over year. Based upon evaluation of the repayment capacity of the obligors, including
support from adequately margined collateral, performance on guarantees, and other mitigating factors, impairment
is moderately higher in 2007 as compared with 2006, and is adequately reflected in the allowances for specific and
collective impairment.

Provisions on commercial loans have increased in 2007, as compared to 2006, primarily due to a change in loan loss
reserve methodology for HUSI' s small business revolving line of credit product. Additionally, commercial real
estate provisions have increased as a result of customer downgrades. Any sudden and/or unexpected adverse
economic events or trends could significantly affect credit quality and increase provisions for credit losses.

2006

Criticized asset classifications are based on the risk rating standards of HUSI’ s primary regulator. Higher
substandard criticized assets (refer to page 61 of this Form 10-K) resulted mainly from downgradesin auto and
insurance industry exposures within the Global Banking and Markets business segment, and middle market
commercial exposures within CMB. The downgrades resulted in part from changesin the credit metrics for specific
credits within these industries and portfolios. Total nonaccruing commercial loans remain low as a percentage of
total commercial loans.

During 2006, HUSI' s management began to make more extensive use of available tools to 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 economically hedge and reduce certain exposures.
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Credit Card Receivable Credit Quality

Credit card receivables are primarily private label receivables, including closed and open ended contracts, acquired
from HSBC Finance Corporation. Receivables included 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.

December 31 2007 2006
($in millions)
Accruing credit card receivables contractually past due 90 days or more:
Balance at end Of PENOU .......cviiiieeeiieiesrer bbb $ 432 $ 339
Asapercent of total credit card recaivables ... 223 % 186 %

Allowance for credit losses associated with credit card receivables:
Balance at end Of PENOU .......oviiiieciieierec bbb $ 997 $ 626

Asapercent of total credit card receivables 514 % 343 %
Net charge offs of credit card receivables:

Total for the Year eNAEd ...........ccviicieir e $ 737 $ 558

Net charge offs as a percent of annual average credit card receivables ... 412 % 349 %

2007

The allowance for credit losses associated with credit card receivables increased 59% to $997 million in 2007. Net
charge off and provision activity was higher during 2007 as compared to 2006 due to increased private label and
MasterCard/Visa credit card receivable balances and to higher delinquencies within these portfolios, which have
resulted in a higher collective allowance balance. Additionally, the increased allowance for credit |osses associated
with credit card receivables reflects a refinement in the methodology used to estimate inherent losses on private
label loans less than 30 days delinquent, which increased credit loss reserves by $107 million in the fourth quarter.
Underwriting criteria are continually being reviewed and will be modified as necessary based on the current
economic environment.

2006

The allowance for credit losses associated with credit card receivables increased 4% to $626 million for 2006. Net
charge off and provision activity during 2006, as well as the allowance balance at December 31, 2006, are generally
consistent with increased private label credit card receivable balances (refer to page 52 of this Form 10-K for
commentary regarding credit card receivables).

Residential Mortgage Loan Credit Quality
2007

Theincrease in the allowance for credit losses related to residential mortgage loans during 2007 was primarily
related to increased delinquencies and charge offsin the portfolio of higher quality nonconforming residential
mortgage loans which HUSI purchased from HSBC Finance Corporation in order to hold in the residential
mortgage loan portfolio. Also contributing to this increase are delinquencies and charge offs within the Home
Equity Line of Credit (HELOC) portfolio, primarily due to continued deterioration in the housing markets. Other
prime mortgage loans are also experiencing minimal deterioration.

Additional disclosures regarding certain risk concentrations inherent within the residential mortgage loan portfolio
are provided beginning on page 66 of this Form 10-K.
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2006

The alowance for credit losses related to residential mortgage loans decreased 9% during 2006. Lower loan
balances resulted in lower allowance requirements during the year. HUSI’ sresidential mortgage portfolio is
primarily comprised of prime mortgage loans, for which credit quality remained strong during 2006 and 2005.

Reserve for Off-Balance Sheet Exposures

HUSI maintains a separate reserve for credit risk associated with certain off-balance sheet exposures including
letters of credit, unused commitments to extend credit and financial guarantees. Thisreserve, included in other
liahilities, was $105 million and $98 million at December 31, 2007 and 2006, respectively.

Concentrations of Credit Risk

A concentration of credit risk is defined as a significant credit exposure with an individual or group engaged in
similar activities or affected similarly by economic conditions. HUSI entersinto avariety of transactionsin the
normal course of business that involve both on and off-balance sheet credit risk. Principal among these activitiesis
lending to various commercial, institutional, governmental and individual customers. HUSI participatesin lending
activity throughout the United States and internationally. In general, HUSI controls the varying degrees of credit
risk involved in on and off-balance sheet transactions through specific credit policies. These policies and
procedures provide for a strict approval, monitoring and reporting process. It is HUSI’ s policy to require collateral
when it is deemed appropriate. Varying degrees and types of collateral are secured depending upon management’s
credit evauation.

As with any nonconforming 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.

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

HUSI also offersinterest-only residential mortgage loans. These interest-only loans allow customers to pay only
the accruing interest for a period of time, which results in 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.

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

December 31 2007 2006
(in millions)

Residential mortgage loans with high LTV and no mortgage insurance $ 2,345 $ 3,079
Interest-only residential MOrtgage 10ans ..........ccoovvreereceeenreecinesneneeeee 6,161 7,537

TOHBL bbbt $ 8,506 $ 10,616

Concentrations of first and second liens within the residential mortgage loan portfolio are summarized in the
following table. Amountsin the table exclude loans held for sale.

December 31 2007 2006
(in millions)
Closed end:
[ L = OSSPSR $ 28,315 $ 31,876
15 T= w70 o 1= OSSPSRt 1,096 474
Revolving:
1= o7 g To 1= SRRSOt 3,082 3,231
LI L OO $ 32,493 $ 35581
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HUSI also offers adjustabl e rate residential mortgage loans which alow it to adjust pricing on the loan in line with
market movements. At December 31, 2007, HUSI had approximately $17.9 billion in adjustabl e rate residential
mortgage loans. 1n 2008, approximately $2.8 billion of adjustable rate residential mortgage loans will experience
their first interest rate reset. 1n 2009, approximately $8.9 billion of adjustable rate residential mortgage loans will
experience their first interest rate reset. Asinterest rates have risen over the last three years, many adjustable rate
loans are expected to require a significantly higher monthly payment following their first adjustment. A customer's
financial situation at the time of the interest rate reset could affect the customer's ability to repay the loan after the
adjustment.

Regional exposure at December 31, 2007 for certain loan portfoliosis summarized in the following table.

Commercial

Construction and Residential Credit

Other Real Mortgage Card

December 31, 2007 Estate L oans L oans Receivables
NEW YOrK SEALE ..o s 51 % 26 % 10 %

North Central United States 3 11 24

North Eastern United States 9 12 14

Southern United States ............... 18 23 28

Western UNIted SEAEES ......c.cecveieeeiieiiieeeteee ettt s 19 28 24
I ¢ PR RS 100 % 100 % 100 %

Cross-Border Net Outstandings

Cross-border net outstandings, as calculated in accordance with Federal Financial Institutions Examination Council
(FFIEC) guidelines, are amounts payable to HUSI by residents of foreign countries regardless of the currency of
claim and local country claimsin excess of local country obligations. Cross-border net outstandings include
deposits placed with other banks, loans, acceptances, securities available for sale, trading securities, revaluation
gains on foreign exchange and derivative contracts and accrued interest receivable. Excluded from cross-border net
outstandings are, among other things, the following: local country claims funded by non-local country obligations
(U.S. dollar or other non-local currencies), principally certificates of deposit issued by aforeign branch, where the
providers of funds agree that, in the event of the occurrence of a sovereign default or the imposition of currency
exchange restrictions in a given country, they will not be paid until such default is cured or currency restrictions
lifted or, in certain circumstances, they may accept payment in local currency or assets denominated in local
currency (hereinafter referred to as constraint certificates of deposit); and cross-border claims that are guaranteed by
cash or other external liquid collateral. Cross-border net outstandings that exceed .75% of total assets at year-end
are summarized in the following table.

Banksand Commercial
Other Financial and
Ingtitutions Industrial Total
(in millions)
December 31, 2007:
$ 1562 $ 21 $ 1,583
833 1,011 1,844
2,697 1,204 3,901
2,017 60 2,077
1,741 715 2,456
$ 8,850 $ 3,011 $ 11861
$ 1782 $ 49 $ 1,831
1,305 793 2,098
United KinGAOM ...ttt 1,738 1,127 2,865
$ 4825 $ 1,969 $ 6,794
December 31, 2005:
United KiNGOM .....cecuirieerieeresieisee et ssessssenns $ 1497 $ 970 $ 2,467
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Credit and Market Risks Associated with Derivative Contracts

Credit (or repayment) risk in derivative instruments is minimized by entering into transactions with high quality
counterparties, including other HSBC entities. Counterpartiesinclude financial institutions, government agencies,
both foreign and domestic, corporations, funds (mutual funds, hedge funds, etc.), insurance companies, including
monoline 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 also be required.

Thetotal risk in aderivative contract is afunction of a number of variables, such as:

whether counterparties exchange notional principal;
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 counterpartiesin the transaction; and

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

The following table presents credit risk exposure and net fair value associated with derivative contracts. Inthe
table, current credit risk exposure is the recorded fair value of derivative receivables, which represents revaluation
gains from the marking to market of derivative contracts held for trading purposes, for all 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 regul atory 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, or is downgraded below a certain rating by external ratings agencies, or contracts may be
subject to break clauses at specific dates. 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 risk-
weighted assets 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 a fraction of the original netted exposures.

December 31 2007 2006
(in millions)

Risk associated with derivative contracts:

CUrrent Credit FiSk EXPOSUIE .......ccvrirerieieeririreeeseseesestssesesesesessssssesesessssssessssssssssssesssensssssesassnsssnsnses $ 14,711 $ 11,398
Future credit risk exposure 74,236 72,447
Total risk eXPOSUIe .....cccveeevevrerereeereenens 88,947 83,845
Less: collateral held against EXPOSUE ..........ccciciiueiriiiiiricceie et (5,148) (3,989
NEt Credit FiSK BXPOSUIE .......veeieeeiceeteiete ettt bbbt ae bbb s ss s s s s ebesesenanes $ 83,799 $ 79,856
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The table below summarizes the risk profile of the counterparties of HUSI’ s on balance sheet exposure to derivative
contracts, net of cash and other highly liquid collateral. The exposure in the unrated category are exposures to
counterparties that have not been rated by an external rating agency. These counterparties are, however, rated
according to HUSI’ s Internal Credit Rating System and exposure is mostly equivalent to investment grade. Refer to
pages 77-79 of this Form 10-K for additional commentary relating to the Internal Credit Rating System.

Percent of Current Credit Risk
Exposure, Net of Collateral

Rating equivalent at December 31 2007 2006
AAA 0 A A e et 52 % 46 %
A 10 A et h ek R R R R e R e bR bR a e Rt et ettt b e ene 29 31
BBBH IO BBB- ... e 4 15
BB 10 B .ot e bR bbb n et n et nnene e 5 4
CCCH @NA DEIOW ...ttt * *
UNTAEE ..ttt bbbk £ bbb e bbb e b et sb bbb et et beben 10 4

TOLAl oo 100 % 100 %

* Lessthan .5 percent.

HUSI entersinto basis trades to monetize the basis difference between abond and a credit default swap (CDS). Ina
basis trade, HUSI subscribes newly-issued floating rate investment grade mortgage backed or asset backed
securities and contemporaneously buys credit protection from monoline insurers for a premium. The sponsoring
monoline provides financial guaranty to HUS! if thereis a credit event. When the bond spread is higher than the
CDS spread, the basisis “negative” and the trade is described as a negative basis trade. The monolines typically do
not post collateral and HUSI trades with monolines based on their credit ratings. As of December 31, 2007, HUSI
had approximately $5,911 million notional of CDS under the negative basis arrangements with monolines.

Due to recent downgradesin HUSI’ sinternal credit ratings of monoline insurance companies (refer to Credit Risk
Management beginning on page 77 of this Form 10-K for additional commentary relating to HUSI’ s credit rating
system), fair value adjustments have been recorded due to counterparty credit exposures. As of December 31, 2007,
this exposure totaled $1,083 million. HUSI recorded write-downs on these contracts of approximately $287
million, which reflects the decreased credit quality of these entities and concerns over their ahility to perform at
December 31, 2007. The exposure relating to monoline insurance companies which are rated CCC+ and below has
been fully written down as of December 31, 2007.

Market risk isthe adverse effect that a change in market liquidity, interest rates, currency, or implied volatility rates
has on the value of afinancia instrument. HUSI manages the market risk associated with interest rate and foreign
exchange contracts by establishing and monitoring limits asto the types and degree of risk that may be undertaken.
HUSI also manages the market risk associated with the trading derivatives through hedging strategies that correlate
the rates, price and spread movements. HUSI measures this risk daily by using Vaue at Risk (VAR) and other
methodologies. Refer to Market Risk Management, beginning on page 84 of this Form 10-K, for commentary
regarding the use of VAR analyses to monitor and manage interest rate and other market risks.

HUSI’s Asset and Liability Policy Committee is responsible for monitoring and defining the scope and nature of
various strategies utilized to manage interest rate risk that are developed through its analysis of data from financial
simulation models and other internal and industry sources. The resulting hedge strategies are then incorporated into
HUSI’s overall interest rate risk management and trading strategies.
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Off-Balance Sheet Arrangements and Contractual Obligations

Off-Balance Sheet Arrangements

As part of its normal operations, HUSI enters into various off-balance sheet arrangements with affiliates and third
parties. These arrangements arise principally in connection with HUSI’ s lending and client intermediation activities
and involve primarily extensions of credit and guarantees.

Asafinancial services provider, HUSI routinely extends credit through loan commitments and lines and letters of
credit and provides financial guarantees, including derivative transactions that meet the definition of a guarantee
under FIN 45. The contractual amounts of these financial instruments represent HUSI’ s maximum possible credit
exposure in the event that a counterparty draws down the full commitment amount or HUSI is required to fulfill its
maximum obligation under a guarantee.

The following table presents total contractual amounts and maturity information related to HUSI’ s of f-balance sheet
arrangements. Many of these commitments and guarantees expire unused or without default; as aresult, HUSI
believes that the contractual amount is not representative of the actual future credit exposure or funding
requirements. Descriptions of the various arrangements follow the table.

Balance at December 31, 2007

One Over One Over Balance at
Y ear Through Five December 31,
or Less FiveYears Years Total 2006
(in millions)
Standby letters of credit, net of
PArtiCiPations (1) .........eeeeeeeeeeereeeeeseeesreeeneen $ 6527 $ 2,371 $ 123 $ 9,021 $ 7,259
Commercid letters of credit ..........cccvervevnnn, 818 116 - 934 795
Credit derivatives considered
QUAANEEES (2) oevveeeeecreieieieieeeires e 20,854 406,684 222,705 650,243 431,631
Other commitments to extend credit:
COMMErCIA ..o 30,640 25,204 3,197 59,041 55,862
Consumer 10,053 - - 10,053 9,627
TOtAl v $ 68,892 $ 434,375 $ 226,025 $ 729,292 $ 505,174

(1) Includes $598 million and $542 million issued for the benefit of HSBC affiliates at December 31, 2007 and 2006, respectively.
(2) Includes $98,250 million and $71,908 million issued for the benefit of HSBC affiliates at December 31, 2007 and 2006, respectively.

Letters of Credit

HUSI may issue aletter of credit for the benefit of a customer, authorizing a third 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. HUSI issues two types of letters of credit, commercial and standby.

o A commercia letter of credit is drawn down on the occurrence of an expected underlying transaction, such as
the delivery of goods. Upon the occurrence of the transaction, the amount drawn under the commercial letter of
credit isrecorded as areceivable from the customer in other assets and as a liability to the vendor in other
liabilities until settled.

e 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,
fails to perform some contractual non-financial obligation, or (2) in the case of afinancial standby letter of
credit, failsto 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 HUSI's “stand ready obligation to perform” under these guarantees, amounting to $25 million and $21 million at
December 31, 2007 and 2006, respectively. Fees are recognized ratably over the term of the standby letter of credit.
Alsoincluded in other liabilitiesis an allowance for credit losses on unfunded standby letters of credit of $27
million and $25 million at December 31, 2007 and 2006, respectively.

Credit Derivatives Considered Guarantees

HUSI entersinto credit derivative contracts both for its own benefit and to satisfy the needs of its customers. Credit
derivatives are arrangements that provide for one party (the “beneficiary”) to transfer the credit risk of a“reference
asset” to another party (the “guarantor”). Under this arrangement the guarantor assumes the credit risk associated
with the reference asset without directly purchasing it. The beneficiary agreesto pay to the guarantor a specified
fee. In return, the guarantor agrees to pay the beneficiary 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 market risk it assumesin selling credit guarantees through a
credit derivative contract with another counterparty. Credit derivatives, although having characteristics of a
guarantee, are accounted for as derivative instruments and are carried at fair value. The commitment amount
included in the table on the preceding page 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.

Other Commitments to Extend Credit

Other commitments to extend credit include arrangements whereby HUS! is contractually obligated to extend credit
in the form of loans, participationsin loans, lease financing receivables, or similar transactions. Consumer
commitments comprise unused credit card lines and commitments to extend credit secured by residential properties.
HUSI has the right to change or terminate any terms or conditions of a customer’s credit card or home equity line of
credit account, upon notification to the customer. Commercial commitments comprise primarily those related to
secured and unsecured loans and lines of credit and certain asset purchase commitments. In connection with its
commercial lending activities, HUSI provides liquidity support to a number of multi-seller and single-seller asset
backed commercial paper conduits (ABCP conduits) sponsored by affiliates and third parties. These ABCP
conduits and HUSI’ s variable interests in them are more fully described in Note 27 Variable Interest Entities
beginning on page 155 of this Form 10-K.

HUSI provides liquidity support to ABCP conduits in the form of liquidity loan agreements and liquidity asset
purchase agreements. Liquidity facilities provided to multi-seller conduits support transactions associated with a
specific seller of assets to the conduit and HUSI would only be required to provide support in the event of certain
triggers associated with those transactions and the underlying assets. Liquidity facilities provided to single-seller
conduits are not identified with specific transactions or assets and HUSI would be required to provide support upon
occurrence of certain triggers that generally affect the conduit as awhole. HUSI’ s obligations are generally pari
passu with that of other institutions that also provide liquidity support to the same conduit or for the same
transactions. HUSI does not provide any program-wide credit enhancements to ABCP conduits.
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Under the terms of these liquidity agreements, the ABCP conduits may call upon HUSI to lend money or to
purchase certain assets upon the occurrence of certain trigger events. These trigger events are generally limited to
market disruptions and declines in the value of the underlying assets that result in an inability of the ABCP conduit
to issue new commercial paper to replace maturing commercial paper. With regard to a multi-seller liquidity
facility, the maximum amount that HUSI could be required to advance upon the occurrence of atrigger event is
generally limited to the lesser of the amount of outstanding commercial paper related to the supported transaction
and the balance of the assets underlying that transaction adjusted by afunding formula that excludes defaulted and
impaired assets. Under asingle-seller liquidity facility, the maximum amount that HUSI and other liquidity
providers could be required to advance is also generally limited to each provider’s pro-rata share of the lesser of the
amount of outstanding commercial paper and the balance of unimpaired performing assets held by the conduit. Asa
result, the maximum amount that HUSI would be required to fund may be significantly less than the maximum
contractual amount specified by the liquidity agreement.

The tables below present information on HUSI’ s liquidity facilities with ABCP conduits at December 31, 2007
excluding facilities with certain multi-seller ABCP conduits that are subject to agreements affecting HUSI' s
obligations and which are separately discussed in the commentary following the tables. The maximum exposure to
loss presented in the first table represents the maximum contractual amount of loans and asset purchases HUSI
could be required to make under the liquidity agreements. This amount does not reflect the funding limits discussed
above and also assumes that HUSI suffers atotal 1oss on all amounts advanced and all assets purchased from the
ABCP conduits. Assuch, HUSI believes that this measure significantly overstates its expected loss exposure.

Conduit Assets (1) Conduit Funding (1)
Maximum Weighted . Weighted
) Commercial .
Exposure Total AveragelLife Paper AveragelLife
Conduit Type to Loss Assets (Months) (Days)
($in millions)
HSBC affiliate sponsored (multi-seller)........ $ 9,301 $ 6,502 37 $ 6,499 24
Third-party sponsored:
Multi-seller 296 296 60 296 3
Single-seller 1,149 26,227 37 24,837 35
TOLAl o $ 10,746 $ 33,025 $ 31,632

(1) For multi-seller conduits, the amounts presented represent only the specific assets and related funding supported by HUSI' s liquidity
facilities. For single-seller conduits, the amounts presented represent the total assets and funding of the conduit.
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Average Average Credit Quality (1)

Asset Class Asset Mix Aaa Aa A
Multi-seller conduits
Debt securities backed by:
Credit card recaiVables ..........ccoveuveecvereeeeeeeeeee e, 29 % 59 % 41 %
Auto 10aNS aNd [EASES ........cucvrveereeirieiieeeeie e, 26 100 %
Trade reCalVables ........coccoveecveiceeceeeeeee e, 20 22 % 18 % 60 %
Other SECUMLIES ...vvveveieiecieeee e, 11 100 %
Capital CAlS ..cvvvrereeecererse e, 4 100 %
Collateralized debt obligations ...........cccccverrnnecrcenenn. 3 100 %
MOIQAGES ....vuvvveeceeiee e, 3 100 %
Auto dealer floor plan 10ans ........cccceeveerreenienssnnnnn, 3 100 %
CONSUMET [0ANS ......vcveerierieieie e 1 100 %
TOAl ettt nnens 100 %
Single-seller conduits
Debt securities backed by:
AUt0 10aNS aNd 1€ASES .......ccevevereeirieesee e, 82 % 98 % 2 %
Commercial property 183SES .......ovuveervrerseeeieerseseeenen: 2 100 %
Loans and trade receivables:
Auto 10aNS aNd [€ASES .........ccueveveeeeeieeeeece e, 16 100 %
TOMAl oot 100 %

(1) Credit quality isbased on Standard and Poor’ s ratings at December 31, 2007 except for loans and trade receivables held by single-seller
conduits, which are based on HUSI’ sinternal ratings.

HUSI receives fees for providing these liquidity facilities. Credit risk on these obligations is managed by subjecting
them to HUSI’ s normal underwriting and risk management processes.

During the second half of 2007, asset backed commercial paper markets experienced adeclinein liquidity as
concerns surrounding U.S. sub-prime residential mortgages spilled over into other credit markets. Asaresult,
issuers of asset backed commercial paper found it increasingly difficult to refinance maturing commercial paper and
many found it necessary to draw on liquidity facilities or obtain additional support in other forms. Despite market
difficulties, none of the ABCP conduits included in the tables above drew on the liquidity facilities provided by
HUSI during 2007. HUSI did, however, provide support to several HSBC-affiliate sponsored ABCP conduits by
purchasing up to $1.16 billion of A-1/P-1 rated commercial paper issued by them. The majority of commercial
paper purchased was repaid upon maturity, although HUSI continued to hold $306 million of such paper at
December 31, 2007.

As noted, the tables above do not include information on liquidity facilities that HUSI provides to certain multi-
seller ABCP conduits that are subject to agreements affecting HUSI’ s contractual obligations under the facilities.
Asaresult of difficultiesin the asset backed commercial paper markets, HUSI entered into various agreements
during the second half of 2007 that modified its obligations with respect to these facilities. Under one of these
agreements, known as the Montreal Accord, the adhering parties agreed not to trade, trigger default provisions,
pursue liquidity or collateral calls, or exercise security rights over assets held by the covered conduits while they
work to restructure outstanding commercial paper into longer-term securities. Separately, HUSI agreed to purchase
and hold a specified amount of commercial paper issued by certain conduits covered by HUSI liquidity facilities.
While the parties to these arrangements al so agreed not to trigger defaults, make liquidity calls, or exercise security
rights, the sponsors of these conduits agreed to meet certain collateral calls made by HUSI. As of December 31,
2007, one of the conduits subject to the Montreal Accord had been restructured and, as aresult, HUSI no longer had
any obligation to, or amounts due from, the restructured conduit. At December 31, 2007, the total amount of
liquidity facilities HUSI provided to multi-seller ABCP conduits subject to and awaiting restructure under the
various agreements was $1.4 billion (net of participations of $414 million, which includes a $312 million
participation that expired on December 31, 2007), of which $10 million had been funded. Additionally, HUSI isa
party to various derivative transactions with these conduits. The current exposure to these contracts is fully
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collateralized. Commercial paper purchased and held by HUSI in connection with these agreements was $408
million at December 31, 2007 and is reported in securities available for sale.

In addition to the facilities provided to ABCP conduits, HUSI also provides a $50 million liquidity facility to a
third-party sponsored multi-seller structured investment vehicle (SIV). This SIV and HUSI’ sinvolvement with it is
more fully described in Note 27 Variable Interest Entities beginning on page 155 of this Form 10-K. At

December 31, 2007, $19 million of this facility had been funded and is recorded in loans on HUSI’ s balance sheet.
The funded and unfunded amounts related to this liquidity facility were considered in the determination of HUSI's
allowance for loan losses and its reserve for off-balance sheet exposures, respectively, at December 31, 2007. In
January 2008, HUSI funded the remainder of the facility and, as aresult of a significant downgradein the
borrower’s credit rating, recorded a specific allowance against the fully drawn facility.

Money Market Funds

HUSI has established and manages a number of constant net asset value (CNAV) money market funds that invest in
shorter-dated highly-rated money market securities to provide investors with a highly liquid and secure investment.
These funds price the assetsin their portfolio on an amortized cost basis, which enables them to create and liquidate
shares at a constant price. The funds, however, are not permitted to price their portfolios at amortized cost if that
amount varies by more than 50 basis points from the portfolio’s market value. In that case, the fund would be
required to price its portfolio at market value and consequently would no longer be able to create or liquidate shares
at a constant price.

At December 31, 2007, one of HUSI's sponsored CNAV funds, which had total net assets of $7.6 hillion, held $558
million of investmentsissued by SIVs. Asaresult of recent market conditions and rating agency actions, these
investments have experienced declines in market value. HUSI has no legal obligation, and currently has no plan, to
offer financia support to thisfund in the event that it is unable to maintain a constant net asset value as a result of
becoming unable to value its assets at amortized cost. This fund has, however, received support from an affiliate of
HUSI, which in January 2008 provided aletter of limited indemnity in relation to certain of the fund’s SIV
investments.

HUSI does not consolidate the CNAV funds it sponsors as they are not VIEs and HUSI does not hold a majority
voting interest.

Contractual Obligations

Obligations to make future payments under contracts are presented in the following table.

One Over One Over

Year Through Five
December 31, 2007 or Less Five Years Years Total
(in millions)
Subordinated long-term debt and perpetual capital notes (1) ......... $ 250 $ 779 $ 4,726 $ 5,755
Other long-term debt, including capital lease obligations (1) ......... 8,628 8,851 5,102 22,581
Pension and other postretirement benefit obligations (2) ............... 62 287 471 820
Minimum future rental commitments on operating leases (3) ........ 106 362 288 756
Purchase obligations (4) .......ccoeeieeenereiercee e, 83 31 - 114
TOLAl ot $ 9129 $ 10,310 $ 10587 $ 30,026

(1) Representsfuture principal payments related to debt instruments included in Note 15 of the consolidated financial statements beginning on
page 128 of this Form 10-K.

(2) Represents estimated future employee service expected to be paid based on assumptions used to measure HUSI' s benefit obligation at
December 31, 2007. See Note 23 of the consolidated financial statements beginning on page 144 of this Form 10-K.

(3) Represents expected minimum |ease payments under noncancellable operating leases for premises and equipment included in Note 25 of
the consolidated financial statements beginning on page 152 of this Form 10-K.

(4) Represents binding agreements for facilities management and maintenance contracts, custodial account processing services, internet
banking services, consulting services, real estate services and other services.
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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 below as a separate functional discipline. During 2007, there were no significant changes
to the policies or approach for managing various types of risk, although HUSI continues to monitor current market
conditions and will adjust risk management policies and procedures if deemed necessary.

The objective of HUSI’ s risk management system is to identify, measure and monitor risks so that:

the potential costs can be weighed against the expected rewards from taking the risks;

appropriate disclosures can be made to all concerned parties;

adequate protections, capital and other resources can be put in place to weather all significant risks; and
compliance with all relevant laws, regulations and regulatory requirements is ensured through staff education,
adequate processes and controls, and ongoing monitoring efforts.

Historically, HUSI' s approach toward risk management has emphasized a culture of business line responsibility
combined with central requirements for diversification of customers and businesses. Extensive centrally determined
requirements for controls, limits, reporting and the escalation of issues have been detailed in HUSI’sand HSBC's
policies and procedures. In addition, HUSI has aformal independent compliance function, the staff of which has
been aligned with, and has advised, each business and support function.

Asaresult of an increasingly complex business environment, increased regulatory scrutiny, and the evolution of
improved risk management tools and standards, HUSI has significantly upgraded, and continues to upgrade, its
methodologies and systems. New practices and techniques have been developed that involve data development,
modeling, simulation and analysis, management information systems development, self-assessment, and staff
education programs.

Risk management oversight begins with HUSI’ s Board of Directors and its various committees, principally the
Audit Committee. Specific oversight of various risk management processes is provided by the Risk Management
Committee, which was assisted by three principal subcommittees through 2007:

o theAsset and Liability Policy Committee;
e the Operationa Risk Management Committee; and
o the Credit Risk Committee.

The Risk Management Committee and each sub-committee were chartered by the Board of Directors. Whilethe
charters were tailored to reflect the roles and responsibilities of each committee, they al had the following common
themes:

defining risk appetites, policies and limits;

monitoring and assessing exposures, trends and the effectiveness of risk management;
reporting to the Board of Directors; and

promulgating a suitable risk taking, risk management, and compliance culture.
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Day-to-day management of credit risk is performed by the Co-Chief Credit Officers. For retail consumer loan
portfolios, such as credit cards, installment loans, and residential mortgages, the consumer credit management skills
and tools of HSBC Finance Corporation are leveraged. Day-to-day management of interest rate and market risk is
centralized principally under the Treasurer. Operational, fiduciary, and compliance risk is decentralized and is the
responsibility of each business and support unit. However, for al risk types, there are independent risk specialists
that set standards, develop new risk methodologies, maintain central risk databases, and conduct reviews and
analysis. The Chief Operating Officer, the Co-Chief Credit Officers and the Executive Vice President for
Compliance and Anti-Money Laundering provide day-to-day oversight of these activities and work closely with
internal audit and senior risk specialistsat HNAH and HSBC.

Economic and Regulatory Capital

Economic Capital

Economic capital is defined as the amount of capital required to sustain a business through a complete business
cycle, enabling the business to absorb unexpected losses and thus limit the probability of insolvency. Economic
capital is measured at the business unit level based on four categories of risk:

Credit risk
Operational risk
Market risk
Interest rate risk

HUSI has begun a process to quantify additional risks, beyond the few risks quantified under economic capital. The
guantification process is undertaken in conjunction with the HBUS Internal Capital Adequacy Assessment Process
(ICAAP), and will include an evaluation of risks such as pension risk, liquidity risk, business risk, strategic risk and
other risks. ICAAP isbeing developed in conjunction with the HBUS adoption of the Basel 1l framework as
adopted by the U.S. Regulators.

Whereas regulatory capital istraditionally only calculated at the total bank level as a measure of the minimum
capital needed for regulatory compliance and is based on the amount of capital maintained in relation to risk-
weighted assets at a specific point in time, economic capital is actually a measure of risk. Asaresult, economic
capital can be compared to total corporate capital resources and, since it can be assigned to each business unit
according to itsrisk characteristics, it can be used to establish business performance measures, make pricing
decisions or set portfolio guidelines.

Economic capital is an internal measure developed by HUSI based on its unique set of diverse businesses, risk
appetites, and management practices. 1n 2004, HUSI began to calculate economic capital from statistical analyses
of possible losses related to credit, market, interest rate and operational risk. HUSI calculates economic capital
sufficient to cover losses over aone year time horizon at a 99.95% confidence level. Thisis consistent with
HBUS s“AA" rating, as“AA” rated credits have historically defaulted at arate of about .05% per year. The one
year time horizon is also consistent with traditional planning and budgeting time horizons. Quantification of
possible losses related to fiduciary and reputational risk, are broadly covered under the credit, market and
operational risk measurements.

Basel Capital Standards
In December 2007, U.S. regulators published afinal rule regarding Risk-Based Capital Standards. Thisfinal rule
represents the U.S. adoption of the Basel 1| Capital Accord. The fina rule will become effective April 1, 2008, and

requires HUSI to adopt its provisions no later than April 1, 2011. Final adoption must be preceded by aparalel run
period of at least four quarters.
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An implementation plan for the new rule must be presented to the HUSI Board of Directors prior to October 1,
2008, in compliance with the final rule. The implementation plan will detail HUSI’ s readiness for adopting the new
standard, as well as the expected timing for adoption.

In addition, HUSI continues to support the HSBC Group implementation of the Basel 1l framework, as adopted by

the Financial Services Authority (FSA). HUSI supplies data regarding credit risk, operational risk, and market risk
to support the Group' s regulatory capital and risk weighted asset calculations. Revised FSA capital adequacy rules
for the HSBC Group became effective January 1, 2008.

Credit Risk Management

Credit risk isthe potential that a borrower or counterparty will default on a credit obligation, as well as the impact
on the value of credit instruments due to changes in the probability of borrower default.

For HUSI, credit risk isinherent in various on and off-balance sheet instruments and arrangements:

in loan portfolios;

in investment portfolios;

in unfunded commitments such as letters of credit and lines of credit that customers can draw upon; and
in treasury instruments, such as interest rate swaps which, if more valuable today than when originally
contracted, may represent an exposure to the counterparty to the contract.

While credit risk exists widely within HUSI, diversification among various commercia and consumer portfolios
helps HUSI to lessen risk exposure. Analysis of HUSI' s credit quality begins on page 59 of this Form 10-K.

HUSI assesses, monitors and controls credit risk with formal standards, policies and procedures. An independent
Credit Risk function is maintained under the direction of Co-Chief Credit Officers, who report directly to the Chief
Executive Officer of HUSI.

The responsihilities of the credit risk function include;

e Formulating credit risk policies - HUSI’ s policies are designed to ensure that various retail and commercial
business units operate within clear standards of acceptable credit risk. HUSI’ s policies ensure that the HSBC
standards are consistently implemented across all businesses and that all regulatory requirements are also
considered. Credit policies are reviewed and approved annually by the Audit Committee.

e Approving new credit exposures and independently assessing large exposures annually - The Co-Chief Credit
Officers delegate credit authority to various lending units throughout HUSI. However, most large credits are
reviewed and approved centrally through a dedicated Credit Approval Unit that reports directly to the Co-Chief
Credit Officers. In addition, the Co-Chief Credit Officers coordinate the approval of material credits with
HSBC Group Credit Risk which, subject to certain agreed-upon limits, will review and concur on material new
and renewal transactions.

e Maintaining and devel oping the governance and operation of HUS’ srisk rating system - HUSI utilizes a two-
dimensional credit risk rating system in order to categorize exposures meaningfully and enable focussed
management of the risksinvolved. This ratings system is comprised of a 22 category Customer Risk Rating
which considers the probability of default of an obligor and a separate assessment of a transaction’s potential
loss given default. Rating methodol ogies are based upon awide range of analytics and market data-based tools,
which are core inputs to the assessment of counterparty risk. Although automated risk rating processes are
increasingly used, for larger facilities the ultimate responsibility for setting risk grades rests in each case with
the final approving executive. Risk grades are reviewed frequently and amendments, where necessary, are
implemented promptly.
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e Measuring portfolio credit risk - Over the past few years, the advanced credit ratings system has been used to
implement a credit economic capital risk measurement system to measure the risk in HUSI’ s credit portfolios,
using the measure in certain internal and Board of Directors reporting. Simulation models are used to
determine the amount of unexpected losses, beyond expected losses, that HUSI must be prepared to support
with capital given itstargeted debt rating. Monthly credit economic capital reports are generated and reviewed
with management and the business units. Efforts continue to refine both the inputs and assumptions used in the
credit economic capital model to increase its usefulness in pricing and the evaluation of large and small
commercial and retail customer portfolio products and business unit return on risk.

e Monitoring portfolio performance - HUSI has implemented a credit data warehouse to centralize the reporting
of its credit risk, support the analysis of risk using tools such as economic capital, and to calculate its credit loss
reserves. This data warehouse also supports HSBC' s wider effort to meet the requirements of Basel 11 and to
generate credit reports for management and the Board of Directors.

e Establishing counterparty and portfolio limits - HUSI monitors and limits its exposure to individual
counterparties and to the combined exposure of related counterparties. In addition, selected industry portfolios,
such as real estate and structured products, are subject to caps that are established by the Co-Chief Credit
Officers and reviewed where appropriate by management committees and the Board of Directors. Counterparty
credit exposure related to derivative activities is also managed under approved limits. Since the exposure
related to derivativesis variable and uncertain, HUSI usesinternal risk management methodologies to calculate
the 95% worst-case potential future exposure for each customer. These methodol ogies take into consideration,
among other factors, cross-product close-out netting, collateral received from customers under Collateral
Support Annexes (CSAS), termination clauses, and off-setting positions within the portfolio.

e Managing problem commercial loans - Special attention is paid to problem loans. When appropriate, HUSI's
Special Credits Unit provides customers with intensive management and control support in order to help them
avoid default wherever possible and maximize recoveries.

e Establishing allowances for credit losses - The Co-Chief Credit Officers share the responsibility with the Chief
Financial Officer for establishing appropriate levels of allowances for credit losses inherent in various loan
portfolios.

e Overseeing retail credit risk - Each retail business unit is supported by dedicated advanced risk analytics units.
The Co-Chief Credit Officers provide independent oversight of credit risk associated with these retail portfolios
and is supported by expertise from HNAH's Retail Credit Management unit.

e Chairing the Credit Risk Management Committee - The Co-Chief Credit Officers chair the Credit Risk
Management Committee, which is responsible for strategic and collective oversight of the scope of risk taken,
the adequacy of the tools used to measure it, and the adequacy of reporting.

Asset/Liability Management

Asset and liability management includes management of liquidity, interest rate and market risk. Liquidity risk isthe
potential that an institution will be unable to meet its obligations as they become due or fund its customers because
of inadequate cash flow or the inability to liquidate assets or obtain funding itself. Market risk includes both
interest rate and trading risk. Interest rate risk isthe potential impairment of net interest income due to mismatched
pricing between accrual accounted assets and liabilities. Market risk isthe potential for lossesin daily mark to
market positions (mostly trading) due to adverse movements in money, foreign exchange, equity or other markets.
In managing these risks, HUSI seeks to protect both its income stream and the value of its assets.
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HUSI has substantial, but historically well controlled, interest rate risk in large part as aresult of its portfolio of
residential mortgages and mortgage backed securities, which consumers can prepay without penalty, and its large
base of demand and savings deposits. These deposits can be withdrawn by consumers at will, but historically they
have been a stable source of relatively low cost funds. Market risk exists principally in treasury businesses and to a
lesser extent in the residential mortgage business where mortgage servicing rights and the pipeline of forward
mortgage sales are hedged. HUSI has little foreign currency exposure from investments in overseas operations,
which are limited in scope. Total equity investments, excluding stock owned in the Federal Reserve and New Y ork
Federal Home Loan Bank, represent less than 4% of total available for sale securities.

The management of liquidity, interest rate and most market risk is centralized in treasury and mortgage banking
operations. In all cases, the valuation of positions and tracking of positions against limitsis handled independently
by HUSI' s finance units. Oversight of all liquidity, interest rate and market risksis provided by the Asset and
Liability Policy Committee (ALCO) which is chaired by the Chief Financial Officer. Subject to the approval of the
HUSI Board of Directors and HSBC, ALCO sets the limits of acceptable risk, monitors the adequacy of the tools
used to measure risk, and assesses the adequacy of reporting. ALCO also conducts contingency planning with
regard to liquidity.

Liquidity Risk Management

Liquidity risk istherisk that an institution will be unable to meet its obligations as they become due because of an
inability to liquidate assets or obtain adequate funding. Liquidity is managed to provide the ability to generate cash
to meet lending, deposit withdrawal and other commitments at a reasonable cost in a reasonable amount of time,
while maintaining routine operations and market confidence. HUSI plans its market funding in conjunction with
HSBC Finance Corporation and HSBC, as the markets increasingly view debt issuances from the separate
companies within the context of their common parent company. Liquidity management is performed at HUSI and at
HBUS. Each entity is required to have sufficient liquidity for acrisissituation. ALCO isresponsible for the
development and implementation of related policies and procedures to ensure that the minimum liquidity ratios and
astrong overall liquidity position are maintained.

In carrying out this responsibility, ALCO projects cash flow requirements and determines the level of liquid assets
and available funding sources to have at HUSI' s disposal, with consideration given to anticipated deposit and
balance sheet growth, contingent liabilities, and the ability to access wholesale funding markets. HUSI’ s liquidity
management approach includes increased deposits, potential sales (e.g. residential mortgage loans), and
securitizations/conduits (e.g. credit cards) in liquidity contingency plans. In addition, ALCO monitors the overall
mix of deposit and funding concentrations to avoid undue reliance on individual funding sources and large deposit
relationships. It must also maintain aliquidity management contingency plan, which identifies certain potential
early indicators of liquidity problems, and actions that can be taken both initially and in the event of aliquidity
crisis, to minimize the long-term impact on HUSI’ s business and customer relationships. In the event of a cash flow
crisis, HUSI’ s objective is to fund cash requirements without access to the wholesal e unsecured funding market for
at least one year. Contingency funding needs will be satisfied primarily through the sale of the investment portfolio
and liquidation of the residential mortgage portfolio. Securities may be sold or used as collateral in arepurchase
agreement depending on the scenario. Portions of the mortgage portfolio may be sold, securitized, or used for
collateral at the FHLB to increase borrowings.

Deposits from a diverse mix of “core” retail, commercial and public sources and online savings accounts represent a
significant, cost-effective and stable source of liquidity under normal operating conditions. Total deposits increased
$14 billion and $13 billion during 2007 and 2006, respectively. Online savings account growth was $4 billion and
$6 billion for 2007 and 2006, respectively.
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HUSI’s ability to regularly attract wholesale funds at a competitive cost is enhanced by strong ratings from the
major credit ratings agencies. At December 31, 2007, HUSI and HBUS maintained the following long and short-
term debt ratings:

Moody’s S&P Fitch DBRS*
HUSI:
ShOrt-tErM DOMTOWINGS ......cvviiiiciticieie s P-1 A-1+ F1+ R-1
LONG-tErM DL ..ot Aa3 AA- AA AA
HBUS:
ShOrt-terM DOMTOWINGS ......cvviiiiciricieie e P-1 A-1+ F1+ R-1
LONG-tEM DL ..ot Aa2 AA AA AA

* Dominion Bond Rating Service.

Numerous factors, internal and external, may impact HUSI’ s access to and costs associated with issuing debt in the
global capital markets. These factors include HUSI' s debt ratings, overall economic conditions, overall capital
markets volatility and the effectiveness of HUSI' s management of credit risks inherent in its customer base.

Cash resources, short-term investments and a trading asset portfolio are available to provide highly liquid funding
for HUSI. Additional liquidity is provided by debt securities. Approximately $5 billion of debt securitiesin this
portfolio at December 31, 2007 are expected to mature in 2008. The remaining $18 billion of debt securities not
expected to mature in 2008 are available to provide liquidity by serving as collateral for secured borrowings, or if
needed, by being sold. Further liquidity is available through HUSI’ s ability to sell or securitize loans in secondary
markets through whole-loan sales and securitizations. 1n 2007, HUSI sold residential mortgage |oans of
approximately $15 billion. The amount of residential mortgage |oans and credit card receivables available to be
sold or securitized totaled approximately $51 billion at December 31, 2007.

The economics and long-term business impact of obtaining liquidity from assets must be weighed against the
economics of obtaining liquidity from liabilities, along with consideration given to the associated capital
ramifications of these two alternatives. Currently, assets would be used to supplement liquidity derived from
liabilitiesonly in acrisis scenario.

It isthe policy of HBUS to maintain both primary and secondary collateral in order to ensure precautionary
borrowing availability from the Federal Reserve. Primary collateral isthat which is physically maintained at the
Federal Reserve, and serves as a safety net against any unexpected funding shortfalls that may occur. Secondary
collateral is collateral that is acceptable to the Federal Reserve, but is not maintained there. |f unutilized borrowing
capacity were to be low, secondary collateral would be identified and maintained as necessary. Further liquidity is
available from the Federa Home Loan Bank of New York. Asof December 31, 2007, HUSI had outstanding
advances of $5.5 hillion. HUSI has access to further borrowings based on the amount of mortgages pledged as
collateral to the FHLB.

As of December 31, 2007, dividends from HBUS to HUSI would require the approval of the OCC, in accordance
with 12 USC 60. Refer to Note 19 for further details. In determining the extent of dividendsto pay, HBUS must
also consider the effect of dividend payments on applicable risk-based capital and leverage ratio requirements, as
well as policy statements of federal regulatory agencies that indicate that banking organizations should generally
pay dividends out of current operating earnings.

HUSI filed a shelf registration statement with the Securities and Exchange Commission in April 2006, under which
it may issue debt securities, preferred stock, either separately or represented by depositary shares, warrants,
purchase contracts and units. HUSI satisfies the eligibility requirements for designation as a“well-known seasoned
issuer” which allowsit to file aregistration statement that does not have a limit on issuance capacity. HUSI's
ability to issue debt under the registration statement is limited by the debt issuance authority granted by the Board.
HUSI is currently authorized to issue up to $7 billion, of which $6.2 billionis available. During 2007, HUS! issued
$.4 billion of senior debt from this shelf.
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In December 2006, HBUS increased the size of its Global Bank Note Program from $20 billion to $40 billion,
which provides for issuance of subordinated and senior notes. Borrowings from the Global Bank Note Program
totaled $1.5 hillion in 2007, of which $.5 billion was subordinated. There is approximately $21 billion of
availability remaining.

At December 31, 2007, HUSI also had a $2.5 billion back-up credit facility for issuances of commercial paper.

I nterest Rate Risk Management

HUSI is subject to interest rate risk associated with the repricing characteristics of its balance sheet assets and
liahilities. Specificaly, asinterest rates change, amounts of interest earning assets and liabilities fluctuate, and
interest earning assets reprice at intervals that do not correspond to the maturities or repricing patterns of interest
bearing liabilities. This mismatch between assets and liabilities in repricing sensitivity resultsin shiftsin net interest
income as interest rates move. To help manage the risks associated with changes in interest rates, and to manage net
interest income within ranges of interest rate risk that management considers acceptable, HUSI uses derivative
instruments such as interest rate swaps, options, futures and forwards as hedges to modify the repricing
characteristics of specific assets, liabilities, forecasted transactions or firm commitments.

The following table shows the repricing structure of assets and liabilities as of December 31, 2007. For assets and
liahilities whose cash flows are subject to change due to movementsin interest rates, such as the sensitivity of
mortgage loans to prepayments, datais reported based on the earlier of expected repricing or maturity and reflects
anticipated prepayments based on the current rate environment. The resulting “gaps’ are reviewed to assess the
potential sensitivity to earnings with respect to the direction, magnitude and timing of changes in market interest
rates. Data shown isas of year end, and one-day figures can be distorted by temporary swings in assets or
lighilities.

Within After One After Five After
One But Within But Within Ten
December 31, 2007 Y ear Five Years Ten Years Years Total
(in millions)
Commercial [0anS .....cccccveveecceeeeeeeeseees $ 35,100 $ 2,034 $ 700 $ 89 $ 37,923
Residential mortgages ..........ccccoeeeeeeeennineneaes 17,179 13,851 2,713 1,637 35,380
Credit card receivables ..........coccoevvrvrverenenenene 13,140 6,275 - - 19,415
Other consumer 10ans ...........cocoveeeievvvieceereeenene 1,285 945 1 - 2,231
Total [0ANS ..o 66,704 23,105 3414 1,726 94,949
Securities available for sale and securities
held t0 MALUFTY ..o 5,633 6,689 4,851 5,680 22,853
Other assets 66,837 2,884 850 - 70,571
Total @SSELS ...uovevevereeeecee e 139,174 32,678 9,115 7,406 188,373
Domestic deposits (1):
Savingsand demand ..........ccoeeveninernieeinnens 42,027 9,387 10,043 - 61,457
Certificates of deposit ........ccceuevrerverirenicnnnne 15,007 573 129 68 15,777
Long-term debt ........cccoeueurevnrininecceeer e 23,222 2,939 1,657 450 28,268
Other liabilitied/equity .........cccceeerrerrirencceenns 73,604 8,743 - 524 82,871
Total liabilitiesand equity .......ccccceeeevrerereeeenns 153,860 21,642 11,829 1,042 188,373
Total balance sheet gap .......cccoveveeerverercrrencnnes (14,686) 11,036 (2,714 6,364
Effect of derivative contracts ..........cccccovvveneae. 2,757 (1,043) (189 (1,525)
Total gap POSItioN .......cccoeieeueeeerieirinnieceeas $ (11,929 $ 9,993 $  (2,903) $ 4,839 $

(1) Doesnot include purchased or wholesal e treasury deposits. The placement of administered deposits such as savings and demand for
interest rate risk purposes reflects behavioral expectations associated with these balances. Long-term core balances are differentiated from
more fluid balances in an effort to reflect anticipated shifts of non-core balances to other deposit products or equities over time.
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Various techniques are utilized to quantify and monitor risks associated with the repricing characteristics of HUSI's
assets, liabilities and derivative contracts.

In the course of managing interest rate risk, Present Vaue of a Basis Point (PVBP) analysisis utilized in
conjunction with a combination of other risk assessment techniques, including economic value of equity, dynamic
simulation modeling, capital risk and Value at Risk (VAR) analyses. The combination of these tools enables
management to identify and assess the potential impact of interest rate movements and take appropriate action. This
combination of techniques, with some focusing on the impact of interest rate movements on the value of the balance
sheet (PVBP, economic value of equity, VAR) and others focusing on the impact of interest rate movements on
earnings (dynamic simulation modeling) allows for comprehensive analyses from different perspectives.

A key element of managing interest rate risk is the management of the convexity of the balance shest, largely
resulting from the mortgage related products on the balance sheet. Convexity risk arises as mortgage |oan
consumers change their behavior significantly in response to large rate movements in market rates, but do not
change behavior appreciably for smaller changesin market rates. Certain of the interest rate management tools
described below, such as dynamic simulation modeling and economic value of equity, better capture the embedded
convexity in the balance sheet, while measures such as PVBP are designed to capture the risk of smaller changesin
rates.

Refer to Market Risk Management, beginning on page 84 of this Form 10-K, for commentary regarding the use of
VAR analyses to monitor and manage interest rate and other market risks.

The assessment techniques discussed below act as a guide for managing interest rate risk associated with balance
sheet composition and off-balance sheet hedging strategy (the risk position). Calculated values within limit ranges
reflect an acceptable risk position, although possible future unfavorable trends may prompt adjustments to on or off-
balance sheet exposure. Calculated values outside of limit ranges will result in consideration of adjustment of the
risk position, or consideration of temporary dispensation from making adjustments.

Present Value of a Basis Point (PVBP)

PVBP isthe 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 December 31, 2007.

December 31, 2007 Values
(in millions)

Institutional PV BP MOVEMENT HIMIT ....ccvoveeiiiiisieeeeni s ee e st ee e e e et se e e see s ase e sessesesesesesessesssenesenessesesasensssnsesessnenen: $ 6.5
PVBP POSItiON 8t PEITOU €110 .....cocuiiiiiiiticiiieteie sttt bbb, 9

Economic Value of Equity

Economic value of equity is the 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 December 31, 2007.

December 31, 2007 Values (%)
Institutional economic Value Of EQUITY TIMIT ......cviuiiiisc bbbt +/- 20
Projected change in value (reflects projected rate movements on January 1, 2008):
Change resulting from a gradual 200 basis point iNCrease in iNtEreSt FAES ..o, (5)
Change resulting from a gradual 200 basis point decrease in INtEreSt FAlES ..........cccceirirnniirieieee e, (6)

Thelossin value for a 200 basis point increase or decrease in ratesisaresult of the negative convexity of the
residential whole loan and mortgage backed securities portfolios. If rates decrease, the projected prepayments
related to these portfolios will accelerate, causing less appreciation than a comparable term, non-convex instrument.
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If rates increase, projected prepayments will slow, which will cause the average lives of these positions to extend
and result in a greater lossin market value.

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 ratesrise 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.

December 31, 2007 Amount %
($in millions)
Projected change in net interest income (reflects projected rate movements on January 1, 2008):

Institutional base earnings MoveMeNt lIMIt ... (10)

Change resulting from a gradual 200 basis point increase in the yield curve $ (251 (@]
Change resulting from a gradual 200 basis point decrease in the yield curve 153 4
Change resulting from a gradual 100 basis point increase in the yield curve (122) (©)]
Change resulting from a gradual 100 basis point decrease in the yield curve 93 2
Other significant scenarios monitored (reflects projected rate movements on January 1, 2008):
Change resulting from an immediate 100 basis point increase in the yield curve a79) 5)
Change resulting from an immediate 100 basis point decrease in the yield curve 117 3
Change resulting from an immediate 200 basis point increase in the yield curve (366) (20)
Change resulting from an immediate 200 basis point decrease in the yield curve 129 3

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 | ncome

Large movements of interest rates could directly affect some reported capital balances and ratios. The mark to
market valuation of available for sale securities is credited on atax effective basis to accumulated other
comprehensive income. Although this valuation mark is excluded from Tier 1 and Tier 2 capital ratios, itis
included 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 December 31, 2007, HUSI had an available for sale
securities portfolio of approximately $20 billion with a net negative mark to market of $314 million included in
tangible common equity of $7 billion. Anincrease of 25 basis pointsin interest rates of all maturities would lower
the mark to market by approximately $138 million to a net loss of $452 million with the following results on the
tangible capital ratios.

Proforma — Reflecting
25 Basis Points
December 31, 2007 Actual Increasein Rates

Tangible common equity to tangibl@ 8SSELS .........ccoeueiriiriririecciee s 393 % 389 %
Tangible common equity to risk weighted assets 5.39 5.33
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Market Risk Management
Value at Risk (VAR)

VAR analysisis used to estimate the potential 1osses that could occur on risk positions as a result of movementsin
market rates and prices over a specified time horizon and to a given level of confidence. VAR calculations are
performed for all material trading activities and as a tool for managing interest rate risk inherent in non-trading
activities. HUSI calculates VAR daily for a one-day holding period to a 99% confidence level. At a99%
confidence level for atwo-year observation period, HUSI is setting as its limit the fifth worst loss performance in
the last 500 business days.

VAR - Overview

The VAR methodology used by HUS! is based on historical simulation. The historical simulation model derives
plausible future scenarios from historical market rate data, taking account of inter-relationships between different
markets and rates, such as the relationship between interest rates and foreign exchange rates. Potential movements
in market prices are calculated with reference to market data from the last two years. The 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 a ten-day
period to a one-day period as this reflects the way HUSI manages its risk 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 data as a proxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

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

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

VAR - Trading Activities

HUSI’ s management of market risk is based on restricting individual operationsto trading within alist of
permissible instruments, and enforcing rigorous approval procedures for new products. In particular, trading in the
more complex derivative productsis restricted to offices with appropriate levels of product expertise and robust
control systems.

In addition, at both portfolio and position levels, market risk in trading portfolios is monitored and controlled using

a complementary set of techniques, including VAR and various techniques for monitoring interest rate risk (refer to
pages 81-83 of this Form 10-K). These techniques quantify the impact on capital of defined market movements.
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Trading portfolios reside primarily within the Markets unit of the Global Banking and Markets business segment,
which include warehoused residential mortgage loans purchased for securitizations and within the mortgage
banking subsidiary included within the PFS business segment. Portfolios include foreign exchange, derivatives,
precious metals (gold, silver, platinum), equities and money market instruments including “repos’ and securities.
Trading occurs as aresult of customer facilitation, proprietary position taking, and economic hedging. In this
context, economic hedging may include, for example, forward contracts to sell residential mortgages and derivative
contracts which, while economically viable, may not satisfy the hedge requirements of Statement of Financial
Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging Activities (SFAS 133).

The trading portfolios have defined limits pertaining to items such as permissible investments, risk exposures, 10ss
review, balance sheet size and product concentrations. “Lossreview” refers to the maximum amount of loss that
may be incurred before senior management intervention is required.

The following table summarizes trading VAR for 2007.

December 31, Full Year 2007 December 31,

2007 Minimum Maximum Average 2006

Tota trading ......ccceeevveeccecee e $ 25 $ 9 $ 32 $ 18 $ 9
Precious metals ..........ccocoeevnneeicnnnieceen 2 * 4 1 2
EQUILIES v * * 4 * *
Foreign exchange ..........ccocvvneeenececnicicininns 3 - 3 1 2
INTEreSt rate ......ooveveeeeeiieeeeee e 17 7 38 16 13

*  Lessthan $500 thousand.

The following table summarizes the frequency distribution of daily market risk-related revenues for Treasury
trading activities during calendar year 2007. 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 the 2007 gain (loss) data shows that the largest daily gain was $114 million and the largest daily loss was $33
million.

Ranges of daily Treasury trading revenue Below $(5) to $0to $5t0 Over
earned from market risk-related activities $(5) $0 $5 $10 $10
($in millions)
Number of trading days market risk-related
revenue was within the stated range ............coeveeecreennnnencneees 39 58 92 38 23

VAR - Non-trading Activities

The principal objective of market risk management of non-trading portfoliosis to optimize net interest income.
Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and their
funding cost, as aresult of interest rate changes. Analysis of thisrisk is complicated by having to make assumptions
on optionality in certain product areas, for example, mortgage prepayments, and from behavioral assumptions
regarding the economic duration of liabilities which are contractually repayable on demand. The prospective
change in future net interest income from non-trading portfolios will be reflected in the current realizable value of
these positions, should they be sold or closed prior to maturity. In order to manage this risk optimally, market risk
in non-trading portfoliosis transferred to Global Markets or to separate books managed under the supervision of
ALCO. Once market risk has been consolidated in Global Markets or AL CO-managed books, the net exposureis
typically managed through the use of interest rate swaps within agreed-upon limits.
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The following table summarizes non-trading VAR for 2007, assuming a 99% confidence level for atwo-year
observation period and a one-day “holding period”.

December 31, Full Year 2007 December 31,
2007 Minimum Maximum Average 2006

(in millions)
INEEIESE 1A ...vovevevreerreeee e $ 46 $ 18 $ 56 $ 33 $ 24

Trading Activities— HSBC Mortgage Corporation (USA)

HSBC Mortgage Corporation (USA) isHUSI' s mortgage banking subsidiary. Trading occurs in mortgage banking
operations as aresult of an economic hedging program intended to offset changesin value of mortgage servicing
rights and the salable loan pipeline. Economic hedging may include, for example, forward contracts to sell
residential mortgages and derivative instruments 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, net of servicing costs). MSRs are separately recognized upon the sale of the underlying loans or
at the time that servicing rights are purchased. M SRs are subject to interest rate risk, in that their value will decline
as aresult of actual and expected acceleration of prepayment of the underlying loans in afalling 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 involves trading activity, risk is
guantified 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.

December 31, 2007 Value
(in millions)
Projected change in net market value of hedged MSRs portfolio (reflects projected rate

movements on January 1, 2008):

Value of hedged MSRS POMTOIIO ... $ 494
Change resulting from an immediate 50 basis point decrease in the yield curve:
Change limit (no worse than) .................. (16)
Calculated change in net market value 3
Change resulting from an immediate 50 basis point increase in the yield curve:
Change liMit (NOWOISETNEN) ......ccueeieiieitiirr ettt bbb bbbt bbbttt b s (8)
Calculated change in NEt MArKEL VEIUE ..o 1
Change resulting from an immediate 100 basis point increase in the yield curve:
Change limit (NOWOISETNEN) ........cciiiiiiii bbb bbb s (12)
Calculated change in NEE MAKEL VEIUE ...ttt bbbttt es 5
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 value declines by more than established limits for one day or one month, various levels of
management review, intervention and/or corrective actions are required.
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Hedge Volatility

The following table summarized the frequency distribution of the weekly economic value of the M SR asset during
calendar year 2007. Thisincludes the change in the market value of the MSR asset net of changes in the market
value of the underlying hedging positions used to hedge the asset. The changes in economic value are adjusted for
changes in M SR valuation assumptions that were made during the course of the year.

Ranges of mortgage economic value from Below $(2) to $0to $2to Over
market risk-related activities $(2) $0 $2 $4 $
($in millions)
Number of trading weeks market risk-related revenue was
Within the StAted raNGE ........cveverriirectee s 12 12 20 4 4

Operational Risk

Operational risk istherisk of loss arising through fraud, unauthorized activities, error, omission, inefficiency,
system failure or from external events. It isinherent in every business organization and covers a wide spectrum of
issues.

HUSI has established an independent Operational Risk Management discipline. The Operational Risk Management
Committee, chaired by the Chief Operating Officer, is responsible for oversight of the operational risks being taken,
the analytic tools used to monitor those risks, and reporting. Results from this Committee are communicated to the
Risk Management Committee and subsequently to the Audit Committee of the Board of Directors. Business unit
line management is responsible for managing and controlling all risks and for communicating and implementing all
control standards. A Corporate Operational Risk Coordinator provides functional oversight by coordinating the
following activities:

maintaining a network of business line Operationa Risk Coordinators;
developing scoring and risk assessment tools and databases;

providing training and developing awareness; and

independently reviewing and reporting the assessments of operational risks.

Management of operational risk includes identification, assessment, monitoring, control and mitigation, rectification
and reporting of the results of risk events, including losses and compliance with local regulatory requirements.
These key components of the Operational Risk Management process have been communicated by issuance of ahigh
level standard. Key features within the standard that have been addressed in HUSI’ s Operational Risk Management
program include:

e each business and support department is responsible for the identification and management of their operational
risks;

e eachrisk isevaluated and scored by its likelihood to occur, its potential impact on shareholder value and by
exposure based on the effectiveness of current controls to prevent or mitigate losses. An operational risk
automated database is used to record risk assessments and track risk mitigation action plans. Therisk
assessments are reviewed at |east annually, or as business conditions change;

o key risk indicators are established where appropriate, and monitored/tracked; and

e thedatabaseis also used to track operational losses for analysis of root causes, comparison with risk
assessments and lessons learned.
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Management practices include standard monthly reporting to business line managers, senior management and the
Operational Risk Management Committee of high risks, risk mitigation action plan exceptions, losses and key risk
indicators. Monthly certification of internal controlsincludes an operational risk attestation. Operational Risk
Management is an integral part of the new product development process and the management performance
measurement process. An online certification process, attesting to the completeness and accuracy of operational
risk, is completed by senior business management on an annual basis.

Analysis of primary types of operational risks reflects a 60% concentration in processrisk. The remaining 40% is
divided fairly equally between the other three primary operational risk types - systems, people and external events.
The same percent distribution of primary operational risk types applies for the higher or more critical operational
risks. Within the process risk type, approximately 85% of thisrisk is concentrated within internal and external
reporting and payment/settlement/delivery risk.

Internal audits, including audits by specialist teamsin information technology and treasury, provide an important
check on controls and test institutional compliance with the Operational Risk Management policy.

Compliance Risk

Compliance risk istherisk arising from failure to comply with relevant laws, regulations and regulatory
reguirements governing the conduct of specific businesses. It isacomposite risk that can result in regulatory
sanctions, financial penalties, litigation exposure and loss of reputation. Compliance risk isinherent throughout the
HUSI organization.

Consistent with HSBC's commitment to ensure adherence with applicable regulatory requirements for all of its
world-wide affiliates, HUSI has implemented a multi-faceted Compliance Risk Management Program. This
program addresses the following priorities, among other issues:

anti-money laundering (AML) regulations;
fair lending laws;

dealings with affiliates;

the Community Reinvestment Act;
permissible activities; and

conflicts of interest.

Oversight of the Compliance Risk Management Program is provided by the Audit Committee of the Board of
Directors through the Risk Management Committee. The effectiveness of the overall compliance program was
overseen and counsel was provided to line and compliance management on major potential issues, strategic policy-
making decisions and reputational risk matters. Internal audit, through continuous monitoring and periodic audits,
tests the effectiveness of the overall Compliance Risk Management Program.

The Compliance Risk Management program elements include i dentification, assessment, monitoring, control and
mitigation of the risk and timely resolution of the results of risk events. The execution of the Program is generally
performed by line management, with oversight provided by Corporate Compliance. Controlsfor mitigating
compliance risk are incorporated into business operating policies and procedures. Processes are in place to ensure
controls are appropriately updated to reflect changes in regulatory requirements as well as changes in business
practices, including new or revised products, services and marketing programs. A wide range of compliance
training is provided to relevant staff, including mandated programs for such areas as anti-money laundering, fair
lending and privacy.
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The independent Corporate Compliance function is comprised of units focusing on General Compliance and Anti-
Money Laundering (AML) compliance, as well as various compliance teams supporting specific business units.
The Corporate Compliance function is responsible for the following activities:

advising management on compliance matters;
providing independent assessment, monitoring and review; and

e reporting compliance issues to HUSI senior management and Board of Directors, as well asto HSBC Group
Compliance.

The Corporate Compliance function has established a rigorous independent review program which includes
assessing the effectiveness of controls and testing for adherence to compliance policies and procedures. The review
program is executed by centralized review teams and specialized business compliance officers who work
collaboratively to complement each others efforts.

Fiduciary Risk

Fiduciary risk isthe risk associated with offering services honestly and properly to clientsin afiduciary capacity in
accordance with Regulation 12 CFR 9, Fiduciary Activity of National Banks. Fiduciary capacity is defined in the
regulation as:

e serving traditional fiduciary duties such as trustee, executor, administrator, registrar of stocks and bonds,
guardian, receiver or assignes;
providing investment advice for afee; or
processing investment discretion on behalf of another.

Fiduciary risks, as defined above, reside in Private Banking businesses (including Investment Management,

Personal Trust, Custody, Middle Office Operations) and other business lines outside of Private Banking (including
Corporate Trust). However, HUSI' s Fiduciary Risk Management infrastructure is also responsible for fiduciary
risks associated with certain SEC regulated Registered Investment Advisors (RIA), which lie outside of the
traditional regulatory fiduciary risk definition for banks. The fiduciary risks present in both banking and RIA
business lines almost always occur where HUS! is entrusted to handle and execute client business affairs and
transactions in afiduciary capacity. HUSI's policies and procedures for addressing fiduciary risks generally address
variousrisk categories including suitability, conflicts, fairness, disclosure, fees, AML, operational, safekeeping,
efficiencies, etc.

Oversight for the Fiduciary Risk Management function falls to the Fiduciary Risk Management Committee of the
Risk Management Committee. This committeeis chaired by the Managing Director - Private Banking. The Senior
Vice President - Fiduciary Risk isresponsible for an independent Fiduciary Risk Management Unit that is
responsible for day to day oversight of the Fiduciary Risk Management function. The main goals and objectives of
this unit include:

e development and implementation of control self assessments, which have been completed for all fiduciary
businesses,

e developing, tracking and collecting rudimentary key risk indicators (KRIs), and collecting data regarding errors
associated with theserisks. KRIsfor each fiduciary business are in the process of being expanded;

e designing, developing and implementing risk monitoring tools, approaches and programs for the relevant
business lines and senior management that will facilitate the identification, evaluation, monitoring,
measurement, management and reporting of fiduciary risks. In thisregard, acommon databaseis used for
compliance, operational and fiduciary risks; and

e ongoing development and implementation of more robust and enhanced key risk indicator/key performance
indicator process with improved risk focused reporting.
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Business Continuity Planning

HUSI is committed to the protection of employees, customers and shareholders by a quick response to all threats to
the organization, whether they are of a physical or financial nature. HUSI is governed by the HNAH Crisis
Management Framework, which provides an enterprise-wide response and communication approach for managing
major business continuity events or incidents. It is designed to be flexible and is scaled to the scope and magnitude
of the event or incident.

The Crisis Management Framework works in tandem with the HNAH Corporate Contingency Planning Policy,
business continuity plans and key business continuity committees to manage events. The North American Crisis
Management Committee, a 24/7 standing committee, is activated to manage the Crisis Management processin
concert with senior HUSI management. This committee provides critical strategic management of business
continuity crisisissues, risk management, communication, coordination and recovery management. In particular,
the HNAH Crisis Management Committee has implemented an enterprise-wide plan, response and communication
approach for pandemic preparedness. Thiswas tested in 2007 as part of the U.S. Pandemic Simulations exercise.
Tactical management of business continuity issuesis handled by the Corporate and Local Incident Response Teams
in place at each mgjor site. HUSI also has designated an Institutional Manager for Business Continuity who plays a
key role on the Crisis Management Committee. All major business and support functions have a senior
representative assigned to HUSI' s Business Continuity Planning Committee, which is chaired by the Institutional
Manager.

HUSI has dedicated certain work areas as hot and warm backup sites, which serve as primary business recovery
locations. HUSI has concentrations of major operations in both upstate and downstate New Y ork. This geographic
split of major operationsis leveraged to provide secondary business recovery sites for many critical business and
support areas of HUSI. Remote working arrangements are also a key component of HUSI’ s business continuity
approach.

HUSI has built its own data center with the intention of devel oping the highest level of resiliency for disaster
recovery as defined by industry standards. Datais mirrored synchronously to the disaster recovery site across
duplicate dark fiber loops. A high level of network backup resiliency has been established. In adisaster situation,
HUSI is positioned to bring main systems and server applications online within predetermined timeframes.

HUSI tests business continuity and disaster recovery resiliency and capability through routine contingency tests and
actual events. Business continuity and disaster recovery programs have been strengthened in numerous areas as a
result of these tests or actual events. Thereis acontinuing effort to enhance the program well beyond the traditional
business resumption and disaster recovery model.

In 2003, HUSI determined the applicability of the Interagency Paper on “ Sound Practices to Strengthen the

Resiliency of the U.S. Financial System”. HUSI has met the requirements of the paper for the businesses impacted
by the compliance due date.
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Glossary of Terms

Balance Sheet Management — Represents HUSI' s activities to manage interest rate risk associated with the
repricing characteristics of balance sheet assets and liabilities.

Efficiency Ratio — Ratio of total operating expenses, reduced by minority interests, to the sum of net interest income
and other revenues.

Federal Reserve —the Federal Reserve Board; the principal regulator for HUSI.
Global Bank Note Program — $40 billion note program, under which HBUS issues senior and subordinated debt.

Goodwill — Represents the excess of purchase price over the fair value of identifiable net assets acquired, reduced
by liabilities assumed, for business combinations.

HBMD — HSBC National Bank (USA); awholly-owned U.S. banking subsidiary of HUSI.
HBUS - HSBC Bank USA, National Association; HUSI’ s principal wholly-owned U.S. banking subsidiary.

HMUS — HSBC Markets (USA) Inc.; an indirect wholly-owned subsidiary of HNAH, and a holding company for
investment banking and markets subsidiariesin the U.S.

HNAH — HSBC North America Holdings Inc.; a wholly-owned subsidiary of HSBC and HSBC' s top-tier bank
holding company in North America.

HNAI —HSBC North Americalnc.; an indirect wholly-owned subsidiary of HNAH.

HSBC — HSBC Holdings plc.; HNAH’s U.K. parent company.

HSBC Affiliate — any direct or indirect subsidiary of HSBC outside of the HUSI consolidated group of entities.
HSBC Finance Corporation — an indirect wholly-owned consumer finance company subsidiary of HNAH.
HTCD — HSBC Trust Company (Delaware); awholly-owned U.S. banking subsidiary of HUSI.

HTSU —HSBC Technology & Services (USA) Inc.; an indirect wholly-owned subsidiary of HNAH which provides
information technology servicesto all subsidiaries of HNAH and to other subsidiaries of HSBC.

HUSI —HSBC USA Inc.; the registrant, and awholly-owned subsidiary of HNAI.

I ntangible Assets — Assets (not including financial assets) that lack physical substance. HUSI' s acquired intangible
assets include mortgage servicing rights and favorable |ease arrangements.

Mortgage Servicing Rights (MSRs) — Intangible assets representing the right to service mortgage loans, which are
recognized at the time the related loans are sold or the rights are acquired.

Net Interest Margin to Earning Assets — Net interest income divided by average interest earning assets for agiven
period.

Net Interest Margin to Total Assets — Net interest income divided by average total assets for a given period.
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Nonaccruing Loans— Loans for which interest is no longer accrued because ultimate collection is unlikely.
OCC —the Office of the Comptroller of the Currency; the principal regulator for HBUS.

Private Label Receivable Portfolio (PLRP) — Loan and credit card receivable portfolio acquired from HSBC
Finance Corporation on December 29, 2004.

Rate of Return on Common Shareholder’s Equity — Net income, reduced by preferred dividends, divided by
average common shareholder’ s equity for a given period.

Rate of Return on Total Assets— Net income after taxes divided by average total assets for a given period.
SEC — The Securities and Exchange Commission.

Total Average Shareholders’ Equity to Total Assets— Average total shareholders’ equity divided by average total
assets for agiven period.

Total Period End Shareholders’ Equity to Total Assets— Total shareholders' equity divided by total assets as of a
given date.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

Refer to pages 81-87 in Item 7, Management’ s Discussion and Analysis of Financial Condition and Results of
Operations, for commentary and analysis regarding “Interest Rate Risk Management” and “ Market Risk
Management”.
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CONSOLIDATED AVERAGE BALANCESAND INTEREST RATES- THREE YEARS

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 a taxable equivalent basis.

2007
(in millions) Balance Interest Rate*
Assets
Interest bearing depositswith banks ...............vvuiii 5,557 309 5.56
Federal funds sold and securities purchased under resale agreements .................. 11,671 610 5.23
TrAOING ASSELS ... .. ettt 11,380 633 5.56
SECUMIES ... ettt et e e e et e et e 23,156 1,221 5.27
Loans
COMMEICIAl ..o e e e e e e e e e e e e, 31,396 2,017 6.42
Consumer:
Residential MOrgageS ... .. .uvuieee ettt e e e 37,694 2,042 5.42
Credit CAIUS ... ..v et et e e 17,897 1,764 9.86
OthEr CONSUMIET ... et et e et e e e e e e ee s, 2,475 249 10.07
TOtAl CONSUMES .....uiiiiiii ittt e e e 58,066 4,055 6.99
I = T T = P PSPPI 89,462 6,072 6.79
ONEE e e e e 3,977 221 5.57
TOtal @AMNING BSSELS ...t ittt ettt ettt et et et e 145,203 9,066 6.24
Allowance for Credit I0SSES .........vvuivr i it e e et (1,006)
3,019
24,713
171,929
Liabilities and Shareholders Equity
Deposits in domestic offices
SAVINGS AEPOSITS ... ettt et et e e et et 43,228 1,376 3.18
Other time deposits 22,651 1,267 5.60
Depositsin foreign offices
Foreign banks dePOSITS ... ... .o.ii e e e 9,863 454 461
Other time and SAVINGS ... ... vueteet it et et et et e et et e e 15,490 743 4.80
Total interest bearing dePOSITS ..........u.vieiit it 91,232 3,840 421
Short-term borrowings .. 9,838 357 3.63
LONG-termM debt ... 28,629 1,443 5.04
Total interest bearing l1abilities ............oieiiiii i 129,699 5,640 4.35
Net interest income/ Interest rate SPread .........ovvveeriiniiniie e 3,426 1.89
Noninterest bearing dePOSItS ...........uiuniiiiie it e 13,737
Other liabilities 16,430
Total shareholders UILY ..........uueiee e e e e 12,063
Total liabilitiesand shareholders’ eqUIty ..........cooeuuveriieiei e e 171,929
Net interest margin on average €arning aSSEtS .........v.vuevniuniinieerieiieeeeeeneenenns 2.36
Net interest margin on average total @SSELS .........ovvveeiiiniiiieie et e 1.99

* Rates are calculated on unrounded numbers.

Total weighted average rate earned on earning assetsis 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 years ended December 31, 2007, 2006 and 2005 included fees of

$40 million, $53 million and $47 million, respectively.

94

%

%
%



2006 2005
Balance Interest Rate* Balance Interest Rate*
3,927 225 573 % $ 3,577 120 335 %
10,326 526 5.10 5,481 190 3.48
10,893 418 3.84 7,234 275 3.80
22,177 1,145 5.16 19,024 899 4.73
28,080 1,764 6.28 24,192 1,233 5.10
41,826 2,211 5.29 47,093 2,321 4.93
15,987 1,329 831 13,455 812 6.04
2,960 268 9.07 3,158 264 8.36
60,773 3,808 6.27 63,706 3,397 5.33
88,853 5,572 6.27 87,898 4,630 5.27
1,569 91 5.78 647 32 4.95
137,745 7,977 579 % 123,861 6,146 4.96 %
(932 (910)
3,977 3,717
22,033 20,508
162,823 $ 147,176
34,910 981 281 % $ 25,536 318 125 %
24,134 1,152 477 25,845 822 3.18
8,020 392 4.89 8,440 255 3.03
14,127 588 4.16 14,173 376 2.65
81,191 3,113 3.83 73,994 1,771 2.39
10,131 300 2.96 10,868 270 2.48
29,484 1,457 4.94 25,274 1,025 4.06
120,806 4,870 4.03 110,136 3,066 2.78
3,107 176 % 3,080 218 %
12,869 11,529
17,111 13,957
12,037 11,554
162,823 $ 147,176
226 % 249 %
191 % 2.09 %
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of
HSBC USA Inc.:

We have audited the accompanying consolidated balance sheets of HSBC USA Inc. and subsidiaries (the Company)
as of December 31, 2007 and 2006, and the related consolidated statements of income, changes in shareholders’
equity, and cash flows for each of the years in the three-year period ended December 31, 2007, and the
accompanying consolidated balance sheets of HSBC Bank USA, National Association and subsidiaries (the Bank)
as of December 31, 2007 and 2006. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility isto express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on atest basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in al material respects, the
financial position of the Company as of December 31, 2007 and 2006, and the results of its operations and its cash
flows for each of the yearsin the three-year period ended December 31, 2007, and the financia position of the Bank
as of December 31, 2007 and 2006, in conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the Company’sinternal control over financial reporting as of December 31, 2007, based on criteria
established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO), and our report dated March 3, 2008 expressed an unqualified opinion on the
effectiveness of the Company’ sinternal control over financial reporting.

/S KPMG LLP

New York, New York
March 3, 2008

97



HSBC USA Inc.

CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31, 2007 2006 2005

(in millions)
Interest income:

LOBINS. .. ettt et et et et e $ 6,072 $ 5,572 $ 4,630
SECUMEIES. .. vt et e e e e e e e e 1,193 1,119 882
Trading ASSELS. .. ...t iee et et e ee e e e e 633 418 275
Short-term iNVeSIMENtS. .. ......ooove v v 919 751 310
Other ... e 221 91 32
Total INtErest INCOME........c.viiie it 9,038 7,951 6,129
Interest expense:
(D100 LS | N 3,840 3,113 1,771
Short-term borrowings. .. .......oevvve v 357 300 270
Long-termdebt.........oouiuiiiie i 1,443 1,457 1,025
Total INtEreSt EXPENSE. .. ... vvniiiee et et et e 5,640 4,870 3,066
NEL INtEreSt INCOME. .. ... vt et v 3,398 3,081 3,063
Provision for credit 10SSeS ........c.oovviviiviiiiiiic e 1,522 823 674
Net interest income after provision for credit losses................ 1,876 2,258 2,389
Other revenues:
Credit card fEeS. .. .. ovv i 843 580 323
TRUSEINCOME. .. ettt e 101 88 87
SErVICE Charges. .. ..o veie e 216 204 195
Other feesand COMMISSIONS...........ovvieriieieeiiieeeriieieas, 490 401 304
Trading rEeVENUES. .. ......ve it et e e ee e e ee e 129 755 395
SeCUritieSgainNs, NEL.......oevvnie it 112 29 106
HSBC affiliate inCome. .. .......ccooviviiiiiiiiiii i e, 172 208 130
Residential mortgage banking revenue.......................o... 74 96 64
Other (10SS) INCOME .....uve it et e e (290) 202 307
Total Other FeVENUES. ......c. e et e e 1,847 2,563 1,911
Operating expenses:
Salaries and employee benefits............ccooveveiiiiii i 1,352 1,300 1,052
Support services from HSBC affiliates..........cccoevvvvvennnne 1,162 1,076 919
OCCUPANCY EXPENSE, NEL. .. ... vvtveteee et eet et iee e 243 221 182
Other EXPENSES. .. ... ee et tet et et et 829 658 605
Total operating EXPENSES. ......vuivriie it it iee e e 3,586 3,255 2,758
Income before income tax eXpense.........covvvevereevveeeenes, 137 1,566 1,542
Income tax (benefit) eXpense..........oovveviiiie i e (D 530 566
NEEINCOME. .. et et et et et e e e et eaeeens $ 138 $ 1,036 $ 976

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

CONSOLIDATED BALANCE SHEETS

December 31, 2007 2006
(in millions)
Assets
Cashandduefrombanks...................... .. $ 3,567 $ 3,359
Interest bearing deposits with banks 5,618 1,921
Federal funds sold and securities purchased under agreementstoresell .........cccocceveennn. 13,677 13,775
TrAOING BSSEES ... et e et ettt et et et ettt et et et e e et a e e 37,036 23,630
Securities available for sale 19,962 19,783
Securities held to maturity (fair value of $2,945 million and $3,040 million at

December 31, 2007 and 2006, respectively) ORI 2,891 2,972
L OBNIS et e s 94,949 90,237
Less- alowance for credit [0SSES ........ovvviie i e e 1,414 897

LOaNS, NEL ... s 93,535 89,340
Properties and equipment, net 568 540
INtangible @SSEtS ... 534 521
GOOOWIIL .. s 2,701 2,716
OtNEE BSSEES ... ettt eet et e et et et et et et e et ettt e a e e et aa e ae s 8,284 6,260
TOtAl BSSELS ... ettt et e $ 188,373 $ 164,817
Liabilities
Deposits in domestic offices:

NONINEErESE DEAINNG .. v e et e e et e e e e et et et e e e e $ 13,889 $ 12,813

Interest bearing (includes $1,479 million and $1,322 million of deposits recorded

at fair value at December 31, 2007 and 2006, respectively) .........ccoovveiieeeiiineeans 68,237 61,538

Depositsin foreign offices:

[N o 01 = === o 1= oo 1,030 727

[0S 1S 0= T o 33,072 27,068

TOtE AEPOSITS. .. v ettt et et e e 116,228 102,146

Trading Habilities ... ....oe e e e 16,253 12,314
IS 10 (= 08 o0 (07T 11,832 5,073
Interest, taxes and other [1aDilitieS. ... ... e 4,555 3,771
LONG-terM et ... ..o e e e 28,268 29,252
Total HabilitieS ... ..ot e e 177,136 152,556
Shareholders' equity
PrEferred SLOCK. .. ... vttt et ettt e e e 1,565 1,690
Common shareholder's equity:

Common stock ($5 par; 150,000,000 shares authorized;

706 shares issued and OULSLANTING)........c.vvvneeer et e - -
CaPItAl SUMPIUS. .. e et e e e e et e e e e e e e 8,123 8,124
REtAINEA CaININGS ... .ottt e e e et et e e 1,901 2,661
Accumulated other COMPreNeNSIVE I0SS. .. ... vuu vt vt e e e e aees 352 214

Total common sharehOlder'S @QUILY .......oevvnviiieree e e 9,672 10,571

Total shareholders equity ........cooovviiiiii e 11,237 12,261
Total liabilitiesand shareholders equUity.........ccovvieiiviiieine e e $ 188,373 $ 164,817

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

CONSOLIDATED STATEMENTS OF CHANGES
IN SHAREHOLDERS EQUITY

2007 2006 2005

(in millions)
Preferred stock
BalanCe, JANUAIY L, ... et et e et et et et e e $ 1,690 $ 1,316 $ 500
Preferred StOCK iSSUANCES. .. ... ... it et et et et e e e eee e - 374 891
Preferred stock redemptions.. (125) - (75)
Balance, December 31,... 1,565 1,690 1,316
Common stock
Baance, January 1 and December 31,........c.uvuniriiitiie et e e - (1 - -
Capital surplus
BalanCe, JANUEIY L,.......uuiitie ittt e et e e 8,124 8,118 8,418
Capital contribution from parent 4 15 3
Preferred stock issuance costs... 1) 9) (22)
Employee benefit plans and other. . (4) - (281)
Balance, DECEMDEr 31,.... .ottt it e e 8,123 8,124 8,118
Retained earnings
Bal@nCe, JANUAIY 1,... ... eeniniit it et ettt e et 2,661 2,172 1,917
N INCOMIE. .. .ottt e e e e e et et e et e e aeas 138 1,036 976
Cash dividends declared on preferred StOCK. ........ ... vvrvir et e (98) (88) (46)
Cash dividends declared on common stock.... (800) (455) (675)
Cumulative effect of change in accounting principle relating to

MOrtgage SErVICING MGNES. .. ... cve et it ettt e e - (4) -
BalanCe, DECEMDEr 3, .. .ttt e e e e e e e e e e 1,901 2,661 2,172
Accumulated other comprehensive loss
BaAlanCe, JANUAIY L. ...t ittt et et e et ettt (214) (12) 31
Net change in net unrealized losses on securities available for sale, net of tax.................. 11 (71) (149)
Net change in net unrealized (losses) gains on derivatives

classified as cash flow hedges, Net Of taX...........uivuuiiriiiirii e (165) (106) 104
Net change in net unrealized gains on interest only

Strip receiVables, NEE OF taX. .. ... vt ittt - @ 7
Unrecognized actuarial gains, transition obligation and prior service

costs relating to pension and postretirement benefits, net of taxX.............cc.cvvvviviiennns 12 - -
Foreign currency translation adjustments, net of tax 4 - (D (5)
Other comprehensive [0S, NEt Of taX.........vvtiveiir it iee e e (138) (184) (43)
Cumulative effect of change in accounting principle relating to pension

and post retirement benefits, NEE Of 1aX.......v.vveiviiiii e - (18) -
Baance, December 31,.. (352) (214) (12)
Total shareholders’ equity, DECEMDEN 31,.......uu etiieiiireae it eee et e ee e eae e e ean $ 11,237 $ 12,261 $ 11,594
Comprehensive income
NEEINCOME. .. ...ttt e e e et e ettt et e $ 138 $ 1,036 $ 976
Other comprehensive 10SS, NEE Of taX. .. ... .uvvveirtiet et vee e et eee e (138) (184) (43)
COMPIENENSIVE INCOME. .. ... ettt et et e e e et e ettt e et e e ee e $ - $ 852 $ 933

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

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31, 2007 2006 2005

(in millions)
Cash flows from operating activities
Net income .. $ 138 $ 1,036 $ 976
Adjustments to reconcile net income to net cash
(used in) provided by operating activities:

Depreciation, amortization and deferred taXes. . ...........uueureiriiiiir et 3 503 442
Provision for Credit I0SSES ... ie e e e e e e e e 1,522 823 674
Net change in other assets and liabilities......... (1,109) 1,359 495
Net change in loans held for sale to HSBC Markets (USA) Inc. (HMUS)
Loans acquired from originators.. (5,026) (16,089) (5,061)
Salesof [0aNSTO HMUS.......iiiiit it e e 6,198 15,867 2,188
Net change in other loans held for sale... . (1,718) 63 63
Net change in loans attributabl e to tax refund antici pail on loans program:
Originations Of 10ANS. ........uuuiiniin it e e e (17,433) (16,100) (15,100)
Sales of loans to HSBC Finance Corporation, including premium..................... 17,645 15,888 15,100
Net changein trading assets and liabilities.............c.cccovveniiiis (9,152) (2,352) (2,001)
Net changein fair value of derivatives and hedged items.............cooeiiiiiiiiiininns 770 689 (248)
Net cash (used in) provided by operating actiVities..............c.ooovviiiiiiiiiin i (8,162 1,687 (2,472
Cash flows from investing activities
Net change in interest bearing deposits with banks... e . (3,697) 329 526
Net change in federal funds sold and securities purchased under agreements toresdl.......... 98 (9,207) (1,442)
Net change in securities available for sale:
Purchases of securitiesavailablefor sale.............oooviiiiii (24,175) (8,043) (12,301)
Proceeds from sales of securitiesavailableforsale..........ccocooviiiiii il 5,157 2,611 3,825
Proceeds from maturities of securities available for sale. 8,928 3,203 4,273

Net change in securities held to maturity:
Purchases of securities held t0 MatUrity..........cooveiiiiiiiiie e (260) (166) (694)
Proceeds from maturities of securities held to maturity 341 364 1,401
Net changein loans:
Originations, Net of COIIECHIONS. ... ccuieei e e e 18,714 23,083 19,405

Loans purchased from HSBC Finance Corporation. (24,169) (23,908) (23,084)
Net cash used for acquisitions of properties and equipment (99) (81 (29)
Other, net.. (182) (193) (240)
Net cash used in investing activities 9,344 (12,008) (8,360)

Cash flows from financing activities
NEt ChaNGE iN AEPOSITS. .. ... e et et et et et et et eaee s 14,082 11,854 10,310
Net change in Short-term BOrrOWINGS. .. ... ...c.uiie i, 6,759 (1,293) (2,936)

Net change in long-term debt:

Issuance Of 10NG-term dEDL. .. ... .. .. et e 5,607 6,860 6,127
Repayment of long-termdebt..................coeiine (7,710) (8,019) (706)
Preferred stock (redemption) issuance, net of iSSUANCE COSES. .......ouvvnviniiiiiiiiiiiiieeeeeenee (126) 365 794
Other increases (decreases) in capital SUPIUS. .........coiiiiieniin it e, - 15 (278)
Dividends paid e (898) (543) (720)
Net cash provided by financing aCtiVities..............cuuvii i 17,714 9,239 12,591
Net changein cash and due from banks.............oouiuiiiii e 208 (1,082) 1,759
Cash and due from banks at beginning of Period...............ceuiiiiiii i 3,359 4,441 2,682
Cash and due from banks at end of PErOd. .. ........ovviurieeiie e eee e e e e $ 3,567 $ 3,359 $ 4,441
Cash paid fOF  INMFESE ........ooooos oo $ 5733 $ 4,815 $ 278
1pTee] 00 Tc ] S PP 462 504 566

The accompanying notes are an integral part of the consolidated financial statements.
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HSBC Bank USA, National Association

CONSOLIDATED BALANCE SHEETS

December 31, 2007 2006
(in millions)
Assets
Cash and due from DanKS. .. .......oeuiniie e 3,545 $ 3,297
Interest bearing deposits With banks...........ooo i 5,402 1,794
Federal funds sold and securities purchased under agreementstoresell.............ccco.... .. 13,676 13,704
B = o ] 0T I S = £ PP 35,718 22,343
Securitiesavalablefor SAle ... 19,676 19,500
Securities held to maturity (fair value of $2,867 million and $2,926 million at
December 31, 2007 and 2006, reSPECHIVEIY) ... ...t eiriiiiiii e cee et iee et v eee e 2,816 2,864
OIS, .. ettt et e e e e 94,141 90,125
Less- allowance for Credit I0SSES.........ovv e 1,414 894
LOBNS, NMEL.... ettt e e et e 92,727 89,231
Properties and eqUIPMENt, NEL.........ovu e e e e e e e aee e 555 538
INEANGIDIE BSSELS. .. et e 534 521
GOOAWIIT <. e et e 2,111 2,111
OtNEY @SSELS. .. ..t e 7,732 5,629
QL0221 = 184,492 $ 161,532
Liabilities
Depositsin domestic offices:
NONINEErESE DEAMNG. .. ....ie it e ee e eee e 13,873 $ 12,818
Interest bearing (includes $1,479 million and $1,322 million of deposits
recorded at fair value at December 31, 2007 and 2006, respectively)................ 68,124 61,474
Depositsin foreign offices:
LI Lo TR 1= 1= o == T T oo 1,030 727
L1 10= 1S o= oo 36,731 29,842
TOtAl AEPOSITS. .. ettt et et et et e e 119,758 104,861
Trading l1ahilities. ..o 16,223 12,300
ShOrt-terM DOMTOWINGS. .. e e ettt e e et e e e et e e et e e e e e een e eanaee s 7,938 2,698
Interest, taxes and other HabilitiES........ooi i e 4,202 3,249
LONG-tEIM AEDE. ..o e e 24,829 26,166
Total [abilities. .. ... e e 172,950 149,274
Shareholder's equity
Common shareholder's equity:
Common stock ($100 par; 50,000 shares authorized;
20,005 shares issued and oUtStaNdiNg) ... ... ....oeveeieniie et et e 2 2
CapItaAl SUMPIUS. .. et e et e e e e et et e e 10,123 10,124
RELAINE BAIMINGS ... vt e et e e et e et e e e e e e e e e e e 1,769 2,348
Accumulated other comprehenSIVE10SS. .. ... .. vt e e 352 216
Total shareholder's equity.........covviii i e e 11,542 12,258
Total liabilitiesand shareholder'sequity...........ccovvviiiiii i e, 184,492 $ 161,532
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

Note 1. Organization

HSBC USA Inc., incorporated under the laws of Maryland, isaNew Y ork State based bank holding company, and
an indirect wholly owned subsidiary of HSBC North America Holdings Inc. (HNAH). HSBC USA Inc. and its
subsidiaries are collectively referred to as“HUSI”.

HNAH is an indirect wholly owned subsidiary of HSBC Holdings plc (HSBC). Effective January 1, 2004, HSBC
created a new North American organizational structure, HNAH, as the top-tier bank holding company parent. HUSI
routinely conducts transactions in the normal course of business with HNAH' s other principal direct and indirect
subsidiaries, which include:

HSBC Finance Corporation, a consumer finance company;

HSBC Bank USA, National Association (HBUS), HUSI's principal banking subsidiary;

HSBC Bank Canada (HBCA), a Canadian banking subsidiary;

HSBC Markets (USA) Inc. (HMUS), aholding company for investment banking and markets subsidiaries in
theU.S.; and

e HSBC Technology & Services (USA) Inc. (HTSU), aprovider of information technology services for other
HNAH subsidiaries and to other subsidiaries of HSBC.

On July 1, 2004, HUSI consolidated its then existing banking operations under a single national charter, following
approval from the Office of the Comptroller of the Currency (OCC).

Note 2. Summary of Significant Accounting Policies and New Accounting Pronouncements

Significant Accounting Policies
Basis of Presentation

The accounting and reporting policies of HUSI conform to accounting principles generally accepted in the United
States of America (U.S. GAAP). The preparation of financia statementsin conformity with U.S. GAAP requires
the use of estimates and assumptions that affect reported amounts in the financial statements and accompanying
notes. Actual results could differ from those estimates. Certain reclassifications have been made to prior year
amounts to conform with the current year’ s presentation.

Principles of Consolidation

The consolidated financial statements include the accounts of HUSI and its subsidiaries. HUSI consolidates
subsidiariesin which it holds, directly or indirectly, more than 50% of the voting rights, or where it exercises
control. In addition, HUSI consolidates variable interest entities (VIES) where it is deemed to be the primary
beneficiary.

HUSI assesses whether an entity isa VIE and, if so, whether HUSI isits primary beneficiary at the time of initial
involvement with the entity. HUSI’ sinvolvement is subsequently reassessed only upon the occurrence of certain
changes in the entity’ s governing documents or planned operations that result in changes to the entity’s equity
structure or its expected losses. HUSI' s assessment is made in accordance with FASB Interpretation No. 46
(Revised), Consolidation of Variable Interest Entities, (FIN 46(R)). FIN 46(R) definesaVIE as an entity in which
the equity investment at risk is not sufficient to finance the entity’ s activities, where the equity investors lack certain
characteristics of acontrolling financial interest, or where voting rights are not proportionate to the economic
interests of a particular equity investor and the entity’s activities are conducted primarily on behalf of that investor.
FIN 46(R) requires a VIE to be consolidated by its primary beneficiary, which is the entity that absorbs a majority
of the VIE's expected losses, receives amajority of the VIE's expected residual returns, or both.
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Entities that are deemed to be qualifying special purpose entities (QSPES), as defined by Statement of Financial
Accounting Standards No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishment of
Liabilities (SFAS 140), such as certain trusts to which HUSI has transferred receivables, are not consolidated.

All material intercompany accounts and transactions have been eliminated. Investments in companiesin which the
percentage of ownership is at least 20%, but not more than 50%, are generally accounted for under the equity
method and reported as equity method investments in other assets.

Use of Estimates and Assumptions

The preparation of financial statements in accordance with U.S. GAAP requires management to make estimates and
assumptions that affect amounts reported in the financial statements and related footnote disclosures. Estimates used
in connection with fair value measurements, consolidation assessments related to variable interest entities,
impairments of assets, provisions for losses from credit-related exposures and contingencies, and tax-related
reserves are often complex and may significantly impact the amounts reported for those items. Current market
conditions increase the risk and uncertainty associated with these estimates and assumptions and, although
management uses its best judgment, actual results could differ from estimated amounts.

Transfers of Financial Assets and Securitizations

Transfers of financial assetsin which HUSI surrenders control over the transferred assets are accounted for as sales.
Control is generally considered to have been surrendered when (i) the transferred assets are legally isolated from
HUSI and its creditors, even in bankruptcy or other receivership, (ii) the transferee (or, if the transferee is a QSPE,
the holders of its beneficial interests) has the right to pledge or exchange the assets (or beneficial interests held, for a
holder of a QSPE’s beneficial interests) without any constraints that would provide a benefit to HUSI, and
(iif) HUSI has no obligation, right, or option to reclaim or repurchase the assets. If the sale criteria are met, the
transferred assets are removed from HUSI’ s balance sheet. If the sale criteria are not met, the transfer isrecorded as
a secured borrowing in which the assets remain on HUSI’ s balance sheet and the proceeds from the transaction are
recognized asaliability. For amgjority of financial asset transfers, it is clear whether or not HUSI has surrendered
control. For other transfers, such asin connection with complex transactions or where HUSI has continuing
involvement such as servicing responsibilities, HUSI generally obtains alegal opinion asto whether the transfer
resultsin atrue sale by law.

HUSI securitizes certain private label credit card receivables where securitization provides an attractive source of
funding. Prior to the third quarter of 2004, private label credit card securitizations utilized revolving trusts that met
the definition of a QSPE under SFAS 140. All new private label credit card securitization transactions since the
third quarter of 2004 have been structured as secured financings using trusts that are not QSPEs. Transfers of
receivables to QSPE trusts established prior to the third quarter of 2004, including transfers of receivables to
support previously issued securities, were structured and recorded as sales until the third quarter of 2006. HUSI
provided limited recourse to investors in connection with these sales and recorded a provision for estimated
probable losses under the recourse provisions. In the third quarter of 2006, the QSPE trusts established prior to the
third quarter of 2004 were restructured and no longer meet the definition of a QSPE. As aresult, subsequent
transfers of receivables to these trusts to support previously issued securities no longer qualify for sale treatment and
are recorded as secured financings. Refer to Note 9, Securitizations and Secured Financings, on page 124 of these
consolidated financial statements for additional information on these transactions.
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Foreign Currency Tranglation

HUSI has foreign operationsin several countries. The accounts of HUSI' s foreign operations are measured using
local currency asthe functional currency. Assets and liabilities are trandated into U.S. dollars at the rate of
exchange in effect on the balance sheet date. Income and expenses are translated at average monthly exchange
rates. Net exchange gains or losses resulting from such translation are included in common shareholder’ s equity as a
component of accumulated other comprehensive income. Foreign currency denominated transactions in other than
the local functional currency are translated using the period end exchange rate with any foreign currency transaction
gain or loss recognized currently in income.

Cash and Cash Equivalents

For the purpose of reporting cash flows, cash and cash equivalentsinclude cash on hand and amounts due from
banks.

Resale and Repurchase Agreements

HUSI entersinto purchases and borrowings of securities under agreements to resell (resale agreements) and sal es of
securities under agreements to repurchase (repurchase agreements) substantially identical securities. Resale and
repurchase agreements are generally accounted for as secured lending and secured borrowing transactions,
respectively.

The amounts advanced under resale agreements and the amounts borrowed under repurchase agreements are carried
on the consolidated balance sheets at the amount advanced or borrowed, plus accrued interest to date. Interest
earned on resale agreements is reported as interest income. Interest paid on repurchase agreementsis reported as
interest expense. HUSI offsets resale and repurchase agreements executed with the same counterparty under legally
enforceabl e netting agreements that meet the applicable netting criteria as permitted by U.S. GAAP.

Repurchase agreements may require HUSI to deposit cash or other collateral with the lender. In connection with
resale agreements, it isthe policy of HUSI to obtain possession of collateral, which may include the securities
purchased, with market value in excess of the principal amount loaned. The market value of the collateral subject to
the resale and repurchase agreements is regularly monitored, and additional collateral is obtained or provided when
appropriate, to ensure appropriate collateral coverage of these secured financing transactions.

Collateral

HUSI pledges assets as collateral as required for various transactions involving security repurchase agreements,
public deposits, Treasury tax and loan notes, derivative agreements, short-term borrowings and long-term
borrowings. Assetsthat have been pledged as collateral, including those that can be sold or repledged by the
secured party, continue to be reported on HUSI' s consolidated balance sheets.

HUSI also accepts collateral, primarily as part of various transactions involving security resale agreements.
Collateral accepted by HUSI, including collateral that can be sold or repledged by HUS!, is excluded from HUSI's
consolidated balance sheets.

The market value of collateral accepted or pledged by HUS is regularly monitored and additional collateral is
obtained or provided as necessary to ensure appropriate collateral coverage in these transactions.
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Trading Assets and Liabilities

Financial instruments utilized in trading activities are stated at fair value. Fair value is generally based on quoted
market prices at trade date. |f quoted market prices are not available, fair values are estimated based on dealer
guotes, pricing models or quoted prices for instruments with similar characteristics. The validity of internal pricing
models is regularly substantiated by reference to actual market prices realized upon sale or liquidation of these
instruments. Realized and unrealized gains and losses are recognized in trading revenues.

Securities

Debt securities that HUSI has the ability and intent to hold to maturity are reported at cost, adjusted for amortization
of premiums and accretion of discounts, which are recognized as adjustments to yield over the expected lives of the
related securities. Securities acquired principally for the purpose of selling them in the near term are classified as
trading assets and reported at fair value with unrealized gains and losses included in earnings.

Equity securities that are not quoted on a recognized exchange are not considered to have areadily determinable fair
value, and are recorded at cost, less any provisions for impairment. Unquoted equity securities, which include
Federal Home Loan Bank (FHLB) stock, Federal Reserve Bank (FRB) stock and MasterCard Class B securities, are
recorded in other assets.

All other securities are classified as available for sale and carried at fair value, with unrealized gains and losses, net
of related income taxes, recorded as adjustments to common shareholder’ s equity as a component of accumulated
other comprehensive income.

Securitiesthat are classified astrading are stated at fair value. Fair valueis generally based on quoted market prices
at trade date. If quoted market prices are not available, fair values are estimated based on dealer quotes, pricing
models or quoted prices for instruments with similar characteristics. The validity of internal pricing modelsis
regularly substantiated by reference to actual market prices realized upon sale or liquidation of these instruments.

Realized gains and losses on sales of securities not classified as trading assets are computed on a specific identified
cost basis and are reported in other revenues as security gains, net. HUSI regularly evaluates its securities to
identify declinesin fair value that are considered other-than-temporary. Any declinein the fair value of
investments, which is deemed to be other-than-temporary is charged against current earnings in other revenues and
anew cost basisis established for the security. Fair value adjustments to trading securities and gains and |osses on
the sale of such securities are reported in other revenues as trading revenues.

Loans

Loans are stated at their amortized cost, which represents the principal amount outstanding, net of unearned income,
charge offs, unamortized purchase premium or discount, unamortized nonrefundable fees and related direct loan
origination costs and purchase accounting fair value adjustments. Loans are further reduced by the allowance for
credit losses.

Loansthat are classified as held for sale are carried at the lower of aggregate cost or market value and remain
presented as loans in the consolidated balance sheets. Fair value is determined based on quoted fair market prices
for similar loans, outstanding investor commitments or discounted cash flow analysis using market assumptions.
Increases in the valuation allowance utilized to adjust loans that are classified as held for sale to market value, and
subsequent recoveries of prior allowances recorded, are recorded in other income in the consolidated income
Statement.

Premiums and discounts and purchase accounting fair value adjustments are recognized as adjustments to yield over

the expected lives of the related loans. Interest income is recorded based on methods that result in level rates of
return over the terms of the loans.
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Restructured loans are loans for which the original contractual terms have been permanently modified to provide for
terms that are less than HUSI would be willing to accept for new loans with comparable risk because of
deterioration in the borrower’s financial condition. Interest on these loansis accrued at the effective rates.

Loan Charge Off Policies and Practices
Commercial loan balances are charged off at the time all or a portion of the balance is deemed uncollectible.
Consumer loan charge off policies, which vary by product, are summarized below.

Residential Mortgage Loans

Carrying valuesin excess of net realizable value are charged off at or before the time foreclosure is completed or
when settlement is reached with the borrower. 1f foreclosure is not pursued, and there is no reasonable expectation
for recovery, the account is generally charged off no later than the end of the month in which the account becomes
six months contractually delingquent.

Auto Finance

Carrying valuesin excess of net realizable value are generally charged off no later than the month in which the
account becomes four months contractually delingquent.

Master Card/Visa? and Private Label Credit Card Loans

Loan balances are generally charged off by the end of the month in which the account becomes six months
contractually delinquent.

Other Consumer Loans

L oan balances are generally charged off the month following the month in which the account becomes four months
contractually delinquent.

Nonaccruing Loan Policies and Practices
HUSI’ s nonaccruing policies vary by product and are summarized below.
Commercial

Commercial loans are categorized as nonaccruing when, in the opinion of management, reasonable doubt exists
with respect to the ultimate collectibility of interest or principal based on certain factors including period of time
past due and adequacy of collateral. At thetimealoan isclassified as nonaccruing, any accrued interest recorded
on the loan is generally deemed uncollectible and charged against income. Interest income on these loansis
subsequently recognized only to the extent of cash received or until the loan is placed on accrua status. In those
instances where there is doubt asto collectibility of principal, any interest payments received are applied to
principal. Loans are not reclassified as accruing until interest and principal payments are brought current and future
payments are reasonably assured.

! MasterCard is aregistered trademark of MasterCard, Incorporated.
2Visaisaregistered trademark of Visa USA, Inc.
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Consumer

Residential mortgage loans are generally designated as nonaccruing when contractually delinquent for more than
three months. Credit card receivables and other consumer loans generally accrue interest until charge off.

Loan Fees and Costs

Nonrefundable fees and related direct costs associated with the origination of loans are deferred and netted against
outstanding loan balances. The amortization of net deferred fees, which include points on real estate secured loans
and costs, is recognized in interest income, generally by the interest method, based on the estimated or contractual
lives of the related loans. Amortization periods are periodically adjusted for loan prepayments and changes in other
market assumptions. Annual fees on MasterCard/Visa and Home Equity Line of Credit (HELOC), net of direct
lending costs, are deferred and amortized on a straight-line basis over one year. Nonrefundable fees related to
lending activities other than direct loan origination are recognized as other revenues over the period in which the
related serviceis provided. Thisincludes fees associated with the issuance of loan commitments where the
likelihood of the commitment being exercised is considered remote. In the event of the exercise of the commitment,
the remaining unamortized fee is recognized in interest income over the loan term using the interest method. Other
credit-related fees, such as standby letter of credit fees, loan syndication and agency fees are recognized as other
operating income over the period the related service is performed.

Allowance for Credit Losses

HUSI maintains an allowance for credit losses that is, in the judgment of management, adequate to absorb estimated
probable losses of principal, interest and fees inherent in its commercial and consumer loan portfolios. The
adequacy of the allowance for credit lossesis assessed within the context of appropriate U.S. GAAP guidance, and
isbased, in part, upon an evauation of various factors including:

an analysis of individual exposures where applicable;

current and historical 1oss experience;

changes in the overall size and composition of the portfolio; and
specific adverse situations and general economic conditions.

HUSI also assesses the overall adequacy of the allowance for credit losses by considering key ratios such as
reserves to nonperforming loans and reserves as a percentage of net charge offsin developing itsloss reserve
estimates. Loss estimates are reviewed periodically and adjustments are reported in earnings when they become
known. These estimates are influenced by factors outside of the control of HUSI management, such as consumer
payment patterns and economic conditions, and there is uncertainty inherent in these estimates, making it reasonably
possible that they could change.

For commercial and select consumer loan assets, HUSI conducts a periodic assessment on a loan-by-loan basis of
lossesit believes to be inherent in the loan portfolio. When it is deemed probable, based upon known facts and
circumstances, that full contractual interest and principal on an individual loan will not be collected in accordance
with its contractua terms, the loan is considered impaired. An impairment reserve is established based upon the
present value of expected future cash flows, discounted at the loan’ s original effective interest rate, or as a practical
expedient, the loan’ s observable market price or the fair value of the collateral if the loan is collateral dependent.
Generally, impaired loans include loans in nonaccruing status, loans which have been assigned a specific allowance
for credit losses, loans which have been partialy charged off, and loans designated as troubled debt restructures.
Problem commercial loans are assigned various criticized facility grades under the allowance for credit losses
methodology.
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Formula-based reserves are al so established against commercial |oans when, based upon an analysis of relevant
data, it is probable that aloss has been incurred and the amount of that |oss can be reasonably estimated, even
though an actual loss has yet to be identified. A separate reserve for credit osses associated with off-balance sheet
exposures including letters of credit, guarantees to extend credit and financial guarantees is also maintained and
included in other liahilities, which incorporates estimates of the probability that customers will actually draw upon
off-balance sheet obligations. This estimation methodology uses the probability of default from the customer rating
assigned to each counterparty, the “Loss Given Default” rating assigned to each transaction or facility based on the
collateral securing the transaction, and the measure of exposure based on the transaction. These reserves are
determined by reference to continuously monitored and updated historical loss rates or factors, derived from a
migration analysis which considers net charge off experience by loan and industry type in relation to internal credit
grading.

Probable losses for pools of homogeneous consumer |oans are generally estimated using aroll rate migration
analysis that estimates the likelihood that aloan will progress through the various stages of delinquency, or buckets,
and ultimately charge off. Thisanalysis considers delinquency status, |oss experience and severity and takes into
account whether loans are in bankruptcy, have been restructured, rewritten, or are subject to forbearance, an
external debt management plan, hardship, modification, extension or deferment. The allowance for credit losses on
consumer receivables also takes into consideration the |oss severity expected based on the underlying collateral, if
any, for the loan in the event of default. In addition, loss estimates on consumer receivables are maintained to
reflect HUSI' s judgment of portfolio risk factors, which may not be fully reflected in the statistical roll rate
calculation. Risk factors considered in establishing loss reserves on consumer loans include recent growth, product
miX, bankruptcy trends, geographic concentrations, economic conditions, portfolio seasoning, account management
policies and practices and current levels of charge offs and delinquencies.

Repossessed Collateral

Real estate owned with the intent to sell within areasonable period is classified as held for sale at the date of
foreclosure and is valued at the lower of cost or fair value less estimated costs to sell and is recorded in other assets.
The valuation reserveis created to recognize write down to fair value less coststo sell. These values are
periodically reviewed and adjusted against valuation allowance but not in excess of cumulative loss previously
recoghized. Costs of holding real estate and related gains and losses on disposition are credited or charged to
operations as incurred as a component of operating expense.

Properties and Equipment, Net

Properties and equipment are recorded at cost, net of accumulated depreciation. Depreciation is recorded on a
straight-line basis over the estimated useful lives of the related assets, which generally range from 3 to 40 years.
Leasehold improvements are depreciated over the lesser of the economic useful life of the improvement or the term
of the lease. Costs of maintenance and repairs are expensed asincurred. Impairment testing is performed whenever
events or changes in circumstances indicate that the carrying amount may not be recoverable.

Mortgage Servicing Rights

Effective January 1, 2006, upon adoption of SFAS 156, mortgage servicing rights (MSRs) are initially measured at
fair value at the time that the related loans are sold and periodically re-measured using the fair value measurement
method. MSRs are measured at fair value at each reporting date with changesin fair value reflected in earningsin
the period that the changes occur. Prior to January 1, 2006, M SRs were recorded at the lower of cost or fair value
asrequired by previous accounting requirements.

MSRs are subject primarily to interest rate risk, in that their fair value will fluctuate as aresult of changesin the
interest rate environment. 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.
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HUSI uses certain derivative financia instruments including options and interest rate swaps to protect against the
declinein economic value of MSRs. These instruments have not been designated as qualifying hedgesin
accordance with U.S. GAAP guidelines and are therefore recorded as trading assets that are marked to market
through earnings.

Goodwill

Goodwill, representing the excess of purchase price over the fair value of identifiable net assets acquired, results
from purchase business combinations. Goodwill is not amortized, but is reviewed for impairment annually using a
discounted cash flow methodology. Impairment is reviewed earlier if circumstances indicate that the carrying
amount may not be recoverable. HUSI considers significant and long-term changes in industry and economic
conditions to be primary indicators of potential impairment.

Income Taxes

HNAH files a consolidated federal income tax return, which includes HUSI. Deferred tax assets and liabilities are
recognized for the estimated future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax bases, as well as the estimated future tax
consequences attributabl e to net operating loss and tax credit carryforwards. These deferred tax assets and liabilities
are measured using the tax rates and laws that are expected to bein effect. A valuation allowanceis established if,
based on available evidence, it is more likely than not that some portion or all of the deferred tax asset will not be
realized. Foreign taxes paid are applied as credits to reduce federal income taxes payable, to the extent that such
credits can be utilized.

HUSI has entered into tax allocation agreements with HNAH and its subsidiary entities included in the consolidated
return which governs the timing and amount of income tax payments required by the various entities. Generally,
such agreements all ocate taxes to members of the affiliated group based on the calculation of tax on a separate
return basis, adjusted for the utilization or limitation of credits of the consolidated group.

Derivative Financial | nstruments

Derivative financial instruments are recognized on the consolidated balance sheets at their fair value. Onthe datea
derivative contract is entered into, HUSI designatesit as either:

e aqualifying hedge of the fair value of arecognized asset or liability or of an unrecognized firm commitment
(fair value hedge);

e aquaifying hedge of the variability of cash flowsto be received or paid related to a recognized asset, liability
or forecasted transaction (cash flow hedge); or

e asatrading or non-qualifying hedge.

Changesin the fair value of a derivative that has been designated and qualifies as afair value hedge, along with the
changes in the fair value of the hedged asset or liability that is attributable to the hedged risk (including losses or
gains on firm commitments), are recorded in current period earnings. Changesin the fair value of a derivative that
has been designated and qualifies as a cash flow hedge, to the extent effective as a hedge, are recorded in
accumulated other comprehensive income, net of income taxes, and reclassified into earnings in the period during
which the hedged item affects earnings. Ineffectivenessisreflected in current earnings. Changesin the fair value
of derivatives held for trading purposes or which do not qualify for hedge accounting are reported in current period
earnings.
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At the inception of each hedge, HUSI formally documents all rel ationships between hedging instruments and
hedged items, as well asits risk management objective and strategy for undertaking various hedge transactions, the
nature of the hedged risk, and how hedge effectiveness and ineffectiveness will be measured. This process includes
linking all derivatives that are designated asfair value or cash flow hedges to specific assets and liabilities on the
balance sheet or to specific firm commitments or forecasted transactions. HUSI also formally assesses, both at
inception and on arecurring basis, whether the derivatives that are used in hedging transactions are highly effective
in offsetting changesin fair values or cash flows of hedged items and whether they are expected to continue to be
highly effective in future periods. This assessment is conducted using statistical regression analysis.

Earnings volatility may result from the on-going mark to market of certain economically viable derivative contracts
that do not satisfy the hedging requirements under U.S. GAAP, as well as from the hedge ineffectiveness associated
with the qualifying contracts.

Embedded Derivatives

HUSI may acquire or originate afinancia instrument that contains a derivative instrument “embedded” within it.
Upon origination or acquisition of any such instrument, HUS| assesses whether the economic characteristics of the
embedded derivative are clearly and closely related to the economic characteristics of the principal component of
the financial instrument (i.e., the host contract) and whether a separate instrument with the same terms as the
embedded instrument would meet the definition of a derivative instrument. With the adoption of Statement of
Financial Accounting Standards No. 155, Accounting for Certain Hybrid Financial Instruments (SFAS 155), the
election now exists to account for an entire financial instrument at fair value through profit and lossiif the financial
instrument contains an embedded derivative that would otherwise require bifurcation. Hybrid financial instruments
that HUSI has elected to carry at fair value continue to be reported in their existing balance sheet classification.

When it is determined that: (1) the embedded derivative possesses economic characteristics that are not clearly and
closely related to the economic characteristics of the host contract; and (2) a separate instrument with the same
terms would qualify as a derivative instrument, the embedded derivative is either separated from the host contract
(bifurcated), carried at fair value, and designated as a trading instrument or the entire financial instrument is carried
at fair value with al changesin fair value recorded to current period earnings. If bifurcation is elected, any gain
recognized at inception related to the derivative is effectively embedded in the host contract and is recognized over
thelife of the financial instrument.

Hedge Discontinuation
HUSI discontinues hedge accounting prospectively when:

o thederivativeisno longer effective or expected to be effective in offsetting changes in the fair value or cash
flows of a hedged item (including firm commitments or forecasted transactions);

the derivative expires or is sold, terminated, or exercised;

itisunlikely that aforecasted transaction will occur;

the hedged firm commitment no longer meets the definition of a firm commitment; or

the designation of the derivative as a hedging instrument is no longer appropriate.

When hedge accounting is discontinued because it is determined that the derivative no longer qualifies as an
effective fair value or cash flow hedge, the derivative will continue to be carried on the balance sheet at fair value.

In the case of afair value hedge of arecognized asset or liability, aslong as the hedged item continues to exist on
the balance sheet, the hedged item will no longer be adjusted for changesin fair value. The basis adjustment that
had previously been recorded to the hedged item during the period from the designation date to the hedge
discontinuation date is recognized as an adjustment to the yield of the hedged item over the remaining life of the
hedged item.
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In the case of a cash flow hedge of arecognized asset or liability, as long as the hedged item continues to exist on
the balance sheet, the effective portion of the changesin fair value of the hedging derivative will no longer be
reclassified into other comprehensive income. The balance applicable to the discontinued hedging relationship will
be recognized in earnings over the remaining life of the hedged item as an adjustment to yield. If the hedged item
was afirm commitment or forecasted transaction that is not expected to occur, any amounts recorded on the balance
sheet related to the hedged item, including any amounts recorded in accumulated other comprehensive income, are
reclassified to current period earnings.

In the case of either afair value hedge or a cash flow hedge, if the previously hedged item is sold or extinguished,
the basis adjustment to the underlying asset or liability or any remaining unamortized other comprehensive income
balance will be reclassified to current period earnings.

In all other situations in which hedge accounting is discontinued, the derivative will be carried at fair value on the
consolidated balance sheets, with changesin its fair value recognized in current period earnings unless redesignated
as aqualifying hedge.

Day One Revenue Recognition

HUSI recognizes gains and losses at the inception of derivative transactions only when the fair value of the
transaction can be verified to similar market transactions or if al significant pricing model assumptions can be
verified to observable market data. If profit or lossis not recognized at inception due to market observability, the
net unrealized gain or loss associated with these transactions is recorded in trading and is offset by areserve until
the transaction can be verified to observable market data

Interest Rate Lock and Purchase Agreements

HUSI entersinto commitments to originate residential mortgage loans whereby the interest rate on the loan is set
prior to funding (rate lock commitments). HUSI also entersinto commitments to purchase residential mortgage
loans through its correspondent channel (purchase commitments). Both rate lock and purchase commitments for
residential mortgage loans that are classified as held for sale are derivatives. Rate lock and purchase commitments
that are considered to be derivatives are recorded at fair value in other assets or other liabilities in the consolidated
balance sheets. Changesin fair value are recorded in other income in the consolidated statements of income.

Pension and Other Postretirement Benefits

At December 31, 2006, as aresult of the adoption of SFAS 158, Employer’s Accounting for Defined Benefit
Pension and Other Postretirement Plans, HUSI recognized the funded status of the postretirement benefit plans on
the consolidated balance sheets with the offset to accumulated other comprehensive income. Prior to 2006, the
funded status of these plans was not recognized on the consolidated balance sheets. Net postretirement benefit cost
charged to current earnings related to these plansis based on various actuarial assumptions regarding expected
future experience.

Certain HUSI employees are participants in various defined contribution and other non-qualified supplemental
retirement plans. HUSI’ s contributions to these plans are charged to current earnings.

Through various subsidiaries, HUSI maintains various 401(k) plans covering substantially all employees. Employer
contributions to the plan, which are charged to current earnings, are based on employee contributions.
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Stock-Based Compensation

HUSI uses the fair value method of accounting for stock awards granted to employees under various stock option
and employee stock purchase plans. Stock compensation costs are recognized prospectively for all new awards
granted under these plans. Compensation expense relating to share optionsis calculated using a binomial lattice
methodology that is based on the underlying assumptions of the Black-Scholes option pricing model and is charged
to expense over the vesting period, generally three to five years. When modeling awards with vesting dependent on
performance targets, these performance targets are incorporated into the model using Monte Carlo simulation. The
expected life of these awards depends on the behavior of the award holders, which isincorporated into the model
consistent with historic observable data.

Compensation expense relating to restricted stock rights (RSRs) is based upon the market value of the RSRs on the
date of grant and is charged to earnings over the vesting period of the RSRs, generally three to five years.

Transactions With Related Parties

In the normal course of business, HUS| enters into transactions with HSBC and its subsidiaries. These transactions
occur at prevailing market rates and terms and include funding arrangements, administrative and operational
support, and other miscellaneous services. All materia related party balances and transactions among various direct
and indirect subsidiaries of HUSI are eliminated in consolidation.

New Accounting Pronouncements

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 also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure and transition. The adoption of FIN 48 on January 1, 2007 did not have a material impact on HUSI's
financial position or results of operations. Refer to Note 17 beginning on page 133 of this Form 10-K.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value
Measurements (SFAS 157). SFAS 157 defines fair value, establishes a framework for measuring fair value and
expands the disclosure requirements for fair value measurements. In addition, SFAS 157 nullifies footnote 3 to
EITF Issue No. 02-3, Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and
Contracts Involved in Energy Trading and Risk Management Activities, which prohibited the recognition of gains
or losses at the inception of a derivative contract unless the fair value of the derivative contract is determined based
on observable market price or other valuation technique that incorporate observable market data. SFAS 157 also
requires HUSI to consider its own credit risk when measuring the fair value of liabilities including but not limited to
debt issuances and derivative contracts. HUSI adopted SFAS 157 effective January 1, 2008. In accordance with
the transition provisions of SFAS 157, HUSI recorded an after-tax cumulative-effect adjustment of approximately
$36 million as an increase to the opening balance of retained earnings at the date of adoption.

In April 2007, the FASB issued FASB Staff Position No. FIN 39-1, Amendment of FASB Interpretation No. 39
(FSPFIN 39-1). FSP FIN 39-1 allows entities that are party to a master netting arrangement to offset the receivable
or payable recognized upon payment or receipt of cash collateral against fair value amounts recognized for
derivative instruments that have been offset under the same master netting arrangement in accordance with FASB
Interpretation No. 39. The guidancein FSP FIN 39-1 is effective for fiscal years beginning after November 15,
2007, with early adoption permitted. Entities are required to recognize the effects of applying FSP FIN 39-1 asa
change in accounting principle through retrospective application for all financial statements presented unlessitis
impracticable to do so. HUSI adopted FSP FIN 39-1 during the second quarter of 2007, the impact of whichis
described in Note 5 of these consolidated financial statements.
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In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, The Fair Value Option
for Financial Assets and Financial Liabilities (SFAS 159), which creates an alternative measurement method for
certain financial assets and liabilities. SFAS 159 permits fair value to be used for both the initial and subsequent
measurements on a contract-by-contract election, with changes in fair value to be recognized in earnings as those
changes occur. Thiselection isreferred to asthe “fair value option”. SFAS 159 also requires additional disclosures
to compensate for the lack of comparability that will arise from the use of the fair value option. HUSI adopted
SFAS 159 on January 1, 2008 and elected the fair value option for certain fixed rate debt obligations, certain
portfolios of loans held for sale, structured notes as well as other financial instruments. The adoption resulted in a
cumulative-effect after-tax increase to the January 1, 2008 opening balance of retained earnings of approximately
$77 million.

In November 2007, the SEC issued Staff Accounting Bulletin 109, Written Loan Commitments Recorded at Fair
Vaue Through Earnings (SAB 109), which supersedes SAB 105, Application of Accounting Principlesto Loan
Commitments. SAB 109 revises the views expressed by the staff in SAB 105 to specify that the expected net future
cash flows related to the associated servicing of aloan should be included in the measurement of written loan
commitments that are accounted for at fair value through earnings. SAB 109 is effective for derivative loan
commitmentsissued or modified in fiscal quarters beginning after December 15, 2007. The adoption of SAB 109 is
not expected to have a material impact on the HUSI consolidated financial statements.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 141 (Revised), Business
Combinations (SFAS 141(R)). This statement requires an acquirer to recognize the assets acquired, liabilities
assumed and any noncontrolling interest in the acquiree at fair value as of the date of acquisition. Thisreplacesthe
guidance in Statement 141 which required the cost of an acquisition to be allocated to the individual assets acquired
and liabilities assumed based on their estimated fair values. SFAS 141(R) also changes the recognition and
measurement criteriafor certain assets and liabilities including those arising from contingencies, contingent
consideration, and bargain purchases. SFAS 141(R) is effective for business combinations for which the acquisition
dateis on or after the beginning of the first annual reporting period beginning on or after December 15, 2008.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 160, Noncontrolling
Interests in Consolidated Financial Statements (SFAS 160). This statement amends ARB 51 and provides guidance
on the accounting and reporting of noncontrolling interests in a subsidiary and for the deconsolidation of a
subsidiary. SFAS 160 requires disclosure of the amounts of consolidated net income attributable to the parent and to
the noncontrolling interest on the face of the consolidated statements of income. This statement also requires
expanded disclosures that identify and distinguish between parent and noncontrolling interests. SFAS160is
effective for fiscal years beginning on or after December 15, 2008.

Note 3. Acquisitionsand Divestitures

2007
On December 31, 2007, HUSI completed the sale of its Wealth and Tax Advisory Services (WTAYS) subsidiary to
an independent firm formed by certain members of the WTAS management team. In exchange for the net assets of
WTAS, HUSI received cash and secured promissory notes, as well as an option to purchase alimited amount of
common equity in future years. HUSI recognized a gain of $15 million as aresult of this transaction.
There were no other material business acquisitions or divestituresin 2007.

2006 and 2005

There were no material business acquisitions or divestitures during 2006 or 2005.
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Note 4. Federal Funds Sold and Securities Purchased Under Agreementsto Resell

Federal funds sold and securities borrowed or purchased under agreements to resell are summarized in the following
table.

December 31 2007 2006
(in millions)

FEUAEral FUNOS SO ...ttt ens $ 975 $ 6,781
Securities purchased under agreements to resell 12,702 6,994
TIOLAl ettt bbb R R R R R R R R R Rt R R bRt et e b s n e $ 13,677 $ 13,775

Funds generated from deposits growth during 2007 were primarily invested in short-term investments such as
Federal funds sold and securities purchased under agreements to resell.

Note 5. Trading Assetsand Liabilities

Trading assets and liabilities are summarized in the following table.

December 31 2007 2006

(in millions)

Trading assets:
U.S. TTEASUIY .ueveeceeiiieteistesess s st ssssstss st ssse s s e s st b s bbb s s s s st s s s s s s b s s snsis $ 460 $ 646
U.S. GOVEIMIMENE BOENCY ...vveveenirerieieeress e seseesess e esese e sa e ses s s s se e s esese e sessssesesenes 3,009 1,902
ASSEL DACKEA SECUNTIES ...ttt ettt a et et be b sesae e esennaran 2,942 3,053

(@014 o = L= oo 3o TS 1,296 1,420
OhEr SECUTIES ...ttt ettt sttt ettt e st b e e b e b e be b e se s s e e s sa e esansete s ebensesesaeneas 5,830 4,903
PrECIOUS MELAIS .....vvveeceiiseeteeeiee ettt s e e e e s e st e se s esns e e ne s snsennnn 8,788 2,716
Fair VAlUE Of AEMVALIVES ..ottt s sttt sesn s e b s e 14,711 8,990

$ 37,036 $ 23,630

Trading liahilities:

Securities Sold, NOt Y&t PUICESEA ..ot $ 1,444 $ 1,914
Payables for precious metals 1,523 1,336
Fair VAlUE Of AENVALIVES ....ovoeeceiiceecic ettt sttt s ae s s sn s e bene e 13,286 9,064

$ 16,253 $ 12,314

During the second quarter of 2007, HUSI adopted the reporting requirements of FASB Staff Position No. FIN 39-1,
Amendment of FASB Interpretation No. 39 (refer to Note 2 of these consolidated financial statements). In
accordance with this standard, HUSI offsets fair value amounts recognized for the obligation to return cash
collateral or the right to reclaim cash collateral against the fair value of derivative instruments executed with the
same counterparty under a master netting agreement. Asaresult of application of this standard, certain
reclassifications have been made to the December 31, 2006 consolidated balance sheet, as noted below.

At December 31, 2007 and December 31, 2006, the fair value of derivativesincluded in trading assets have been
reduced by $3.6 billion and $2.4 billion, respectively, of amounts recognized for the obligation to return cash
collateral received under master netting agreements with derivative counterparties. At December 31, 2006, these
amounts were originally reported as interest bearing deposits.

At December 31, 2007 and December 31, 2006, the fair value of derivatives included in trading liabilities have been
reduced by $5.6 billion and $1.7 billion, respectively, of amounts recognized for the right to reclaim cash collateral
paid under master netting agreements with derivative counterparties. At December 31, 2006, $.4 billion of these
amounts were originally reported as interest bearing deposits with banks and $1.3 billion were reported as other
assets.
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Note 6. Securities

At December 31, 2007 and 2006, HUSI held no securities of any single issuer (excluding the U.S. Treasury, U.S.

Government sponsored enterprises and U.S. Government agencies) with abook value that exceeded 10% of

shareholders' equity. The amortized cost and fair value of the available for sale and held to maturity securities

portfolios are summarized in the following table.

Gross Gross
Amortized Unrealized Unrealized Fair
December 31, 2007 Cost Gains L osses Value
(in millions)
Securities available for sale:
U.S. TIEASUIY ..ecveveiecterre ettt sesae s se s s $ 1 $ - $ - $ 1
U.S. Government sponsored enterprises (1) ........cccvevevenene. 11,141 60 (271) 10,930
U.S. Government agency issued or guaranteed ................... 3,193 13 (34) 3,172
Obligations of U.S. states and political subdivisions 668 3 (©) 668
Asset backed SECUNTIES .....c.ccuveviiiiiicree s 1,563 2 (72) 1,493
Other domestic debt SECUNTIES .......c.covvvereecrreieerecrecieeens 2,649 15 (25) 2,639
Foreign debt securities ........... 1,036 1 (3) 1,034
Equity securities................. 25 - - 25
Securities available for SAle ......ccoveeveereeevee e $ 20,276 $ 94 $ (408) $ 19,962
Securities held to maturity:
U.S. Government sponsored enterprises (1) ........ccccoeveeenene. $ 1,862 $ 42 $ (22) $ 1,882
U.S. Government agency issued or guaranteed ................... 528 24 2 551
Obligations of U.S. states and political subdivisions 255 14 - 269
Other domestic debt SECUNtIies ..........cccvvreecrreireerennne 176 1 (4) 173
Foreign debt securities ........... 70 - - 70
Securities held to MaUNtY ......cccceeeiveeeeeieccee e $ 2,891 $ 81 $ (27) $ 2,945

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

Mortgage Corporation (FHLMC).

Gross Gross
Amortized Unrealized Unrealized Fair
December 31, 2006 Cost Gains L osses Value
(in millions)
Securities available for sale:
U.S. TTEASUIY .oeeereeeerceeirenetseeee st ssenssessenenns $ 1,535 $ 3 $ (8 $ 1,530
U.S. Government sponsored enterprises (1) ........ccoevveeenee 10,682 30 (257) 10,455
U.S. Government agency issued or guaranteed ................... 3,793 6 (72) 3,727
Obligations of U.S. states and political subdivisions .......... 515 4 [€0)] 518
Asset backed securities 578 1 3 576
Other domestic debt SECUMTIES .......ccvvvveeveueirirrieeeereeeieie 1,343 3 (29) 1,327
Foreign debt SECUtIES ........covvecececieieii e 860 7 (©)] 864
EQUItY SECUMTIES ... 775 11 - 786
Securities available for sale ... $ 20,081 $ 65 $ (363 $ 19,783
Securities held to maturity:
U.S. Government sponsored enterprises (1) ........ccccoeeereene. $ 1,845 $ 43 $ a7 $ 1,871
U.S. Government agency issued or guaranteed ................... 584 25 2 607
Obligations of U.S. states and political subdivisions .......... 325 19 - 344
Other domestic debt SECUItIeS .......ooveveererereeicircne 167 2 2 167
Foreign debt securities .......... 51 - * 51
Securities held t0 MALUNILY .......ccvvereeirereereeseseeseeeeenes $ 2,972 $ 89 $ (21) $ 3,040

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

Mortgage Corporation (FHLMC).
*  Lessthan $500 thousand.
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A summary of gross unrealized losses and related fair values, classified asto the length of time the losses have
existed, is presented in the following table.

One Year or Less

Greater Than One Year

Number Gross Agoregate Number Gross Aggregate
of Unrealized Fair Value of Unrealized Fair Value
December 31, 2007 Securities L osses of Investment Securities L osses of Investment
($in millions)
Securities available for sale:
U.S. Government sponsored
enterprises (1) .oceveeerereeerreneenene 48 $ (57) $ 1,581 565 $  (214) $ 5818
U.S. Government agency
issued or guaranteed ................... 9 * 13 440 (34) 1,607
Obligations of U.S. states and
political subdivisions .................. 43 2 256 13 1) 106
Asset backed securities ................. 33 (70) 969 15 2 127
Other domestic debt securities ...... 31 (13) 642 50 (12 735
Foreign debt securities .................. 5 1) 71 6 2 158
Securities available for sale .......... 169 $ (143 $ 3532 1,089 $ (265 $ 8551
Securities held to maturity:
U.S. Government sponsored
enterpriseS (1) .ovveveererveerreeennn. 11 $ 3) $ 87 20 $ (19) $ 377
U.S. Government agency issued
OF guaranteed ...........coecverreeniinne 1 * 15 82 1) 42
Obligations of U.S. states and
political subdivisions .................. 7 * 4 - - -
Other domestic debt securities ...... 3 1) 41 7 ?3) 66
Foreign debt securities .................. - - - - - -
Securities held to maturity ............ 22 $ (4 $ 147 109 $ (23 $ 485

@

*

Includes primarily mortgage backed securitiesissued by FNMA and FHLMC.

Less than $500 thousand.
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One Year or Less

Greater Than One Year

Number Gross Aggregate Number Gross AgQgregate
of Unrealized Fair Value of Unrealized Fair Value
December 31, 2006 Securities L osses of Investment Securities L osses of Investment
($in millions)
Securities available for sale:
U.S. Treasury .....cooeeveeeereenenenenes 8 $ 1) $ 527 6 $ 7 $ 566
U.S. Government sponsored
enterpriseS (1) voveevvrererereeerenens 211 (119) 3,158 482 (243) 5,042
U.S. Government agency
issued or guaranteed ..........c..o.... 691 (40) 2,334 268 (32 1,076
Obligations of U.S. states and
political subdivisions ................. 12 0] 85 3 * 27
Asset backed securities 6 * 81 19 (©)] 293
Other domestic debt securities 10 Q) 153 56 (18) 910
Foreign debt securities ................. 6 (1) 191 11 (2) 227
Securities available for sde ......... 944 $ (158 $ 6,529 845 $ (205 $ 8141
Securities held to maturity:
U.S. Government sponsored
enterprises (1) .oooeeverveevreevenennn. 23 $ * $ 15 22 $ 17 $ 389
U.S. Government agency issued
or guaranteed .........ccovvvrrveeeeniennne 49 * 21 169 ) 35
Obligations of U.S. states and
political subdivisions ................. 1 * * 9 * 4
Other domestic debt securities 2 * 22 4 ) 33
Foreign debt securities ................. 2 * 51 - - -
Securities held to maturity ........... 77 $ * $ 109 204 $ (21) $ 461

(1) Includes primarily mortgage backed securities issued by FNMA and FHLMC.

*  Lessthan $500 thousand.

Gross unrealized losses have increased within the available for sale securities portfolio during 2007, due to the
impact of general increases in market interest rates on 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.
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The following table summarizes realized gains and losses on investment securities transactions attributable to
available for sale and held to maturity securities. Amountsin the table include net realized losses of $11 million
reported in residential mortgage banking revenue in the consolidated statement of income for 2005.

Gross Gross Net
Realized Realized Realized
Year Ended December 31 Gains (L osses) Gains
(in millions)
2007
Securities available for Sale ... $ 67 $ @17 $ 50
Securities held to maturity:
Maturities, calls and mandatory redemptions ... 1 - 1
$ 68 $ (17 $ 51
2006
Securities available for SAE ........ccccuieieiceecce e $ 34 $ (6) $ 28
Securities held to maturity:
Maturities, calls and mandatory redemptions ...........cocveeerirerersesnenseeeeeseseseeenens 1 - 1
$ 35 $ (6 $ 29
2005
Securities available fOr SAE ... s $ 107 $ (13) $ 9
Securities held to maturity:
Maturities, calls and mandatory redemptions ...........cococeeerernineenenneseeese s 1 - 1
$ 108 $ (13 $ 95

The amortized cost and fair values of securities available for sale and securities held to maturity at December 31,
2007, by contractual maturity are summarized in the following table. Expected maturities differ from contractual
maturities because borrowers have the right to prepay obligations without prepayment penaltiesin certain cases.
Securities available for sale amounts exclude equity securities with afair value and cost of $25 million as they do

not have stated maturities.
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The following table al so reflects the distribution of maturities of debt securities held at December 31, 2007, together
with the approximate taxable equivalent yield of the portfolio. The yields shown are calculated by dividing annual
interest income, including the accretion of discounts and the amortization of premiums, by the amortized cost of
securities outstanding at December 31, 2007. Yields on tax-exempt obligations have been computed on ataxable
equivalent basis using applicable statutory tax rates.

Within After One After Five After
Taxable One But Within But Within Ten
Equivalent Year Five Years Ten Years Years
Basis Amount Yield Amount Yield Amount Yield Amount Yield
($in millions)
Available for sale:
U.S. Treasury .....ccceveeeene $ * -% % 1 4.62% $ - -% 3% - -%
U.S. Government
sponsored enterprises ....... 230 294 348 6.00 579 5.06 9,984 5.08
U.S. Government agency
issued or guaranteed ......... * 6.65 72 351 66 4,99 3,055 4.92
Obligations of U.S.
states and political
SubdiVisions .......cccceceeeeen - - - - 64 5.04 604 5.02
Asset backed securities ....... 1 4.84 193 4.27 49 5.22 1,320 5.17
Other domestic debt
SECUNMTIES .o, 10 4.00 95 5.36 54 4.88 2,490 5.40
Foreign debt securities........ 799 521 86 6.03 46 6.02 105 6.85
Total amortized cost ................ $ 1,040 469% $ 795 5.28% $ 858 510% $ 17,558 511%
Total fair value ........cococvveneen, $ 1,039 $ 774 $ 858 $ 17,266
Held to maturity:
U.S. Government
sponsored enterprises ....... $ * 7.09% % 8 7.08% $ 69 6.05% $ 1785 5.89%
U.S. Government agency
issued or guaranteed ......... 1 6.82 2 7.26 7 8.69 518 6.41
Obligations of U.S.
states and political
Subdivisions ........cccoeeeennen. 10 5.93 a4 5.44 38 4,99 163 5.10
Other domestic debt
SECUNMTIES .o, - - - - - - 176 5.80
Foreign debt securities........ 70 3.92 - - - - - -
Total amortized cost ................ $ 81 422%  $ 54 577% $ 114 585% $ 2642 5.94%
Total fair value ........cccocevreneee, $ 8 $ 57 $ 121 $ 2685

* L ess than $500 thousand.

Investments in Federal Home Loan Bank (FHLB) stock, Federal Reserve Bank (FRB) stock, and MasterCard
Class B shares of $373 million, $304 million and $56 million, respectively, were included in other assets at
December 31, 2007. Investmentsin FHLB stock, FRB stock and MasterCard Class B shares of $360 million, $306
million and $57 million, respectively, were included in other assets at December 31, 2006.
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Note 7. Loans

A distribution of the loan portfalio, including loans held for sale, is summarized in the following table.

December 31, 2007 December 31, 2006
LoansHeld All Other Total LoansHeld All Other Total
for Sale L oans L oans for Sale L oans L oans
(in millions)

Commercial loans:
Construction and other real estate ... $ 26 $ 8,428 $ 8,454 $ 102 $ 8816 $ 8,918
Other commercia ......cocvvevecvrenenen, 1,939 27,530 29,469 - 20,564 20,564
1,965 35,958 37,923 102 29,380 29,482

Consumer |oans:

Sub-prime residential mortgages ...... 1,869 - 1,869 2,582 - 2,582
Other residential mortgages. 1,018 32,493 33,511 1,645 35,581 37,226
Credit card receivables ............ - 19,415 19,415 - 18,260 18,260
Other CONSUMEY ......cveveeveririeieeereen, 418 1,813 2,231 394 2,293 2,687
3,305 53,721 57,026 4,621 56,134 60,755

Total [0aNS ..ccoveereeeeeeerre e, $ 5,270 $ 89,679 $ 94,949 $ 4,723 $ 85514 $ 90,237

In December 2004, HUSI acquired a $12 billion private label 1oan portfolio from HSBC Finance Corporation. The
portfolio consisted of approximately $11 billion of private label credit card receivables and $1 billion of other
consumer and commercial loans. The customer relationships were retained by HSBC Finance Corporation. By
agreement, HUSI is purchasing additional credit card receivables generated from customer accounts at fair value on
adaily basis. During 2007 and 2006, underlying customer balances included within the private label portfolio have
revolved, and new relationships have been added, bringing the total private label credit card portfolio balance to
approximately $17 hillion at December 31, 2007 and 2006.

Residential mortgage loan originations generally declined during 2007 and 2006 due to arising interest rate
environment. In addition, originations of various adjustable rate residential mortgage loan products that would have
been retained on the consolidated balance sheets prior to 2005 were being sold in the secondary market beginning in
2005 and throughout 2007 and 2006, also as aresult of strategic balance sheet initiatives to enhance liquidity and to
address interest rate risk. These factors contributed to the overall decrease in residential mortgage loans during
2007 and 2006.

HUSI has loans outstanding to certain executive officers and directors. The loans were made on substantially the
sameterms, including interest rates and collateral, as those prevailing at the same time for comparable transactions
with other persons and do not involve more than normal risk of collectibility. The aggregate amount of such loans
did not exceed 5% of shareholders’ equity at December 31, 2007 and 2006.

LoansHeld for Sale

HUSI originates commercial loans in connection with its participation in anumber of leveraged acquisition finance
syndicates. A substantial mgjority of these loans were originated with the intent of selling them to unaffiliated third
parties and are classified as other commercia loans held for sale at December 31, 2007. Commercial loans held for
sale under this program are classified as other commercial loansin the above table and were $1.9 billion at
December 31, 2007.

Residential mortgage loans held for sale include sub-prime residential mortgage loans acquired from unaffiliated
third parties and from HSBC Finance Corporation, with the intent of selling the loansto HMUS. Alsoincluded in
other residential mortgage |oans held for sale are prime mortgage loans originated and held for sale primarily to
various governmental agencies.

Other consumer loans held for sale consists primarily of student loans.
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Loans held for sale are recorded at the lower of cost or market value. The cost of loans held for sale exceeded
market value at December 31, 2007 and December 31, 2006, resulting in the recording of a valuation allowance.
Changesin the valuation alowance utilized to adjust loans held for sale to market value, that isincluded in the
determination of net income, are summarized in the following table and reflect the recording of substantial valuation
adjustments as aresult of adverse conditions in the corporate credit and U.S. residential mortgage markets. Also,
see commentary regarding changes in the valuation allowance included in the Management’ s Discussion and
Analysis of Financial Condition and Results of Operation (MD&A) on page 45 of this Form 10-K.

The valuation allowance related to loans held for sale is presented in the following table.

2007 2006
(in millions)
Balance at beginning Of YEAI ..........ccciuiiiieiiiccece ettt bbbt ne $ (26)
Increase in alowance for net reductions in market value .... (120)
Releases of valuation alowancefor loanssold ................... 117
BalanCe @l €10 OF YEAI ......oveviiieiicieie ettt $ (29)

Loans held for sale are subject to credit risk and interest rate risk, in that their value will fluctuate as a result of
changes in market conditions, as well as the interest rate and credit environment. Interest rate risk for residential
mortgage loans held for sale is partially mitigated through an economic hedging program to offset changesin the
fair value of the mortgage loans held for sale. There was aloss of $8 million recognized from the economic hedges
of loans held for sale for 2007, compared to a $68 million gain for 2006.

Note 8. Allowance for Credit Losses and Credit Quality Statistics

An analysis of the allowance for credit lossesis presented in the following table.

2007 2006 2005
(in millions)
Balance at beginning Of YEaI .......cccovievirnneereee s $ 897 $ 846 $ 788
Provision charged tO INCOIME ..........ccceiueieimininiiicieeeee et 1,522 823 674
ChargE OffS ... (1,269) (1,012) (871)
RECOVENES ...ttt 264 248 255
Allowance related to diSPOSItioNS, NEL .........coveveeierirerieieeeee s - (8) -
Balance at end Of YEA .......cviieurieirriereeiesee et $ 1,414 $ 897 $ 846
Non-United States transfer risk reservesincluded in the allowance
FOF CTEOIL IOSSES ....ouereeeeceeeieeie ettt $ - $ - $ 4
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Credit Quality Statistics

Nonaccruing loans information is summarized in the following table.

December 31 2007 2006
(in millions)
Nonaccruing loans
Commercial:
Construction and Other rEal ESLALE ..........courerireeieier ettt 34 33
Other commercial 89 69
Total commercial 123 102
Consumer:
ReSIAENtIAl MOTGAJES .....c.vecevieieirii ettt 640 265
Credit Card rECEIVAINIES ..ottt 1 1
TOtal CONSUMEN TOANS .....viviieeieieieerieist ettt ettt ne b nnnnnens 641 266
Total NONBCCIUING 0NS .......oviiiicicii e 764 368
Interest income on nonaccruing loans is summarized in the following table.
Year Ended December 31 2007 2006 2005
(in millions)
Interest income on nonaccruing loans:
Amount which would have been recorded had the associated loans
been current in accordance with their original terms ... $ 49 24 25
Amount actually reCorded ... 7 8 12
Additional credit quality statistics are summarized in the following table.
December 31 2007 2006
(in millions)
Accruing loans contractually past due 90 days or more asto principal or interest:
TOtAl COMIMENTIBL ..otttk bbbt bbb et e e 8 22
Consumer:
RESIAENEIAl MOMGAJES ... ..vveieirerieieieere ettt ettt bbbt b - 11
Credit Card reCRIVADIES ...t 432 339
Other consumer loans 16 16
Total consumer loans 448 366
Total accruing loans contractually past due 90 days OF MOFe ...........ocevieercieierinninieseeees e, 456 388
Impaired loans:
Balance at end Of PEMIOA .......couoiieiiiii s 123 100
Amount With iMPairMENE FTESENVE .......cvirireeieeeeieres ettt e s s ese s saesesanenenenns 41 35
IMPAITMENE FESEIVE ...ttt bbb bbb 15 13
Other real estate and owned assets:
Balance at end Of PEMIOQ .......ccoviiiiii s 71 53
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Note 9. 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. The securitization transactions utilized revolving trusts structured as QSPEs and transfers
of receivables to these QSPE trusts were structured to receive sale treatment under SFAS 140.

Under IFRS, HUSI' s private label credit card securitizations do not qualify for sale treatment and are treated as
secured financings. In order to align its accounting treatment with that of HSBC, all new securitizations of private
label credit cards since the third quarter of 2004 have been structured as secured financings under U.S. GAAP. In
addition, the last remaining securitization trust agreement related to the securitized private label credit card
receivables acquired from HSBC Finance Corporation in 2004 was amended in the third quarter of 2006. Asa
result, the related securitization trust no longer qualifies asa QSPE. Subsequent transfers of receivablesto this
trust, which are required to support previously issued securities, no longer qualify for sale treatment under U.S.
GAAP and are recorded as secured financings. As of the amendment date, HUSI also began consolidating the trust
asits primary beneficiary and all outstanding investments, credit card receivables and liabilities related to the trust
are recorded on HUSI's consolidated balance sheets.

Refer to Note 27, Variable Interest Entities (VIES), on page 155 of this Form 10-K for additional information about
the assets of private label credit card securitization trusts consolidated by HUSI.

Note 10. Properties and Equipment, Net

The composition of properties and equipment, net of accumulated depreciation, is summarized in the following
table.

Depreciable

December 31 Life(Years) 2007 2006
($in millions)

L@NG <ot - $ 76 $ 79
Buildings .......ccccovveneicennnne 5-40 832 754
Furniture and equipment ....... 37 360 519
TOtAl oo 1,268 1,352
Less: accumulated depreciation ... (700) (812)
Properties and eqUIPMENE, NEL ........cccveveeeieieeecee s $ 568 $ 540
Depreciation expense during the Year ... $ 71 $ 79
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Note 11. Intangible Assets

The following table summarizes the composition of intangible assets.

December 31 2007 2006
(in millions)

Mortgage servicing rights $ 494 $ 474
Other ..o 40 47
INEANGIDIE BSSELS ...ttt bttt s b es s s s aetesennas $ 534 $ 521

Mortgage Servicing Rights (MSRs)

HUSI recognizes the right to service mortgage loans as a separate and distinct asset at the time the loans are sold.
Servicing fees collected by HUSI are included in residential mortgage banking revenue, and were $116 million,
$100 million and $76 million for the years ended December 31, 2007, 2006 and 2005, respectively.

Effective January 1, 2006, HUSI adopted SFAS 156 electing to measure this 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 MSRs as of the date of adoption.

MSRs are subject to credit and interest rate risk, in that their value will fluctuate as a result of changesin the interest
rate environment. Interest rate risk is mitigated through an active economic hedging program that uses securities
and derivatives to offset changesin 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
under Market Risk Management beginning on page 84 of this Form 10-K.

MSRs areinitially measured at fair value at the time that the related loans are sold, and periodically remeasured
using the fair value measurement method. MSRs are measured at fair value at each reporting date with changesin
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 reasonabl eness of these
valuation modelsis periodically validated by reference to external independent broker valuations and industry
surveys.

Fair value of MSRsis calculated using the following critical assumptions.

December 31, December 31,

2007 2006

Annualized constant prepayment rate (CPR) ..........cocoviiiiciiice e 21.40 % 20.80 %
Constant discount rate 10.44 % 10.34 %
Weighted average life 49vyears 4.8 years
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The following table summarizes M SRs activity for the years ended December 31, 2007 and 2006, the reporting
periods since adoption of SFAS 156.

Year Ended December 31 2007 2006
(in millions)
Fair value of MSRs:
BEGINNING DAIANCE .....ouieviecieicieiiete ettt $ 474 $ 418
Additions related to 108N SAIES ..........ccccuiiiiiiiiice e 124 100
Changesin fair value due to:
Change in valuation inputs or assumptions used in the valuation models .............coccoveeceininnnnn. (19 43
RealiZation Of Cash FIOWS ......c.cuiviiiiiiccei b (85) (87)
ENAING DBIAMNCE ...t $ 494 $ 474

Information regarding residential mortgage loans serviced for others, which are not included in the consolidated
balance sheet, is summarized in the following table.

Year Ended December 31 2007 2006
(in millions)

Outstanding principal balances at PEriod €N ..o $ 37,401 $ 34,736
Custodial balances maintained and included in noninterest bearing deposits at period end ..........ccc....... $ 596 $ 647

Other I ntangible Assets

Other intangible assets include favorable lease arrangements and customer lists. The weighted-average amortization
period for these intangible assetsis 75 months at December 31, 2007. Total amortization expense was
approximately $6 million for 2007 and 2006. Scheduled amortization is approximately $6 million per year for 2008
through 2012.

Note 12. Goodwill

During the third quarter of 2007, HUSI completed its annual impairment test of goodwill. At the testing date, HUSI
determined that the fair value of each of its reporting units exceeded its carrying value. Asaresult, no impairment
loss was required to be recognized.

The following table presents a summary of changes in goodwill.

Year Ended December 31 2007 2006
(in millions)

Balance at DegiNNING Of YEA .......cccuiveieiicicieeieie ettt b bbb bbb ensenan, $ 2716 $ 2694
Purchase accounting adjustment ............ - 22
Reductions related to business disposals. (15) -
Balance at the enNd Of tNE YEAI ........ccviirrccee ettt eeenenas $ 2,701 $ 2,716

During December 2007, HUSI sold the Wealth and Tax Advisory business, which resulted in areduction to
goodwill of approximately $15 million.

Asaresult of adifficult business climate and the market volatility which occurred during the second half of 2007,
HUSI performed an interim goodwill test in the Global Banking and Markets business segment, formerly Corporate,
Investment Banking and Markets (CIBM), as of December 31, 2007. The results of thistest showed the fair value
of this business unit exceeded the carrying value including goodwill that was assigned. Based on these results,
HUSI determined goodwill was not impaired in this business segment at December 31, 2007.
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Note 13. Deposits

The aggregate amounts of time deposit accounts (primarily certificates of deposits), each with a minimum of
$100,000 included in domestic office deposits, were approximately $17 billion and $19 billion at December 31,
2007 and 2006, respectively. Certain domestic deposits meet the definition of a hybrid financial instrument as
defined in SFAS 155. Asaresult, depositstotaling $1,479 million and $1,322 million at December 31, 2007 and
2006, respectively, are being carried at fair value with all changesin fair value recorded to profit and loss. The
scheduled maturities of all time deposits at December 31, 2007 is summarized in the following table.

Domestic Foreign
Offices Offices Total
(in millions)
2008:
0-90 AYS ..evvrererrerrreere e s $ 14,812 $ 11,317 $ 26,129
91-180 days ..... 4577 461 5,038
181-365 days 3,199 229 3,428
22,588 12,007 34,595
380 - 380
141 - 141
88 - 88
26 - 26
199 - 199
$ 23,422 $ 12,007 $ 35429

Overdraft deposits, which are classified as loans, were approximately $2,281 million and $1,727 million at
December 31, 2007 and 2006, respectively.

Note 14. Short-Term Borrowings

The following table summarizes the components of short-term borrowings. At December 31, 2007 and 2006, there
were no categories of short-term borrowings that exceeded 30% of total shareholders' equity.

December 31 2007 2006
(in millions)

Federal funds purchased (day t0 JaY) ........coerrerereersiesieieiissssisssese et ssse s ss st sse s $ 2,055 $ 77
Securities sold under repurchase agrEEMENES .........cocrirereueierirererieee et ses e se st e e e sessesanens 2,247 1,328

COMMENCIA PAPEY ...oviiiiicic bbb 3,925 2,414
PrECIOUS MELAIS ....ovieetiictiiee ettt st ettt s st eae e ese et e se et e s e ae s ese st ebe et ensebensesenseansnas 3,078 1,146
(.13 TSR 527 108
Total ShOrt-terM DOITOWINGS .....cciiiirieieiiririe ettt ettt e e eeebennnens $ 11,832 $ 5,073

At December 31, 2007 and 2006, HUSI had an unused line of credit from HSBC of $2.5 billion and $2 billion,
respectively. Thisline of credit does not require compensating balance arrangements and commitment fees are not
significant. Theinterest rate is comparable to third party rates for aline of credit with similar terms.

At December 31, 2007 and 2006, HUSI had an unused line of credit from its parent, HSBC North Americalnc.
(HNATI), of $150 million. The interest rate is comparable to third party rates for aline of credit with similar terms.

Asamember of the New Y ork Federal Home Loan Bank (FHLB), HUSI has a secured borrowing facility, which is
collateralized by residential mortgage loans. At December 31, 2007 and 2006, the facility included $5.5 billion and
$5.0 billion, respectively, of borrowingsincluded in long-term debt (see Note 15). Thefacility also allows access to
further short-term borrowings based upon the amount of residential mortgage loans pledged as collateral with the
FHLB, which were undrawn as of December 31, 2007 and 2006.
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Note 15. Long-Term Debt

The composition of long-term debt is presented in the following table. Interest rates on floating rate notes are

determined periodically by formulas based on certain money market rates or, in certain instances, by minimum
interest rates as specified in the agreements governing the issues. Interest ratesin effect at December 31, 2007 are

shown in parentheses.

December 31 2007 2006
(in millions)

Issued by HUSI or its subsidiaries other than HBUS:

Non-subordinated debt:

Medium-Term Floating Rate Notes due 2008-2012 (4.42% - 5.10%0) .....cccevvvvereeeereeeeeeeereerereereesseessennns $ 357 $ 53

8.375% DEENUrES AUE 2007 ......ovvveeeeeeieririeteeesesestesesesesesessesssessessssesesesesessssesesasesssnsesassssssnsesesasenses - 100

Floating Rate Extendible Notes dug 2008 (5.04%0) ......ccououvueeeeerereresiessenesessssssssesessssssesesssesssessesessssssssnses 1,500 1,499

1,857 1,652
Subordinated debt:

Fixed Rate Subordinated Notes due 2008-2097 (5.88% - 9.70%) 1,489 1,496

Perpetual Capital NOteS (5.63%0) .....ceovevieeereieereireeieeeereeereeeeennens 127 127

Junior Subordinated Debentures due 2026-2032 (7.75% - 8.38%) 866 1,061

2482 2,684
Total issued by HUSI or its subsidiaries other than HBUS ... 4,339 4,336
Issued or acquired by HBUS or its subsidiaries:
Non-subordinated debt:
Globa Bank Note Program:

Medium-Term Notes due 2008-2040 (.78%0 = 5.94%0) ....cvuereeerereresrereereresesseseesesesssessesssesssessesessssssssnses 2,927 2,108

3.875% Fixed Rate Senior Global Bank Notes due 2009 1,945 1,943

5.43% Fixed Rate Senior Global Bank Notes due 2009 ............c....... - 20

Floating Rate Senior Global Bank Notes due 2009 (5.19% - 5.29%0) ....cccevueerierirerereeerereneressesessesesenes 1,798 4,646

Floating Rate Non-USD Senior Global Bank Notes due 2008-2009 (2.59% - 4.88%0) .......cccccevevrvrerennns 1,459 1,328

4.95% Fixed Rate Senior NOtES dUE 2012 ..........c.ceueeriririeieeerereseseesessesesesssessesesessssssessssssssssesesssenssessesesens 25 25

8,154 10,070
Federal Home Loan Bank of New Y ork (FHLB) advances:
Fixed Rate FHLB advances due 2008-2037 (2.01% - 7.24%0) ....ccccceceueereresereereiereresesessesesesesessssessssssenss 9 10
Floating Rate FHL B advances due 2008-2036 (4.88% - 5.25%0) .....ccccovrvrerureeerrererereneesessesesessesesssssesenss 5,500 5,000
5,509 5,010
Precious metal |eases due 2008-2014 (.10%0 = 1.70%0) ...ccvvverererererererueeerereressssesssessessssesesesssessessssssssssssesssenses 1,044 729
Private label credit card secured financing due 2008-2012 (4.67% - 5.35%), refer to Note 9 ........ccceevenee. 1,549 2,134
Secured financings with Structured Note Vehicles, refer to NOtE 27 .......ccovviveecvienveeeeirse s 2,486 2,542
Other:

5.99% Fixed Rat€ NOtE AUE 2011 ........coeeieririereresiseeietesesese e seses e s sese e e ssseseseeesessesesesessssssesasensses 350 350

Floating Rate Note due 2011 (5.49%) . 1 4

6.60% Fixed Rate Note due 2021 ............ 1,009 858

3.99% Non-USD Senior Debt due 2044 . 579 530

[, 107 TS 22 34

1,961 1,776
Total NON-SUDOIAINGLEA JEIE .......c.eveeeeeieeee et ne s e e sennnens 20,703 22,261
Subordinated debt:

4.625% Global Subordinated NOtES AUE 2014 .........ccveivereeeeererirerieieteesesessessee e eesesesessseesesssenssessesesens 996 995
Globa Bank Note Program:

Fixed Rate Global Bank Notes due 2017-2035 (5.63% - 6.00%) 2,215 1,643
QI S0 a o o (107 (=10 o (= o RS 3211 2,638
Total issued or acquired by HBUS Or itS SUBSIAIANES ......cccovvvreeueiiririeecei st seseesnnens 23,914 24,899
Obligations UNder CaPITAl IEASES ........c.eueueiiririeieeiiirir ettt se st se s aeseseseesessesnsesesenensnsens 15 17
Qo1 ¢: I [ Tglo = g1 1o < o TN $ 28,268 $ 29,252
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The table excludes $900 million of long-term debt issued by HBUS or its subsidiaries payable to HUSI. Of this
amount, the earliest note is due to mature in 2012 and the latest note is due to mature in 2097.

Debt I ssued by HUSI or its Subsidiaries other than HBUS

In April 2006, HUSI filed an S-3 Shelf Registration Statement (the 2006 shelf) with the Securities and Exchange
Commission. Under the 2006 shelf, HUSI may issue debt securities or preferred stock, either separately or
represented by depositary shares, warrants, purchase contracts and units comprised of any combination of one or
more of the aforementioned securities. The 2006 shelf, which has no dollar limit, replaced a shelf filed in 2005 in
the amount of $2.3 billion. The Medium-Term Floating Rate Notes due 2008-2012 were issued under the 2006
shelf.

All of the Medium-Term Floating Rate Notes at December 31, 2007 and December 31, 2006 meet the definition of
hybrid financial instruments under SFAS 155, which was adopted in 2006, (see Note 2) and are being carried at fair
value.

The $1.5 billion Floating Rate Extendible Notes were issued by HUSI in November 2005. These senior debt
securities require the noteholders to decide each month whether or not to extend the maturity date of their notes by
one month beyond the initial maturity date of December 15, 2006. In no event will the maturity of the notes be
extended beyond December 15, 2011, the final maturity date. If on any election date a noteholder decides not to
extend the maturity of all or any portion of the principal amount of his notes, the notes will mature on the previously
elected maturity date, which will be the maturity date that is twelve months from the current election date. On the
August 2007 election date, noteholders of $749,500,000 of this debt exercised their option not to extend the
maturity date of their notes. These notes will mature on August 15, 2008. On the September 2007 election date,
noteholders of $690,000,000 of this debt exercised their option not to extend the maturity date of their notes. These
notes will mature on September 15, 2008. On the October 2007 election date, noteholders of the remaining
$60,500,000 of this debt elected not to extend the maturity of their notes. Therefore, these notes will mature on
October 15, 2008. Interest is payable on the notesin arrears on the 15" day of each month, commencing

December 15, 2005. The interest rate will be determined by reference to the one-month LIBOR, plus or minus the
applicable spread for that particular interest period. The spread for each interest period ranges from minus 2 basis
points for the interest period ending December 15, 2006 to plus 1 basis point for the interest period ending

October 15, 2008.

The Junior Subordinated Debentures due 2026-2032 are held by four capital funding trusts established by HUSI to
issue guaranteed capital debt securitiesin the form of preferred stock backed by the debentures and guaranteed by
HUSI. The trusts also issued common stock, all of whichisheld by HUSI and recorded in other assets. The
debentures issued to the capital funding trusts, less the amount of their common stock held by HUSI, qualify as

Tier 1 capital. Although the capital funding trusts are VIEs, HUSI' sinvestment in their common stock is not
deemed to be a variable interest because that stock is not deemed to be equity at risk. HUSI holds no other interests
in the capital funding trusts and thereforeis not their primary beneficiary and does not consolidate them. During
September 2007, HUSI exercised its right to redeem $206 million of the 7.53% Junior Subordinated Debentures that
had an original maturity date of December 4, 2026.
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Debt I ssued by HBUS or its Subsidiaries

In December 2006, HBUS increased the size of its Global Bank Note Program from $20 billion to $40 billion. The
Global Bank Note Program provides for the issuance of fixed rate and floating rate, senior and subordinated notes.
The following debt issues were made under this program in 2007 and 2006.

e InAugust 2007, HBUS issued $500 million of 6.00% Subordinated Bank Notes due 2017. Interest is paid
semiannually on February 9 and August 9 of each year, commencing on February 9, 2008 and ending on the
stated maturity date of August 9, 2017. These notes may not be redeemed by HBUS.

¢ In November 2006, HBUS issued the $20 million 5.43% Senior Notes due 2009. Interest is paid semiannually
on May 20 and November 20 of each year, commencing on May 20, 2007 and ending on the stated maturity
date of November 20, 2009. HBUS exercised its right to redeem these notes in whole on November 20, 2007.

e Certain Medium-Term Notes issued in 2006 meet the definition of hybrid financial instruments under SFAS
155, which was adopted in 2006 (see Note 2). Medium-Term Notes totaling $1,403 million and $849 million at
December 31, 2007 and 2006, respectively, are being carried at fair value.

Other includes certain notes totaling $1.4 billion and $1.2 billion at December 31, 2007 and 2006, respectively,
which resulted from 2006 structured financing transactions.

As of December 31, 2007, the contractual scheduled maturities for total long-term debt over the next five years are
asfollows.

(in millions)

Note 16. Derivative I nstruments and Hedging Activities

HUSI is party to various derivative financial instruments as an end user (1) for asset and liability management
purposes,; (2) in order to offset the risk associated with changesin the value of various assets and liabilities
accounted for in the trading account; (3) to protect against changes in value of its mortgage servicing rights
portfolio; and (4) for trading in its own account.

HUSI isalso an international dealer in derivative instruments denominated in U.S. dollars and other currencies
which include futures, forwards, swaps and options related to interest rates, foreign exchange rates, equity indices,
commaodity prices and credit, focusing on structuring of transactions to meet clients' needs.

Fair Value Hedges

Specifically, interest rate swaps that call for the receipt of a variable market rate and the payment of a fixed rate and
short forward contracts are utilized under fair value strategies to hedge the risk associated with changesin the risk
free rate component of the value of certain fixed rate investment securities. Interest rate swapsthat call for the
receipt of afixed rate and payment of avariable market rate are utilized to hedge the risk associated with changesin
the risk free rate component of certain fixed rate debt obligations. The regression method is utilized in order to
satisfy the retrospective and prospective assessment of hedge effectiveness for SFAS 133.

HUSI recognized net (losses) gains of approximately $(8) million, $10 million and $2 million for the years ended

December 31, 2007, 2006 and 2005, respectively, (reported as other income in the consolidated statements of
income), which represented the ineffective portion of all fair value hedges.
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For the years ended December 31, 2007, 2006 and 2005, $5 million, $5 million and $7 million of gains related to

the basis adjustment of terminated and/or redesignated fair value hedge relationships were amortized to earnings.

During 2008, HUSI expects to amortize $7 million of remaining gains to earnings resulting from these terminated
and/or redesignated fair value hedges.

Cash Flow Hedges

Similarly, interest rate swaps and futures contracts that call for the payment of a fixed rate are utilized under the
cash flow strategy to hedge the forecasted repricing of certain deposit liabilities. In order to satisfy the retrospective
and prospective assessment of hedge effectiveness for SFAS 133, the regression method is utilized. Ineffectiveness
is recorded to the statement of income on a monthly basis. The total ineffectiveness of all cash flow hedges was
$1.4 million for the year ended December 31, 2007 and was less than $1 million for the years ended December 31,
2006 and 2005.

Gains or losses on derivative contracts that are reclassified from accumulated other comprehensive income to
current period earnings pursuant to this strategy, are included in interest expense on deposit liabilities during the
periods that net income isimpacted by the underlying liabilities. Asof December 31, 2007, approximately $66
million of deferred net losses on derivative instruments accumulated in other comprehensive income are expected to
be included in earnings during 2008.

At December 31, 2007, the net unrealized loss on derivatives included in accumulated other comprehensive income
was $157 million, net of income taxes. Of this amount, the $68 million gain represents the effective portion of the
net gains on derivatives that qualify as cash flow hedges, and the $89 million loss relates to terminated and/or
redesignated derivatives. For the years ended December 31, 2007 and 2006, respectively, $12 million of losses and
$35 million of gains related to terminated and/or redesignated cash flow hedge rel ationships were amortized to
earnings from other comprehensive income. During 2008, HUSI expects to amortize $66 million of remaining
gains to earnings resulting from these terminated and/or redesignated cash flow hedges.

Trading and Other Activities
HUSI entersinto certain derivative contracts for purely trading purposesin order to realize profits from short-term
movements in interest rates, commodity prices, foreign exchange rates and credit spreads. In addition, certain

derivative contracts are accounted for on a full mark to market basis through current earnings even though they
were acquired for the purpose of protecting the economic value of certain assets and liabilities.
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Notional Values of Derivative Contracts

The following table summarizes the notional values of derivative contracts.

December 31 2007 2006
(in millions)
Interest rate:
FULUrES @NA FOMWAITS .......ocvieeieieie ettt b et sn b aenesaeneas 96,077 94,204
SWEPS ..o 1,874,340 1,906,688
Optionswritten ...... 97,198 510,023
OPLIONS PUICNESEA ..o 102,015 544,026
2,169,630 3,054,941
Foreign exchange:
SWaps, FULUIES AN FOMWAIDS ........c.coviieirecieeeree et 534,988 394,621
OPLIONS WITTEEN ...ttt b bbb n e 87,730 61,406
OPLIONS PUICHASEA ......veiiieieieeeree ettt et enenens 86,350 63,795
1S o) OSSOSO ST SO RRO 39,963 32,654
749,031 552,476
Commodities, equities and precious metals:
SWaps, FULUIES AN FOMWAIDS ........c.coviirireeieeire st 49,080 43,620
Optionswritten ........c.c.ccceeee. 19,394 12,263
Options purchased 18,730 16,115
87,204 71,998
Credit ENIVALIVES ....veeceeeei ettt ettt e s et ese e se e e sensesestenenaenens 1,252,337 816,422
I = TSP SRR 4,258,202 4,495,837

The total notional amountsin the table above relate primarily to HUSI’ strading activities. Notional amounts
included in the table related to non-trading fair value, cash flow and economic hedging activities were $15 billion

and $27 billion at December 31, 2007 and 2006, respectively.
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Note 17. Income Taxes

Total income taxes were alocated as follows.

Year Ended December 31 2007 2006 2005
(in millions)
Income tax (DENEFit) EXPENSE .......vveveerirererieieee sttt seesenenens $ 1) $ 530 $ 566
To shareholders’ equity astax charge (benefit):
Net unrealized losses on securities available for sale ... (13) (22) (112)
Unrealized (losses) gains on derivatives classified as cash flow hedges ....... (74) (106) 78
Unrealized (losses) gains on interest-only strip receivables - 4) 4
Employer accounting for post-retirement plans ..., 5 (13) -
Foreign currency trandation, NEL .........ccceeveeeeeninne e 2 - (4)
$__(8) $__385 $ __ 53
The components of income tax expense follow.
Year Ended December 31 2007 2006 2005
(in millions)
Current:
Federa ............ $ 301 $ 466 $ 484
State and local 40 51 90
FOPEIGN .ot 28 18 7
TOLAl CUITENE ..ottt 369 535 581
Deferred, primarily federal 370 (5) (15)
Total income tax (benefit) EXPENSE .......ccccovvciiiciccc e $ (@) $ 530 $ 566

Thefollowing table is an analysis of the difference between effective rates based on the total income tax provision

attributable to pretax income and the statutory U.S. Federal income tax rate.

Year Ended December 31 2007 2006 2005
SEBIULOTY FBLE ...t 350 % 350 % 350 %
Increase (decrease) due to:
State and [0Cal INCOMETAXES ........ccuvuriririiicre s 14.3 21 4.2
Adjustment of tax rate used to value deferred taxes ..........cocovvenciciccnnnns 17.4 -
Goodwill related to disposition of WTASDUSINESS ..........cccccceviinivininccneee 38 - -
Valuation allowance 44 - -
Validation of deferred tax BalanCes ..o (20.5) 11 -
REIEASE Of tAX FESEIVES ..ot (6.3) (7 (-3
Tax exempt interest income (11.1) (.9 (.7
Low income housing and miscellaneous other tax credits ..........cccocoevvnenceee (34.1) (1.8) 1.9
NON-taXabl€ INCOME ......coviiiiiiir s (5.5 - -
OLNEN TTEITIS ... 19 (1.0 (.1
EffeCtive iNCOME TAX FALE ......cveeeecieereeireee et (7)) % 338 % 367 %
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The components of the net deferred tax position are presented in the following table.

December 31 2007 2006
(in millions)
Deferred tax assets:
ALOWANCE FOF CrEAIT IOSSES .......cvovieevieceeteeee ettt seste et sesseses st sss st st es st s snan s s s assenesssnanen $ 524 $ 296
Benefit accruals 120 100
Accrued expenses not currently deductible ... 102 80
LOCOM GOJUSHITIENES .....vviiiiieeieieieiet ettt 136 -
Unrealized losses on securities available for sale .................. 112 122
INVESIMENE SECUMTIES ....vvveeieiieeteee e 88 20
Accrued PENSION COSE .......cccururiririiricrceeres s 5 14
Premium on purchased receivables ..........ccccovveeivrenricnennns - 4
Total deferred tax assets before valuation allowance 1,087 636
Valuation alowanCe .........cceveeenererseeeisenseseenens (7) -
Total dEfEITEA tAX GSSELS ....icveieieeiiieiiesiete ettt ettt b et s be st nesne e esennenan 1,080 636

Less deferred tax liabilities:

Lease finanCing iNCOME 8CCTUBH .........ccuieereieerreeerecee e (6) 7
Deferred gain recognition (48) 34
Depreciation and amMOITiZAION ...........ceerirerieeeeriresreeeseseseres e sae e e s ses e e sessessesesesesssessssnsesenen 22 6
Interest and diSCOUNE INCOIME ........c.ciiiiririeieireeereie ettt st 201 168
Deferred fees/costs ................. 86 97
Mortgage servicing rights 150 177
Net purchase discount on acquired companies ... 7 6
Other ..o 93 40

Total deferred tax liabilities ........ 505 535

NEL AEFEITEA LAX BSSEL .....eucvevreeiiieie ettt nnes $ 575 $ 101

Realization of deferred tax assets is contingent upon the generation of future taxable income or the existence of
sufficient taxable income within the carryback period. Based upon the level of historical taxable income and the
scheduled reversal of the deferred tax liabilities over the periods in which the deferred tax assets are deductible,
management believes that it is more likely than not HUSI would realize the benefits of these deductible differences,
net of the valuation allowance noted above. The valuation allowance relates primarily to potential limitations on the
utilization of excessforeign tax credits.

At December 31, 2007, HUSI had foreign tax credit carryforwards of $6 million for U.S. federal income tax
purposes which expire as follows: $2 million in 2016 and $4 millionin 2017.

Asdiscussed in Note 2, HUSI adopted FIN 48 effective January 1, 2007. The adoption resulted in the recognition
of additional current tax liabilities and offsetting deferred tax assets of $11 million. A reconciliation of the
beginning and ending amount of unrecognized tax benefitsis as follows.

(in millions)

BalanCe @l JANUAIY 1, 2007 .....ccririueuieeieieirireritseseieie et sesesesesessbese b s s e e esesesebebesesse et s eses e b e b et eb e s e et st s eRe b e b et s e b re et aeR e b e b e b et et e bt e e bbb e, $ 86
Additions based on tax positions related t0 the CUMTENE YEAE ........c.civiiriiieieieie bbbt 23
Additions for taX POSItIONS Of PIIOF YEAI'S .......ccieuiuiuiieiiriieiriri ettt eb bbbttt 27
Reductions for tax positions of prior years .. (21)
Balance at DeCeMDEY 31, 2007 ........ccucuriiiiiiiiiiciiiee iR, $ 115

The state tax portion of thisamount is reflected gross and not reduced by federal tax effect. The total amount of
unrecognized tax benefits at December 31, 2007 that, if recognized, would affect the effective income tax rateis
$56 million.
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Major taxing jurisdictions for HUSI and tax years for each that remain subject to examination are as follows.

U.S. Federa 2004 and later
New York State 1992 and later
New York City 1995 and later

The U.S. federal audit of the 2004 and 2005 tax years, as well as certain state audits, have a reasonable possibility of
being effectively settled within the next 12 months. No estimate as to the potential outcome of these auditsis
possible at thistime.

HUSI recognizes accrued interest and penalties, if any, related to unrecognized tax benefits in other operating
expenses. Asof January 1, 2007, we had accrued $16 million for the payment of interest associated with uncertain
tax positions. During the twelve months ended December 31, 2007, we increased our accrual for the payment of
interest associated with uncertain positions by $11 million.

Note 18. Preferred Stock

The following table presents information related to the issues of preferred stock outstanding.

Shares Dividend Amount
Outstanding Rate Outstanding
December 31 2007 2007 2007 2006

($in millions)
Floating Rate Non-Cumulative Preferred Stock, Series F

(25 Stated ValUE) ........ceereieriiecirieieireeenesree et 20,700,000 6.159 % $ 517 $ 517
14,950,000 Depositary Shares each representing a one-fortieth

interest in a share of Floating Rate Non-Cumulative Preferred

Stock, Series G ($1,000 stated ValUe) .........coccceeeeeereerinininenecicaeens 373,750 6.159 374 374
14,950,000 Depositary Shares each representing a one-fortieth

interest in a share of 6.50% Non-Cumulative Preferred Stock,

Series H ($1,000 stated VAUE) ........cccerueurerireririiceieeeiseeeseseeeees 373,750 6.500 374 374
6,000,000 Depositary shares each representing a one-fourth

interest in a share of Adjustable Rate Cumulative Preferred

Stock, Series D ($100 stated ValuE) .....ccccvveeeeverireeeeeereseeerseens 1,500,000 4.500 150 150
$2.8575 Cumulative Preferred Stock ($50 stated value) 3,000,000 5.715 150 150
CTUSINC. Preferred SEOCK .......ccoviirreeerirreeeeresesesee e ennnens 100 - * *
Dutch Auction Rate Transferable Securities™ Preferred

Stock (DARTS):

Series A ($100,000 stated ValUE) .......cooeeeerreereereeemreireeneeernenenns - 4527 - 63
Series B ($100,000 stated VAUE) .......ccoveeeeereieieneniririeeieieiennens - 4.565 - 62
$_1565  $_1690

* Less than $500 thousand.
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 value per share will be payable quarterly on the first calendar day of
January, April, July and October of each year. The Series H Preferred Stock may be redeemed at the option of
HUSI, in whole or in part, on or after July 1, 2011 at $1,000 per share, plus accrued and unpaid dividends for the
then-current dividend period.
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Dividends on the Floating Rate Non-Cumulative Series F Preferred Stock are non-cumulative and will be payable
when and if declared by the Board of Directors of HUSI quarterly on the first calendar day of January, April, July
and October of each year. Dividends on the stated value per share are payable for each dividend period at arate
equal to afloating rate per annum of .75% above three month LIBOR, but in no event will the rate be less than 3.5%
per annum. The Series F Preferred Stock may be redeemed at the option of HUSI, in whole or in part, on or after
April 7, 2010 at a redemption price equal to $25 per share, plus accrued and unpaid dividends for the then-current
dividend period.

Dividends on the Floating Rate Non-Cumulative Series G Preferred Stock are non-cumulative and will be payable
when and if declared by the Board of Directors of HUSI quarterly on the first calendar day of January, April, July
and October of each year. Dividends on the stated value per share are payable for each dividend period at arate
equal to afloating rate per annum of .75% above three month LIBOR, but in no event will the rate be less than 4%
per annum. The Series G Preferred Stock may be redeemed at the option of HUSI, in whole or in part, on or after
January 1, 2011 at aredemption price equal to $1,000 per share, plus accrued and unpaid dividends for the then-
current dividend period.

The Adjustable Rate Cumulative Preferred Stock, Series D is redeemable, as awhole or in part, at the option of
HUSI at $100 per share (or $25 per depositary share), plus accrued and unpaid dividends. The dividend rateis
determined quarterly, by reference to a formulabased on certain benchmark market interest rates, but will not be
less than 4¥%% or more than 10%% per annum for any applicable dividend period.

The $2.8575 Cumulative Preferred Stock may be redeemed at the option of HUSI, in whole or in part, on or after
October 1, 2007 at $50 per share, plus accrued and unpaid dividends. Dividends are paid quarterly.

HUSI acquired CTUS Inc., aunitary thrift holding company, in 1997 from CT Financia Services Inc. (the Seller).
CTUS owned First Federal Savings and Loan Association of Rochester (First Federal). The acquisition agreement
provided that HUSI issue preferred shares to the Seller. The preferred shares provide for, and only for, a contingent
dividend or redemption equal to the amount of recovery, net of taxes and costs, if any, by First Federal resulting
from the pending action against the United States government alleging breaches by the government of contractual
obligations to First Federal following passage of the Financial Institutions Reform, Recovery and Enforcement Act
of 1989. HUSI issued 100 preferred shares at a par value of $1.00 per share in connection with the acquisition.

In November 2007, HUSI redeemed all issued shares of DARTS Preferred Stock, Series A and B at their stated
value of $100,000 per share, resulting in total cash payment of $125 million.
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Note 19. Retained Earnings and Regulatory Capital Requirements

Bank dividends are a mgjor source of funds for payment by HUSI of shareholder dividends and along with interest
earned on investments, cover HUSI' s operating expenses which consist primarily of interest on outstanding debt.
Under 12 USC 60, the approval of the OCC isrequired if the total of all dividends declared by HBUS in any year
exceeds the cumulative net profits for that year, combined with the profits for the two preceding years reduced by
dividends attributable to those years. Under a separate restriction, payment of dividendsis prohibited in amounts
greater than undivided profits then on hand, after deducting actual losses and bad debts. Bad debts are debts due
and unpaid for a period of six months unless well secured, as defined, and in the process of collection. These rules
restrict HBUS from paying dividends to HUSI as of December 31, 2007, as cumulative net profits for 2007, 2006
and 2005 are less than dividends attributable to those years.

Additional information regarding regulation, supervision and capital for HUSI and HBUS begins on page 10 of this
Form 10-K.

Capital amounts and ratios of HUSI and HBUS, calculated in accordance with current banking regulations, are
summarized in the following table. In December 2007, U.S. regulators published a revision to the regulatory capital
rules which will go into effect on April 1, 2008. Thisrevision will significantly affect the ratios shown in the table
below. HUSI's approach toward implementing the Basel |1 framework is summarized on page 76 of this Form
10-K.

2007 2006
Capital Well-Capitalized Actual Capital Well-Capitalized Actual
December 31 Amount Minimum Ratio (1) Ratio Amount Minimum Ratio (1) Ratio
($in millions)
Total capital (to risk weighted
$ 15276 10.00 % 11.29 % $ 15,5501 10.00 % 12.58 %
15,330 10.00 11.40 14,998 10.00 12.23
Tier 1 capital (torisk
weighted assets):
HUS e, 9,639 6.00 7.12 10,577 6.00 8.58
HBUS ..., 9,696 6.00 7.21 10,278 6.00 8.38
Tier 1 capital (to average
assets):
HUS e, 9,639 3.00 (2 5.34 10,577 3.00 6.36
HBUS ..., 9,696 5.00 5.46 10,278 5.00 6.29
Risk weighted assets:
HUSI 135,339 123,262
HBUS 134,501 122,652

(1) HUSI and HBUS are categorized as “well-capitalized”, as defined by their principal regulators. To be categorized as well-capitalized
under regulatory guidelines, a banking institution must have the minimum ratios reflected in the above table, and must not be subject to
adirective, order, or written agreement to meet and maintain specific capital levels.

(2) Thereisno Tier 1 leverage ratio component in the definition of awell-capitalized bank holding company. The ratio shown is the minimum
required ratio.
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Note 20. Accumulated Other Comprehensive Loss

Accumulated other comprehensive loss includes certain items that are reported directly within a separate component
of shareholders’ equity. The following table presents changes in accumulated other comprehensive loss bal ances.

2007 2006 2005
(in millions)
Unrealized (losses) gains on available for sale securities:
BalanCe, JANUAIY 1 ...ttt en (199) $ (1298) $ 21
Increase (decrease) in fair value, net of taxes of $(15), $10, and $71, in
2007, 2006 and 2005, FESPECHVEIY .....vureeremrereieeireneiressseiseseisesees e sseseaessesenees 42 (55) (94)
Net gains on sale of securities reclassified to net income, net of
taxes of $19, $12, and $40 in 2007, 2006 and 2005, respectively ..........ccco..... (31 (16) (55)
NELCRENGE ..o s 11 (71) (149)
Balance, December 31 ... (188) (199) (128)
Unrealized (losses) gains on derivatives classified as cash flow hedges:
Balance, JANUEY 1 .........ccccoviiiciiiine s (8) 98 (6)
Changein unrealized (loss) gain net of taxes of $72, $106, and $(78) in
2007, 2006 and 2005, rESPECHVEIY ...c.vrverreerrerieerreernesseesresesessse e sseseesesenes 165 (206) 104
NEL CRBNGE ...t (165) (1206) 104
Balance, DECEMDET 31 ... s 173 (8) 98
Unredlized gains on interest-only strip receivables:
BaAlaNCe, JANUAIY 1 .....ocveiiireeieieeerieie ettt - 7 -
Change in unrealized gains on interest-only strip receivables,
net of taxes of $4 and $(4) in 2006 and 2005, resSPeCtiVEly ......c.ccvvevrerreerreennes - (7) 7
NEL ChaNGE ....cueiieciece e - (@] 7
Balance, December 31 - - 7
Foreign currency trandlation adjustments:
Balance, JANUEY 1 .........ccooviiiciiiiincec s 11 11 16
Translation gains, net of taxes of $2 and $4 in 2007 and 2005,
FESPECHIVELY .. 4 * (5)
NEE CRBNGE ...t 4 * (5)
Balance, DECEMDET 31 ..ot 15 11 11
Unfunded postretirement benefits liability:
Balance, JANUAIY 1 ........coocuiiiiiiiicecree e s (18) - -
Cumulative effect of change in accounting for pension and postretirement
benefits, net of taxes of $13 1N 2006 .........cccveverericrieciernnnreeee e - (18) -
Change in unfunded postretirement liability, net of taxes of $(6) in 2007 ......... 12 - -
NEE ChANGE ..o 12 (18) -
Balance, DECEMDET 31 ...ttt (6) (18) -
Summary of accumulated other comprehensive loss:
Accumulated other comprehensive (10ss) income, January 1 .........cccoevenecceccenenns (214) 12) 31
Other comprehensive 10SS, NEt Of taX .........cccvivicinec s (250) (184) (43)
Cumulative effect of change in accounting for pension and
postretirement benefits and change in unfunded postretirement
[180I1TTY, NEE OF TAX ..veveieciecieecetre et 12 (18) -
Accumulated other comprehensive loss, December 31 .......cccoceeeernrrneneneseeneens $ (352 $ (219 $ (12)

* Less than $500 thousand.
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Note 21. 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 HBUS 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.

December 31 2007 2006 2005
(in millions)
Assets:
Cash and due from DanKS ...........cceerrrreirrsese e $ 97 $ 179 $ 121
Interest bearing deposits with banks ... 134 59 67
Federal funds sold and securities purchased under agreementsto resell ....... 356 141 111
QI o [T I 5 = £ 11,640 6,895 5,386
LOBIMS oottt 2,007 813 1,562
390 226 79
TOAl BSSELS ...t $ 14,624 $ 8,313 $ 7,326
Liabilities:
DEPOSIES ...cuverietiacieeseie ettt $ 13,088 $ 12,233 $ 10,133
Trading liahilities ........ 14,552 6,473 4,545
Short-term borrowings ... 982 464 698
(01107 S 840 254 104
TOtal HAbIlITIES ...vveeeici s $ 29,462 $ 19,424 $ 15,480
December 31 2007 2006 2005
(in millions)
INEEIESE INCOME ...evereeiecieisie e sess st st sse st se s st sesssessssssessansnnnns $ 178 $ 51 $ 40
INEENESE EXPENSE ...ttt 424 408 293
HSBC &ffiliate income:
Other fees and commissions:
HSBC ..t 67 28 34
HSBC Finance Corporation 18 12 13
HMUS ... 13 5 18
Other HSBC affiliates . 7 6 6
SEIVICE CNAIGES ..o s 11 15 15
Gainson sales of 10anSto HMUS ... 18 106 18
Gains on sales of refund anticipation loansto HSBC Finance
COMPOFELION ...ovvvriirii ettt 23 22 19
Other HSBC affiliat€S iNCOME ... 15 14 7
Support services from HSBC affiliates:
Fees paid to HSBC Finance Corporation ... 468 452 415
Fees paid to HMUS 238 227 162
Fees paid to HTSU for technology SErviCes ... 260 235 216
Fees paid to other HSBC affiliates ........coovvviececiieieiiinneccceceses 196 162 126
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Transactions Conducted with HSBC Finance Corporation

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.

e By agreement, HUSI purchases receivables generated by private label and MasterCard'/Visa? credit card
relationships on adaily basis at a value that approximates fair value, as determined by an independent third
party. Premiums paid are amortized to interest income over the estimated life of the receivables purchased.
HSBC Finance Corporation continues to service the customer relationships, for which they charged HUSI
servicing fees of $374 million and $367 million, respectively, for the year ended December 31, 2007 and 2006
for the private label credit relationships. HUSI was charged service fees of $61 million and $38 million,
respectively, for the year ended December 31, 2007 and 2006 for the MasterCard/Visa credit card relationship.
Activity related to these portfolios is summarized in the following table.

Private L abel Master Card/Visa
For the year ended December 31 2007 2006 2007 2006
(in millions)
Recelvables acquired from HSBC Finance Corporation:
Balance at beginning of period $ 16,973 $ 14,355 $ 1287 $ 1,159
Receivables aCqUITEd ........ccovvvveeeeieireree e 21,341 21,591 2,828 2,317
Customer payments, net charge offs and other activity ...... (20,887) (18,973) (2,127) (2,189)
Balance at end of Period ...........cccceveenneereseresee s $ 17427 $ 16,973 $ 1,988 $ 1,287
Premiums paid to HSBC Finance Corporation:
Unamortized balance at beginning of period ..........cccccou..... $ 188 $ 320 $ 15 $ 12
Premiums paid ..o 329 367 105 39
AMONtIZAON ... (405) (499 (77) (36)
Unamortized balance at end of period .........cccccveervereeenenee. $ 112 $ 188 $ 43 $ 15

e HUSI servicesaportfolio of residential mortgage loans owned by HSBC Finance Corporation. The related
service fee income was $10.5 million and $4.3 million for the year ended December 31, 2007 and 2006,
respectively.

e HUSI'swholly-owned subsidiaries HBUS and HSBC Trust Company (Delaware), N.A. (HTCD) are the
originating lenders for afederal income tax refund anticipation loan program for clients of various third party
tax preparers, which are managed by HSBC Finance Corporation. By agreement, HBUS and HTCD process
applications, fund and subsequently sell these loans to HSBC Finance Corporation. For the year ended
December 31, 2007 and 2006, HBUS and HTCD originated approximately $17 billion and $16 billion,
respectively, that were sold to HSBC Finance Corporation. This resulted in gains of $23 million and $22
million, respectively, for the year ended December 31, 2007 and 2006.

e Certain of HUSI' s consolidated subsidiaries have secured lines of credit totaling $1.0 billion with HSBC
Finance Corporation. There were no balances outstanding under any of these lines of credit at December 31,
2007 or 2006.

e |n 2006, HUSI began acquiring residential mortgage loans at fair value from HSBC Finance Corporation with
the original intent of selling these loans to HMUS (see “ Transactions Conducted with HMUS” on the next
page). For the year ended December 31, 2007, HUSI acquired $615 million of loans from HSBC Finance
Corporation for anet discount of $12 million.

! MasterCard is aregistered trademark of MasterCard, Incorporated.
2Visaisaregistered trademark of Visa USA, Inc.
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Transactions Conducted with HMUS

e HUSI utilizesHMUS for broker dealer, debt and preferred stock underwriting, customer referrals, loan
syndication and other treasury and traded markets related services, pursuant to service level agreements. Fees
charged by HMUS for broker dealer, loan syndication services, treasury and traded markets related services are
included in support services from HSBC affiliates. 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. Preferred stock
issuance costs charged by HMUS are recorded as a reduction of capital surplus. Customer referral fees paid to
HMUS are netted against customer fee income, which isincluded in other fees and commissions.

e |n 2005, HUSI began acquiring residential mortgage loans from unaffiliated third parties with the original
intent of selling these loans for HMUS. During 2006, HUSI also began acquiring residential mortgage loans
from HSBC Finance Corporation under this program. HUSI maintains no ownership interest in the residential
mortgage loans after sale. Under this program, HUSI sold $6.2 billion and $15.9 hillion of loansto HMUS
during the year ended December 31, 2007 and 2006, respectively. Total gains on sale were $18 million and
$106 million for the year ended December 31, 2007 and 2006, respectively. Refer to page 9 of this Form 10-K
for further information regarding this program.

e During the first quarter of 2007, as part of a strategy to consolidate certain investments into acommon HSBC
entity in North America, HUSI sold certain non-marketable investments to HMUS resulting in total net gains of
$6 million. The carrying value of these investments totaled $10 million at the time of the sale.

Other Transactions with HSBC Affiliates

At December 31, 2007 and 2006, HUSI had an unused line of credit with HSBC of $2.5 billion and $2 billion,
respectively.

HUSI has extended loans and lines of credit to various other HSBC affiliates totaling $1.6 billion, of which $225
million was outstanding at December 31, 2007. HUSI has also extended a subordinated loan to HSBC Securities
(USA) Inc. in the amount of $500 million, of which $350 million was outstanding at December 31, 2007.

HUSI routinely entersinto derivative transactions with HSBC Finance Corporation and other HSBC affiliates as
part of aglobal HSBC strategy to offset interest rate or other market risks associated with debt issues, derivative
contracts or other financial transactions with unaffiliated third parties. At December 31, 2007 and December 31,
2006, the aggregate notional amounts of all derivative contracts with other HSBC affiliates were approximately
$996 hillion and $772 hillion, respectively. The net credit risk exposure (defined as the recorded fair value of
derivative receivables) related to these contracts was approximately $12 billion and $7 billion at December 31, 2007
and 2006, respectively. HUSI, within its Global Banking and Markets business, accounts for these transactions on a
mark to market basis, with the change in value of contracts with HSBC affiliates substantially offset by the change
in value of related contracts entered into with unaffiliated third parties.

Domestic employees of HUSI participate in a defined benefit pension plan sponsored by HNAH. Additional
information regarding pensionsis provided in Note 23 of these consolidated financial statements, beginning on
page 144 of this Form 10-K.

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 year ended December 31, 2007 and 2006 was approximately $68
million and $74 million, respectively. Asof December 31, 2007, HUSI' s share of compensation cost related to
nonvested stock compensation plans was approximately $84 million, which is expected to be recognized over a
weighted-average period of 1.5 years. A description of these stock compensation plans begins on page 142 of this
Form 10-K.
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HUSI declared and paid dividends of $800 million and $455 million for the year ended December 31, 2007 and
2006, respectively, to its parent company, HNAI.

Note 22. Stock Option Plans and Restricted Share Plans

Options have been granted to employees of HUSI under the HSBC Holdings Group Share Option Plan (the Group
Share Option Plan) and under the HSBC Holdings Savings-Related Share Option Plan (Sharesave). Since the
shares and contribution commitment have been granted directly by HSBC, the offset to compensation expense was a
credit to capital surplus, representing a contribution of capital from HSBC.

The following table presents information for each plan. Descriptions of each plan follow the table.

December 31 2007 2006 2005
Restricted Share Plan:
Total compensation expense recognized (in millions) ............ $ 68 $ 59 $ 44

Sharesave (5 year vesting period):

Total options granted .............. 132,000 83,000 262,000
Fair value per option granted ..........ccceceervrerireerenens e $ 4.09 $ 349 $ 378
Total compensation expense recognized (in millions) ............ $ 1 $ * $ *
Significant assumptions used to calculate fair value:
RiSK free interest rate .......oocceeerererireeeerreseeesesesieieiens 46 % 50 % 43 %
Expected life (years) .... 5 5 5
Expected VOIatility ... 17 % 17 % 20 %
Sharesave (3 year vesting period):
Total optioNS granted ..........cccvvrrrreneeeieeieere s 445,000 274,000 510,000
Fair value per option granted e 8 4.25 $ 342 $ 373
Total compensation expense recognized (in millions) ............ $ 1 $ 1 $ 1
Significant assumptions used to calculate fair value:
Risk free interest rate ..........ocoveeeeeeueeernernrineeeeeesnenens 46 % 50 % 43 %
Expected ife (YEars) ... 3 3 3
Expected VOIatility ......ccooeeveeeeienirreeeesses s 17 % 17 % 20 %
Sharesave (1 year vesting period):
Total options granted ...........ccoeevveinicieceeeeeees 145,000 81,000
Fair value per option granted e $ 371 $ 260
Total compensation expense recognized (in millions) ............ $ * $ *
Significant assumptions used to calculate fair value:
RiSK free interest rate ........oceeeererereeeeeerreseeesesesieieiens 49 % 50 %
Expected [ife (YEArS) ..cccovvveeeeereririneeeeeesesessesseseseseesnnens 1 1
Expected VOIatility ... 17 % 17 %
Group Share Option Plan:
Total OptioNS Granted ........ccccveeveveeeeierirereeeeresee e erenens - - -
Fair value per option granted e 8 - $ - $ -
Total compensation expense recognized (in millions) ............ $ 2 $ 14 $ 6
Significant assumptions used to calculate fair value:
Risk free interest rate ..........ocoveeeeeeeeeeinirnneneeeeeeeeeeens - % - % - %
Expected [ife (YEars) ..o - - -
Expected VOIatility ......cccoeeveeeeieririreeeessee s - % - % - %

* Less than $500 thousand

142



Restricted Share Plans

Awards are granted to key individuals in the form of performance and non-performance restricted shares. The
awards are based on an individual’ s demonstrated performance and future potential. Performance related restricted
shares generally vest after three years from date of grant, based on HSBC's Total Shareholder Return (TSR) relative
to a benchmark TSR during the performance period. TSR is defined as the growth in share value and declared
dividend income during the period and the benchmark is composed of HSBC' s peer group of financial institutions.
If the performance conditions are met, the shares vest and are released to the recipients two years later.
Non-performance restricted shares are released to the recipients based on continued service, typically at the end of a
three year vesting period.

Sharesave Plans

Sharesave is an employee share option plan that enables eligible employees to enter into savings contracts of one,
three or five year terms, with the ability to decide at the end of the contract term to either use their accumulated
savings to purchase HSBC ordinary shares at a discounted option price or have the savings plusinterest repaid in
cash. The one year savings contracts were offered to employees for the first timein 2006. Employees can save up
to $450 per month over all their Sharesave savings contracts. The option price is determined at the beginning of the
offering period of each plan year and represents a 20% discount, for the three and five year savings contracts, and a
15% discount for the one year contract, from the average price in London on the HSBC ordinary shares over the
five trading days preceding the offering. On contracts of three year or five year terms, the options are exercisable at
the 20% discounted stock option price within six months following the third or fifth anniversary of the beginning of
the relevant savings contracts. Upon the completion of a one year savings contract, if the share price is higher than
the option price, the option will automatically be exercised and the shares will be purchased at the 15% discounted
stock option price. The shareswill then be transferred to a holding account where they will be held for one
additional year, or until the employee decides to sell the shares. Regardless of the length of the savings contract,
employees can decide to have their accumulated savings plus interest refunded to them at the end of the contract
period, rather than choosing to exercise their purchase option.

Thefair value of options granted under Sharesave plansis estimated as of the date of grant using athird party
option pricing model.

Group Share Option Plan

The Group Share Option Plan was a discretionary long-term incentive compensation plan available prior to 2005, to
certain HUSI employees based on performance criteria. Options were granted at market value and are normally
exercisable between the third and tenth anniversaries of the date of grant, subject to vesting conditions.

No options were granted under the Group Share Option Plan in 2005, 2006 or 2007, since the plan was terminated
by HSBC in May 2005. Inlieu of options, employees now receive grants of HSBC Holdings ordinary shares
subject to certain vesting conditions (refer to Restricted Share Plans above). All stock option grants under the
Group Share Option Plan have fully vested and the associated expense fully recognized. In addition, a credit of $2
million was recognized in 2007 which reflects an adjustment to the expense accrued on the stock options granted in
2004, which was the last year of stock option grants under the Group Share Option Plan.
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Note 23. Pension and Other Postretirement Benefits

Defined Benefit Pension Plans

In November 2004, sponsorship of the defined benefit pension plan of HUSI and the defined benefit pension plan of
HSBC Finance Corporation was transferred to HNAH. Effective January 1, 2005, the two separate plans were
combined into asingle HNAH defined benefit pension plan which facilitates the development of a unified employee
benefit policy and unified employee benefit plan administration for HSBC companies operating inthe U.S. Asa
result, the pension asset relating to HUSI’ s defined benefit plan of $279 million, net of tax, was transferred to
HNAH as a capital transaction in the first quarter of 2005.

In 2006, HUSI adopted SFAS 158, which requires balance sheet recognition of the funded status of pension and
other postretirement benefit plans. Since HUSI' s main pension plan was transferred to HNAH in 2005, adoption of
SFAS 158 had no significant balance sheet impact related to pension obligations. The impact of SFAS 158 on other
postretirement benefit plansis summarized on page 146 of this Form 10-K.

The components of pension expense for the defined benefit plan reflected in HUSI’ s consolidated statements of
income are shown in the table below. The pension expense for the years ended December 31, 2007, 2006 and 2005
reflect the portion of the pension expense of the combined HNAH pension plan which has been alocated to HUSI.

Year Ended December 31 2007 2006 2005
(in millions)
Service cost—benefits earned during the period ...........ccceeeinnnnicee, $ 31 $ 30 $ 27

Interest cost on projected benefit obligation ... 72 65 62
EXpected return ON @SSELS ........ccceiiererireeieeirisieie e (91) (84) (89)
Amortization of Prior SEVICE COSL .......ccvurirniinicieeesce 1 1 1
RECOGNIZEA TOSSES ..ottt 9 16 5

PENSION BXPENSE ... $ 22 $ 28 $ 6

The assumptions used in determining pension expense of the defined benefit plan are as follows:

2007 2006 2005
DISCOUNE FALE ...ttt 590 % 570 % 6.00 %
Salary increase assumption 3.75 3.75 3.75
Expected long-term rate of return on plan assets ..........ccoveeevnneninene: 8.00 8.00 8.33

A reconciliation of beginning and ending balances of the fair value of plan assets associated with the HNAH
defined benefit pension plan is shown below.

Year Ended December 31 2007 2006
(in millions)
Fair value of plan assets at beginning Of YEar .........ccccieiicirre s $ 2,568 $ 2,384

Actual return on plan assets .........cccceereennnencees 246
Benefitspaid ......cccoveeeeieneniecceereee (62)
Fair value of plan assets at end of year $ 2,568

HUSI does not currently anticipate making employer contributions to the defined benefit plan in 2008.
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The alocation of the pension plan assets for the HNAH defined benefit pension plan is summarized in the following
table:

Per centage of Plan Assets

December 31 2007 2006
EQUITY SECUMTIES ...t bbb 69 % 69 %

[ o1 oW TS 31 30
(13T SRS SR SRR - 1
TOLBl .ottt ettt ettt ettt ettt a et eaeae et e R et e s b e s eae e eae et eRe et eRe b e e be e ae e ere e eteseteterentens 100 % 100 %

There were no investments in HSBC ordinary shares or American depositary shares at December 31, 2007 and
2006.

The primary objective of the HNAH defined benefit pension plan isto provide eligible employees with regular
pension benefits. Since the plans are governed by the Employee Retirement Income Security Act of 1974 (ERISA),
ERISA regulations serve as guidance for the management of plan assets. Consistent with prudent standards of
preservation of capital and maintenance of liquidity, the goals of the plans are to earn the highest possible rate of
return consistent with the tolerance for risk as determined by the investment committeein itsrole asafiduciary. In
carrying out these objectives, short-term fluctuations in the value of plan assets are considered secondary to long-
term investment results. A third party and an HSBC &ffiliate are retained by HNAH to provide investment
consulting services such as recommendations on the type of funds to be invested in and monitoring the performance
of fund managers. In order to achieve the return objectives of the plans, the plans are diversified to ensure that
adverse results from one security or security class will not have an unduly detrimental effect on the entire
investment portfolio. Assets are diversified by type, characteristic and number of investments as well as by
investment style of management organization. Equity securities areinvested in large, mid and small capitalization
domestic stocks as well as international stocks.

A reconciliation of beginning and ending balances of the projected benefit obligation of the HNAH defined benefit
pension plan is shown in the following table.

Year Ended December 31 2007 2006
(in millions)

Projected benefit obligation at beginning Of YEa ........ccoverriencrereee s $ 2,698 $ 2,530
SEIVICE COSL ...vveettieaieeeeteeei ettt b et e b st e R b b s e e e bbb et s e s A b bt e e bbb s et ne bbbt en st 111 102
INEEIESE COSE ...t e bbb 160 145
Actuarial (JaINS) [OSSES ..o (86) 7)
BENEFITS PAI ...ttt (136) (62)

Projected benefit obligation a €nd OF YEAI .......c.cviirrieieiireeeee s $ 2,747 $ 2,698

HUSI’ s share of the projected benefit obligation of the HNAH defined benefit pension plan was approximately $1.2
billion at December 31, 2007 and 2006. The accumulated benefit obligation for the HNAH defined benefit pension
plan was approximately $2.4 billion at December 31, 2007 and 2006. HUSI’ s share of the accumulated benefit
obligation at December 31, 2007 and 2006 was approximately $1.1 billion. These amounts are included in HNAH’s
consolidated balance sheets.

Estimated future benefit payments for the HNAH defined benefit pension plan and HUSI' s share of those estimated
payments are summarized in the following table.

HUSI's
HNAH Share

(in millions)
2008 $ 133 $ 54
2009 142 58
2010 151 61
2011 163 66
2012 181 70
2013-2017 1,027 436
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The assumptions used in determining the projected benefit obligation of the defined benefit pension plan are
summarized in the following table.

December 31 2007 2006
DISCOUNE FALE ...ttt 655 % 590 %
Salary INCrease aSSUMPLION ..o bbb 3.75 3.75
Postretirement Plans Other Than Pensions
HUSI’s empl oyees a so participate in severa plans which provide medical, dental and life insurance benefitsto
retirees and eligible dependents. These plans cover substantially all employees who meet certain age and vested
service requirements. HUSI hasinstituted dollar limits on payments under the plans to control the cost of future
medical benefits.
Asdiscussed in Note 2, the adoption of SFAS 158 resulted in additional pension liability of $31 million, arelated
deferred tax asset of $13 million, and an offset to other comprehensive income of $18 million at December 31,
2006.
The net postretirement benefit cost included the following components.
Year Ended December 31 2007 2006 2005
(in millions)
Service cost — benefits earned during the period ............cccoevvnnnenccnccnnnnene. $ 1 $ 1 $ 2
INEEIESE COSL ...t 6 6 7
Amortization of transition obligation .......... 3 3 3
Amortization of recognized actuarial gain .. (@) - -
Net periodic postretirement benefit cost ..... $ 9 $ 10 $ 12

The assumptions used in determining the net periodic postretirement benefit cost for HUSI' s postretirement benefit

plans are shown in the following table.

December 31 2007 2006 2005
DISCOUNE FALE ...t 590 % 570 % 6.00 %
Salary INCrease aSSUMPLION ......c.cviiiecerieee et 3.75 3.75 3.75

A reconciliation of the beginning and ending balances of the accumulated postretirement benefit obligation is shown

in the following table.

Year Ended December 31 2007 2006
(in millions)

Accumulated benefit obligation at beginning Of YEar ..........ccceiiiieciiee e $ 103 $ 119
SEIVICE COSE ...ttt ettt b ettt bbbttt bbb 1 1
INEEIESE COSE ... 6 6
Parti Cipant CONEIIDULIONS ........c.ouiiiiieceir ettt 1 1
ACHUAITBI AINS ... (8) (13)
BENEFITS PAI ...ttt (10 (11)
Accumulated benefit obligation at end Of YEar ..........ccccvciiviiiciir e $ 93 $ 103
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HUSI’ s postretirement benefit plans are funded on a pay-as-you-go basis. Estimated future benefit payments for
HUSI’ s postretirement plans are summarized in the following table.

(in millions)
2008

2012

The assumptions used in determining the benefit obligation of HUSI' s postretirement benefit plans at December 31
are asfollows:

2007 2006
DISCOUNME FAEE ...ttt ettt b bbbt e bbbt s b s b b e b et e e s b e b b e b sesb b e b e et se bbb ene s 6.55 % 590 %
Salary increase assumption 3.75 3.75

A 9.6 percent annual rate of increase in the gross cost of covered health care benefits was assumed for 2007. This
rate of increase is assumed to decline gradually to 5 percent in 2014.

Assumed health care cost trend rates have an effect on the amounts reported for health care plans. A one-
percentage point change in assumed health care cost trend rates would increase (decrease) service and interest costs
and the postretirement benefit obligation as follows:

One Per cent One Per cent
Increase Decrease
(in millions)
Effect on total of service and interest COSt COMPONENES .....ccovveveeeeeireereeeererre e senenes $ * $ *
Effect on postretirement benefit obligation ...........c.ooiciiiic s 1 (€]

* Less than $500 thousand
Other Plans
HUSI maintains a401(k) plan covering substantially all employees. Employer contributions to the plan are based
on employee contributions. Total expense recognized for this plan was approximately $36 million, $34 million and

$33 million in 2007, 2006 and 2005, respectively.

Certain employees are participants in various defined contribution and other non-qualified supplemental retirement
plans. Tota expense recognized for these plans was immaterial in 2007, 2006 and 2005.

Note 24. Business Segments

HUSI hasfive distinct segments that it utilizes for management reporting and analysis purposes, which are generally
based upon customer groupings, as well as products and services offered. Descriptions of HUSI' s business
segments are presented on pages 6 and 7 of this Form 10-K.

Effective January 1, 2007, corporate goals of HUSI are based upon results reported under | nternational Financial
Reporting Standards (IFRS), which are utilized by HSBC to prepare its consolidated financial statements.
Operating results for HUSI are now being monitored and reviewed, trends are being evaluated, and decisions are
being made about allocating certain resources on an IFRS basis. As aresult, business segment results are reported
on an |FRS basis to align with the revised internal reporting mechanism for monitoring performance. Results for
2006 and 2005 have been restated on an IFRS basis to conform with 2007 presentation.
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Net interest income of each segment represents the difference between actual interest earned on assets and interest
paid on liabilities of the segment, adjusted for a funding charge or credit. Segments are charged a cost to fund
assets (e.g. customer loans) and receive afunding credit for funds provided (e.g. customer deposits) based on
equivalent market rates. The objective of these charges/creditsisto transfer interest rate risk from the segmentsto
one centralized unit in Treasury and more appropriately reflect the profitability of segments.

Certain other revenue and operating expense amounts are also apportioned among the business segments based
upon the benefits derived from this activity or the relationship of this activity to other segment activity. For
segment reporting purposes, these inter-segment transactions are accounted for asif they were with third parties and
have not been eliminated.

Results for each segment on an IFRS basis, as well as areconciliation of total results under IFRSto U.S. GAAP
consolidated totals, are provided in the following tables. Descriptions of the significant differences between IFRS
and U.S. GAAP that impact HUSI’ s results follow the tables.

|FRS Consolidated Amounts 4 (5 U.S.GAAP
December 31, Global Banking I nter ssgmental IFRS IFRS  Consolidated
2007 PFS CF CMB _ and Markets PB Other Revenue Total Adjustments Reclassifications Totals
(in millions)
Net interest
income () ..... $ 1102 $ 951 $ 814 $ 321 $ 19 $ (12 $ 652 $ 2,722 $ 17 $ 659 $ 3,398
Other revenues .......... 559 294 259 46 291 216 652 2,317 (313) (157) 1,847
Total revenues .......... 1,661 1,245 1,073 367 489 204 - 5,039 (296) 502 5,245
Provision for credit
[0S () IO 139 1,187 126 35 10 - - 1,497 33 (8) 1522
1,522 58 947 332 479 204 - 3,542 (329) 510 3,723
Operating expenses
2 1,302 33 558 803 345 4 - 3,045 30 511 3,586
Income before
income tax expense.. 220 25 389 (471) 134 200 - 497 (359) (1) 137
Income tax expense.... 52 7 92 (129) 32 57 - 111 (111) 1) (1)
Net income................. $ 168 $ 18 $ 297 $ (342) $ 102 $_ 143 $ - $ 386 $ (248) $ - $ 138
Balances at end of
period:
Total assets $ 36322 $22145 $ 18851 $ 162757 $ 6191 $ 193 $ - $ 246,459 $ (581200 $ 34 $ 188373
Total loans . 31,015 21,639 16,831 28,389 5416 - - 103,290 - (8,341) 94,949
Goodwill ... 925 - 368 497 325 - - 2,115 586 - 2,701
Total deposits . 42,642 35 18,164 41,983 12,247 2 - 115,073 - 1,155 116,228

(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 assigned to the segments is based on the segments’ net charge offs and the change in allowance for credit losses.

(4) Represents adjustments associated with differences between IFRS and U.S. GAAP bases of accounting. These adjustments, which are
more fully described beginning on page 150 of this Form 10-K, consist of the following:

Net Provision Income

Interest Other for Credit Operating before Income Total

Income Revenues L osses Expenses Tax Expense Assets
(in millions)
Unquoted equity SECUMTIES ........veueereerereeeeeseieeereeneens $ - $ (90) $ - $ - $ (90) $
Fair value option. ) (190) - - (192)
Loan origination (15) 9) - 2 (22
Loan impairment 22 - 26 - 4)
Purchase accounting/deferred taxes - %) 4
Stock based compensation - - - @] 2
Property - 7) - 14 (21)
Pension cost - - - 24 (24) -
Recording derivative assets and liabilities gross ............ - - - - - (58,120)
Other 12 (17) 7 - (12) -
Total $ 17 $ (313) $ 33 $ 30 $ (359) $ (58,120)

(5) Representsdifferencesin financial statement presentation between IFRS and U.S. GAAP.
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|FRS Consolidated Amounts (4) (5) U.S. GAAP
December 31, Global Banking Inter segmental IFRS IFRS  Consolidated
2006 PFS CF CMB and Markets PB Other Revenue Total Adjustments Reclassifications Totals
(in millions)
Net interest
income (1) . $ 1155 $ 721§ 746 $ 235 $ 19 $ (10 $ (593 $ 2453 $ 8 $ 620 $ 3,081
Other revenues ... 496 105 273 957 303 (46) 593 2,681 41 (159) 2,563
Total revenues ........ 1,651 826 1,019 1,192 502 (56) - 5134 49 461 5,644
Provision for credit
[[055SY (<) RN 52 654 70 3 36 - - 815 5 3 823
1,599 172 949 1,189 466 (56) - 4,319 44 458 4,821
Operating expenses
() 1,173 31 503 791 308 2 - 2,808 (11) 458 3,255
Income before
income tax expense.. 426 141 446 398 158 (58) - 1511 55 1,566
Income tax expense... 154 50 155 148 57 (35) - 529 1 530
Net income . $ 2712 $ 91 % 291 $ 250 $ 01 $_ (3 3 - $ 982 $ 54 $ $ 1,036
Balances at end of
period:
Total assets $ 40,036 $ 23944 $ 17,979 $ 107,881 $ 8,438 $ 350 $ - $ 198,628 $ (29,702) $ (4,109) $ 164,817
Total loans . 35,625 21,529 15,173 18,319 5,476 - - 96,122 - (5,885) 90,237
Goodwill ... 925 - 368 497 337 - 2,127 589 - 2,716
Total deposits 37,470 34 15,695 31,893 10,687 - 95,779 - 6,367 102,146

@

@
®
4

Net interest 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.
Expenses for the segments include fully apportioned corporate overhead expenses.
The provision assigned to the segments is based on the segments’ net charge offs and the change in allowance for credit losses.
Represents adjustments associated with differences between IFRS and U.S. GAAP bases of accounting. These adjustments, which are
more fully described beginning on page 150 of this Form 10-K, consist of the following:

Net Provision Income

Interest Other for Credit Operating before Income Total

Income Revenues L osses Expenses Tax Expense Assets
(in millions)
Unquoted equity SECUMTIES ........c.vurrecrerrcrirerneiererenes $ - $ (45) $ - $ - $ (45) $ -
Fair value option. 6 80 - - 86 -
Loan origination 1) (11) - (20) 8 -
Loan impairment 3 - - - 3 -
Purchase accounting/deferred taxes .............ccccceieunae - - - (6) 6 -
Stock based COMPENSALION ........cevuvererereereieeeecreeeens - - - 9) 9 -
Property - 17 - 14 3 -
Pension cost - - - 10 (10) -
Recording derivative assets and liabilities gross ............ - - - - - (29,702)
Other - - 5 - (5 -
Total $ 8 $ 41 $ 5 $ (11) $ 55 $ (29,702)

(5) Representsdifferencesin financial statement presentation between IFRS and U.S. GAAP.
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IFRS Consolidated Amounts 4 (5 U.S.GAAP
December 31, Global Banking Inter segmental IFRS IFRS  Consolidated
2005 PFS CF CMB and Markets PB Other Revenue Total Adjustments Reclassifications Totals
(in millions)
Net interestincome ...  $ 948 $ 641 $ 666 $ 348 $ 174 $ (22 % (233) $ 2522 $ (62) $ 603 $ 3,063
Other revenues.......... 704 (41) 183 738 260 28 233 2,105 (8) (186) 1,911
Total revenues .......... 1,652 600 849 1,086 434 6 - 4,627 (70) 417 4,974
Provision for credit
10SSES ...ooovrevrriiinn 100 662 27 (52) (3) - 734 (63) 3 674
1,552 (62) 822 1,138 437 6 3,893 ) 414 4,300
Operating expenses
(2) s 1,023 39 378 644 270 2,354 (10) 414 2,758
Income before
income tax expense.. 529 (101) 444 494 167 6 1,539 3 1,542
Income tax expense... 218 (38) 170 184 64 8 606 (40) 566
Netincome..........cc..... $ 311 $ 63 $ 274 $ 310 $ 103 $ 2 $ $ 933 $ 43 $ $ 976
Balances at end of
period:
Total assets $ 43736 $22,158 $ 16,770 $ 84,922 $ 6312 $ 321 $ $ 174,219 $  (20,393) $ (2242 $ 151584
Total loans . 39,619 20,311 14,502 13,838 4,930 93,200 - (2,858) 90,342
Goodwill ... 925 - 368 497 337 2,127 567 - 2,694
Total deposits . 31,360 23 11,852 33,309 7,981 84,525 - 5,767 90,292

)

Net interest 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 assigned to the segments is based on the segments’ net charge offs and the change in allowance for credit losses.
(4) Represents adjustments associated with differences between IFRS and U.S. GAAP bases of accounting. These adjustments, which are
more fully described below, consist of the following:
Net Provision Income
Interest Other for Credit Operating before Income Total
Income Revenues L osses Expenses Tax Expense Assets
(in millions)
Unguoted equity SECUNItIES ..........cvveurveereereresereserrinennes $ - $ - $ $ $ - $
Fair value option - (33) - (33)
Loan origination 5) 8 - (24) 11
Loan impairment 4 - (24) - 20
Purchase accounting/deferred taxes - - - 20 (20)
Stock based COMPENSALION .......c.cuveeericeeiieiniceereieinees - - (29 29
Property 21 15 6
Pension cost - 8 (8) -
Recording derivative assets and liabilities gross ............ - - - - - (20,393)
Other (53) 12 (39) - 2 -
Total $ (62 $ (8) $ _ (63 $ (10 $ 3 $ (20,393)

(5) Representsdifferencesin financial statement presentation between IFRS and U.S. GAAP.

Differences between IFRS and U.S. GAAP

Unquoted equity securities— Under IFRS, equity securities which are not quoted on a recognized exchange
(MasterCard Class B shares), but for which fair value can be reliably measured, are required to be measured at fair

value. Securities measured at fair value under |FRS are classified as either available for sale securities, with

changes in fair value recognized in shareholders' equity, or as trading securities, with changesin fair value
recognized in income, asis the case with MasterCard Class B shares. Under U.S. GAAP, equity securities that are
not quoted on arecognized exchange, are not considered to have a readily determinable fair value and are required
to be measured at cost, less any provisions for known impairment, in other assets.

Fair value option — Reflects the impact of applying the fair value option to certain debt instruments issued, and
includes an adjustment of theinitial valuation of the debt instruments. The debt is accounted for at amortized cost

under U.S. GAAP.
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Loan origination — Certain loan fees and incremental direct loan origination costs, including direct salaries but
excluding overhead costs, are deferred and amortized to earnings over the life of the loan under IFRS. Certain loan
fees and direct, but not necessarily incremental |oan origination costs, including an apportionment of overhead in
addition to direct salaries, are deferred and amortized to earnings under U.S. GAAP.

Loan impairment — No asset for future recoveries arising from written-off assets was recognized in the balance sheet
under IFRS prior to January 1, 2005. The establishment of the recovery asset under IFRS associated with the
private label credit card portfolio purchased from HSBC Finance Corporation results in higher earnings under IFRS
than under U.S. GAAP. Subsequent recoveries are credited to earnings under U.S. GAAP, but are adjusted against
the recovery asset under IFRS, resulting in lower earnings under IFRS. Net interest income is higher under IFRS
than under U.S. GAAP due to the imputed interest on the recovery asset.

Purchase accounting/deferred taxes— In 2006, a deferred tax asset related to a previous acquisition was adjusted
against the related goodwill account for U.S. GAAP reporting. Under IFRS, this adjustment was charged to
earnings.

Sock based compensation — Some of the bonuses awarded in respect of 2002, 2003 and 2004 were recognized over
the relevant vesting period and were, therefore, expensed in net income under |FRS during 2005. Under U.S.
GAAP, these awards were expensed in the years for which they were granted. 2005 bonuses will be expensed over
the vesting period under both IFRS and U.S. GAAP. Net income was, therefore, higher under U.S. GAAP in 2005.
IFRSand U.S. GAAP are now largely aligned and this transition difference will be eliminated over the next few
years.

Property — Under IFRS, the value of property held for own use reflects reval uation surpluses recorded prior to
January 1, 2004. Consequently, the values of tangible fixed assets and shareholders' equity are lower under U.S.
GAAP than under IFRS. Thereisa correspondingly lower depreciation charge and higher net income as well as
higher gains (or smaller losses) on the disposal of fixed assets under U.S. GAAP. For investment properties, net
income under U.S. GAAP does not reflect the unrealized gain or loss recorded under IFRS for the period.

Pension costs — Net income under U.S. GAAP is lower than under IFRS as aresult of the amortization of the
amount by which actuarial 1osses exceed gains beyond the 10 percent “corridor”.

Recording derivative assets and liabilities gross— Under U.S. GAAP, derivative receivables and payables with the
same counterparty may be reported net in the balance sheet when there is an executed International Swaps and
Derivatives Association, Inc. (ISDA) Master Netting Arrangement. In addition, under U.S. GAAP, fair value
amounts recoghized for the obligation to return cash collateral received or the right to reclaim cash collatera paid
are offset against the fair value of derivative instruments. Under IFRS, these agreements do not meet the
requirements for offset, and therefore such derivative receivables and payables are presented gross on the balance
sheet.

Other — In 2007, other includes the net impact of certain adjustments which represent atemporary difference

between U.S. GAAP and IFRS. These adjustments were not individually material for the years ended 2007, 2006
and 2005.
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Note 25. Collateral, Commitments and Contingent Liabilities

Pledged Assets

The following table presents pledged assets included in the consolidated balance sheets.

December 31 2007 2006
(in millions)

Interest bearing deposits with banks $ 264 $ 764
Trading assetS (1) ..o 2,834 2,961
Securities available for sale (2) 7,060 6,775
Securities held to maturity ........ 172 273
[WoZ=a Y (<) ENR 8,416 8,426
OLNEY BSSELS () ...vvviiiriiieic bbb 2,889 849
TOLAl ettt ettt E AR e £ A b e Re e e A A e R e Rt e ettt be s e Rt et et et esebenennas $ 21,635 $ 20,048

(1) Trading assets are primarily pledged against liabilities associated with consolidated variable interest entities (refer to Note 27).

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

(3) Loansareprimarily private label credit card receivables pledged against long-term borrowings and residential mortgage |oans pledged
against long-term borrowings from the Federal Home Loan Bank (refer to Note 15).

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

Debt securities pledged as collateral that can be sold or repledged by the secured party continue to be reported on
the consolidated balance sheets. The fair value of securities available for sale that can be sold or repledged was
$3,426 million and $2,289 million at December 31, 2007 and 2006, respectively.

Thefair value of collateral accepted by HUSI not reported on the consolidated bal ance sheets that can be sold or
repledged was $14,635 million and $8,161 million at December 31, 2007 and 2006, respectively. This collateral
was obtained under security resale agreements. Of this collateral, $954 million and $781 million has been sold or
repledged as collateral under repurchase agreements or to cover short sales at December 31, 2007 and 2006,
respectively.

Lease Obligations

HUSI and its subsidiaries are obligated under a number of noncancellable leases for premises and equipment.
Certain leases contain renewal options and escalation clauses. Expected minimum lease payments under
noncancellable operating leases as of December 31, 2007, net of sublease rentals, are summarized in the following
table.

December 31 2007 2006 2005
(in millions)
Actual annual rental EXPENSE .......c.veeureieeieeiseeee e snee. $ 128 $ 111 $ 89

Expected minimum future payments:

2008 $ 106
2009 102
2010 94
2011 87
2012 79
Thereafter 288

$ 756
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Litigation

HUSI is named in and is defending legal actions in various jurisdictions arising from its normal business. One of
these proceedings, which relates to a lawsuit against VisaU.S.A., Inc. (Visa) had a material impact on HUSI' s pre-
tax results during 2007, which is discussed more fully below. In addition, there was a conclusion during the last
half of 2007 in the proceedings related to the “ Princeton Note Matter”, which is also more fully described below.

Visa

Over the past several years, Visa, aswell as several of their member banks, have been involved in several different
lawsuits challenging various practices of Visain the United States of America.

In 1998, the United States Department of Justice filed an antitrust lawsuit against the Visa membership associations
(“associations”) aleging, among other things, that the associations had violated antitrust law and engaged in unfair
practices by not allowing member banks to issue cards from competing brands, such as American Express and
Discover Financial Services. In 2001, aNew York district court entered judgment in favor of the Department of
Justice and ordered the associations to repeal these policies. The United States Court of Appeals for the Second
Circuit affirmed the district court and, on October 4, 2004, the United States Supreme Court denied certiorari in the
case. In November 2004, American Express filed an antitrust lawsuit (the “Amex lawsuit”) against Visa and several
member banks alleging, among other things, that the defendants jointly and severally implemented and enforced
illegal exclusionary agreements that prevented member banks from issuing American Express cards. The complaint
requests civil monetary damages, which could be trebled. In November 2007, Visa entered into a settlement
agreement with American Express to settle the Amex litigation, however the settlement is subject to certain
approvals.

Separately, a number of merchants and merchant organizations have also filed antitrust lawsuits (the “Interchange
lawsuits’) against Visaand several member banks alleging, among other things, that the defendants conspired to fix
the level of interchange fees. The complaints request civil monetary damages, which could be trebled. In October
2005, the Interchange lawsuits were consolidated before the United States District Court for the Eastern District of
New Y ork for certain purposes, including discovery.

In October 2007, Visa announced that it had completed restructuring transactions in preparation for itsinitial public
offering planned for early 2008. HBUS has a membership interest in Visa. Asaresult of the indemnification
agreement established as part of the restructuring, banks with a membership interest, including HBUS, have
obligations to share in certain losses under various agreements with Visain connection with this and other litigation.
In light of this and the accounting guidance related to Visa matters received in November from the SEC, which
stated that the modification of the Visa bylaws no longer exempts the indemnification agreement from the scope of
FASB Accounting Interpretation No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others’, HBUS recorded a $70 million liability for litigation
related to Visa, which resulted in a corresponding pre-tax charge to litigation expense during the fourth quarter of
2007.

Princeton Notes

In relation to the Princeton Note Matter, as disclosed in HUSI’ s 2002 Annual Report on Form 10-K, two of the
noteholders were initially excluded from the restitution order that was negotiated with the U.S. Government. Those
notehol ders were Maruzen Company, Limited and Y akult Honsha Co., Ltd. Those entities were excluded because a
senior officer of one of the noteholders was being criminally prosecuted in Japan for his conduct relating to its
Princeton Notes and the other noteholder was likely to recover from the Princeton Receiver an amount that
exceeded its |osses attributable to its funds transfers with Republic New Y ork Securities Corporation, as cal culated
by the U.S. Government.
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Both Maruzen and Y akult then commenced separate civil suits. Both of those civil suits sought compensatory,
punitive, and treble damages pursuant to RICO and assorted fraud and breach of duty claims arising from unpaid
Princeton Notes with face amounts totaling approximately $125 million. No amount of compensatory damages was
specified in either complaint. Those two complaints named HUSI, HBUS, and Republic New Y ork Securities
Corporation as defendants. The parties to those two cases recently engaged in separate settlement discussions,
resulting in the conclusion of both cases during the second half of 2007. The settlements, individually and
collectively, did not have a material impact on HUSI' s consolidated results.

Note 26. Off-Balance Sheet Financial Guarantee Arrangements

As part of its normal operations, HUSI enters into various off-balance sheet financial guarantee arrangements with
affiliates and third parties. These arrangements arise principally in connection with HUSI’ s lending and client
intermediation activities and include standby letters of credit and certain derivative transactions that meet the
definition of a guarantee under FIN 45. The contractual amounts of these financial instruments represent HUSI' s
maximum possible credit exposure in the event that HUSI is required to fulfill its maximum obligation under the
contractual terms of the guarantee.

The following table presents total contractual amounts of HUSI' s off-balance sheet financial guarantee
arrangements. Descriptions of the various arrangements follow the table.

December 31 2007 2006
(in millions)

Standby letters of credit, net of Participations (1) .......c.ccoeerueeerrrreeeeree e $ 9,021 $ 7,259
Credit derivatives (2) 650,243 431,631
TOBL ettt $ 659,264 $ 438,890

(1) Includes $598 million and $542 million issued for the benefit of HSBC affiliates at December 31, 2007 and 2006, respectively.
(2) Includes $98,250 million and $71,908 million issued for the benefit of HSBC affiliates at December 31, 2007 and 2006, respectively.

Standby L etters of Credit

A standby letter of credit isissued to athird party 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 a specified
amount to the third party beneficiary when the customer fails to perform some contractual obligation. Two types of
standby letters of credit are issued by HUSI: performance and financial. A performance standby letter of creditis
issued where the customer is required to perform some nonfinancial contractual obligation, such as the performance
of aspecific act, whereas afinancial standby letter of credit isissued where the customer’s contractual obligation is
of afinancial nature, such as the repayment of aloan or debt instrument. The amount presented in the above table
represents the total contractual amount of outstanding standby |etters of credit, net of participations of $9 billion

and $7 billion, at December 31, 2007 and 2006, respectively.

Theissuance of a standby letter of credit is subject to HUSI' s credit approval process and collateral requirements.
Fees are charged for issuing standby 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 |etters of credit, representing the
fair value of the “stand ready obligation to perform” under these guarantees, amounting to $25 million and $21
million at December 31, 2007 and 2006, respectively. Alsoincluded in other ligbilitiesis an allowance for credit
losses on unfunded standby letters of credit of $27 million and $25 million at December 31, 2007 and 2006,
respectively.
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Credit Derivatives

Some derivative transactions to which HUS! is a party meet the definition of a guarantee under FIN 45. These
consist primarily of certain credit derivative contracts, including credit default swaps, total return swaps and credit
options, which HUSI entersinto 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 seller”) to pay another party (the
“protection buyer”) an agreed upon amount if a specified credit event related to a“reference asset” occurs during
the term of the contract. In exchange for the credit protection provided, the protection buyer agreesto pay afeeto
the protection seller. Credit derivatives effectively transfer the credit risk of the reference asset to the protection
seller, which is able to assume that risk without directly purchasing the asset. Where HUSI sells credit protection to
a counterparty that holds the subject reference asset, it effectively provides a guarantee with respect to that asset.

HUSI records all derivative contracts at fair value. HUSI' s credit derivative agreements do not specify whether or
not the counterparty holds the reference asset. The amounts disclosed in the table represent the total notional
amount of all credit derivativesin which HUS| is the protection seller, which is the maximum amount that HUSI
could be required to pay under those contracts. In accordance with established policies, HUSI offsets most of the
risk it assumesin selling credit protection through credit derivatives by entering into offsetting contracts with other
counterparties. Because they do not reflect the approximately equal amounts due from third parties under offsetting
contracts, HUSI believes the contractual amounts presented are not representative of actual future credit exposure.

Note 27. Variable I nterest Entities (VIES)

In the ordinary course of business, HUSI isinvolved with entities that are deemed to be VIESs and may hold variable
interests in those entities. HUSI consolidates VIEs where it is deemed to be the primary beneficiary. Refer to

Note 2 on page 103 of the consolidated financial statements for further discussion of HUSI' s policies regarding
consolidation of VIEs.

At December 31, 2007 and 2006, HUSI held all or substantially all of the debt securities issued by severa VIE
trusts that were organized by an affiliate of HUSI and third parties to issue structured notes. The consolidated assets
of these VIEs were $213 million and $193 million at December 31, 2007 and 2006, respectively and are reported in
trading assets. Debt instruments issued by these VIEs and held by HUSI were eliminated in consolidation. Debt
instruments issued by these VIEs and held by third parties were not material.

HUSI was aso the primary beneficiary and consolidated a number of VIE trusts organized to securitize certain
private label credit cards. At December 31, 2007 and 2006, the consolidated assets of these trusts were $2,822
million and $3,274 million, respectively and were reported in loans. Debt securities issued by these VIEs are
reported as secured financings in long-term debt.

The assets of consolidated VIEs serve as collateral for the obligations of the VIEs. The holders of debt instruments
issued by consolidated VIEs have no recourse to the general credit of HUSI.
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HUSI also had significant involvement with other VIEs that were not consolidated at December 31, 2007 or 2006
because HUSI was not the primary beneficiary. The following table presents information on these VIEs.

December 31, 2007 December 31, 2006

Maximum Maximum
Total Exposure Total Exposure
Assets toLoss Assets to Loss

(in millions)
Asset backed commercial paper conduits ..........c.coccueeee. $ 32,886 $ 9,507 $ 33446 $ 8,194
Structured investment VENICIES .......cccovvveeeeriveseeeiniene 6,337 50 13,183 50
Structured NOtE VENICIES ......ccvveeveieeeeceeeteeeeee e 8,350 1,488 4,104 541
INVESIMENE FUNAS ....c.cveeeeceece e - - 717 2
Low income housing tax partnerships .............cccceeeueunne 705 115 406 153
10 - $ 48,278 $ 11,160 $ 51,856 $ 8,940

HUSI isinvolved with VIEs primarily to facilitate client needs. Information on the types of VIEs with which HUS
isinvolved and the nature of itsinvolvement and variable interests in those entities is presented below.

Asset Backed Commercial Paper Conduits

HUSI provides liquidity facilities to a number of multi-seller and single-seller asset backed commercial paper
conduits (ABCP conduits) sponsored by HSBC affiliates and by third parties. These conduits support the financing
needs of customers by facilitating their access to commercial paper markets.

Customers sell financia assets, typically trade receivables, to the ABCP conduits, which fund the purchases by
issuing short-term highly-rated commercial paper collateralized by the assets acquired. In amulti-seller conduit,
any number of companies may be originating and selling assets to the conduit whereas a single-seller conduit
acquires assets from a single company. HUSI, along with other financial institutions, provides liquidity facilitiesto
ABCP conduits in the form of lines of credit or asset purchase commitments. Liquidity facilities provided to multi-
seller conduits support transactions associated with a specific seller of assets to the conduit and HUSI would only be
required to provide support in the event of certain triggers associated with those transactions and assets. Liquidity
facilities provided to single-seller conduits are not identified with specific transactions or assets and HUSI would be
required to provide support upon occurrence of certain triggers that generally affect the conduit asawhole. HUSI's
obligations are generally pari passu with that of other institutions that also provide liquidity support to the same
conduit or for the same transactions. HUSI does not provide any program-wide credit enhancementsto ABCP
conduits.

Each seller of assetsto an ABCP conduit typically provides collateral in the form of excess assets and therefore
bears the risk of first loss related to the specific assets transferred. HUSI does not transfer its own assets to the
conduits. It has no ownership interests in, performs no administrative duties for, and does not service any of the
assets held by the conduits. HUSI is not the primary beneficiary and does not consolidate any of the ABCP
conduitsto which it provides liquidity facilities. Credit risk related to the liquidity facilities provided is managed by
subjecting them to HUSI’ s normal underwriting and risk management processes. The maximum exposure to loss
presented in the table above represents the maximum amount of loans and asset purchases HUSI could be required
to make under the liquidity facilitiesit provides.
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Structured Investment Vehicles

HUSI provides aliquidity facility to a single structured investment vehicle (SIV) sponsored by athird party. This
entity, which is deemed to be a VIE, seeksto earn a profit by investing in mostly highly rated longer-dated fixed
income instruments and funding those investments by issuing cheaper short-term, highly rated commercial paper
and medium term notes. HUSI does not transfer its own assets to the SIV. It has no ownership interestsin,
performs no administrative duties for, and does not service any of the assets the SIV holds. HUSI is not the primary
beneficiary of the SIV and therefore does not consolidate the SIV. Credit risk related to the liquidity facility
provided is managed through HUSI’ s normal underwriting and risk management processes. The maximum
exposure to loss presented in the table above represents the maximum amount of loans that HUSI could be required
to make under the liquidity facility it provides.

Structured Note Vehicles

In the normal course of business, HUSI enters into derivative transactions with special purpose entities organized by
HSBC dffiliates and by third parties to issue structured notes. These entities, which are deemed to be VIEs, are
organized as trusts and issue fixed or floating rate debt instruments backed by the financial assets they hold. They
were established to create investments with specific risk profiles for investors.

HUSI’ s variable interests in these entities include derivative transactions, such as interest rate and currency swaps,
and investmentsin their debt instruments. With respect to several of these VIEs, HUSI aso holds variable interests
in the form of total return swaps entered into in connection with the transfer of certain assetsto the VIEs. Inthese
transactions, HUSI transferred financial assets from its trading portfolio to the VIEs and entered into total return
swaps under which it receives the total return on the transferred assets and pays a market rate of return. The
transfers of assets in these transactions do not qualify as sales under the applicable accounting literature and are
accounted for as secured borrowings. Accordingly, the transferred assets continue to be recognized as trading assets
on HUSI' s balance sheet and the funds received are recorded as liabilities in long-term debt.

In addition to its variable interests, HUSI holds credit default swaps with these structured note VIEs under which it
receives credit protection on specified reference assets in exchange for the payment of a premium. Through these
derivatives, the VIEs assume the credit risk associated with the reference assets, which is then passed on to the
holders of the debt instruments they issue. Because they create rather than absorb variability, the credit default
swaps held by HUSI are not considered variable interests.

HUSI records all investmentsin, and derivative contracts with, unconsolidated structured note vehicles at fair value
on its balance sheet. HUSI's maximum exposure to lossis limited to the recorded amounts of these instruments.

Securitization Vehicles

HUSI utilizes special purpose entities structured as trusts to securitize certain private label credit card receivables
where securitization provides an attractive source of funding. HUSI transfers the credit card receivablesto the
trusts which in turn issue debt instruments collateralized by the transferred receivables.

Prior to 2006, several of the trusts used to securitize private label credit cards were structured as qualifying special
purpose entities (QSPES) as defined under SFAS 140. Asthe transferor of financial assets to these QSPES, HUSI
was not required to consolidate them. Since 2006, all of the trusts used by HUSI to securitize private label credit
cards do not meet the QSPE criteria. Asaresult, these trusts are considered VIEs and are consolidated by HUSI as
the primary beneficiary at December 31, 2007 and 2006.
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Investment Funds

HUSI is a sub-investment advisor to mutual funds structured as trusts and managed by an HSBC affiliate. Assub-
investment advisor, HUSI receives a variable fee based on the value of funds and is therefore deemed to have a
variable interest. HUSI has no ownership interest in these funds and is not their primary beneficiary. In addition,
HUSI has no credit exposure to the funds as aresult of its duties as an advisor. During 2006, the assets of certain of
these trusts were liquidated, resulting in significantly reduced assets under management.

At December 31, 2006, HUSI was the counterparty to atotal return swap with an unaffiliated hedge fund. The fund
was deemed to be a VIE in which HUSI’ s swap represented a variable interest. HUSI did not hold sharesin or have
any other involvement with the fund and was not the primary beneficiary. HUSI’ s variable interest in the fund
terminated during 2007.

Low Income Housing Partnerships

HUSI invests as a limited partner in a number of low-income housing partnerships that operate qualified affordable
housing projects and generate tax benefits, including federal low-income housing tax credits, for investors. Some of
the partnerships are deemed to be VIEs because they do not have sufficient equity investment at risk or are
structured with non-substantive voting rights. HUSI is not the primary beneficiary of these VIEs and does not
consolidate them.

HUSI’ s investments in low-income housing partnerships are recorded using the equity method of accounting and
are included in other assets on the consolidated balance sheet. The maximum exposure to loss shown in the table
represents the recorded investment, net of estimated expected reductions in future tax liabilities and potential
recapture of tax credits allowed in prior years.

Note 28. Fair Value of Financial | nstruments

Statement of Financial Accounting Standards No. 107, Disclosures about Fair Vaue of Financial 1nstruments
(SFAS 107), requires the disclosure of the fair value of financial instruments for which it is practicable to estimate
fair value. SFAS 107 does not require the disclosure of fair value information for certain financial instruments,
including obligations under pension and certain other employee benefit plans, lease contracts, and equity-method
investments, or for non-financial instruments such as goodwill and other intangibles. Accordingly, the fair value
amounts disclosed in accordance with SFAS 107 should not be viewed as representing the fair value of HUS| asa
whole.

Thefair value of afinancial instrument is the amount at which the instrument could be exchanged in a current
transaction between willing parties, other than in aforced or liquidation sale. Where available, HUSI uses quoted
market prices as estimates of the fair value of financial instruments. For financial instruments without quoted
market prices, fair value represents management’ s best estimate based on arange of methods and assumptions,
which are described below. The use of different assumptions could significantly affect the estimates of fair value;
accordingly, the net values realized upon liquidation of the financial instruments could be materially different from
the estimated fair values presented.

Short-term financial assets and liabilities— The carrying value of certain financial assets and liabilities carried at
cost is considered to approximate fair value because they are short-term in nature, bear interest rates that
approximate market rates, and generally have minimal credit risk. These items include cash and due from banks,
interest bearing deposits with banks, accrued interest receivable, customer acceptance assets and liabilities, short-
term borrowings, and interest, taxes and other liabilities.
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Federal funds sold and purchased and securities purchased and sold under resale and repurchase agreements—
Federal funds sold and purchased and securities purchased and sold under resale and repurchase agreements are
recorded at cost. A significant majority of these transactions are short-term in nature and, as such, the recorded
amounts approximate fair value. For transactions with long-dated maturities, fair value is based on dealer quotes for
instruments with similar characteristics.

Non-derivative trading assets and liabilities— Non-derivative trading assets and liabilities are recorded at fair
value. Fair value is based on current market quotations, where available. Where quoted market prices are not
available, fair value is estimated based on dealer quotes, quoted prices of similar instruments, or internally
developed valuation models.

Derivatives — Derivatives are recorded at fair value. Asset and liability positionsin individual derivativesthat are
covered by legally enforceable master netting agreements, including cash collateral are offset and presented net in
accordance with FIN 39 (as amended by FSP FIN 39-1).

Fair value of exchange traded derivatives is based on quoted market prices. Fair value of non-exchange traded
derivativesis based on dealer quotes, quoted prices of similar instruments, or internally developed valuation models
and includes adjustments for the credit quality of individual counterparties, lack of market liquidity, the potential
impact of position concentrations on market values, and other factors that management deems necessary to
determine a reasonable estimate of fair value.

Thefair value of derivatives does not incorporate a valuation adjustment to reflect HUSI’ s credit quality.

Securities— The fair value of securitiesis based on current market quotations, where available. |f quoted market
prices are not available, fair value is based on dealer quotes, quoted prices of similar instruments, or internally
developed valuation models. Available for sale securities are recorded at fair value on the consolidated balance
sheet, while held to maturity securities are generally recorded at historical cost. Cost and fair value information for
securities is reported in Note 6 of the consolidated financial statements.

Loans— Fair valueis estimated separately for groups of similar loans. To the extent possible, loans are segregated
into groups of similar loans based on loan type and maturity. Fair value for each group is estimated primarily by
calculating the present value of expected cash flows using discount rates that approximate current market rates for
loans with similar characteristics and adjusting for inherent credit risk. Where available, quoted market prices are
used to estimate fair value for certain residential mortgages and commercial loans.

Deposits — The carrying amount of deposits with no stated maturity (e.g., demand, savings, and certain money
market deposits), which represents the amount payable upon demand, is considered to approximate fair value. For
deposits with fixed maturities, fair value is estimated by discounting cash flows using market interest rates currently
offered on deposits with similar characteristics and maturities.

Long-term debt — The fair value of long-term debt is based on quoted market prices where such prices exist. If
guoted market prices are not available, fair value is based on dealer quotes, quoted prices of similar instruments, or
internally developed valuation models.

Lending-related commitments — The fair value of commitments to extend credit, standby |etters of credit and

financial guarantees, is not included in the table. These instruments generate fees, which approximate those
currently charged to originate similar commitments.
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The following table presents the carrying amount and estimated fair value of financial assets and liabilities for
which fair value disclosures are required under SFAS 107. The table does not include information on financial and
non-financial assets and liabilities that are excluded from the scope of SFAS 107.

2007 2006
Carrying Fair Carrying Fair
December 31 Value Value Value Value
(in millions)
Financial assets:
Short-term financial 8SSELS .........ovevevvveeeerreeeree et $ 10,176 $ 10,176 $ 6,277 $ 6,277
Federal funds sold and securities purchased under
1eSAl € AQrEEMENLS ...cveuvveereeiereeree et sees 13,677 13,677 13,775 13,775
Non-derivative trading 8SSets ........ccooreeeennerireeenererneeienas 22,325 22,325 14,640 14,640
Derivatives .....ccooveeererernnnnn. 14,781 14,781 9,188 9,188
SECUMTIES .ttt 22,853 22,907 22,755 22,823
Loans, net of allowance for credit losses 93,535 92,849 89,340 88,314
Total financial aSSetS .......ccceeverevereeerereereeee e $ 177,347 $ 176,715 $ 155,975 $ 155,017
Financial liabilities:
Short-term financial liabilities ..........ccccoveeeveeeeeieeeecreeeeen. $ 15,918 $ 15,918 $ 8,409 $ 8,409
Deposits:
Without fixed Maturities ..........ccccovevrrereeeeeerseeenns 100,627 100,627 88,474 88,474
Fixed maturities 15,601 15,630 13,672 13,656
Non-derivative trading liabilities ...........ccocovvicccinnene. 2,967 2,967 3,250 3,250
DENVELIVES ....vcveviieseteeeese et 13,430 13,430 9,179 9,179
Long-term debt ........cooveiieee e 28,268 28,127 29,252 29,525
Total financial liabilities .........cccoevevevercevicseeecee $ 176,811 $ 176,699 $ 152,236 $ 152,493
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Note 29. Financial Statements of HSBC USA Inc. (Parent)

Condensed parent company financial statements follow.

Balance Sheets
December 31 2007 2006
(in millions)
Assets:
Cash and dUE FrOM DANKS .......ccoveueeiiriieeeicee sttt sa et ne e e s naesenn $ 2 $ -
Interest bearing deposits with banks . 140 65
LI o LT I 155 = £ 1,937 1,352
Securities purchased under reSale agreEMENtS ..o 1 71
Securities available for sale . 276 238
Securities held to maturity (fair value $78 and $114) ........ccvveureirrriecirecirrereseeie s 75 108
Loans (net of allowance for credit 105ses Of $2 fOr 2006) ........cevurrreriririeieieieieirerreeeereeereeseseseeeeees 316 23
Receivables from subsidiaries ...........ccoccoeevveveicvicnenene. 4,593 4,169
Receivables from other HSBC affiliates 487 82
Investment in subsidiaries at amount of their net assets:
1] USRS 11,542 12,258
230 501
589 604
195 196
TOBI BSSELS ...vveeeieeciei ettt bbbttt $ 20,383 $ 19,667
Liabilities:
Interest, taxes and Other 1A lITIES .......ccvvveerirriee e ees $ 101 $ 192
Payables due to SUBSIAIBITES .........cccouiiiiiiiiiicii s 77 464
Payables due to other HSBC affiliates . 4 -
ShOI-LEIM DOMTOWINGS ...ttt ettt bbbt s bbb 3,925 2,414
L ONG-tEIM AEIE (L) -..vvetieirei ettt 4,339 4,336
TOEl 1TADIIIES ...ttt bbbttt ettt b bbb aes 9,146 7,406
SharehOlAErS EOUILY * ..ottt bbbt 11,237 12,261
Total liabilities and sharehOldErs’ EUILY ........cocorriririiirrerieeeresee e $ 20,383 $ 19,667

* See Consolidated Statements of Changesin Shareholders' Equity, page 100.

(1) Contractual scheduled maturities for the debt over the next five years are as follows: 2008, $1,918 million; 2009, $608 million; 2010,

$58 million; 2011, $118 million and 2012, $199 million.

Statements of Income

Year Ended December 31 2007 2006 2005
(in millions)
Income:
Dividends from banking sSUbSIdIaries ... $ 800 $ 855 $ 675
Dividends from other subsidiaries ... . 2 2 2
Interest from SUBSIAIANES .......c.cvvvireiiccc s 223 240 168
Interest from other HSBC affiliates ..........cccovvivvciniciccccccceens 12 5 9
Other interest income ..........cc..... 26 26 21
Securities transactions ... . 6 1) 13
Other income............... 47 189 35
TOLEl INCOME ..ottt sttt se e s saeneetenes 1,116 1,316 923
Expenses:
INEEIESE ... 461 437 350
(Credit) provision for credit losses .. (@) - -
Other eXpenses ... . 17 17 17
TOtEl EXPENSES ...ttt 476 454 367
Income before taxes and equity in undistributed income of subsidiaries ............. 640 862 556
Income tax (DENEfit) EXPENSE ... (54 10 (40)
Income before equity in undistributed income of subsidiaries ..............cccocceeueeee. 694 852 596
Equity in undistributed (loss) income of subsidiaries ............. 556 184 380
NEL INCOME ..ottt s sttt nse s e snses $ 138 $ 1,036 $ 976
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Statements of Cash Flows

Year Ended December 31 2007 2006 2005
(in millions)
Cash flows from operating activities:
NEEINCOME ....ocvreertt ettt 138 $ 1,036 976
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation, amortization and deferred taxes ............cccccoevervrniccienee 2 2 3)
(Credit) provision for credit [0SSeS .......ccvveee (@) - -
Net change in other accrued accounts ................... . (90) 74 77)
Net changein fair value of non-trading derivatives ...........c.cocvvvnicnnens 308 39 5
Undistributed loss (income) of subsidiaries ... 556 (184) (380)
Other, net . 175 (465) (291)
Net cash provided by operating activities ..........cccooeveicicncnnnenes 737 502 230
Cash flows from investing activities:
Net changein interest bearing deposits with banks ... (963) 451 (1,930)
PUrChases Of SECUMTIES ........c.cueuririririicieieieie st (38) (85) (274)
Sales and maturities of securities . 33 19 58
Net originations and maturities of (08NS ...........ccoverrerecrnneereeereeenes (343) 342 414
Net change in investments in and advances to subsidiaries ... 285 477) (490)
OLNEN, NEL ..ot 110 (83) 181
Net cash (used in) provided by investing activities ............ccccoeeunne. 916 167 (1,941)
Cash flows from financing activities:
Net change in short-term BOrrOWINGS ...........cooeeicieiiniscee e 1,511 (206) 140
Issuance of long-term debt, net of issuance costs . . - - 1,497
Repayment of 1ong-term debt ... (306) (300) 3)
DiVIAENAS PAIT .....oveeirenieieieieires et (898) (543) (720)
Reductions of capital surplus . (D] 9) (22)
Preferred stock issuance, net of redemptions .........cccooerenneeneceenecrnenns (125) 374 816
Capital contribution from HNAI ..o - 15 3
Net cash provided by (used in) financing activities ..........c.cccc..... 181 (669) 1,711
Net changein cash and due from banks ... 2 - -
Cash and due from banks at beginning of year . . - - -
Cash and due from banks at end of YEar .........cc.cceeuvieeeieerseieeeeesiee e 2 $ - -
Cash paid for:
TIIEEIESE ..ottt e 475 $ 428 349

HBUS is subject to legal restrictions on certain transactions with its nonbank affiliates in addition to the restrictions
on the payment of dividendsto HUSI. See Note 19 on page 137 for further discussion.
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Quarterly Results of Operations (Unaudited)

The following table presents a quarterly summary of selected financial information.

Quarter Ended December 31 September 30 June 30 March 31
(in millions)

2007

NEL INLErESt INCOME ..ot $ 878 $ 923 $ 807 $ 790
Trading (10SS) reVENUES ... (348) 28 312 137
Residential mortgage banking revenue ... 6 6 a2 20

SECUNtieS QaiNS, NEL .......cccuiieiiirrece s 16 59 16 21
OthEr INCOME ...ttt 388 281 407 456
Total Other reVenUES ..., 62 374 77 634
OPErating EXPENSES ......cviueeiecrererierirereeteeeese e seseeseesesenes 974 891 878 843
Provision for credit 10SSeS ... 651 402 264 205
(Loss) income before income tax eXpense ........ccocvvvrereenees (685) 4 442 376
Income tax (benefit) expense 239 17 152 103
NEt (10SS) INCOME .....vuemeeieireeieeseie et $  (446) $ 21 $ 290 $ 273
2006

NEL INLErESt INCOME .....ceveceerecerereee et $ 794 $ T $ 775 $ 735
Trading FEVENUES .....c.covivieiiecieiriieeeeeee et 155 52 269 279
Residential mortgage banking revenue ... 40 6 27 23
Securities gains, net 13 6 6 4
Other income .......... 410 550 371 352
Total other revenues .. 618 614 673 658
OPErating EXPENSES ......ccviureieerererierirerteseeeese e eseesesenes 876 819 775 785
Provision for credit 10SSeS ... 237 207 222 157
Income before income tax EXPENSe ........cccvvvrerieeecerreenennnen. 299 365 451 451
INCOME LAX EXPENSE ...ceeueereieieireereieieie et 101 121 165 143
NEL INCOME ..ottt $ 198 $ 244 $ 286 $ 308
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PART Il

Item 9. Changesin and Disagreements with Accountants on Accounting and Financial Disclosure

There were no disagreements on accounting and financial disclosure matters between HUSI and its independent
accountants during 2007.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

HUSI maintains a system of internal and disclosure controls and procedures designed to ensure that information
required to be disclosed by HUSI in reports filed or submitted under the Securities Exchange Act of 1934, as
amended, (the Exchange Act), is recorded, processed, summarized and reported on atimely basis. HUSI's Board of
Directors, operating through its Audit Committee, which is comprised 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 this report, so asto aert
them in atimely fashion to material information required to be disclosed in reports filed under the Exchange Act.

There have been no significant changesin HUSI' sinternal and disclosure controls or in other factors that could
significantly affect internal and disclosure controls subsequent to the date that the evaluation was carried out.
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Report of Management on Internal Control over Financial Reporting
March 3, 2008

Management is responsible for establishing and maintaining an adequate internal control structure and procedures
over financial reporting as defined in Rule 13a-15(f) of the Securities and Exchange Act of 1934, and has completed
an assessment of the effectiveness of HSBC USA Inc.’s (“HUSI'S") internal control over financial reporting as of
December 31, 2007. In making the assessment, management used the criteria related to internal control over
financial reporting described in “Internal Control — Integrated Framework” established by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO).

Based on the assessment performed, management concluded that as of December 31, 2007, HUSI' sinternal control
over financial reporting was effective.

The effectiveness of HUSI'sinternal control over financial reporting as of December 31, 2007 has been audited by
HUSI’ s independent registered public accounting firm, KPMG LLP, as stated in their report appearing in Part |11
Item 9A, Controls and Procedures, herein, which expressed an unqualified opinion of the effectiveness of HUSI's
internal control over financial reporting as of December 31, 2007.

/9 Gerard Mattia /9 Paul J. Lawrence
Gerard Mattia Paul J. Lawrence
Chief Financial Officer Chief Executive Officer
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of
HSBC USA Inc.:

We have audited HSBC USA Inc. and subsidiaries’ (the Company) internal control over financial reporting as of
December 31, 2007, based on criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). The Company's management is
responsible for maintaining effective internal control over financia reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying Report of Management on
Internal Control over Financial Reporting. Our responsibility is to express an opinion on the Company’sinternal
control over financia reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effectiveinternal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, assessing the risk that a material
weakness exists, and testing and eval uating the design and operating effectiveness of internal control based on the
assessed risk. Our audit also included performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company'sinternal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposesin
accordance with generally accepted accounting principles. A company'sinternal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of itsinherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting
as of December 31, 2007, based on criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of the Company as of December 31, 2007 and 2006, and the related
consolidated statements of income, changes in shareholders' equity, and cash flows for each of the yearsin the
three-year period ended December 31, 2007 and the accompanying consolidated balance sheets of HSBC Bank
USA, National Association and subsidiaries as of December 31, 2007 and 2006, and our report dated March 3, 2008
expressed an ungualified opinion on those consolidated financial statements.

/S KPMG LLP

New York, New Y ork
March 3, 2008



Item 9B. Other Information

None.
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Item 10. Directors, Executive Officers and Corporate Governance

Directors

Set forth below is certain biographical information relating to the members of HUSI USA Inc.’s Board of Directors
as of February 21, 2008. Each director is elected annually. There are no family relationships among the directors.

Salvatore H. Alfiero, age 70, joined the HUSI Board in 2000, the HBUS Board in 1996 and the HNAH Board in
2005. Mr. Alfiero has been the Chairman and Chief Executive Officer of Protective Industries, LLC since 2001.
Heisaso adirector of Phoenix Companies, Inc., Southwire Company and Fresh Del Monte Produce Company.

Mr. Alfiero is Chair of the Audit Committee and a member of the Nominating & Governance Committee.

Donald K. Boswell, age 56, joined the HUSI and HBUS Boards in 2002. Mr. Boswell has been the President and
Chief Executive Officer of Western New Y ork Public Broadcasting Association since 1998, and has been in public
broadcasting since 1977.

Mr. Boswell is amember of the Fiduciary Committee and the Human Resources & Compensation Committee.

JamesH. Cleave, age 65, joined the HUSI and HBUS Boards in 1991. Mr. Cleave was the President and Chief
Executive Officer of HUSI and HBUS from 1993 through 1997. Prior to that, he was President and Chief
Executive Officer of HSBC Bank Canada and is currently adirector and Vice Chairman of HSBC Bank Canada.

Mr. Cleave is amember of the Audit Committee and the Executive Committee.

Dr. Frances D. Fergusson, age 63, joined the HBUS Board in 1990 and the HUSI Board in 2000. Sheis President
Emeritus of Vassar College and served as President from 1986 to 2006. Prior to that, Dr. Fergusson was Provost
and Vice President for Academic Affairs, Bucknell University. Dr. Fergusson is also director of Wyeth
Pharmaceuticals and Mattel, Inc., and president of the Board of Overseers of Harvard University.

Dr. Fergusson is the Chair of the Human Resources & Compensation Committee and a member of the Nominating
& Governance Committee and the Executive Committee.

Michael F. Geoghegan, age 54, joined the HUSI and HBUS Boards as Chairman in September 2006. He joined
HSBC in 1973 and has been an executive director of HSBC since 2004 and the HSBC Group Chief Executive since
May 2006. Mr. Geoghegan served as Chief Executive of HSBC Bank plc from January 2004 to March 2006. Heis
adirector and Chairman of HSBC Bank Canada, a director and Deputy Chairman of HSBC Bank plc and a director
of The Hongkong and Shanghai Banking Corporation Limited, HSBC France and HSBC North America Holdings
Inc. Mr. Geoghegan is aso a non-executive director and Chairman of Y oung Enterprise UK.

Stuart T. Gulliver, age 48, joined the HUSI and HBUS Boards in September 2006. He has been the Chief
Executive, Global Banking and Markets (formerly CIBM) and Group Investment businesses for HSBC since May
2006. Mr. Gulliver was appointed as a Group Managing Director and to the Group Management Board in 2004.
He served as a Group General Manager from 2000 to 2004. Mr. Gulliver joined HSBC in 1980 and has held a
number of key rolesin various treasury and capital markets businesses, most recently as Co-Head of Corporate,
Investment Banking and Markets (now Global Banking and Markets) from 2003 to 2006 and Head of Global
Markets from 2002 to 2003. Heisalso adirector of HSBC Bank plc, The Hongkong and Shanghai Banking
Corporation Limited, HSBC Private Banking Holdings (Suisse) SA, and a director and Deputy Chairman of HSBC
Trinkaus & Burkhardt AG.
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Richard A. Jalkut, age 63, joined the HUSI Board in 2000 and the HBUS Board in 1992. Mr. Jalkut isthe
President and Chief Executive Officer of Telepacific Communications. He was a director of Birch Telecom, Inc.
until June 2006. Formerly, he was the President and Chief Executive of Pathnet and, prior to that, President and
Group Executive, NYNEX Telecommunications. Mr. Jalkut is also adirector of IKON Office Solutions and Covad
Communications.

Mr. Jalkut has been Lead Director of HUSI and HBUS since January 2005. Heisthe Chair of the Executive
Committee, the Chair of the Nominating & Governance Committee and a member of the Audit Committee.

Peter Kimmelman, age 63, joined the HUSI and HBUS Boardsin 2000. Mr. Kimmelman is a private investor and
managing member of Peter Kimmelman Asset Management LLC, an investment advisory firm registered with the
Securities and Exchange Commission. He was formerly adirector of Republic New Y ork Corporation and
Republic National Bank of New Y ork from 1976 until 1999.

Mr. Kimmelman is a member of the Audit Committee.

Paul J. Lawrence, age 46, joined the HUSI and HBUS Boards and was appointed President and Chief Executive
Officer of HUSI and HBUS in 2007. Mr. Lawrence joined HSBC in 1982 and has held numerous positionsin Asia
and the United Kingdom. He was appointed Head of Global Banking and Markets (formerly CIBM), North
Americafor HUSI and HBUS as of October 1, 2006. Mr. Lawrence held the position of Chief Executive Officer,
The Hongkong and Shanghai Banking Corporation Limited, Singapore from 2002 through September 2006 and,
prior to that, served as Chief Executive Officer of The Hongkong and Shanghai Banking Corporation Limited,
Philippines. Mr. Lawrence has been an HSBC Group General Manager since 2005.

Mr. Lawrence is amember of the Executive Committee.

Charles G. Meyer, Jr., age 70, joined the HUSI and HBUS Boardsin 2000. Mr. Meyer is an architect and former
President of Cord Meyer Development Company. Mr. Meyer was formerly a director of Republic National Bank of
New Y ork from 1987 until 1999.

Mr. Meyer isthe Chair of the Fiduciary Committee and a member of the Nominating & Governance Committee.

JamesL. Morice, age 70, joined the HUSI and HBUS Boards in 2000. Mr. Morice has been the President and
Chief Executive Officer of Morice Consulting, LLC, successor to the JLM Group LLC, a management consulting
firm, since 2006. He was previously Executive Vice President and Director of NationsBuilders Insurance Services,
Inc. Mr. Morice was adirector of Republic New Y ork Corporation and Republic National Bank of New Y ork from
1987 until 1999 and a member of the Human Resources Committee of the University of New Haven from 2003
through 2005.

Mr. Morice is amember of the Fiduciary Committee and the Human Resources & Compensation Committee.
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Executive Officers

Information regarding the executive officers of HSBC USA Inc. as of February 21, 2008 is presented in the
following table.

Y ear
Name Age Appointed Present Position
Paul J. Lawrence 46 2006 President and Chief Executive Officer
Janet L. Burak 52 2004 Senior Executive Vice President & General Counsel
Christopher Davies 45 2007 Senior Executive Vice President, Commercial Banking
David Dew 52 2007 Senior Executive Vice President & Chief Operating Officer
Mark A. Hershey 55 2007 Senior Executive Vice President & Chief Credit Officer
Gerard Mattia 43 2007 Senior Executive Vice President & Chief Financial Officer
Kevin Newman 50 2007 Senior Executive Vice President, Personal Financial Services
Marlon Y oung 52 2006 Managing Director, CEO Private Bank Americas
Jeanne G. Ebersole 46 2004 Executive Vice President, Human Resources
Mark Martinelli 48 2007 Executive Vice President, Audit
Joseph R. Simpson 46 2007 Executive Vice President & Controller
Carolyn M. Wind 54 2005 Executive Vice President and Managing Director, Specialized

Compliance, and Anti-Money Laundering Director and Bank
Secrecy Act Compliance Officer

Janet L. Burak, Senior Executive Vice President & General Counsel HUSI and HBUS since April 2004, and
Secretary of HUSI and HBUS from April 2004 until September 1, 2007. In 2007, Ms. Burak was also appointed
Regional Compliance Officer North Americafor HSBC, and Senior Executive Vice President & General Counsel
for HNAH. Prior to April 2004, Ms. Burak served as an attorney with HSBC Finance Corporation for twelve years,
most recently as Group General Counsel. Prior to joining HSBC Finance Corporation, she was an associate with
Shearman & Sterling and an attorney with Citigroup.

Christopher Davies, Senior Executive Vice President, Commercial Banking since February 2007. Prior to this
appointment, Mr. Davies was Head of Corporate and Institutional Banking with HSBC Securities (USA) Inc. from
2004 to February 2007. From 2003 to 2004, he was Head of Client Service and Marketing, Global CIB with HSBC
Bank plc, and from 2000 to 2003 he was Credit & Banking Services Director with First Direct, Leeds. Mr. Davies
has held various senior officer positions in credit, treasury and retail and commercial banking since joining Midland
Bank plc, now known as HSBC Bank plc, in 1985.

David Dew, Senior Executive Vice President & Chief Operating Officer since March 2007. He served as Chief
Administrative Officer for HUSI from February to March 2007 and as Senior Executive Vice President, Audit for
HUSI and HSBC North Americalnc. (HNAI) from January 2006 to February 2007. Prior to this appointment,
Mr. Dew served as Chief Auditor, Group Audit, HSBC Finance Corporation from November 2004 to December
2005. Hewas Executive Director & Chief Operating Officer, The Saudi British Bank, Riyadh, Saudi Arabiafrom
March 2001 to November 2004; Deputy Chief Executive Officer, The Hongkong and Shanghai Banking
Corporation Limited, Singapore from September 1997 to March 2001; and Chief Executive Officer, HSBC Bank
plc, Milan, Italy from November 1994 to September 1997. Mr. Dew has been an HSBC employee since 1977.

Mark A. Hershey, Senior Executive Vice President & Chief Credit Officer since May 2007. Prior to this
appointment Mr. Hershey was Senior Executive Vice President, Co-Head Chief Credit Officer, from February to
May 2007, and previously Senior Executive Vice President, Commercial Banking from 2005 to 2007 and Executive
Vice President, Commercial Banking from 2000 to 2005. Mr. Hershey was a senior officer of Republic National
Bank of New Y ork when it was acquired by HSBC in December 1999.
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Gerard Mattia, Senior Executive Vice President & Chief Financial Officer since March 2007. Prior to that,

Mr. Mattia was Managing Director, Chief Financial Officer, CIBM North America, for HUSI and HBUS since
2004. Prior to joining HSBC, he held various positions within Bank of America, most recently as Chief Operating
Officer, Quick & Reilly, during 2004 and as Chief Financia Officer, Quick & Reilly/Fleet Securities, Inc., from
2001 to 2004.

Kevin Newman, Senior Executive Vice President, Persona Financia Services, since April 2007 and previously
Group General Manager, Personal Financia Services since October 2006. Prior to that, Mr. Newman served as
Senior Executive Vice President, Personal Financial Services from September 2005 to October 2006 and as
Executive Vice President, Personal Financial Services from December 2003 to September 2005. Prior to that, he
served as Head of hsbc.com.

Marlon Y oung, Managing Director, CEO Private Bank Americas since October 2006. Mr. Y oung joined HSBC as
Managing Director and Head of Domestic Private Banking for HBUS in March 2006. He served as Managing
Director and Head of Private Client Lending for Smith Barney from 2004 through 2006. Prior to that, Mr. Y oung
held various positions with Citigroup from 1979, most recently as Managing Director and Head of Citigroup Private
Bank (Northeast Region) from 2000 through 2004.

Jeanne G. Ebersole, Executive Vice President, Human Resources since May 2004. Prior to this appointment,

Ms. Ebersole had overall human resources responsibility for HSBC Finance Corporation's retail services, insurance
services and refund lending businesses since August 2002. She held a variety of human resources positions after
joining HSBC Finance Corporation in 1980.

Mark Martinelli, Executive Vice President, Audit since March 2007. Prior to that, Mr. Martinelli was President and
Chief Executive Officer of hsbc.com since 2006, and Chief Financial Officer of hsbc.com from 2002 to 2006.

Mr. Martinelli joined HSBC as part of Republic National Bank of New York in 1991, and has held various senior
officer positionsin Audit and Finance. Prior to joining HSBC, he was a senior manager with the public accounting
firm of KPMG.

Joseph R. Simpson, Executive Vice President & Controller since April 2007. He was previously Controller and
Chief Accounting Officer for HUSI and HBUS from 2003 to 2006. Prior to that, he held the positions of the
Director of Management Information, the Manager of External Reporting and previous to that, Manager of
Accounting Policy. Mr. Simpson has been with HUSI for over nineteen years.

Carolyn M. Wind, Executive Vice President and Managing Director, Specialized Compliance, and Anti-Money
Laundering Director and Bank Secrecy Act Compliance Officer since April 2007. She served as Executive Vice
President, Compliance from 2005 to April 2007. Ms. Wind was the Chief Compliance Officer for Republic New
Y ork Corporation when it was acquired by HSBC in December 1999. Prior to joining Republic New Y ork
Corporation, she was a senior national bank examiner with the Office of the Comptroller of the Currency (OCC).

Corporate Governance

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act, as amended, requires our directors, executive officers and any persons who own
more than 10 percent of aregistered class of our equity securitiesto report their initial ownership and any
subsequent change to the SEC and the New Y ork Stock Exchange (“NY SE”). With respect to the issues of HUSI
preferred stock outstanding, we reviewed copies of al reports furnished to us and obtained written representations
from our directors and executive officers that no other reports were required. Based solely on areview of copies of
such forms furnished to us and written representations from the directors and executive officers, all Section 16(a)
filing requirements were complied with for the 2007 fiscal year.
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Board of Directors— Committees and Charters

The Board of Directors of HSBC USA Inc. has five standing committees. the Audit Committee, the Executive
Committee, the Fiduciary Committee, the Human Resources & Compensation Committee and the Nominating &
Governance Committee. The charter of each of these committees, as well asthe HSBC USA Inc. Corporate
Governance Standards, are available upon written request to HSBC USA Inc., 452 Fifth Avenue, New Y ork,
New Y ork 10018, Attention: Corporate Secretary.

Audit Committee

The primary purpose of the Audit Committee isto assist the Board of Directorsin fulfilling its oversight
responsibilities relating to HUSI' s system of internal controls over financial reporting and its accounting, auditing
and financial reporting practices. The Audit Committee is currently comprised of the following independent
directors (as defined by HSBC USA Inc.’s Corporate Governance Standards, which are based upon the rules of the
New Y ork Stock Exchange): Salvatore H. Alfiero (Chair), James H. Cleave, Richard A. Jalkut and Peter
Kimmelman. The Board of Directors has determined that each of these individualsisfinancialy literate. The
Board of Directors has also determined that Messrs. Alfiero and Cleave qualify as Audit Committee financial
experts.

Executive Committee

The Executive Committee may exercise the powers and authority of the Board of Directors in the management of
HUSI’ s business and affairs during the intervals between meetings of the Board of Directors. The Executive
Committeeis currently comprised of the following directors: Richard A. Jalkut (Chair and Lead Director), James H.
Cleave, Dr. Frances D. Fergusson and Paul J. Lawrence.

Fiduciary Committee

The primary purpose of the Fiduciary Committee is to supervise the fiduciary activities of HBUS to ensure the
proper exercise of itsfiduciary powers in accordance with 12 U.S.C. §92a— Trust Powers of National Banks and
related regulations promulgated by the Office of the Comptroller of the Currency. The Fiduciary Committeeis
currently comprised of the following directors: Charles G. Meyer, Jr. (Chair), Donald K. Boswell and James L.
Morice. All members of the Fiduciary Committee are independent directors under HSBC USA Inc.’s Corporate
Governance Standards.

Human Resources & Compensation Committee

The primary purpose of the Human Resources & Compensation Committee is to assist the Board of Directorsin
discharging its responsibilities related to the compensation of the Chief Executive Officer, other officers of HUSI
holding atitle of executive vice president and above and such other officers as may be designated by the Board of
Directors. The Human Resources & Compensation Committee is currently comprised of the following directors:
Dr. Frances D. Fergusson (Chair), Donald K. Boswell and James L. Morice. All members of the Human Resources
& Compensation Committee are independent directors under HSBC USA Inc.’s Corporate Governance Standards.

The Charter of the Human Resources & Compensation Committee lists the primary responsibilities, powers and
authorities of the committee. Thelisted itemsinclude: (i) review and approval of corporate goals and performance
objectives relevant to the compensation of the Chief Executive Officer and certain other executive officers, evaluate
the performance of the Chief Executive Officer and other executive officersin light of those goals and objectives,
and review its findings with the Board of Directorsin executive session; (ii) submit recommendations concerning
base salary, performance-based cash and long-term equity-based incentive awards for the Chief Executive Officer
and other executive officers to the Remuneration Committee of HSBC (“REMCQ") for approval; (iii) recommend
to REMCO equity incentives under HSBC plansto all employees, except those awards that the Chief Executive
Officer may determine based upon a delegation of authority by REMCO; (iv) review and approve benefits and
perquisites of the Chief Executive Officer and other executive officersto the extent such benefits are not available
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to al employees; (v) review and recommend to REMCO any employment and severance arrangements for the Chief
Executive Officer and other executive officers, as well as any severance payouts to such officers; (vi) review and
consider "best practices' of peer companies with respect to compensation philosophies, policies and practices;

(vii) review management’s Compensation Discussion and Analysis (“CD&A") to be included in HUSI’s Annual
Report on Form 10-K, discuss the CD& A’ s content with management, and prepare the Compensation Committee
Report concerning the CD& A and recommend to the Board of Directors that the CD&A be included in the Annual
Report on Form 10-K; and (viii) engage in an annual self assessment with the goal for continuing improvement, and
review and assess the adequacy of this charter at least annually and recommend any proposed changes to the Board
of Directorsfor approval.

The Human Resources & Compensation Committee may in its discretion retain and discharge consultants to assist
the committee in evaluating director, Chief Executive Officer or other executive officer compensation and to
determine the appropriate terms of engagement and the fees to be paid to such consultants. The Chief Executive
Officer is given full authority, which may be delegated, to establish the compensation and salary ranges for all other
employees of HUSI and its subsidiaries whose salaries are not subject to review by the Human Resources &
Compensation Committee and approval by REMCO. For more information about HUSI’ s compensation policies
and programs, please see Item 11. Executive Compensation - Compensation Discussion and Analysis.

Nominating & Governance Committee

The primary purpose of the Nominating & Governance Committee is to assist the Board of Directors of HUSI in
discharging its responsibilities related to identifying and nominating members of the Board of Directorsto the
Board, recommending to the Board the composition of each committee of the Board and the Chair of each
committee, establishing and reviewing HUSI' s corporate governance and making recommendations to the Board
regarding compensation for service of the non-executive Board members. The Nominating & Governance
Committee ensures that HUSI maintains "best practices" with respect to corporate governance in order to ensure
effective representation of its stakeholders.

The Nominating & Governance Committee is currently comprised of the following directors: Richard A. Jalkut
(Chair), Salvatore H. Alfiero, Dr. Frances D. Fergusson and Charles G. Meyer, Jr. All members of the Nominating
& Governance Committee are independent directors under HSBC USA Inc.’s Corporate Governance Standards.

Code of Ethics

HUSI has adopted a code of ethics that is applicable to its chief executive officer, chief financial officer, chief
accounting officer and controller, which is incorporated by reference to Exhibit 14 of this Form 10-K. HUSI also
has a general code of ethics applicable to al employees that is referred to as its Statement of Business Principles and
Code of Ethics. Both documents are available upon written request made to HSBC USA Inc., 452 Fifth Avenue,
New York, New York 10018, Attention: Corporate Secretary.

Item 11. Executive Compensation

Compensation Discussion and Analysis

The following compensation discussion and analysis (the “2007 CD&A”) summarizes the principles, objectives and
factors considered in evaluating and determining the compensation of HUSI' s executive officersin 2007. Specific
compensation information relating to HUSI' s Chief Executive Officer (the “HUSI CEQ") and Chief Financial
Officer, aformer Chief Executive Officer, who left HSBC in February 2007, aformer Chief Financial Officer, who
left that position in March 2007, and the next three most highly compensated executives is contained in this portion
of the Form 10-K.
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Oversight of Compensation Decisions

Role of HSBC Holdings plc's Remuneration Committee and HSBC CEO

HUSI isawholly owned subsidiary of HSBC Holdings plc (“HSBC"). The Board of Directors of HSBC has the
authority to delegate any of its powers, authorities and judgments to any committee consisting of one or more
directors, and has established a Remuneration Committee (“REMCQO”) for the purpose of setting the remuneration
policy for HSBC and remuneration of the more senior executives whose appointment requires HSBC Board of
Directors' approval.

Compensation packages (including base salary, incentive awards and any long-term incentive awards) for certain
senior executives whose appointment requires HSBC Board of Directors approval are initially determined by

Mr. Michael F. Geoghegan, the HSBC Group Chief Executive (the “HSBC CEQ”). The HSBC CEO then forwards
his determinations to REM CO which reviews the determinations to ensure they are in line with the remuneration
policy for HSBC and if they are, it endorses those determinations.

In November 2006, REMCO delegated its authority for endorsement of base salaries and annual cash incentive
awards relating to certain classes of executivesto the HSBC CEO. Pursuant to afurther delegation of authority
from the HSBC CEO, Stuart T. Gulliver, HSBC Managing Director and Head of Global Banking and Markets, has
approval authority over certain executives within the Global Banking and Markets businesses. However, REMCO
retained exclusive authority to endorse base salaries and annual cash incentive award recommendations for the more
senior executives within HSBC and its subsidiaries. REMCO also has exclusive authority with respect to all long-
term incentive plansinvolving interestsin HSBC ordinary shares. Asaresult, REMCO had final authority over the
compensation recommendations made by the HSBC CEO in respect of Messrs. Lawrence and Newman and

Ms. Derickson in 2007.

The members of REMCO in 2007 were Sir Mark Moody-Stuart (Chairman), William K.L. Fung (until May 2007),
Sharon Hintze (until May 2007), Gwyn Morgan (as of May 2007) and J.D. Coombe, al of whom were or are non-
executive directors of HSBC. REMCO has retained the services of Mercer Limited as advisers on matters of
corporate governance, and Towers Perrin, a human resource consulting firm, to provide independent advice on
global executive compensation issues.

Role of HUS’s Compensation Committee and Human Resour ces Executives

The Human Resources and Compensation Committee of the Board of Directors of HUSI (the “Compensation
Committee”) generally seeks to ensure that HUSI’' s compensation policies and practices support the objectives of
HUSI’ s compensation program, which are based upon the compensation strategy established by REMCO. As
described below, in establishing executive compensation packages for 2007, other than for Mr. Lawrence, whose
2007 compensation was determined by the HSBC CEO, Ms. Derickson, whose 2007 compensation was determined
pursuant to an employment agreement in effect at the time, Mr. Mattia, whose initial 2007 compensation was
approved by the Head of Global Banking and Markets, and Mr. McKenna whose 2007 compensation was approved
by the HUSI CEO, the Compensation Committee reviewed and endorsed advisory recommendations proposed by
the HUSI CEO in consultation with HUSI Human Resources executives to HSBC's Group General Manager of
Human Resources for submission to the HSBC CEO. In the case of Messrs. Lawrence and Newman and

Ms. Derickson, the HSBC CEO recommended final remuneration under each element of compensation, including
base salary and cash incentive awards, to REMCO and REMCO endorsed the awards. In the case of Ms. Burak and
Mr. Dew, the HSBC CEO approved the awards. Additional information with regard to the Compensation
Committee, including a description of the committee' s responsibilities under its charter, is contained in the section
of this Form 10-K entitled Item 10. Directors, Executive Officers and Corporate Governance — Corporate
Governance.
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Compensation for Sandra L. Derickson, the Chief Executive Officer of HUSI until February 20, 2007, was
established pursuant to the terms of an employment agreement with HSBC Finance Corporation, which is described
under Compensation of Officers Reported in the Summary Compensation Table below. Accordingly, the
Compensation Committee did not review or make recommendations with respect to Ms. Derickson’s compensation
for 2007.

HUSI Human Resources executives consulted with Ms. Derickson in preparing 2007 annual compensation packages
for executives holding atitle of executive vice president and above (other than the Chief Executive Officer),
including Ms. Burak and Messrs. Dew, McKenna and Newman. These compensation packages were also reviewed
by Siddharth N. Mehta, the Chief Executive Officer of HNAH at thetime. Any revisions to a compensation
package recommended by the Chief Executive Officer of HNAH were reviewed and considered by the HUSI CEO
prior to the package being submitted to the Compensation Committee for review. Following the departure of

Mr. Mehtain February 2007, HNAH did not appoint a successor as Chief Executive Officer of HNAH until
February 2008. Since February 2007, the Chief Operating Officer of HNAH performed the responsibilities with
respect to compensation previously performed by the Chief Executive Officer of HNAH.

The Compensation Committee reviewed the compensation packages submitted to it, and approved or requested
revisions to one or more of the components of annual compensation. The packages included recommendations for
base salaries and advisory recommendations for preliminary performance-based cash awards and equity-based long-
term incentive awards. Comparator and market data gathered by HNAH Human Resources executives was
referenced by the Compensation Committee to eval uate the competitiveness of proposed executive compensation.
The compensation packages, which consisted of Ms. Derickson’s recommendations concerning each of Ms. Burak
and Messrs. Dew and Newman, as approved or modified by the Chief Executive Officer of HNAH and
Compensation Committee, and the Compensation Committee’ s recommendation with respect to Ms. Derickson’s
compensation, were forwarded to HSBC Human Resources management for submission to REMCO and the HSBC
CEO, as appropriate. The compensation package with respect to Mr. McKenna, as approved or modified by the
Compensation Committee, was submitted to the Chief Executive Officer of HNAH.

The HSBC CEO reviewed the 2007 compensation recommendations provided by the Compensation Committee,
including incentive awards relating to 2006 performance, and forwarded the recommendations to REMCO for
endorsement. The HSBC CEO was provided with comparator information from Towers Perrin based on the
following peer group: American Express Company, Bank of America Corporation, Barclays, BNP Paribas, Capital
One Financial, Citigroup, Inc., Countrywide Financial Corporation, FifthThird Bancorp, Deutsche Bank, National
City Corporation, Roya Bank of Scotland, JP Morgan Chase, Santander, UBS, Royal Bank of Canada, US Bancorp,
Wachovia Corporation, and Wells Fargo & Company (collectively, the “Comparator Group”). Comparator and
market data was referenced by the HSBC CEO to eval uate the competitiveness of proposed executive
compensation. As the performance-based cash awards were dependent upon satisfaction of objectives that could not
be evaluated until the end of the performance measurement year (i.e., 2007), the final determination of this
component of compensation was not made until the HSBC CEO and the Chief Operating Officer of HNAH received
reports from management concerning satisfaction of corporate, business unit and individual objectivesin January
2008. REMCO, the HSBC CEO or the Chief Operating Officer of HNAH, as appropriate, approved or revised the
advisory recommendations provided by the Compensation Committee.

The terms of compensation for Mr. McKenna were agreed by the Chief Financial Officer of HNAH, in consultation
with HUSI Human Resources executives, and were approved by the HUSI CEO.

Within the Global Banking and Markets businesses, senior executives prepared annual compensation package
recommendations for executive officers within their business units. Accordingly, the discretion and judgment of
senior management played a much more significant role in establishing appropriate compensation packages to be
included in advisory recommendations to REMCO or the Head of Global Banking and Markets, as appropriate. As
isthe case for HUSI generally, however, performance-based cash awards are dependent upon performance of the
individual, the local business unit and the business globally and, accordingly, cannot be determined until the end of
the performance measurement year.
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Mr. Lawrence succeeded Ms. Derickson as Chief Executive Officer on February 21, 2007. Prior to that date,

Mr. Lawrence served as the Head of Global Banking and Markets, North America. Theinitial terms

Mr. Lawrence's 2007 compensation were endorsed by REMCO on the basis of advisory recommendations provided
by the Head of Global Banking and Markets.

Mr. Mattia succeeded Mr. McKenna as Chief Financial Officer on March 27, 2007. Prior to that date, Mr. Mattia
served as Chief Financial Officer for Global Banking and Markets, North America. Theinitia terms of

Mr. Mattia' s 2007 compensation were proposed by Mr. Lawrence, then Head of Global Banking and Markets,
North America, and approved by the Head of Global Banking and Markets.

Objectives of HUSI's Compensation Program

HUSI’ s compensation program is designed to support the successful recruitment, development and retention of high
performing executive talent and to provide incentive to those executives to achieve HUSI’ s short-term business
objectives and to optimize its long-term financial returns. We focus on total compensation rather than individual
elements of pay. HUSI’s compensation program is designed to be competitive with the benchmark financia
institutions included in the Comparator Group, which is comprised of U.S.-based organizations that compete with
us for business, customers and executive talent. While most of these organizations are publicly-held companies,
HUSI’ s operations are of comparable scale and complexity. Accordingly, HUSI’s compensation program is
designed to provide the flexibility to offer compensation that is competitive with the Comparator Group so that we
may attract and retain the highest performing executives.

The philosophy underlying HUSI’ s executive compensation program, which is designed to promote the
compensation strategy of our parent, HSBC, is discussed below. Across businesses, individual compensation
recommendations reflect HSBC' s strong stance with respect to diversity and equal opportunity for all employees
within the context of meritocracy and performance.

Link to Company Performance

We seek to offer competitive base salaries with a significant portion of variable compensation components
determined by measuring performance of the executive, his or her respective business unit, HUSI and HSBC. The
performance-based cash compensation plans, which are more fully described under Elements of Compensation —
Annual Performance-Based Awards, emphasize revenue and expense growth, profits and other key performance
measures. Other considerations taken into account in setting compensation policies and making compensation
decisionsinclude demonstrated |eadership, future potential, adherence to HSBC' s ethical standards and the ability to
leverage capabilities across businesses. Corporate, business unit and/or individual goals are established at the
beginning of each year.

Compensation plans motivate our executives to improve the overall performance and profitability of HSBC as well
as the specific region, unit or function to which they are assigned. Each executive’ sindividua performance and
contribution is considered in making salary adjustments and determining the amount of annual performance bonus
paid and the value of HSBC equity-based awards granted each year.

In 2005, HSBC began to award long-term incentive share awards, called “ Restricted Shares,” which vest on a
specified date if the executive remains employed through that date, and “ Performance Shares,” which require
continued employment and satisfaction of corporate performance conditions designed to reinforce a long-term focus
on HSBC' s business strategy and delivering value to its shareholders. Performance Share awards may be granted to
the most senior executives whose business units have the ability to have adirect impact on HSBC' s consolidated
results. Restricted Share awards may be granted to other high performing executives.
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Competitive Compensation Levels and Marketplace Research

HUSI endeavors to maintain a compensation program that is competitive. We operate in a highly competitive
business environment, in which our Comparator Group and other financial services companies continuously look to
gain market share and competitive advantage by hiring top executive talent. On an annual basis, and as needed
when recruiting, we compare the compensation for our executive officers to that of executives with similar
responsibilities for companies of similar industry, size and complexity.

We research the types of compensation programs provided by other companies, compensation levels for executives,
details of certain compensation programs, marketplace compensation trends, marketplace practices regarding
compensation mix, stock vesting terms, equity ownership levels, the amount of compensation that is derived from
equity incentives and the benefits provided to executives. We also research different aspects of performance,
including the relationship between performance and compensation, a comparison of HUSI' s historical performance
to our Comparator Group and types of performance measures that are used by other companies for their annual and
long-term incentive programs. In 2007, the Compensation Committee considered comparative data from general
industry surveys of non-financial services companies and of financial services companies, which included members
of our Comparator Group, and research data gathered from several different sources, including general surveys of
the marketplace and through retained compensation consultants including Towers Perrin.

HUSI’s 2007 compensation program generally provided executives with the opportunity to earn a base salary that
was targeted near the median of the market. We believe this represented a competitive base salary for meeting
general business objectives. Total compensation, which includes incentive awards, was also targeted to bein the
50th percentile if HUSI and the executive met established performance goals, with the possibility of reaching the
75th percentile based on HUSI's, HSBC' s and the executive' s performance. This provided greater incentive to
achieve higher performance standards and the specific compensation strategy established by REMCO. Thelevel of
compensation paid to an executive from year to year will differ based on performance. This year-to-year difference
stems mainly from HUSI’s and/or an individual business unit’s performance results and, for individuals eligible for
performance-based equity awards, awards may vary based upon HSBC' s performance results. Compensation levels
will aso increase or decrease based on the executive' sindividual performance and level of responsibility.

Global Banking and Markets

The philosophies underlying the compensation programs employed in the Global Banking and Markets businesses
are consistent with the philosophy described above for HUSI generally, but there are some specific variationsin the
compensation methodologies that are employed.

The overall approach for these businesses involves a carefully managed approach to tracking of compensation
expense throughout the year in relation to business performance and planned overall expenditure on staff costs.
Thisis combined with ayear-end pay review process that takes careful account of market pay methods, levels and
trends, as well as the actual levels of business and individual performance that are achieved. The year-end pay
review processisitself subject to review and approval by HSBC senior management and endorsement by REM CO.

The approach to regular bonus accrual is agreed with the Head of Global Banking and Markets and the Group
Finance Director, and updated at intervals to reflect changesin the competitive market. This agreement covers
factors such as the proportion of pre-tax profit that may be allocated to the bonus pool for each business, taking into
account aspects such as the maturity and complexity of each business and also considering any appropriate
geographical variations. Annual operating plans for each business cover monthly accrual of the planned bonus
amounts. Development of these accruals against the agreed parametersis reviewed at intervals during each year
with the Group Finance Director.
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At year end, the compensation levels within each business reflect individual contribution, business unit performance
and the competitive pay market. In addition, compensation within the Global Banking and Markets businesses also
reflects the overall (i.e., global) results of the respective business. Base salary and incentive compensation (bonus)
are sized within the context of atotal compensation package that isintended to be appropriately market competitive,
but these businesses apply a much less formulaic approach to the use of comparative market datathan istypical in
some other parts of HUSI and HSBC. Compensation proposals are based upon careful benchmarking of individual
executives in the correct competitive context, making use of independently compiled studies of market pay levels,
methods and trends. These studies are conducted by external advisors with in-depth knowledge of the business
areas concerned and they allow careful verification against market of the compensation levels and methodologies
for executivesin these businesses. In light of thisinformation, senior management carefully considers and
interprets the performance of each business, and of Global Banking and Markets globally, relative to the
performance of key competitors. Individual performance is assessed relative to performance in a market context to
ensure that each executive is correctly positioned against market. Global Banking and Markets targets appropriate
groups of competitors for each business so that the total compensation for each executive can be correctly
positioned within the overall market range, ensuring a high degree of differentiation towards the very best
performers. Senior management also uses market datain asimilar way when designing appropriate recruitment and
retention initiatives.

The compensation programs within the Global Banking and Markets businesses are designed to support the
successful recruitment, development and retention of high performing executive talent and to provide incentive to
those executives to maximize the performance of their respective businesses. Within the context of the total
compensation package, performance-related adjustments emphasize variable pay (i.e., discretionary bonus awards)
over fixed pay (i.e., base salary). Asdescribed above, bonus awards are differentiated significantly towards the
very best performers and careful attention is aso paid to those executives whose retention is regarded as critical to
the business. For those executives receiving large bonus awards, a significant portion of the award is paid in the
form of Restricted Shares that vest over three years provided the individual remains employed with HSBC, thus
encouraging retention of the best performers. The proportion of bonus that is deferred varies to some extent
between specific businesses but the typical approach isto apply a“tax table” so that increasing proportions of a
bonus will be deferred above clearly defined hurdles. The maximum proportion of bonus to be deferred within
Global Banking and Marketsis normally 50 percent. The proportion of bonus to be deferred and the related vesting
periods are positioned against competitive market practice using information provided by the external advisors
referenced above.

Repricing of Stock Options and Timing of Option Grants

For HSBC discretionary option plans, the exercise price of awards made in 2003 and 2004 was the higher of the
average market value for HSBC ordinary shares on the five business days preceding the grant date or the market
value on the date of the grant.

HSBC also offers employees a plan in which options to acquire HSBC ordinary shares are awarded when an
employee commits to contribute up to 250 GBP (or the equivalent) each month for one, three or five years. At the
end of the term, the accumulated amount, plus interest, may be used to purchase shares under the option, if the
employee chooses to do so. The exercise price for such options is the average market value of HSBC ordinary
shares on the five business days preceding the date of the invitation to participate, lessa 15 to 20 percent discount
(depending on the term).

HUSI does not, and our parent, HSBC, does not, reprice stock option grants. In addition, neither HUSI nor HSBC
has ever engaged in the practice known as “ back-dating” of stock option grants, nor have we attempted to time the
granting of historical stock optionsin order to gain alower exercise price.
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Dilution from Equity-Based Compensation

Whiledilution is not a primary factor in determining award amounts, there are limits to the number of shares that
can beissued under HSBC equity-based compensation programs. These limits were established by vote of HSBC's
shareholdersin 2005.

Perquisites

HUSI’ s philosophy is to provide perquisites that are intended to help executives be more productive and efficient or
to protect HUSI and its executives from certain business risks and potential threats. Our review of competitive
market data indicates that the perquisites provided to executives are reasonable and within market practice. See the
Summary Compensation Table below for further information on perquisites awarded to HUSI executives.

Retirement Benefits

HNAH offers a pension retirement plan in which HUSI executives may participate that provides a benefit equal to
that provided to al eligible employees of HUSI with like dates of hire. However, both qualified and non-qualified
defined benefit plans are maintained so that this level of pension benefit can be continued without regard to certain
Internal Revenue Service limits. Executives and certain other highly compensated employees can elect to
participate in a non-qualified deferred compensation plan, where such employees can elect to defer the receipt of
earned compensation to a future date. We also maintain a qualified 401(k) plan with company matching
contributions. Ms. Derickson and Ms. Burak, as former executives of HSBC Finance Corporation, also participate
in anon-qualified deferred compensation plan that provides executives and certain other highly compensated
employees with a benefit measured by the company matching contribution that could not be allocated to the 401(k)
plan because of certain Internal Revenue Service limits. Asinternational managers, Mr. Lawrence and Mr. Dew are
accruing pension benefits under a foreign-based defined benefit plan that includes member contributions. Additional
information concerning this plan is contained below in this 2007 CD& A in the table entitled Pension Benefits.

HUSI does not pay any above-market or preferential interest in connection with deferred amounts.

Employment Contracts and Severance Protection

There are no employment agreements between HUSI and its executive officers. Prior to her departure in February
2007, Ms. Derickson had an employment agreement with HSBC Finance Corporation, pursuant to which she was to
serve as President and Chief Executive Officer of HUSI until March 28, 2008. However, upon Ms. Derickson’s
resignation, the employment agreement was terminated and replaced with a separation agreement, the terms of
which are described under Compensation of Officers Reported in the Summary Compensation Table below.

Accounting Considerations

HUSI adopted the fair value method of accounting under Statement of Financial Accounting Standards No. 123
(revised 2004), "Share Based Payment” (SFAS 123(R)) effective January 1, 2006. SFAS 123(R) appliesto all
equity instruments granted to employees beginning January 1, 2006 and does not apply to awards granted in prior
periods before the effective date, except to the extent that prior periods awards are modified, repurchased or
cancelled after the required effective date. Prior to 2006, HUSI adopted the fair value method of accounting
prospectively in 2002 for all new equity instruments granted to employees as provided under Statement of Financial
Accounting Standards No. 148, "Accounting for Stock-Based Compensation - Transition and Disclosure (an
amendment of FASB Statement No. 123)." The Board of Directors believes that this treatment reflects greater
accuracy and transparency of the cost of these incentives and promotes better corporate governance.

179



Tax Considerations

Limitations on the deductibility of compensation paid to executive officers under Section 162(m) of the Internal
Revenue Code are not applicable to HUSI, asit is not a public corporation as defined by Section 162(m). As such,
all compensation to our executive officersis deductible for federal income tax purposes, unless there are excess
golden parachute payments under Section 4999 of the Internal Revenue Code following a change in control.

Elements of Compensation

The primary elements of executive compensation are base salary, annual non-equity performance-based awards, and
long-term equity-based incentives. In limited circumstances, discretionary bonuses may also be awarded. While the
base salary is generally fixed and not subject to fluctuation, the size of the cash incentive and amount of equity
compensation an individual receivesis discretionary. HSBC conducts an internal comparison of its executives
globally, and then compares business performance relative to the market. In addition, executives are eligible to
receive company funded retirement benefits that are offered to employees at all levels who meet the eligibility
requirements. Perquisites are not a significant component of compensation. As discussed above in the section
entitled Oversight of Compensation Decisions, in establishing executive compensation packages for 2007, other
than for Messrs. Lawrence, Mattia and McKenna and Ms. Derickson, the Compensation Committee provided
advisory recommendations to HSBC's Group General Manager of Human Resources for submission to the HSBC
CEO, the HSBC CEO either approved the awards or further recommended final remuneration under each element of
compensation to REMCO and REMCO endorsed the awards. The HSBC CEO based his decision on what he
considered was an appropriate balance between performance-based compensation and other forms of compensation,
the level of responsibility and individual contribution of the executive and competitive practice in the marketplace
for executives from companies of similar industry, size and complexity as HUSI.

HSBC' s philosophy is to focus on total compensation versus the individual elements of pay. HSBC has adopted a
market-driven orientation that strivesto leverage variable pay to motivate outstanding business results. We have
implemented a process that aidsin determining final total individual pay based on an evaluation of business
performance against goals, individual performance, and a comparison against the marketplace. Individual total
compensation for each of our executives is targeted at the 50™ percentile, and adjusted upward or downward based
on performance.

Within the Global Banking and Markets businesses, the allocation of compensation between base salary and
incentive compensation, as well as between long-term and short-term incentives, is recommended by senior
management and reviewed and approved by the Head of Global Banking and Markets and, if appropriate, the HSBC
CEO, and, if appropriate, endorsed by REMCO. As further described below, short-term incentive awards include
cash awards under each business's discretionary bonus program. Long-term incentivesinclude the deferral of a
portion of discretionary bonus awards through HSBC equity-based awards. In establishing executive compensation
packages, remuneration under each element is based on what is believed to be an appropriate balance between
performance-based compensation and other forms of compensation, the level of responsibility and individual
contribution of the executive, business unit performance and overall Global Banking and Markets results.

Base Salary

Base salary is reviewed annually and increases, if any, are based on individual performance and market position.
When establishing base salaries for executives, consideration is given to compensation paid for similar positions at
companies included in compensation surveys and HUSI’ s Comparator Group, targeting the 50" percentile, which,
when combined with significant performance-based compensation opportunities, enables HUSI to attract and retain
high performing executives. In addition, other factors such asindividual and corporate performance, potential for
future advancement, specific job responsibilities, length of timein current position, individual pay history, and
comparison to comparable internal positions (internal equity) influences the final base salary recommendations for
individual executives.
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Within the Global Banking and Markets businesses, annua salary increases must be accommodated within the
annual operating plan for the business globally. Accordingly, salary increases proposed by senior management are
prioritized towards high performing employees and those who have demonstrated rapid development. Proposals for
salary increases are justified against performance and with reference to local market rates, where available. While
individual performance is assessed relative to performance in a market context to ensure that the executiveis
correctly positioned within the market range, the Global Banking and Markets businesses generally do not apply
formulaic rates in determining compensation, but rely more on the discretion and judgment of senior management in
the context of performance relative to key competitors of that business.

Annual Performance-Based Awards

Annual non-equity performance-based awards are paid in cash upon satisfaction of individual, business unit,
corporate financial and operational goals. Superior performance is encouraged by placing asignificant part of the
executive's total compensation at risk. In the event certain quantitative or qualitative performance goals are not met,
annual non-equity performance awards may be less than the maximum permitted.

Performance goals are set based on prior year's performance, expectations for the upcoming year, HUSI’ s annual
business plan, HSBC' s business strategies, and objectives related to building value for HSBC shareholders. Thisis
consistent with the strategy of targeting individual total compensation for each of HUSI' s executives at the 50th
percentile, and adjusting it upward or downward based on the factors mentioned above.

In support of the pay-for-performance philosophy, HUSI has an annual non-equity performance-based award
program entitled the Management Incentive Program. The Management Incentive Program is an annual cash
incentive plan that uses quantitative and qualitative goals to motivate HUSI employees who have a significant role
in the corporation and do not participate in another incentive compensation plan. The quantitative objectives may
include meeting designated financial performance targets for the company and/or the executive's respective business
unit. Qualitative objectives may include key strategic business initiatives or projects for the executive' s respective
business unit. The qualitative objective goals may also include cross-business initiatives that create revenue,
leverage talent across businesses and share and support execution of “best practices” and/or adopt another business’
“best practice.” Historically, award opportunity and payouts were determined as a percentage of base salary and
based on comparison to other internal comparable positions (internal equity) and external market practices. 1n 2007,
HUSI began to move away from compensation based on specific objectives defined within the Management
Incentive Program and towards more discretionary and performance-based pay. Accordingly, while quantitative
and qualitative objectives may have provided some guidance with respect to 2007 compensation, discretion played a
much more prominent role in establishing compensation packages for HUSI’ s senior executives than in previous
years. Thisisreflected in the discussions of 2007 compensation packages for the executive officerslisted in the
Summary Compensation Table below. Cash incentive awards under the Management Incentive Program are paid in
February of the year following the measurement year.

Within the Global Banking and Markets businesses, all regular employees are eligible for consideration for a
discretionary bonus award. Final bonus recommendations are determined after full year results are available and are
evaluated within the context of the performance of each business unit, including, where relevant, economic profit at
the regional and global levels and compensation proposals for all business units within Global Banking and
Markets. In conjunction with an assessment of the executive’sindividual performance, senior management may
consult market surveysto assist in identifying both market pay levels and factors influencing pay (i.e., product,
market, length of service, etc.). However, asisthe case with other components of compensation, morerelianceis
placed on the discretion and judgment of senior management in the context of performance relative to key
competitors than on amechanical application of market rates.
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Long-term I ncentives

Long-term incentive compensation is awarded through grants of HSBC equity instruments. The purpose of equity-
based incentivesisto help HSBC attract and retain outstanding employees and to promote the growth and success of
HUSI’ s business over a period of time by aligning the financial interests of these employees with those of HSBC's
shareholders.

Historically, equity incentives were awarded through stock options and restricted share grants. Prior to 2005,
options on HSBC ordinary shares were granted to certain executives and restricted shares to others. Awarded
options have an exercise price equal to the greater of the average market value of HSBC ordinary shares on the five
business days prior to the grant of the option and the market value of HSBC ordinary shares on the grant date.
Options without a performance condition typically vest in three, four or five equal installments, subject to continued
employment, and expire ten years from the grant date. However, certain options awarded to key executives had a
“total shareholder return” performance vesting condition and only vest if and when the condition is satisfied. No
stock options were granted to executive officersin 2005, 2006 or 2007 as HSBC shifted to Restricted Share and
Performance Share grants for equity-based compensation.

Awarding restricted shares is another form of long-term incentive compensation utilized to compensate and provide
incentive to our employees. When restricted shares are granted to an executive officer, the underlying shares are
held in atrust for the benefit of the employee and are rel eased only after the defined vesting conditions are met at
the end of the holding period. While in such trust, dividend equivalents are paid on all underlying shares of
restricted stock at the same rate paid to ordinary shareholders. The dividend equivalents are paid in the form of
additional shares for awards made after 2004 and in cash for all prior awards.

There are two types of long-term incentive share awards used by HSBC: (i) those with atime vesting condition
awarded to recognize significant contributionsto HUSI (“Restricted Shares”) and (i) those with time and corporate
performance-based vesting conditions (“ Performance Shares’). Restricted Shares are awarded to key executives as
part of the annual pay review process in recognition of past performance and to further motivate and retain
executives. Restricted Share awards comprise a number of shares to which the employee will become entitled,
normally after three years, subject to the individual remaining in employment. The level of 2007 grants to most
HSBC Group General Managers and other senior executives reflect the fact that these awards do not carry the
uncertainty of performance conditions for future vesting. The amount granted is based on general guidelines
endorsed by REMCO addressing individual performance, goal achievement and potential for growth as part of an
individual executive' stotal compensation package. In March 2007, certain HUSI executives received Restricted
Share awards for 2006 performance. |n January 2008, certain HUSI executives were awarded Restricted Shares for
2007 performance. No Performance Shares were awarded to HUSI executive officers for 2007 performance.

Performance Shares, which were awarded in 2005 and 2006 to key executives, were awarded based on achievement
of defined levels of future performance of HSBC. Performance Shares were divided into two equal parts subject to
distinct performance conditions measured over athree year period. A total shareholder return award, which
accounts for 50 percent of each Performance Share award, will vest in whole or in part (based on a sliding scale of 0
percent to 100 percent) depending upon how the growth in HSBC' s share value, plus declared dividends, compares
to the average shareholder return of a defined competitor group comprised of 28 major banking institutions
including: ABN AMRO Holding N.V., Banco Bilbao Vizcaya Argentaria, S.A., Banco Santander Central

Hispano S.A., Bank of America Corporation, The Bank of New Y ork Mellon Company, Inc., Barclays PLC, BNP
Paribas S.A., Citigroup, Inc., Credit Agricole SA, Credit Suisse Group, Deutsche Bank AG, HBOS plc, JP Morgan
Chase, Lloyds TSB Group plc, Mitsubishi Tokyo Financial Group Inc., Mizuho Financia Group Inc., Morgan
Stanley, National Australia Bank Limited, Royal Bank of Canada, The Royal Bank of Scotland Group plc, Société
Générale, Standard Chartered PLC, UBS AG, Unicredito Italiano, US Bancorp, Wachovia Corporation, Wells
Fargo & Company and Westpac Banking Corporation.
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The earnings per share award accounts for 50 percent of each Performance Share award and is measured using a
defined formula based on HSBC' s earnings per share growth over the three-year period as compared to the base-
year earnings per share, which is earnings per share for the year prior to the year the Performance Shares are
granted. None of the earnings per share Performance Shares will vest unless a minimum earnings per share is
reached at the end of three years.

REMCO maintains discretion to determine that a Performance Share award will not vest unless satisfied that
HSBC'sfinancia performance has shown sustained improvement since the date of the award. REMCO may also
waive, amend or relax performance conditionsif it believes the performance conditions have become unfair or
impractical and believes it appropriate to do so. Due to the probability of one or both of the performance conditions
not being met in part or in full, grants of Performance Shares are for a greater number of shares than Restricted
Share grants. The expected value of Performance Sharesis equal to 44 percent of the face value.

Within the Global Banking and Markets businesses, a portion of each discretionary bonus award is paid in
Restricted Shares. The minimum deferral threshold, or the portion of each bonus award paid in Restricted Shares,
and vesting schedules may vary by business unit within the parameters set by Global Banking and Markets for their
businesses.

Compensation of Officers Reported in the Summary Compensation Table

Below isasummary of the factors that affected the compensation earned in 2007 by the executive officerslisted in
the Summary Compensation Table. In determining compensation for each of our executives, management, the
Compensation Committee and the HSBC CEO evaluated competitive levels of compensation for executives
managing operations or functions of similar size and complexity and the importance of retaining executives with the
required strategic, leadership and financial skillsto ensure HUSI' s continued growth and success and their potential
for assumption of additional responsibilities. The HSBC CEO then forwarded his recommendations to REMCO and
REMCO endorsed the final awards.

Compensation of Paul J. Lawrence, Chief Executive Officer

Mr. Lawrence has served as President and Chief Executive Officer of HUSI and HBUS since February 21, 2007.
He has also served as Head of Global Banking and Markets, North America since October 2006.

Mr. Lawrence participates in general benefits available to executives of HUS| and HBUS and certain additional
benefits available to HSBC' sinternational staff executives. Compensation packages for international staff
executives are compared as atotal package, consisting of base salary, a cash incentive award, stock awards and
perquisites, against the Comparator Group as well asinternal peers on aglobal basis and are awarded on a
discretionary basis. In addition, in determining Mr. Lawrence' stotal compensation, the HSBC CEO considered his
individual performance measured against HUSI and HBUS' s annual operating plan, the performance of HUSI and
HBUS and Mr. Lawrence's leadership of HUSI and HBUS through a very difficult U.S. business environment. For
2007, Mr. Lawrence' s goals included implementing the annual operating plan of HUSI, improving collaboration
across the HSBC North America business entities, achieving atargeted net income goal, executing cost containment
initiatives to achieve a profit before tax target, managing reputational risk and developing talent and creating strong
talent pools and succession plans. Mr. Lawrence's cash compensation for 2007 was determined by REMCO on the
recommendation of the HSBC CEO who consulted with HSBC Human Resources executives. Aswith all HUSI
executives, REMCO has authority over Mr. Lawrence's equity-based awards. The Compensation Committee did not
review or make recommendations with respect to Mr. Lawrence's compensation for 2007.

Mr. Lawrence's base salary for 2007 was $642,986. In determining Mr. Lawrence's base salary for 2007, the
HSBC CEO reviewed the salary levels of Mr. Lawrence’ sinternal peers of equivalent experience level on a global
basis. In accordance with the HSBC reward strategy where the focusis on using variable compensation to reward
performance, Mr. Lawrence's base salary was positioned around the 50 percentile of the market rate. No salary
adjustment was made on Mr. Lawrence' s appointment as President and Chief Executive Officer of HUSI and
HBUS.
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In March 2007, the HSBC CEO proposed and REMCO endorsed an award to Mr. Lawrence of Restricted Shares
with agrant date value of $434,324 and Restricted Shares with a grant date value of $400,000. The awards were
made in recognition of Mr. Lawrence's 2006 performance. In January 2008, the HSBC CEO proposed and
REMCO endorsed an award to Mr. Lawrence of Restricted Shares with a grant date value of $1,461,243. The
January 2008 discretionary award, which is granted in March 2008, was made in recognition of Mr. Lawrence's
2007 performance and reflects the HSBC CEO’ s view of the value of Mr. Lawrence’ s long-term contribution to and
leadership within HSBC, including HUSI and the Global Banking and Markets business in North America, and
HSBC'sdesire to retain Mr. Lawrence and to motivate and reward his outstanding performance. The 2008
Restricted Share award is also consistent with maintaining Mr. Lawrence’ s total compensation at a competitive
market pay level in respect of his performance and long-term value to the HSBC Group. The awards are each
subject to athree-year vesting schedule.

In January 2008, the HSBC CEO proposed and REM CO endorsed a discretionary bonus award to Mr. Lawrence of
$1,555,243. The HSBC CEO proposed the award in recognition of Mr. Lawrence’s performancein hisrole as
President and Chief Executive Officer of HUSI and HBUS. In considering Mr. Lawrence's bonus award, the HSBC
CEO considered Mr. Lawrence’ s personal contribution to the achievement of the business objectives of HUSI and
HBUS, as described above. In addition, the award recognizes his contribution across other Group businesses. The
discretionary bonus award was considered as part of the overall assessment of Mr. Lawrence'stotal compensation,
which was based on his 2007 performance and benchmarked against HUSI and HBUS's Comparator Group.

In conformance with HSBC' s total compensation philosophy, Mr. Lawrence also received perquisites relating to
housing, education, travel and tax equalization, that were significant when compared to other compensation
received by other executive officers within HUSI and HBUS. These amounts are consistent, however, with
perquisites paid to similarly-placed HSBC international staff executives, who are subject to appointment to HSBC
locations globally as deemed appropriate by HSBC senior management. The additional perquisites and benefits
available to HSBC international staff executives, as described below in the Summary Compensation Table, are
intended to compensate executives for the significant cost and expense incurred in connection with global postings.

Compensation of Sandra L. Derickson, Former Chief Executive Officer

On February 20, 2007, Ms. Derickson resigned as the President and Chief Executive Officer of HUSI. Until that
time, she participated in the same programs and generally received compensation based on the same factors as the
other executive officers. Ms. Derickson had an employment agreement with HSBC Finance Corporation pursuant
to which she was to serve as President and Chief Executive Officer of HUSI until March 28, 2008. However, upon
Ms. Derickson’s resignation, the employment agreement was terminated and replaced with a separation agreement
entered into on February 20, 2007 between Ms. Derickson and HSBC Finance Corporation. The Compensation
Committee did not review or make recommendations with respect to Ms. Derickson's compensation for 2007.

Pursuant to the separation agreement, Ms. Derickson received $18,846, representing al base salary earned but
unpaid as of February 20, 2007, and $19,295 in respect of vacation earned but not taken prior to her departure. In
addition, Ms. Derickson was entitled to receive $1,300,500 on the first day of September 2007, reflecting, in
substantial part, a bonus to the 2006 executive bonus pool to which she was entitled in accordance with the terms of
her employment agreement but did not receive. In addition, Ms. Derickson continuesto receive her base salary, at a
rate of $700,000 per annum through March 28, 2008. On January 2, 2008 she received payments for guaranteed
bonuses in the amounts of $1,275,000 for the period January 1, 2007 through December 31, 2007 and $318,750 for
the period January 1, 2008 through March 28, 2008. Ms. Derickson is also to receive interest on all paymentsto
which she is entitled to but has not received at a rate of seven percent from the date they would be due until the date
each such payment is made.
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Pursuant to the separation agreement, Ms. Derickson was entitled to the payment of premiums for medical and
dental insurance, continued coverage in HSBC Finance Corporation’s life insurance plan and allowances for
umbrellaliability insurance, automobile and financial counseling until the earlier of such time as Ms. Derickson
becomes eligible to participate in similar plans or policies of another employer and March 28, 2008. All optionsto
purchase shares granted to Ms. Derickson prior to November 20, 2002 pursuant to the Household International 1996
Long-Term Executive Incentive Compensation Plan are fully vested and remain exercisable for the full ten-year and
one-day term. All options to purchase shares granted on and after November 20, 2002 pursuant to the 1996 plan are
fully vested and exercisable for the full ten-year and one-day term.

Ms. Derickson’s separation agreement included a non-competition provision for the five-month period following
her departure. In addition, the agreement contained a non-solicitation provision that stated that, subject to some
exceptions, during the one-year period starting February 20, 2007, Ms. Derickson would not directly or indirectly
induce any employee of HUSI or its affiliates to terminate employment with any such entity, and would not, directly
or indirectly, hire, employ or offer employment or assist in hiring, employing or offering employment, to any person
who is or was employed by HUSI or an affiliate.

Compensation of Gerard Mattia, Chief Financial Officer

Mr. Mattia has served as Senior Executive Vice President and Chief Financial Officer of HUSI and HBUS since
March 2007. He has also served as Chief Financia Officer of Global Banking and Markets, North America since
September 2004. As aresult, his compensation package was considered and approved by both the HUSI CEO and
the Head of Global Banking and Markets. The Compensation Committee did not review or make recommendations
with respect to Mr. Mattia’' s compensation for 2007.

Mr. Mattia participatesin general benefits available to executives of HUSI and HBUS. Mr. Mattia' s total
compensation in 2007 was $1,655,000. In recommending Mr. Mattia's 2007 compensation package, HUSI Human
Resources executives and Globa Banking and Markets senior management considered the performance of HUSI
and HBUS as well as the Global Banking and Markets businesses locally and globally and their judgment of
competitive compensation levels within the relevant markets. The recommendation also reflected senior
management’ s view of Mr. Mattia' s contribution to the business in 2007, his fundamental role in supporting both
the Global Banking and Markets businesses in North America and HUSI and HBUS generally, and the desire to
retain Mr. Mattiawithin HSBC. The Head of Global Banking and Markets and the HUSI CEO agreed with senior
management’ s recommendation and approved Mr. Mattia s total compensation package.

As described above, the allocation of compensation between base salary and incentive compensation within Global
Banking and Markets, as well as between long-term and short-term incentives, is recommended by senior
management in its discretion and reviewed and approved by the HSBC CEO. Mr. Mattia's 2007 compensation
package was also reviewed and approved by the HUSI CEO after consultation with HUSI Human Resources
executives. For 2007, Mr. Mattia' s compensation package consisted of $255,000, or approximately 15 percent of
his total compensation, in base salary and $1,400,000, or approximately 85 percent, as a discretionary bonus award.
Of the discretionary bonus award, Mr. Mattia received $910,000 in cash and the balance will be deferred through a
grant of Restricted Sharesin March 2008 with a grant date value of $490,000. The Restricted Share award is also
consistent with maintaining Mr. Mattia' s total compensation at a competitive market pay level in respect of his
performance and long-term value to the HSBC Group. The Restricted Share award is subject to athree-year vesting
schedule.

Other compensation paid to Mr. Mattia, including the perquisites described below in the Summary Compensation
Table, is consistent with perquisites paid to similarly-placed executive officers within and outside of HSBC.
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Compensation of John J. McKenna, Former Chief Financial Officer

Mr. McKenna served as Senior Executive Vice President and Chief Financial Officer of HUSI and HBUS from
October 2005 to March 2007. In March 2007, Mr. Mattia succeeded Mr. McKenna as Chief Financial Officer of
HUSI and HBUS. In October 2007, Mr. McKenna accepted a position as chief financial officer of an HSBC
affiliatein Australia. Prior to that date, Mr. McKenna participated in genera benefits available to executives of
HUSI and HBUS. Mr. McKenna's base saary for 2006 was $325,040. In determining his base salary for 2007, the
HUSI CEO reviewed competitive compensation levels and found Mr. McKenna' s base salary to be dightly below
the 50" percentile anong similarly-placed executives in salary survey data aswell asinternal peers on aglobal
basis. In keeping with the HSBC reward strategy of maintaining executive base salariesin the 50" percentile, a
recommendation was made to the HUSI CEO and Chief Executive Officer of HNAH and Mr. McKenna's base
salary was increased by five percent to $341,303.

In February 2007, the HUSI CEO, in consultation with the Chief Executive Officer of HNAH and HUSI Human
Resources executives, approved an award to Mr. McKenna of Restricted Shares with a grant date value of
$350,000. In 2008, a share award was not recommended for Mr. McKenna. The award is subject to a three-year
vesting schedule.

In January 2008, the HUSI CEO proposed a discretionary bonus award to Mr. McKenna of $162,726. The
discretionary bonus award was considered as part of the overall assessment of Mr. McKenna stotal compensation,
which was based on his 2007 performance and benchmarked against HUSI' s Comparator Group.

Other compensation paid to Mr. McKenna, including the perquisites described below in the Summary
Compensation Table, is consistent with perquisites paid to similarly-placed executive officers within and outside of
HSBC.

Compensation of Janet L. Burak, Senior Executive Vice President & General Counsel

Ms. Burak has served as Senior Executive Vice President & General Counsel of HUSI and HBUS since April 2004.
She also served as Secretary of HUSI and HBUS from April 2004 to September 1, 2007. In addition to her role as
General Counsel, Ms. Burak was assigned the additional responsibility for the North American compliance function
on July 1, 2007. She was appointed Senior Executive Vice President & General Counsel of HNAH, HUSI and
HBUS' s North American parent, as of December 1, 2007.

Ms. Burak participates in general benefits available to executives of HUSI and HBUS. Ms. Burak’s 2007
compensation was determined as atotal compensation package and included base salary, a cash incentive award,
stock awards and perquisites. In determining Ms. Burak’s total compensation for 2007, the Compensation
Committee considered the performance of HUSI and Ms. Burak’sindividual performance and contributions to the
North American businesses in 2007, which included, among others, efforts towards the devel opment of a“best
practices’ approach to regulatory management and corporate governance processes, significant contributionsin
addressing the various challenges to the North American operations arising out of general market and economic
developments during the second half of 2007, process and structure improvements in the North American
compliance function, and overall leadership in the further devel opment of the performance and consultative skills of
the North American legal function. The HUSI CEO determined Ms. Burak’s equity-based awards, which
recommendation was approved by the HSBC CEO and endorsed by REMCO.

Ms. Burak’s base salary for 2006 was $400,208. In determining Ms. Burak’s base salary for 2007, the
Compensation Committee reviewed competitive compensation levels and found Ms. Burak’s base salary to be
dlightly below the 50" percentile among similarly-placed executives in salary survey dataaswell asinternal peers
on aglobal basis. In keeping with the HSBC reward strategy of maintaining executive base salaries in the 50"
percentile, a recommendation was made to the HSBC CEO and Ms. Burak’s base salary was increased by five
percent to $420,218. Her base salary was increased to $500,000 on July 1, 2007 in consideration of her additional
responsibilities with respect to the North American compliance function and further increased to $550,000 on
December 1, 2007 in consideration of her additional responsibilities as General Counsel of HNAH.
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In March 2007, the HSBC CEO, upon the recommendation of the Compensation Committee in consultation with
HUSI Human Resources executives, proposed and REMCO endorsed an award to Ms. Burak of Restricted Shares
with a grant date value of $500,000. The award was made in recognition of Ms. Burak’s 2006 performance. In
March 2008, the HSBC CEO, upon the recommendation of the Compensation Committee, proposed and REMCO
endorsed an award to Ms. Burak of Restricted Shares with a grant date value of $600,000. The March 2008 award
was made in recognition of Ms. Burak’s 2007 performance and reflects the HUSI CEO’s and the HSBC CEQO's
view of the value of Ms. Burak’s long-term contribution to HSBC, including the North American operations, and
HSBC'sdesire to retain Ms. Burak and to motivate and reward her outstanding performance. The 2008 Restricted
Share award is also consistent with maintaining Ms. Burak’ s total compensation at a competitive market pay level in
respect of her performance and long-term value to the HSBC Group. The awards are each subject to athree-year
vesting schedule.

In January 2008, the Compensation Committee, upon the recommendation of the HUSI CEO, proposed, and the
HSBC CEO approved, a discretionary bonus award to Ms. Burak of $800,000. The HUSI CEO recommended the
award in recognition of Ms. Burak’s personal contributions to the North American businesses. The discretionary
bonus award was considered as part of the overall assessment of Ms. Burak’ s total compensation, which was based
on her 2007 performance, as described above, and benchmarked against HUSI' s Comparator Group.

Other compensation paid to Ms. Burak, including the perquisites described below in the Summary Compensation
Table, is consistent with perquisites paid to similarly-placed executive officers within and outside of HSBC.

Compensation of David Dew, Senior Executive Vice President — Chief Operating Officer

Mr. Dew has served as Senior Executive Vice President and Chief Operating Officer of HUSI and HBUS since
March 2007. He served as Chief Administrative Officer of HUSI and HBUS from February to March 2007 and as
Senior Executive Vice President, Audit for HSBC North America Inc. (HNAI) from January 2006 to February
2007.

Mr. Dew participates in general benefits available to executives of HUSI and HBUS and certain additional benefits
available to HSBC' sinternational staff executives. Compensation packages for international staff executives are
compared as atotal package, consisting of base salary, a cash incentive award, stock awards and perquisites, against
the Comparator Group as well asinternal peers on aglobal basis and are awarded on a discretionary basis. In
determining Mr. Dew’ s total compensation for 2007, the HUSI CEO and the HSBC CEO considered the
performance of HUSI and Mr. Dew’ s individual performance and contributions in implementing HUSI’ s 2007
annual operating plan, which included, among others, implementing a more integrated operational infrastructure
across customer groups and support functions, implementing cost containment initiatives to support achievement of
established profit before tax targets, pursuing greater transparency and enhanced accountability for senior
executives within the support functions while maintaining positive working relationships with functional executives,
and efforts supporting collaboration across the HSBC North America business entities and customer groups. The
HUSI CEO determined Mr. Dew’ s equity-based awards, which recommendation was approved by the HSBC CEO
and endorsed by REMCO.

Mr. Dew’s base salary for 2007 was $554,338. In determining Mr. Dew’ s base salary for 2007, the HUSI CEO
reviewed the salary levels of Mr. Dew’sinternal peers of equivalent experience level on aglobal basis. In
accordance with the HSBC reward strategy where the focus is on using variable compensation to reward
performance, Mr. Dew’ s base salary was positioned around the 50" percentile of the market rate. No salary
adjustment was made on Mr. Dew’ s appointment as Chief Operating Officer of HUSI and HBUS.
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In March 2007, the HSBC CEO, upon the recommendation of the HUSI CEO, proposed and REMCO endorsed an
award to Mr. Dew of Restricted Shares with a grant date value of $98,710. The award was made in recognition of
Mr. Dew’s 2006 performance. In January 2008, the HSBC CEO, upon the recommendation of the HUSI CEO,
proposed and REMCO endorsed an award to Mr. Dew of Restricted Shares with a grant date value of $250,000.
The January 2008 award was made in recognition of Mr. Dew’s 2007 performance and reflects the HUSI CEO and
the HSBC CEQ’ s view of the value of Mr. Dew’ s long-term contribution to HSBC, including HUSI and HBUS, and
HSBC'sdesire to retain Mr. Dew and to motivate and reward his outstanding performance. The 2008 Restricted
Share award is aso consistent with maintaining Mr. Dew’ s total compensation at a competitive market pay level in
respect of his performance and long-term value to the HSBC Group. The awards are each subject to athree-year
vesting schedule.

In January 2008, the HUSI CEO recommended, and the HSBC CEO approved, a discretionary bonus award to

Mr. Dew of $550,000. The HUSI CEO proposed the award in recognition of Mr. Dew’s performancein hisrole as
Chief Operating Officer of HUSI and HBUS. In considering Mr. Dew’ s discretionary bonus award, the HUSI CEO
considered Mr. Dew’ s personal contribution to the achievement of the business objectives of HUSI and HBUS. The
discretionary bonus award was considered as part of the overall assessment of Mr. Dew’ stotal compensation, which
was based on his 2007 performance, as described above, and benchmarked against HUSI' s Comparator Group.

In conformance with HSBC' s total compensation philosophy, Mr. Dew also received perquisites relating to housing,
education, travel and tax equalization, that were significant when compared to other compensation received by other
executive officers within HUSI. These amounts are consistent, however, with perquisites paid to similarly-placed
HSBC international staff executives, who are subject to appointment to HSBC locations globally as deemed
appropriate by HSBC senior management. The additional perquisites and benefits available to HSBC international
staff executives, as described below in the Summary Compensation Table, are intended to compensate executives
for the significant cost and expense incurred in connection with global postings.

Compensation of Kevin Newman, Senior Executive Vice President — Personal Financial Services

Mr. Newman has served as Group General Manager and Senior Executive Vice President, Personal Financial
Services since December 2006. Prior to that, he served as Senior Executive Vice President, Personal Financia
Services from September 2005 to October 2006 and as Executive Vice President, Personal Financial Servicesfrom
December 2003 to September 2005. Mr. Newman was named a Group General Manager in April 2005.

Mr. Newman participates in general benefits available to executives of HUSI and HBUS. Mr. Newman's 2007
compensation was determined as atotal compensation package and included base salary, a cash incentive award,
stock awards and perquisites. In determining Mr. Newman’ s total compensation for 2007, the Compensation
Committee considered the performance of HUSI and Mr. Newman'’ sindividual performance and contributions to
the Personal Financial Services businessin 2007, which included, among others, efforts in connection with the re-
launch of the Premier proposition, both locally and globally, leadership of HSBC Direct, improvements to the
Wealth Management and Small Business operations, improved efficiencies and performance of the branch network
and reduced average time to profitability of new branches, and overall leadership of the Personal Financial Services
business in 2007 as it made considerable progress in building core capabilities. The HUSI CEO determined

Mr. Newman’ s equity-based awards, which recommendation was approved by the HSBC CEO and endorsed by
REMCO.

Mr. Newman’s base salary for 2006 was $500,000. In determining Mr. Newman's base salary for 2007, the
Compensation Committee reviewed competitive compensation levels and found Mr. Newman's base salary to be
dightly below the 50th percentile among similarly-placed executives in salary survey data as well asinternal peers
on aglobal basis. In keeping with the HSBC reward strategy of maintaining executive base salaries in the 50th
percentile, the Compensation Committee recommended a base salary increase of four percent to $520,000, which
recommendation was approved by the HSBC CEO and endorsed by REMCO.
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In March 2007, the HSBC CEO, upon the recommendation of the Compensation Committee, proposed and REMCO
endorsed an award to Mr. Newman of Restricted Shares with a grant date value of $748,000. The award was made
in recognition of Mr. Newman’s 2006 performance. In January 2008, the HSBC CEO, upon the recommendation of
the Compensation Committee, proposed and REMCO endorsed an award to Mr. Newman of Restricted Shares with
agrant date value of $1,000,000. The January 2008 award was made in recognition of Mr. Newman's 2007
performance and reflects REMCO and the HSBC CEQ' s view of the value of Mr. Newman's long-term contribution
to HSBC, including HUSI and HBUS, and HSBC' s desire to retain Mr. Newman and to motivate and reward his
outstanding performance. The 2008 Restricted Share award is also consistent with maintaining Mr. Newman'’ s total
compensation at a competitive market pay level in respect of his performance and long-term value to the HSBC
Group. The awards are each subject to athree-year vesting schedule.

In January 2008, the HSBC CEO, upon the recommendation of the Compensation Committee, proposed, and
REMCO endorsed, a discretionary bonus award to Mr. Newman of $1,000,000. The HSBC CEO recommended the
award in recognition of Mr. Newman's personal contributions to the Group’ s PFS franchise and leadership in
pursuit of the achievement of PFS business objectivesin North America. The discretionary bonus award was
considered as part of the overall assessment of Mr. Newman's total compensation, which was based on his 2007
performance, as described above, and benchmarked against HUSI's Comparator Group.

Other compensation paid to Mr. Newman, including the perquisites described below in the Summary Compensation
Table, is consistent with perquisites paid to similarly-placed executive officers within and outside of HSBC.

Compensation Committee | nterlocks and I nsider Participation

The primary purpose of the Compensation Committee isto assist the Board of Directorsin discharging its
responsibilities related to the compensation of the Chief Executive Officer, other officers of HUSI holding atitle of
executive vice president and above and such other officers as may be designated by the Board of Directors. The
Compensation Committee is comprised of the following directors. Dr. Frances D. Fergusson (Chair), Donald K.
Boswell and James L. Morice. All members of the Compensation Committee are independent directors under
HUSI’s Corporate Governance Standards. Additional information with regard to the Compensation Committee,
including a description of the committee’ s responsibilities under its charter, is contained in the section of this Form
10-K entitled Item 10. Directors, Executive Officers and Cor porate Gover nance — Cor por ate Gover nance.

Compensation Committee Report

We, the Human Resources & Compensation Committee of the Board of Directors of HSBC USA Inc., have
reviewed and discussed the Compensation Discussion and Analysis (“2007 CD&A™) set forth above with
management and, based on such review and discussion, have recommended to the Board of Directors that the 2007
CD&A beincluded in this Annual Report on Form 10-K.

Human Resources & Compensation Committee
Dr. Frances D. Fergusson (Chair)

Donald K. Boswell

James L. Morice
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The following tables and narrative text discuss the compensation awarded to, earned by or paid to (i) Mr. Paul J.
Lawrence, who has served as HUSI' s Chief Executive Officer since February 21, 2007, (ii) Ms. Sandra L.
Derickson, who served as HUSI' s Chief Executive Officer from January 1, 2007 to February 20, 2007 and who
served as Chief Executive Officer-Designate from September 1, 2006 to December 31, 2006, (iii) Mr. Gerard
Mattia, who has served as HUSI’ s Chief Financial Officer since March 27, 2007, (iv) Mr. John J. McKennawho
served as HUSI' s Chief Financial Officer during 2006 and from January 1, 2007 to March 26, 2007, and (v) the
next three most highly compensated executive officers (other than the chief executive officer and chief financial
officer) who were serving as executive officers as of December 31, 2007.

Summary Compensation Table

Changein
Pension Value
and
Non-Equity Nonqualified
Stock Option Incentive Plan Deferred All Other
Name and principal Awards  Awards Compensation Compensation Compensation
position Year Salary Bonus (2) 3 4 (5 Earnings (6) @) Total
Paul J. Lawrence 2007 $ 642986 $ 1555243 $ 50863 $ - $ -8 502,728  $ 847,730 $ 4,057,321
President and
Chief Executive Officer
SandralL. Derickson (1) 2007 102,308 - - - - 110,899 3,720,131 3,933,338
Former Presicent and 2006 233,333 - - - - 63,386 192,632 489,351
Chief Executive Officer
Gerard Mattia 2007 255,000 910,000 232,027 - - 8,287 15,245 1,420,559
Senior Executive
Vice President and
Chief Financial Officer
John J. McKenna 2007 325,676 - 306,177 - 162,726 78,661 64,413 937,653
Former Senior Executive 2006 321,196 - 222,114 - 381,934 92,238 16,685 1,034,167
Vice President and
Chief Financial Officer
Kevin Newman 2007 516,928 - 674,092 - 1,000,000 231,145 18,810 2,440,975
Senior Executive Vice
President, Personal
Financial Services
David Dew (8) 2007 554,338 550,000 180,161 - - 532,279 647,307 2,464,085
Senior Executive
Vice President and
Chief Operating Officer
Janet L. Burak 2007 431,287 - 333,317 - 800,000 383,822 74,253 2,022,679
Senior Executive 2006 395,176 - 415,346 - 736,383 368,753 92,507 2,008,255
Vice President and
General Counsel
(1) Sandral. Derickson resigned as President and Chief Executive Officer on February 20, 2007. The amount shown for Ms. Derickson is
the pro rata portion of her annual base salary of $700,000.
(2)  Theamount disclosed for Messrs. Lawrence, Mattia and Dew represent the discretionary cash bonus relating to 2007 performance but
paid in February 2008.
(3)  Reflectsthe amounts of compensation expense amortized in 2007 for accounting purposes under FAS 123R for outstanding restricted

stock grants made in the years 2003 through 2007. A portion of the expense reflected for Messrs. Lawrence, Newman and Dew relates to
Performance Shares granted in 2005 and 2006 that will vest in whole or in part three years from the date of grant if all or some of the
performance conditions are met, as follows: 50 percent of the award is subject to atotal shareholder return measure (“TSR”) and will vest
inwhole or in part (based on adliding scale of 0 to 100 percent) depending upon how the growth in HSBC' s share value, plus declared
dividends, compares to the average shareholder return of a defined competitor group, which for 2006 grants was comprised of 28 major
banking institutions, including ABN AMRO Holding N.V., Banco Bilbao Vizcaya Argentaria, S.A., Banco Santander Central Hispano
S.A., Bank of America Corporation, The Bank of New Y ork Mellon Company, Inc., Barclays PLC, BNP Paribas S.A., Citigroup, Inc.,
Credit Agricole SA, Credit Suisse Group, Deutsche Bank AG, HBOS plc, JP Morgan Chase, Lloyds TSB Group plc, Mitsubishi Tokyo
Financial Group Inc., Mizuho Financial Group Inc., Morgan Stanley, Nationa Australia Bank Limited, Royal Bank of Canada, The
Royal Bank of Scotland Group plc, Société Générale, Standard Chartered PLC, UBS AG, Unicredito Italiano, US Bancorp, Wachovia
Corporation, Wells Fargo & Company and Westpac Banking Corporation. The remaining 50 percent of the award is subject to
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4

®)

(6)

®)

satisfaction of an earnings per share measure (“EPS’) and may vest based on an incremental EPS percentage in accordance with a defined
formula. If the aggregate incremental EPS is less than 24 percent, the EPS portion will be forfeited. If itis52 percent or more, the EPS
component will vest in full. We have reduced the amount of expense related to the Performance Shares that would have been recorded

by 50 percent due to the probability of a0 percent vest on the TSR portion and a 100 percent vest on the EPS portion for both years 2005
and 2006. HUSI records expense over the three-year period based on the fair value, which is 100 percent of the face value on the date of
theaward. The remaining grants are non-performance-based awards and are subject to various time vesting conditions as disclosed in the
footnotes to the Outstanding Equity Awards at Fiscal Year End Table and will be released as long as the named executive officer is still
in the employ of HUSI at the time of vesting. HUSI records expense based on the fair value over the vesting period, which is 100 percent
of the face value on the date of the award. Dividend equivalents, in the form of cash or additional shares, are paid on all underlying
shares of restricted stock at the same rate as paid to ordinary share shareholders.

The current philosophy of HSBC and HUSI, including within the Global Banking and Markets businesses, isto reward executive officers
with awards of restricted shares rather than stock options.

The amounts disclosed for Messrs. McKenna and Newman and Ms. Burak represent the incentive bonus earned in 2007 but paid in
February 2008 under the Management | ncentive Program.

The HSBC-North America (U.S.) Retirement Income Plan (“RIP"), the Household Supplemental Retirement Income Plan (“SRIP"), the
HSBC Bank Supplemental Plans (“ Excess Plans’), and the HSBC International Staff Retirement Benefit Scheme (Jersey) (“ISRBS’) are
described under Savings and Pension Plans on page 195.

Increase in values by plan for each participant are: Ms. Derickson —$5,941 (RIP), $44,756 (SRIP); Mr. Mattia— $4,914 (RIP);
Mr. McKenna—$39,552 (RIP), $39,109 (BEP); Mr. Newman — $37,316(RIP), $60,807 (SRIP); Ms. Burak — $23,805 (RIP), $350,856
(SRIP); and Mr. Lawrence — $502,728, and Mr. Dew — $532,279 (ISRBS, net of mandatory 2007 contribution).

Components of All Other Compensation are disclosed in the aggregate. All Other Compensation includes perquisites and other personal
benefits received by each named executive officer, such as financial planning services, physical exams, club initiation fees, expatriate
benefits and car allowances, to the extent such perquisites and other personal benefits exceeded $10,000 in 2007. The following itemizes
perquisites and other benefits for each named executive officer who received perquisites and other benefits in excess of $10,000:
Executive Tax Services for Mr. Lawrence was $804, for Mr. Dew was $787 and for Ms. Derickson was $6,228. The following executives
received physical exams at the cost listed next to each of their names: Mr. Lawrence $9,868, Ms. Derickson $14,277, Mr. McKenna
$541, and Ms. Burak $11,816. Car allowance for Mr. McKennawas $1,062 in 2007. Club Dues and Member ship feesfor Mr. Dew
were $770. Ms. Derickson received Executive Umbrella Liability Coverage at a cost of $1,750 for 2007. In 2007, Messrs. Lawrence
and Dew received $288,681 and $277,232, respectively, for Housing Allowances, and, Mr. Dew also received reimbursement on his
foreign utilities expenses in the amount of $2,253. In 2007, Mr. Lawrence had $156,779 in Children’s Education Allowance. In 2007,
Mr. Dew received $13,770 representing a Relocation Allowance. Ms. Burak received $8,462 as additional compensation for vacation
earned, not taken, and sold back to the company. Messrs. Lawrence and Dew received $63,371 and $29,050, respectively, in Executive
Travel Allowance, $34,872 and $18,588, respectively, in Loan Subsidy and Mr. Dew received $7,484 of Additional Income.

Messrs. Lawrence and Dew received expat benefits at a cost to the company of $293,355 and $246,115, respectively. Mr. Dew also
received a miscellaneous reimbursement of $1,009, plus $50,249 in tax gross ups. Mr. McKennareceived an expat premium of $14,418
and cost of living adjustment of $968, plus tax equalization payments totaling $31,683.

In addition, under the terms of her separation agreement, Ms. Derickson received the balance of her salary for 2007 in the amount of
$597,692, pay for vacation earned but not taken in the amount of $19,295, $1,300,500 reflecting a bonus to cover 2006, a guaranteed
bonus of $1,275,000 for 2007, $175,000 covering salary to be received in 2008 along with a prorated 2008 bonus of $318,750.

Thetotal in the All Other Compensation column includes life insurance premiums paid by HUSI in 2007 for the benefit of executives, as
follows: Ms. Derickson, $2,868; Mr. Mattia, $1,745; Mr. McKenna, $2,241; Mr. Newman, $5,310; and Ms. Burak, $5,175. All Other
Compensation also includes HUSI’ s contribution for the named executive officer’s participation in the HSBC-North America (U.S.) Tax
Reduction Investment Plan (“TRIP") in 2007, as follows: Ms. Derickson had a $6,696 contribution; and Messrs. McKenna, Mattia and
Newman and Ms. Burak each had a $13,500 contribution. In addition, Ms. Derickson and Ms. Burak each had a company contribution in
the Supplemental Tax Reduction Investment Plan (“STRIP") of $2,075 and $35,301, respectively, in 2007. TRIP and STRIP are
described under Savings and Pension Plans — Deferred Compensation Plans on page 199.

David Dew was named to his position effective as of March 26, 2007, transferred from HSBC plc, and his salary is prorated for histime
in position.
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Grants Of Plan-Based Awards Table

All Other All Other
Stock Option
Awards: Awards:  Exercise  Grant Date
Number Number of or Base Fair Value
Estimated Future Payouts Under Estimated Future Payouts Under of Shares Securities Price of of Stock
Non-Equity Incentive Plan Awards (1) Equity Incentive Plan Awards (2) of Stock Underlying Option and Option
Threshold Target Maximum | Threshold  Target Maximum or Units Options  Awards Awards
Name Grant Date [6) [©)] $ (#) #) (#) # (#) ($/sh) [HIGIE)
Paul J. Lawrence 03/30/07 N/A N/A N/A N/A N/A N/A 24,699 N/A N/A $431,740
President and 03/05/07 N/A N/A N/A N/A N/A N/A 22,798 N/A N/A 400,000
Chief Executive Officer
Sandra L. Derickson N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
Former President and
Chief Executive Officer
Gerard Mattia 03/05/07 N/A N/A N/A N/A N/A N/A 17,953 N/A N/A 315,000
Senior Executive
Vice President and
Chief Financial Officer
John J. McKenna 03/30/07 N/A 255,977 511,955 N/A N/A N/A 20,022 N/A N/A 350,000
Former Senior Executive
Vice President and
Chief Financial Officer
Kevin Newman 03/30/07 N/A 520,000 1,040,000 N/A N/A N/A 42,791 N/A N/A 748,000
Senior Executive Vice
President, Personal
Financial Services
David Dew 03/30/07 N/A N/A N/A N/A N/A N/A 5,613 N/A N/A 98,115
Senior Executive Vice
President & Chief
Operating Officer
Janet L. Burak 03/30/07 N/A 550,000 1,100,000 N/A N/A N/A 28,603 N/A N/A 500,000
Senior Executive
Vice President and
General Counsel

(1) Messrs. McKennaand Newman and Ms. Burak participate in the Management Incentive Program. Asdiscussed in the 2007 CD&A, the
Management Incentive Program is an annual cash incentive plan that is comprised of both quantitative and qualitative individual, business
unit or company objectives that are determined at the beginning of the year with each objective being assigned a target and maximum
payout based upon a percentage of base salary. The percentage of target and maximum payout is determined by market data for the position
the executive officer holds and will not change unless the executive officer changesinto a position that has a different target and maximum
payout. Typicaly, the maximum payout isa 1x, 2x or 3x multiplier of target. Actua awards for the 2007 performance year for
Messrs. McKenna and Newman and Ms. Burak were $162,726, $1,000,000 and $800,000, respectively, and were paid in February 2008.
These amounts are included in the Summary Compensation Table above under “Non-Equity Incentive Plan Compensation”.

(2) Thetota grant date fair value reflected is based on 100% of the fair market value of the underlying HSBC ordinary shares on March 30,
2007 (the date of grant) of GBP8.25 and converted into U.S. dollars using the GBP exchange rate as of the time of funding the of the grant
was 1.96254.

(3) Thetotal grant date fair value reflected is based on 100% of the fair market value of the underlying HSBC ordinary shares on March 5, 2007

(the date of grant) of GBP8.9079 and converted into U.S. dollars using the GBP exchange rate as of the time of funding the of the grant was
1.9622.
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Outstanding Equity Awards At Fiscal Year-End Table

Option Awards Stock Awards
Equity
Incentive Equity
Plan Incentive
Equity Awards: Plan Awards:
Incentive Number of Market or
Plan Number Market Unearned Payout Value
Awards: of Shares Value of Shares, of Unearned
Number of Number of Number of or Units Sharesor Unitsor Shares,
Securities Securities Securities of Stock Units of Other Unitsor
Underlying Underlying Underlying That Have Stock that Rights That Other Rights
Unexer cised Unexer cised Unexer cised Option Option Not Have Not Have Not That Have
Options (#) Options (#) Unearned Exercise Expiration Vested Vested Vested Not Vested
Name Exercisable Unexercisable Options (#) Price Date # Q) ® 2 # Q) ® @
Paul J. Lawrence 22,798 (6) $380, 904 10,706 (3) $178,874
President and 24,699 (7) 412,666 23734 (4) 396,543
Chief Executive Officer 30,274 (5) 505,812
SandraL. Derickson 133,750 (8) $21.37 11/12/2011
Former President and 267,500 (8) $10.66 11/20/2012
Chief Executive Officer 204,000 (8) GBP9.1350 11/03/2013
102,000 (9) GBP8.2830 04/30/2014
Gerard Mattia 4,496 (10) 75,118
Senior Executive 7,221 (11) 120,647
Vice President and 17,953 (15) 299,955

Chief Financial Officer

John J. McKenna 9,456 (12) 157,989 8,280 (3) 138,341
Former Senior Executive 23,611 (13) 394,488
Vice President and 20,022 (7) 334,524

Chief Financia Officer

Kevin Newman 40,358 (12) 674,293 15,294 (3) 255,529
Senior Executive Vice 35416 (13) 591,723
President, Personal 42,791 (7) 714,943

Financial Services

David Dew (16) 5250 (8) GBP7.46 04/03/2010 5613 (7) 93,781 17,800 (4) 297,399
Senior Executive 5250 (8) GBP8.71 04/23/2011 12,927 (5) 215,982
Vice President and 7,000 (8) GBP8.41 05/07/2012

Chief Operating Officer 7,000 (8) GBP6.91 05/02/2013

Janet L. Burak (16) 26,750 (8) $13.71 11/09/2008 6,667 (14) 111,301 20,004 (9) 334,223

Senior Executive 26,750 (8) $16.96 11/08/2009 31,678 (12) 529,270

Vice President and 26,750 (8) $18.40 11/13/2010 29,513 (13) 493,097

General Counsel 28,603 (7) 477,893

(1)  Shareamounts do not include additional awards accumulated over the vesting periods.

(2)  The market value of the shares on December 31, 2007 was GBP8.42 and the exchange rate from GBP to U.S. dollars was 1.9843, which
equatesto aU.S. dollar share price of $16.7078 per share.

(3)  Thisaward will vest in full on April 2, 2008, if the performance conditions are met.

(4  Thisaward will vest in full on March 31, 2008, if the performance conditions are met.

(5) Thisaward will vest in full on March 31, 2009, if the performance conditions are met.

(6)  Thisaward will vest one-third on March 5, 2008, one-third on March 5, 2009, and one-third on March 5, 2010.

(7)  Thisaward will vest in full on March 30, 2010.

(8) Reflectsfully vested options.

(9) Thisaward will vest, subject to satisfaction of performance conditions, two-thirds on the fourth anniversary of the date of grant, which
was April 30, 2004. If the performance conditions are not satisfied on that date, it will be re-tested on the fifth anniversary of the date of
grant, and if the performance conditions are met, will vest 100%. If the performance conditions are not met on the fifth anniversary of
the date of grant, the options will be forfeited.

(10) Thisaward will vest in full on March 3, 2008.

(11) Thisaward will vest in full on February 28, 2008.

(12) Thisaward will vest in full on March 31, 2008.

(13) Thisaward will vestin full on March 31, 2009.

(14) Thirty-three percent of this award vested on October 31, 2006, and thirty-three percent vested on October 31, 2007. Thirty-three percent
of the award will vest on October 31, 2008.

(15) Thisaward will vest one-half on March 5, 2008, one-quarter on February 28, 2009 and one-quarter on February 28, 2010.

(16) Option awards shown for Mr. Dew and Ms. Burak were awarded prior to joining HUSI.
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Option Exercises and Stock Vested Table

Option Awards

Stock Awards

Number of Shares Value Realized
Acquired on on Exercise
Name Exercise (#) ® @

Number of Shares
Acquired on Vesting

# (2

Value Realized
on Vesting

® @

Paul J. Lawrence
President and
Chief Executive Officer

Sandra L. Derickson
Former President and
Chief Executive Officer

107,000 (3) $ 90,030

Gerard Mattia
Senior Executive

Vice President and
Chief Financial Officer

John J. McKenna
Former Senior Executive
Vice President and

Chief Financial Officer

Kevin Newman
Senior Executive Vice
President, Personal
Financial Services

David Dew

Senior Executive

Vice President and
Chief Operating Officer

Janet L. Burak
Senior Executive
Vice President and
Genera Counsel

483121 (4)

7537 (5)

15,796 (6)

12,018 (7)

$ 8,383,152

129,662

291,035

221,746

(1) Valuerealized on exercise or vesting uses the GBP fair market value on the date of exercise/release and the exchange rate from GBP to

U.S. dollars on the date of settlement.

(2) Includestherelease of additional awards accumulated over the vesting period.

(3) Includesthe exercise of stock options granted on November 13, 2000.

(4) Theamount shown for Ms. Derickson reflects equity awards received while an executive of HSBC Finance Corporation and prior to her
appointment as President and Chief Executive Officer of HUSI and includes the release of 141,420 shares granted on April 15, 2003 and
302,481 shares granted on May 25, 2005. The remaining shares reflect the release of additional awards accumulated over the vesting

period.
(5) Includestherelease of 7,537 shares granted on March 6, 2006.

(6) Includestherelease of 12,658 shares granted on April 15, 2002. Remaining shares are arelease of additional awards accumulated over the

vesting period.

(7) Includestherelease of 5,351 shares granted on November 20, 2002 and 6,667 shares granted on November 3, 2003.
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Pension Benefits

Number of Present Value Payments

Years Credited of Accumulated During Last
Name Plan Name (1) Service (#) Benefit ($) Fiscal Year ($)
Paul J. Lawrence (2) ISRBS 249 $ 2,347,686 $ -
President and
Chief Executive Officer
SandralL. Derickson RIP-Account Based 7.3 36,481 -
Former President and SRIP-Account Based 7.3 240,639 -
Chief Executive Officer
Gerard Mattia RIP-Account Based 2.3 13,691 -
Senior Executive
Vice President and
Chief Financia Officer
John J. McKenna (3) RIP-HSBC OId 21.2 300,994 -
Former Senior Executive ExcesssHSBC Old 21.2 76,356 -
Vice President and
Chief Financia Officer
Kevin Newman RIP-HSBC New 15.0 257,437 -
Senior Executive Vice BEP-HSBC New 15.0 334,574 -
President, Personal
Financial Services
David Dew (4) ISRBS 29.7 3,578,760 -
Senior Executive
Vice President and
Chief Operating Officer
Janet L. Burak RIP-Household New 15.8 304,453 -
Senior Executive SRIP-Household New 15.8 1,277,889 -

Vice President and
General Counsel

(1) Plan described under Savings and Pension Plans below.

(2) Valueof age 53 benefit. Participant is also eligible for an immediate early retirement benefit with a value of $3,120,916.

(3) Valueof age 65 benefit. At age 60, participant would be eligible for unreduced early retirement, and accrued benefit has a present value of
$459,891 (RIP) and $117,220 (Excess Plan).

(4) Vaueof age 53 benefit. Participant isalso eligible for an immediate early retirement benefit with avalue of $3,809,515.

Savings and Pension Plans

Retirement Income Plan (RIP)

The HSBC-North America (U.S.) Retirement Income Plan (“RIP”) is a non-contributory, defined benefit pension
plan for employees of HSBC North America and its U.S. subsidiaries who are at least 21 years of age with one year

of service and not part of a collective bargaining unit. Benefits are determined under a number of different formulas
that vary based on year of hire and employer.
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Supplemental Retirement Income Plan (SRIP)
HSBC Bank (HBUS) Supplemental Plans (Excess Plans)

Supplemental Retirement Income Plan (“SRIP") is anon-qualified retirement plan that is designed to provide
benefits that are precluded from being paid to legacy Household employees by the RIP due to legal constraints
applicableto all qualified plans. The HBUS Supplemental Benefit Plan and the Benefit Equalization Plan (the
“Excess Plans’) are designed to provide benefits that are precluded from being paid to legacy HBUS employees by
the defined benefit formula under the Retirement Income Plan (RIP) dueto legal constraints applicableto all
qualified plans. For example, the maximum amount of compensation during 2007 that can be used to determine a
qualified plan benefit is $225,000 and the maximum annua benefit commencing at age 65 in 2007 is $180,000.
SRIP and Excess Plan benefits are calculated without regard to these limits. The resulting benefit is then reduced by
the value of qualified benefits payable by RIP so that there is no duplication of payments. Benefitsare paid in a
lump sum for retired executives covered by a Household Old, Household New, or Account Based Formula, and in
the same manner as elected for the qualified plan for executives covered by aHBUS Old or New Plan Formula.

Formulas for Calculating Benefits

HBUS Old Plan Formula: Applies to executives who were participantsin the HBUS pension plan before
January 1, 1989. The normal retirement benefit is the sum of A and B below:

A. A benefit determined under the HBUS New Plan Formula, provided service for this purpose is limited to
30 years reduced by years of service used in B.

B. A benefit determined by multiplying (a) by (b) as described below:

(8  Thegross benefit prior to offset by an integration amount is equal to two percent of average salary
multiplied by the first 30 years of service. This gross benefit is then reduced by an integration
amount equal to 2/3 of one percent of Social Security multiplied by the first 30 years of service.
However, the integration amount cannot reduce the gross benefit by more than 50 percent.
Average salary, service, and Social Security for the gross benefit and integration amount are
determined as of December 31, 1988.

(b)  Thebenefit in (a) ismultiplied by afraction (but not less than one), the numerator of which is
average salary at date of retirement and the denominator is average salary on December 31, 1988.

For this purpose, salary includes base wages but excludes bonuses. The formula uses an average of salaries for the
60 highest consecutive months selected from the 120 consecutive months preceding date of retirement. Executives
who are at least age 60 with 30 or more years of service are eligible to retire with unreduced benefits. Executives
who are at least age 55 with 10 or more years of service may retire before age 65 in which case the benefit is
reduced 3/12 of one percent for the first 60 months and 5/12 of one percent for the next 60 months that payment
precedes age 65.

HBUS New Plan Formula: Applies to executives who were hired prior to January 1, 1997 by HBUS and became
participants in the pension plan after December 31, 1988. The normal retirement benefit at age 65 is the sum of

(i) 1.55 percent of average salary and (ii) 0.4 percent of average salary in excess of the integration amount. The
total of (i) and (ii) is then multiplied by the first 30 years of service. For this purpose, the integration amount is an
average of the Social Security taxable wage bases for the 35 year period ending with the year in which full benefits
are available; any such wage bases that have to be estimated are based on the current wage base for the year of
retirement. Salary includes base wages but excludes bonuses. The formula uses an average of salaries for the 60
highest consecutive months selected from the 120 consecutive months preceding date of retirement. Executives
who are at least age 60 with 30 or more years of service are eligible to retire with unreduced benefits. Executives
who are at least age 55 with 10 or more years of service may retire before age 65 in which case the benefit is
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reduced 3/12 of one percent for the first 60 months and 5/12 of one percent for the next 60 months that payment
precedes age 65.

Household Old Formula: Applies to executives who were hired prior to January 1, 1990 by Household
International. The benefit at age 65 is determined under whichever formula, A or B below, provides the higher
amount.

A. Thenormal retirement benefit at age 65 is the sum of (i) 51 percent of average salary that does not
exceed the integration amount and (ii) 57 percent of average salary in excess of the integration amount.
For this purpose, the integration amount is an average of the Social Security taxable wage bases for the
35 year period ending with the year of retirement. The benefit isreduced pro ratafor executives who
retire with less than 15 years of service. If an executive has more than 30 years of service, the benefit
percentages in the formula, (the 51 percent and 57 percent) are increased 1/24 of 1 percentage point for
each month of service in excess of 30 years, but not more than 5 percentage points. The benefit
percentages are reduced for retirement prior to age 65.

B. Thenormal retirement benefit at age 65 is determined under (@) below, limited to a maximum amount
determined in (b):

(@) 55 percent of average salary, reduced pro rata for less than 15 years of service, and increased 1/24
of 1 percentage point for each month in excess of 30 years, but not more than 5 percentage points;
the benefit percentage of 55 percent is reduced for retirement prior to age 65.

(b) The amount determined in (a) is reduced as needed so that when added to 50 percent of the primary
Social Security benefit, the total does not exceed 65 percent of the average salary. This maximum
isapplied for payments following the age at which full Social Security benefits are available.

Both formulas use an average of salaries for the 48 highest consecutive months selected from the 120 consecutive
months preceding date of retirement; for this purpose, salary includes total base wages and bonuses.

For executives who were participants on January 1, 1978, had attained age 35 and had at least 10 years of
employment, the minimum normal retirement benefit is 55 percent of final average salary. For this purpose, salary
does not include bonuses and the average is based on 60 consecutive months, rather than 48.

Executives who are at least age 50 with 15 years of service or at least age 55 with 10 years of service may retire
before age 65, in which case the benefits are reduced.

Household New Formula: Applies to executives who were hired after December 31, 1989, but prior to January 1,
2000, by Household International. The normal retirement benefit at age 65 isthe sum of (i) 51 percent of average
salary that does not exceed the integration amount and (ii) 57 percent of average salary in excess of the integration
amount. For this purpose, salariesinclude total base wages and bonuses and are averaged over the 48 highest
consecutive months selected from the 120 consecutive months preceding date of retirement. The integration amount
isan average of the Social Security taxable wage bases for the 35 year period ending with the year of retirement.
The benefit is reduced pro ratafor executives who retire with less than 30 years of service. If an executive has more
than 30 years of service, the percentages in the formula, (the 51 percent and 57 percent) are increased 1/24 of 1
percentage point for each month of service in excess of 30 years, but not more than 5 percentage points. Executives
who are at least age 55 with 10 or more years of service may retire before age 65 in which case the benefit
percentages (51 percent and 57 percent) are reduced.

197



Account Based Formula: Appliesto executives who were hired by Household International after December 31,
1999. It also applies to executives who were hired by HBUS after December 31, 1996 and became participantsin
the Retirement Income Plan on January 1, 2005, or were hired by HSBC after March 28, 2003. The formula
provides for a notional account that accumulates two percent of annual salary for each calendar year of employment.
For this purpose, salary includes total base wages and bonuses. At the end of each calendar year, interest is credited
on the notional account using the value of the account at the beginning of the year. Theinterest rate is based on the
lesser of average yields for 10-year and 30-year Treasury bonds during September of the preceding calendar year.
The notional account is payable at termination of employment for any reason after three years of service although
payment may be deferred to age 65.

Provisions Applicableto All U.S. Formulas: The amount of salary used to determine benefits is subject to an
annua maximum that varies by calendar year. The limit for 2007 is $225,000. The limit for years after 2007 will
increase from time-to-time as specified by IRS regulations. Benefits are payable as a life annuity, or for married
participants, areduced life annuity with 50 percent continued to a surviving spouse. Participants (with spousal
consent, if married) may choose from avariety of other optional forms of payment, which are all designed to be
equivalent in value if paid over an average lifetime. Retired executives covered by a Household Old, Household
New or Account Based Formula may elect alump sum form of payment (spousal consent is needed for married
executives).

HSBC International Staff Retirement Benefits Scheme

The HSBC International Staff Retirement Benefits Scheme (Jersey) (“1SRBS") is a defined benefit plan maintained
for certain international managers. Each member during his service must contribute five percent of his salary to the
plan but each member who has completed 20 years of service or who enters the senior management or general
management sections during his service shall contribute 6 2/3 percent of hissalary. In addition, a member may
make voluntary contributions, but the total of voluntary and mandatory contributions cannot exceed 15 percent of
his total compensation. Upon leaving service, the value of the member’s voluntary contribution fund, if any, shall
be commuted for aretirement benefit.

The annual pension payable at normal retirement is 1/480 of the member’ sfinal salary for each completed month in
the executive section, 1.25/480 of hisfinal salary for each completed month in the senior management section, and
1.50/480 of hisfinal salary for each completed month in the general management section. A member’s normal
retirement date is the first day of the month coincident with or next following his 53 birthday. Payments may be
deferred or suspended but not beyond age 75.

If amember leaves before normal retirement with at least 15 years of service, he will receive a pension which is
reduced by 0.25 percent for each complete month by which termination precedes normal retirement. If he
terminates with at least 5 years of service, he will receive an immediate lump sum equivalent of his reduced
pension.

Present Value of Accumulated Benefits

For the Account Based formula: The value of the notional account balances currently available on December 31,
2007.

For other formulas. The present value of the benefit payable at assumed retirement using interest and mortality
assumptions consistent with those used for financia reporting purposes under SFAS 87 with respect to the
company’s audited financial statements for the period ending December 31, 2007. However, no discount has been
assumed for separation prior to retirement due to death, disability or termination of employment. Further, the
amount of the benefit so valued is the portion of the benefit at assumed retirement that has accrued in proportion to
service earned on December 31, 2007.
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Deferred Compensation Plans

Tax Reduction Investment Plan HNAH maintains the HSBC-North America (U.S.) Tax Reduction Investment
Plan (“TRIP"), which is a deferred profit-sharing and savings plan for its eligible employees. With certain
exceptions, a U.S. employee who has been employed for 30 days and who is not part of a collective bargaining unit
may contribute into TRIP, on a pre-tax and after-tax basis, up to 40 percent (15 percent if highly compensated) of
the participant’s cash compensation (subject to a maximum annual pre-tax contribution by a participant of $15,500,
as adjusted for cost of living increases, and certain other limitations imposed by the Internal Revenue Code) and
invest such contributions in separate equity or income funds.

If the employee has been employed for at least one year, HUSI contributes three percent of compensation on behal f
of each participant who contributes one percent and matches any additional participant contributions up to four
percent of compensation. However, matching contributions will not exceed six percent of a participant’s
compensation if the participant contributes four percent or more of compensation. The plan provides for immediate
vesting of al contributions. With certain exceptions, a participant’s after-tax contributions which have not been
matched by us can be withdrawn at any time. Both our matching contributions made prior to 1999 and the
participant’ s after-tax contributions which have been matched may be withdrawn after five years of participation in
the plan. A participant’s pre-tax contributions and our matching contributions after 1998 may not be withdrawn
except for an immediate financia hardship, upon termination of employment, or after attaining age 59 1/2.
Participants may borrow from their TRIP accounts under certain circumstances.

Supplemental Tax Reduction Investment Plan HNAH also maintains the Supplemental Tax Reduction
Investment Plan (“STRIP"), which is an unfunded plan for eligible employees of HUSI and its participating
subsidiaries who are legacy Household employees and whose participation in TRIP is limited by the Internal
Revenue Code. Only matching contributions required to be made by us pursuant to the basic TRIP formula are
invested in STRIP through a credit to a bookkeeping account maintained by us which deems such contributionsto
be invested in equity or income funds selected by the participant.

Non-Qualified Deferred Compensation Plan HNAH maintains a Non-Qualified Deferred Compensation Plan for
the highly compensated employees in the organization, including executives of HUSI. The named executive
officers are eligible to contribute up to 80 percent of their salary and/or cash bonus compensation in any plan year.
Participants are required to make an irrevocable election with regard to an amount or percentage of compensation to
be deferred and the timing and manner of future payout. Two types of distributions are permitted under the plan,
either a scheduled in-service withdrawal which must be scheduled at least 2 years after the end of the plan year in
which the deferral is made, or payment upon termination of employment. For either the scheduled in-service
withdrawal or payment upon termination, the participant may elect either alump sum payment or if the participant
has made at least $25,000 of contributions and has over 10 years of service, he may request installment payments
over 10 years. Due to the unfunded nature of the plan, participant elections are deemed investments whose gains or
losses are calculated by reference to actual earnings of the investment choices. In order to provide the participants
with the maximum amount of protection under an unfunded plan, a Rabbi Trust has been established where the
participant contributions are segregated from the general assets of HUSI. The Investment Committee for the plan
endeavors to invest the contributions in a manner consistent with the participant’ s deemed elections reducing the
likelihood of an underfunded plan.
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Nonqualified Defined Contribution and Other Nonqualified Deferred Compensation Plans

Nonqualified Supplemental
Deferred Tax Reduction
Compensation Investment
Plan (1) Plan (2)
Executive HUSI Agoregate Aggregate
Contributionsin Contributionsin Aggregate Withdrawals/ Balance at
Name 2007 2007  Earningsin 2007 Distributions 12/31/2007
Paul J. Lawrence $ N/A $ N/A $ N/A $ N/A $ N/A
President and
Chief Executive Officer
SandralL. Derickson 14,942 2,075 60,202 - 2,660,290
Former President and
Chief Executive Officer
Gerard Mattia 36,000 - 3,373 - 76,179
Senior Executive
Vice President and
Chief Financial Officer
John J. McKenna N/A N/A N/A N/A N/A
Former Senior Executive
Vice President and
Chief Financia Officer
Kevin Newman 1,566,900 N/A 133,022 - 2,803,094
Senior Executive Vice
President, Personal
Financial Services
David Dew N/A N/A N/A N/A N/A
Senior Executive
Vice President and
Chief Operating Officer
Janet L. Burak 59,901 35,301 9,161 - 774,019
Senior Executive
Vice President and
General Counsel

(1) TheNonqualified Deferred Compensation Plan is described under Savings and Pension Plans on page 199.

(2)  The Supplemental Tax Reduction Investment Plan (STRIP) is described under Savings and Pension Plans on page 199. Company
contributions are invested in STRIP through a credit to a bookkeeping account, which deems such contributions to be invested in equity or
income mutual funds selected by the participant. For this purpose, compensation includes amounts that would be compensation but for the
fact they were deferred under the terms of the HSBC North America Non-Qualified Deferred Compensation Plan. Distributions are made
in alump sum upon termination of employment. These figures are also included in the “ Change in Pension Value and Nonqualified
Deferred Compensation Earnings’ column of the Summary Compensation Table on page 190.
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Potential Payments Upon Termination Or Change-1n-Control

The following tables describe the payments that HUSI would be required to make as of December 31, 2007 to

Mr. Lawrence, Mr. McKenna, Mr. Mattia, Mr. Newman, Mr. Dew and Ms. Burak as aresult of their termination,

retirement, disability or death or a change in control of the company as of that date. The specific circumstances that
would trigger such payments are identified in the tables. The amounts and terms of such payments are defined by

HSBC’s employment and severance policies, and the particular terms of any equity-based awards.

Paul J. Lawrence

Voluntary

Executive Benefits Involuntary Not for Good Changein
and Payments Voluntary Normal for Cause For Cause Reason Control
Upon Termination Termination Disability Retirement Termination Termination Termination Death Termination
Cash Compensation
Base Salary - - - -
Short Term Incentive - - - $1,555,243 (1)
Long Term Incentive
Performance Shares - $926,999 (2) $926,999 (2) 926,999 (2) - $926,999 (2) $1,220,118 (3) $926,999 (2)
Stock Options: Unvested

and Accelerated
Restricted Stock: Unvested

and Accelerated - 216,273 (4) 216,273 (4) 216,273 (4) - 216,273 (4) 820,634 (5) 216,273 (4)

(1) Assumesatermination date of December 31, 2007, and represents the 2007 bonus awarded but not paid until 2008.
(2) Assumes performance conditions have been met. This amount represents accelerated vesting of a pro-rata portion of the outstanding

restricted shares assuming a termination date of December 31, 2007, and are calculated using the closing price of HSBC ordinary shares

and exchange rate on December 31, 2007.

(3) Performance conditions would be waived. Thisamount represents afull vesting of the outstanding restricted shares assuming a
termination date of December 31, 2007, and are calculated using the closing price of HSBC ordinary shares and exchange rate on
December 31, 2007.

(4) Thisamount represents accelerated vesting of a pro-rata portion of the outstanding restricted shares assuming a termination date of
December 31, 2007, and are calculated using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

(5) Thisamount represents afull vesting of the outstanding restricted shares assuming a termination date of December 31, 2007, and are
calculated using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

John J. McKenna

Executive Benefits Involuntary Voluntary for Changein
and Payments Voluntary Normal  Not for Cause For Cause  Good Reason Control
Upon Termination Termination Disability Retirement Termination Termination Termination Death Termination
Cash Compensation

Base Salary - - - $275,668 (1) -

Short Term Incentive - - - 162,726 (1) -

Long Term Incentive

Performance Shares - $169,451 (2) $169,451 (2) 169,451 (2) - $169,451 (2) $169,451 (3) $169,451
Restricted Stock: Unvested
and Accelerated - 458572 (4) 458572 (4) 496,869 (4) - 496,869 (4) 946,915 (3) 496,869

(1) Under the terms of the HSBC Severance Policy, Mr. McKennawould receive 42 weeks of his current salary upon separation from the
company and a pro-rata amount of his earned bonus. The figures above represent the bonus payment earned in 2007 assuming a
termination date of December 31, 2007.

(2) Thefigures above represent accelerated vesting of 100 percent of the outstanding Performance Shares assuming “good leaver” statusis
granted by REMCO, atermination date of December 31, 2007 and that the performance test has been passed using the month end prior to
exit date as the performance period. The amount has been calculated using the closing price of HSBC ordinary shares and exchange rate
on December 31, 2007. If the performance test is not passed, 100 percent of the award remains outstanding and the performance condition
isre-tested on the third, fourth and fifth anniversary of the award date. If the performance condition is not passed by the fifth anniversary,

the shares are forfeited.

(3) Thefiguresabove represent afull vest of the outstanding shares assuming a termination date of December 31, 2007, and are cal culated

using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

(4) Thefiguresrepresent a pro-rata portion of the outstanding restricted share awards based on the number of months elapsed between the date
of grant and date of termination assuming a termination date of December 31, 2007, and are calculated using the closing price of HSBC

ordinary shares and exchange rate on December 31, 2007.
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Gerard Mattia

Involuntary

Executive Benefits Not for Voluntary for Changein
and Payments Voluntary Normal Cause For Cause  Good Reason Control
Upon Termination Termination Disability Retirement Termination Termination Termination Death Termination
Cash Compensation
Base Sdlary $127,500 (1)
Short Term Incentive 910,000 (1)
Long Term Incentive
Restricted Stock: Unvested

and Accelerated - $251,964 (2) $251,964 (2) 251,964 (2) - $251,964 (2) $533,377_(3) $251,964 (2)

(1) Under the terms of the HSBC Severance Policy, Mr. Mattiawould receive 26 weeks of his current salary upon separation from the
company and a pro-rata amount of his earned bonus. The Short Term Incentive amount represents the bonus payment earned in 2007

assuming a termination date of December 31, 2007.

(2) Thefigures represent a pro-rata portion of the outstanding restricted share awards based on the number of months elapsed between the date
of grant and date of termination assuming a termination date of December 31, 2007, and are cal culated using the closing price of HSBC

ordinary shares and exchange rate on December 31, 2007.
(3) Thefiguresabove represent afull vest of the outstanding restricted shares assuming a termination date of December 31, 2007, and are

calculated using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

Kevin Newman

Executive Benefits Involuntary Voluntary for Changein
and Payments Voluntary Normal Not for Cause For Cause  Good Reason Control
Upon Termination Termination Disability Retirement Termination Termination Termination Death Termination
Cash Compensation
Base Salary - - - $ 280,000 (1) - -
Short Term Incentive - - - 1,000,000 (1) - -
Long Term Incentive
Performance Shares - $ 312994 (2 $ 312994 (2 312,994 (2) - $ 312994 (2) $ 31299 (3) $ 3129% (2
Restricted Stock: Unvested

and Accelerated - 1,238,833 (4) 1,238,833 (4) 1,238,833 (4) - 1,238,833 (4) 2,110,663 (3) 1,238,833 (4)
(1) Under the terms of the HSBC Severance Policy, Mr. Newman would receive 28 weeks of his current salary upon separation from the

@

®
4

company. The Short Term Incentive amount is based on an assumed termination date of December 31, 2007, and represents the 2007
bonus awarded but not paid until 2008.

The figures above represent accelerated vesting of 100 percent of the outstanding Performance Shares assuming “good leaver” statusis
granted by REMCO, atermination date of December 31, 2007 and that the performance test has been passed using the month end prior to
exit date as the performance period. The amount has been calculated using the closing price of HSBC ordinary shares and exchange rate
on December 31, 2007. If the performance test is not passed, 100 percent of the award remains outstanding and the performance condition
isre-tested on the third, fourth and fifth anniversary of the award date. If the performance condition is not passed by the fifth anniversary,
the shares are forfeited.

Thefigures above represent afull vest of the outstanding shares assuming a termination date of December 31, 2007, and are cal culated
using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

The figures represent a pro-rata portion of the outstanding restricted share awards based on the number of months elapsed between the date
of grant and date of termination assuming a termination date of December 31, 2007, and are cal culated using the closing price of HSBC
ordinary shares and exchange rate on December 31, 2007.

202



David Dew

Executive Benefits Involuntary Voluntary for Changein
and Payments Voluntary Normal Not for Cause For Cause  Good Reason Control
Upon Termination Termination Disability Retirement Termination Termination Termination Death Termination
Cash Compensation

Base Sdlary - - - - - -

Short Term Incentive - - - $550,000 (1) - -

Long Term Incentive

Performance Shares - $423892 (2) $423892 (2) 423892 (2) - $423,892 (2) $567,285 (3) $423,892 (2)
Restricted Stock: Unvested
and Accelerated - 23,888 (4) 23888 (4 23888 (4 - 23,888 (4 95,552 (3) 23888 (4)

@
@

©)
4

The Short Term Incentive amount is based on an assumed termination date of December 31, 2007, and represents the 2007 bonus awarded
but not paid until 2008.

The figures above represent accelerated vesting of 100 percent of the outstanding Performance Shares assuming “good leaver” statusis
granted by REMCO, atermination date of December 31, 2007 and that the performance test has been passed using the month end prior to
exit date as the performance period. The amount has been calculated using the closing price of HSBC ordinary shares and exchange rate
on December 31, 2007. If the performance test is not passed, 100 percent of the award remains outstanding and the performance condition
isre-tested on the third, fourth and fifth anniversary of the award date. If the performance condition is not passed by the fifth anniversary,
the shares are forfeited.

The figures above represent afull vest of the outstanding shares assuming atermination date of December 31, 2007, and are cal cul ated
using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

The figures represent a pro-rata portion of the outstanding restricted share awards based on the number of months elapsed between the date
of grant and date of termination assuming a termination date of December 31, 2007, and are cal culated using the closing price of HSBC
ordinary shares and exchange rate on December 31, 2007.

Janet L. Burak
Executive Benefits Involuntary Not Voluntary Changein
and Payments Voluntary Normal for Cause For Cause for Control
Upon Termination Termination Disability Retirement Termination Termination Good Reason Death Termination
Termination
Cash Compensation
Base Salary - - - $275000 (1) -
Short Term Incentive - - - 800,000 (1) -
Long Term Incentive
Performance Shares - $334223  (2) $334,223 (2) 334223 (2) - $334,223 (2) $ 334223 (3) $334223 ()
Restricted Stock: Unvested
and Accelerated - 968,983  (4) 968,983 (4) 968,983 (4) - 968,983  (4) 1,602,378 (5) 968,983 (4)
(1) Under the terms of the HSBC Severance Policy, Ms. Burak would receive 26 weeks of her current salary upon separation from HUSI and a

@

®

4

®)

pro-rata amount of her bonus. The figure above represents the bonus payment earned in 2007 assuming a termination date of

December 31, 2007.

The figures above represent a full vest of the Performance Shares, assuming “good leaver” statusis granted by REMCO, atermination date
of December 31, 2007, and 100 percent of the performance condition being met on the fourth anniversary of the date of grant. If the
performance condition is not passed on the fourth anniversary, the award is subject to are-test provision on the fifth anniversary of the
date of grant. If the performance condition is not passed on the fifth anniversary, the award is forfeited. The amount is calculated using
the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

Performance conditions would be waived. The figure above represents afull vest of the Performance Shares that would vest three years
from the date of grant assuming a termination date of December 31, 2007, and is calculated using the closing price of HSBC ordinary
shares and exchange rate on December 31, 2007.

The figures above represent a pro-rata portion of the outstanding restricted share awards based on the number of months elapsed between
date of grant and date of termination, assuming atermination date of December 31, 2007 and assuming “good leaver” statusis granted by
REMCO. Thefigures are calculated using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.

The figure above represents afull vest of the outstanding shares assuming a termination date of December 31, 2007, and is cal culated
using the closing price of HSBC ordinary shares and exchange rate on December 31, 2007.
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The following table and narrative text discusses the compensation awarded to, earned by or paid to our Directorsin

2007.

Director Compensation

Changein

Pension Value

Fees And

Earned or Non-Equity Nonqualified

Paid in Stock Option Incentive Plan Deferred All Other
Cash Awards Awards Compensation Compensation Compensation Total
Name ®)@) ® @ ®E ($) (4) Earnings($) (5) ® (6 ®
Savatore H. Alfiero $105,000 - - - $237,500 - $342,500
Donald K. Boswell 85,000 - - - - $4,000 89,000
James H. Cleave 85,000 - - - - - 85,000
Frances D. Fergusson 90,000 - - - 269,309 - 359,309
Michael F. Geoghegan - - - - - - -
Stuart T. Gulliver - - - - - - -
Richard A. Jalkut 120,000 - - - 250,000 - 370,000
Peter Kimmelman 85,000 - - - - - 85,000
Paul J. Lawrence - - - - - - -
Charles G. Meyer, Jr. 90,000 - - - - - 90,000
James L. Morice 85,000 - - - - - 85,000
(1) TheDirectors fee schedule was revised effective January 1, 2007 (in response to the Nominating & Governance Committee's

@

®
4

®

(6)

recommendation that the compensation structure be reevaluated). In 2007, the non-management Directors of HUSI received an annual
cash retainer of $75,000 for their services on the boards of HUSI and HBUS (with the exception of Mr. Jalkut, who as Lead Director and
Chair of the Executive Committee, received aretainer of $100,000). In addition to the Board retainer, Mr. Cleave, Mr. Jalkut and

Mr. Kimmelman each received an additional $10,000 for their membership in the Audit Committee, Mr. Alfiero received an additional
$25,000 as Chair of the Audit Committee, Mr. Meyer received an additional $10,000 as Chair of the Fiduciary Committee, Dr. Fergusson
received an additional $10,000 as Chair of the Human Resources & Compensation Committee, Mr. Jalkut received an additional $10,000
as Chair of the Nominating & Governance Committee. In addition, Dr. Fergusson, Mr. Alfiero and Mr. Meyer received an additional
$5,000 each for membership on the Nominating & Governance Committee, and Mr. Boswell and Mr. Morice each received an additional
$10,000 for membership on the Fiduciary and Human Resources & Compensation Committees. Other than as stated above, HUSI does not
pay additional compensation for committee membership, or meeting attendance fees to its Directors. Directors who are employees of HUSI
or any of its affiliates do not receive any additional compensation related to their Board service. Non-management Directors elected prior
t0 1999 may elect to participate in the HUSI/HBUS Plan for Deferral of Directors' Fees. Under this plan, they may elect to defer receipt of
al or apart of their retainer. The deferred retainers accrue interest on a quarterly basis at the one to two year Employee Extra CD ratein
effect on the first business day of each quarter. Upon retirement from the Board, the deferrals plusinterest are paid to the Director either in
alump sum or in quarterly or annual installments over a one, five or ten year period. No Director elected to defer receipt of their retainer
for 2007.

HUSI does not grant stock awards to its non-management directors nor do any portions of employee directors' stock awards reflect
services related to their Board positions.

HUSI does not grant stock option awards to its non-management directors.

HUSI does not award non-equity incentive plan compensation to its non-management directors nor does any portion of the employee
directors' non-equity incentive plan compensation reflect compensation for services related to their Board positions.

The HUSI Directors' Retirement Plan covers non-management directors elected prior to 1998 and excludes those serving as directors at the
request of HSBC. Eligible directorswith at least five years of service will receive quarterly retirement benefit payments commencing at
the later of age 65 or retirement from the Board, and continuing for ten years. The annual amount of the retirement benefit is a percent of
the annual retainer in effect at the time of the last Board meeting the director attended. The percentage is 50 percent after five years of
service and increases by five percent for each additional year of service to 100 percent upon completion of 15 years of service. If a
director who has at least five years of service dies before the retirement benefit has commenced, the director’ s beneficiary will receive a
death benefit calculated asif the director had retired on the date of death. If aretired director dies before receiving retirement benefit
payments for the ten year period, the balance of the paymentswill be continued to the director’s beneficiary. The plan is unfunded and
payment will be made out of the general funds of HUSI or HBUS.

Mr. Boswell also serves on the Western Region Board for which he received $4,000 during 2007. Non-management directors are offered,
on terms that are not more favorable than those available to the general public, a MasterCard/Visa credit card issued by one of our
subsidiaries with a credit limit of $15,000. HUSI guarantees the repayment of amounts charged on each card. Under HUSI's Matching
Gift Program, HUSI matches charitable gifts to qualified organizations (subject to a maximum of $10,000 per year), with adouble match
for the first $500 donated to higher education institutions (both public and private) and eligible non-profit organizations which promote
neighborhood revitalization or economic development for low and moderate income populations. Each current independent Director may
ask us to contribute up to $10,000 annually to charities of the Director’s choice which qualify under our philanthropic program.
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Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Security Ownership of Certain Beneficial Owners

HSBC USA Inc.’s common stock is 100 percent owned by HSBC North Americalnc. (“HNAI"). HNAI isan

indirect wholly owned subsidiary of HSBC.

Security Ownership by Management

The following table lists the beneficial ownership, as of January 31, 2008, of HSBC ordinary shares or interestsin
HSBC ordinary shares and HSBC's American Depositary Shares, Series A, by each director and the executive
officers named in the Summary Compensation Table on page 190, individually, and the directors and executive
officersasagroup. Each of the individualslisted below and all directors and executive officers as a group own less
than one percent of the HSBC ordinary shares. No director or executive officer of HUSI owned any of HUSI's
outstanding series of preferred stock at January 31, 2008.

Number of HSBC Ordinary HSBC HSBC
HSBC Shares That Restricted Holdingsplc
Ordinary  May BeAcquired Shares Number of American
Shares Within 60 Days Released HSBC Ordinary Total HSBC Depositary
Benéeficially By Exer cise of Within 60 Share Ordinary Shares,
Owned (1) (2) Options (3) Days (4) Equivalents (5) Shares SeriesA (6)
Directors
Salvatore H. Alfiero 309,000 - - - 309,000 450,000
Donald K. Boswell 220 - - - 220 -
James H. Cleave 227,080 - - - 227,080 -
Dr. Frances D. Fergusson 100 - - - 100 -
Michael F. Geoghegan 386,946 - 1,135,652 - 1,522,598 -
Stuart T. Gulliver 2,022,961 - 1,168,396 - 3,191,357 -
Paul J. Lawrence 200 - - - 200 -
Richard A. Jalkut 250 - - - 250 -
Peter Kimmelman 5,540 - - - 5,540 -
Charles G. Meyer, Jr. 170 - - - 170 -
James L. Morice 1,500 - - - 1,500 -
Named Executive Officers
Paul J. Lawrence 200 - - - 200 -
Sandra L. Derickson 44,895 605,250 - 27,079 677,224 -
Gerard Mattia 4,990 - 19,288 - 24,278 -
John J. McKenna 3,000 - - 1,550 4,550 -
Janet L. Burak 21,667 80,250 35,654 234 137,805 -
David Dew 15,429 24,500 - - 39,929 -
Kevin Newman - - 55,652 - 55,652 -
All directorsand executive
officersasagroup 3,077,739 732,500 2,480,955 29,481 6,320,675 450,000

(1) Directorsand executive officers have sole voting and investment power over the shares listed above, except as follows.
The number of ordinary shares held by spouses, children and charitable or family foundations for which a director or executive officer
does not have voting and investment power and beneficial ownership of which isdenied isasfollows: Mr. Kimmelman, 1,822; and
directors and executive officers as agroup, 1,822.

(2) Some of the sharesincluded in the table above were held in American Depositary Shares, each of which represents five HSBC ordinary

shares.

(3) Representsthe number of ordinary shares that may be acquired by HUSI’ s directors and executive officers through April 1, 2008 pursuant
to the exercise of stock options.
(4) Representsthe number of ordinary shares that may be acquired by HUSI’ s directors and executive officers through April 1, 2008 pursuant
to the satisfaction of certain conditions.
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(5) Representsthe number of ordinary share equivalents owned by executive officers under HSBC-North America (U.S.) Tax Reduction
Investment Plan and HSBC-North America Employee Non-Qualified Deferred Compensation Plan. Some of the sharesincluded in the
table above were held in American Depositary Shares, each of which represents five HSBC ordinary shares.

(6) Each depositary share represents one-fortieth of a share of HSBC's 6.20% Non-Cumulative Dollar Preference Shares, Series A.

Item 13. Certain Relationships and Related Transactions, and Director | ndependence

Transactions with Related Persons

During the fiscal year ended December 31, 2007, HUSI was not a participant in any transaction, and thereis
currently no proposed transaction, in which the amount involved exceeded or will exceed $120,000, and in which a
director or an executive officer, or amember of the immediate family of adirector or an executive officer, had or
will have adirect or indirect material interest, other than the agreement with Ms. Derickson described in Item 11.
Executive Compensation - Compensation Discussion and Analysis - Compensation of Officers Reported in the
Summary Compensation Table. During 2007, HBUS provided loans to certain directors and executive officers of
HUSI and its subsidiaries in the ordinary course of business. Such loans were provided on substantially the same
terms, including interest rates and collateral, as those prevailing at the time for comparable loans with persons not
related to HUSI and do not involve more than the normal risk of collectibility or present other unfavorable features.

HUSI maintains awritten Policy for the Review, Approval or Ratification of Transactions with Related Persons,
which provides that any “ Transaction with a Related Person” must be reviewed and approved or ratified in
accordance with specified procedures. The term “ Transaction with a Related Person” includes any transaction,
arrangement or relationship, or series of similar transactions, arrangements or relationships, in which (1) the
aggregate dollar amount involved will or may be expected to exceed $120,000 in any calendar year, (2) HUSI or
any of its subsidiariesis, or is proposed to be, a participant, and (3) adirector or an executive officer, or amember
of theimmediate family of adirector or an executive officer, has or will have adirect or indirect material interest
(other than solely as aresult of being adirector or aless than 10 percent beneficial owner of another entity). The
following are specifically excluded from the definition of Transaction with a Related Person:

e compensation paid to directors and executive officers reportable under rules and regulations promulgated by the
Securities and Exchange Commission;

e transactions with other companies if the only relationship of the director, executive officer or family member to
the other company is as an employee (other than an executive officer), director or beneficial owner of less than
10 percent of such other company’s equity securities;

e charitable contributions, grants or endowments by HUSI or any of its subsidiaries to charitable organizations,
foundations or universitiesif the only relationship of the director, executive officer or family member to the
organization, foundation or university is as an employee (other than an executive officer) or adirector;

e transactions where the interest of the director, executive officer or family member arises solely from the
ownership of HUSI’ s equity securities and all holders of such securities received or will receive the same
benefit on a pro rata basis;

e transactions where the rates or charges involved are determined by competitive bids;

e |loans made in the ordinary course of business on substantially the same terms (including interest rates and
collateral requirements) as those prevailing at the time for comparable loans with persons not related to HUSI
or any of its subsidiaries that do not involve more that the normal risk for collectibility or present other
unfavorable features; and

e transactionsinvolving services as a bank depositary of funds, transfer agent, registrar, trustee under a trust
indenture or similar services.

206



The policy requires each director and executive officer to notify the Office of the General Counsel in writing of any
Transaction with a Related Person in which the director, executive officer or an immediate family member has or
will have an interest and to provide specified details of the transaction. The Office of the General Counsel, through
the Corporate Secretary, will deliver acopy of the notice to the Chair of the Nominating & Governance Committee
of the Board of Directors. The Nominating & Governance Committee will review the material facts of each
proposed Transaction with a Related Person at each regularly scheduled committee meeting and approve, ratify or
disapprove the transaction.

The vote of amagjority of disinterested members of the Nominating & Governance Committee is required for the
approval or ratification of any Transaction with a Related Person. The Nominating & Governance Committee may
approve or ratify a Transaction with a Related Person if the committee determines, in its business judgment, based
on the review of all available information, that the transaction is fair and reasonable to, and consistent with the best
interests of, HUSI and its subsidiaries. In making this determination, the Nominating & Governance Committee
will consider, among other things, (i) the business purpose of the transaction, (i) whether the transaction is entered
into on an arms-length basis and on terms no less favorabl e than terms generally available to an unaffiliated third-
party under the same or similar circumstances, (iii) whether the interest of the director, executive officer or family
member in the transaction is material and (iv) whether the transaction would violate any provision of the HSBC
North America Holdings Inc. Statement of Business Principles and Code of Ethics, the HSBC USA Inc. Code of
Ethicsfor Senior Financial Officers or the HSBC USA Inc. Corporate Governance Standards, as applicable.

In any case where the Nominating & Governance Committee determines not to approve or ratify a Transaction with
a Related Person, the matter will be referred to the Office of the General Counsel for review and consultation
regarding the appropriate disposition of such transaction including, but not limited to, termination of the transaction,
rescission of the transaction or modification of the transaction in a manner that would permit it to be ratified and
approved.

Director I ndependence

The HSBC USA Inc. Corporate Governance Standards, together with the charters of the committees of the Board of
Directors, provide the framework for HUSI' s corporate governance. Director independence is defined in HUSI's
Corporate Governance Standards, which are based upon the rules of the New Y ork Stock Exchange. The Corporate
Governance Standards are incorporated by reference to Exhibit 99(i) of this Form 10-K and are available upon
written request made to HSBC USA Inc., 452 Fifth Avenue, New Y ork, New Y ork 10018, Attention: Corporate
Secretary.

According to HUSI' s Corporate Governance Standards, a mgjority of the members of the Board of Directors must
be independent. The composition requirement for each committee of the Board of Directorsis as follows:

Committee Independence/ Member Reguirements
Audit Committee Chair and all voting members

Fiduciary Committee Chair and all voting members

Human Resources & Compensation Committee Chair and amajority of members
Nominating & Governance Committee Chair and all voting members

Executive Committee Chair and all voting members, other than

the Chief Executive Officer

Messrs. Alfiero, Boswell, Cleave, Jalkut, Kimmelman, Meyer and Morice and Dr. Fergusson are considered to be
independent directors. Mr. Geoghegan currently serves as Group Chief Executive Officer; Mr. Lawrence currently
serves as President and Chief Executive Officer of HUSI and HBUS; and Mr. Gulliver currently servesas HSBC
Managing Director and Head of Global Banking and Markets. Because of the positions held by

Messrs. Geoghegan, Lawrence and Gulliver, they are not considered to be independent directors.
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During a portion of 2007, Sandra L. Derickson and Siddharth N. (Bobby) Mehta served as directors of HUSI and
HBUS. Ms. Derickson also served as President and Chief Executive Officer of HUSI and HBUS for part of 2007
and Mr. Mehta served as Chief Executive Officer of HSBC Finance Corporation, another principal subsidiary of
HNAH, for part of 2007. Because of the positions held by Ms. Derickson and Mr. Mehta, they were not considered

to be independent directors.

See Item 10. Directors, Executive Officers and Corporate Gover nance — Cor porate Governance for more

information about HUSI’ s Board of Directors and its committees.

Item 14. Principal Accounting Feesand Services

Fees hilled to HUSI by its auditing firm, KPMG LLP, were asfollows.

Year Ended December 31 2007

2006

(in thousands)
Audit fees:
Auditing of financial statements, quarterly reviews, statutory audits, preparation of comfort
letters, consents and review of registration SLAEMENES ........cccovrerveeeeierrirseeese s sesnsens $ 5981

Audit related fees:
Employee benefit plan audits, due diligence assistance, internal control review assistance,
and certain atestation SEIVICES ........coiucriiiirice e 769

Tax fees:
Tax related research, general tax services in connection with transactions and legislation,
and assistance with preparation of certain required filiNgS ... 22

TOtA KPMG LLPFEES ...t $ 6,772

Audit Committee Pre-approval Palicies and Procedures

$ 5522

467

It is the practice of the Audit Committee of HUSI’ s Board of Directors to approve the annual audit fees, including
those covering audit services beyond HUSI' s financia statements, before any audit procedures are undertaken.

Prior to 2003, management had the implicit pre-approval of the Audit Committee to engage KPMG LLP, or any
other professional service firm, to perform tax and other services. Any such services provided by KPMG LLP were
reported to the Audit Committee after the fact. Beginning in 2003, the Audit Committee assumed responsibility for
pre-approving all auditing services and permitted non-auditing services, including the related fees and terms thereof.
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PART IV

Item 15. Exhibitsand Financial Statement Schedules and Reports on Form 8-K

(@)

(b)

@

@)
©)

Financial Statements
HSBC USA Inc.:
Consolidated Balance Sheet
Consolidated Statement of Income
Consolidated Statement of Changes in Shareholders' Equity
Consolidated Statement of Cash Flows
HSBC Bank USA, National Association:
Consolidated Balance Sheet
Notesto Financia Statements

Not applicable
Not applicable

Exhibits

3 (i) Articles of Incorporation and amendments and supplements thereto (incorporated by
reference to Exhibit 3(a) to HUSI'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 3 to HUSI'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 HUSI' s Current Report on Form 8-K dated March 30, 2005, filed with the
Securities and Exchange Commission on April 4, 2005, Exhibit 3.2 to HUSI' 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 3.1 to HUSI' s Current Report on Form 8-K dated May 16,
20086, filed with the Securities and Exchange Commission on May 22, 2006).

3 (i) By-Laws (incorporated by reference to Exhibit 3(ii) to HUSI’s Annual Report on Form 10-K
for the year ended December 31, 2006, filed with the Securities and Exchange Commission
on March 5, 2007).

4 (i) Senior Indenture, dated as of October 24, 1996, by and between HUSI and Bankers Trust
Company, as trustee, as amended and supplemented (incorporated by reference to Exhibits
4.1 and 4.2 to Post-Effective Amendment No. 1 to HUSI’ s registration statement on Form
S-3, Registration No. 333-42421, filed with the Securities and Exchange Commission on
April 3, 2002, Exhibit 4.1 to HUSI' s Current Report on Form 8-K dated November 21, 2005
and filed with the Securities and Exchange Commission on November 28, 2005).

4 (ii) Subordinated Indenture, dated as of October 24, 1996, by and between HUSI and Bankers
Trust Company, as trustee, as amended and supplemented (incorporated by reference to
Exhibits 4.3, 4.4, 4.5 and 4.6 to Post-Effective Amendment No. 1 to HUSI’ s registration
statement on Form S-3, Registration No. 333-42421, filed with the Securities and Exchange
Commission on April 3, 2002).

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

14 Code of Ethicsfor Senior Financial Officers (incorporated by reference to Exhibit 14 to

HUSI's Annual Report on Form 10-K for the year ended December 31, 2006, filed with the
Securities and Exchange Commission on March 5, 2007).
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(b)

Exhibits (continued)

18

21
23

311

31.2

32

99 (i)

Letter from Independent Accountant Regarding Change in Accounting Principles
(incorporated by reference to Exhibit 18 to HUSI' s Quarterly Report on Form 10-Q for the
quarter ended September 30, 2006 filed with the Securities and Exchange Commission on
November 13, 2006).

Subsidiaries of HSBC USA Inc.

Consent of Independent Registered Public Accounting Firm.

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

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

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

HSBC USA Inc. Corporate Governance Standards.
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) 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

/9 Janet L. Burak

Janet L. Burak
Senior Executive Vice President & Genera Counsel

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed on March 3,
2008 by the following persons on behalf of the registrant and in the capacities indicated:

/9 Gerard Mattia Michael F. Geoghegan*

Gerard Mattia Chairman of the Board

Senior Executive Vice President and Paul J. Lawrence*

Chief Financial Officer Director, President and Chief Executive Officer
(Principal Financial Officer) Salvatore H. Alfiero* Director

Donald K. Boswell* Director
James H. Cleave* Director
Frances D. Fergusson* Director
Stewart T. Gulliver * Director

/9 Joseph R. Simpson Richard A. Jalkut* Director
Joseph R. Simpson Peter Kimmelman* Director
Chief Accounting Officer Charles G. Meyer, Jr.* Director
(Principal Accounting Officer) James L. Morice* Director

* /9 Janet L. Burak

Janet L. Burak
Attorney-in-fact
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Exhibit 12

HSBC USA Inc.
Computation of Ratio of Earningsto Fixed Chargesand
Earningsto Combined Fixed Chargesand Preferred Stock Dividends
(in millions, except ratios)

Year Ended December 31 2007 2006 2005 2004 2003

Ratios excluding interest on deposits:

NELINCOME ..ot $ 138 $ 1,036 $ 976 $ 1258 $ 941
Income tax expense (0] 530 566 718 570
Less: Undistributed equity €arnings .........ccccovreeeenereneneenas - 34 73 21 6
Fixed charges:
Interest on:
Borrowed funds .........ccceerrnncccnieeenees 357 300 270 132 91
Long-term debt 1,443 1,457 1,025 380 206
One third of rents, net of income from subleases ......... 29 25 19 19 17
Total fixed charges, excluding interest on deposits ............ 1,829 1,782 1,314 531 314
Earnings before taxes and fixed charges,
net of undistributed equity arnings ........cccooveeeevrereenn. $ 1,966 $ 3314 $ 2,783 $ 2486 $ 1819
Ratio of earningsto fixed charges ............ccovcvoicccirinnnene. 1.07 1.86 212 4.68 5.79
Total preferred stock dividend factor (1) ........cocoeevevveuenenes $ 99 $ 133 $ 71 $ 36 $ 36
Fixed charges, including the preferred stock
(o [RY7 K (< 3T I =" o) ST $ 1928 $ 1915 $ 1,385 $ 567 $ 350
Ratio of earnings to combined fixed charges and
preferred stock dividends ........c.covvvrecrecenieeerrnreee 1.02 1.73 2.01 4.38 5.20
Ratios including interest on deposits:
Total fixed charges, excluding interest on deposits ............ $ 1,829 $ 1782 $ 1314 $ 531 $ 314
Add: Interest 0N dePOSItS .....cveveervreereeeeriresreeereseseeeeeeens 3,840 3,113 1,771 825 666
Total fixed charges, including interest on deposits ............. $ 5,669 $ 4,895 $ 3,085 $ 1356 $ 980
Earnings before taxes and fixed charges,
net of undistributed equity €arnings ..........ccceeeerrrerenenen. $ 1,966 $ 3314 $ 2,783 $ 2486 $ 1,819
Add: Interest on deposits 3,840 3,113 1,771 825 666
TOA et $ 5,806 $ 6427 $ 4554 $ 3311 $ 2485
Ratio of earnings to fixed charges ............cccovenicecrerceninene. 1.02 131 1.48 244 2.54
Fixed charges, including the preferred stock
(o [RY7 K (< 0T I =" o) ST $ 1928 $ 1915 $ 1,385 $ 567 $ 350
Add: Interest 0N dePOSItS .....c.cueerireririeeiereririe e 3,840 3,113 1,771 825 666
Fixed charges, including the preferred stock
dividend factor and interest on deposits ........ccocveevevrerenene $ 5768 $ 5,028 $ 3156 $ 1392 $ 1,016
Ratio of earnings to combined fixed charges and
preferred stock dividends ........c.cvvvrerececnieecnnnneee 1.01 1.28 1.44 2.38 245

(1) Preferred stock dividends grossed up to their pretax equivalents.
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Subsidiaries of HSBC USA Inc.

U.S. Affiliates:

Names of Subsidiaries

Delaware Securities Processing Corp.

Giller Ltd.

GWML Holdings, Inc.

HSBC Bank USA, National Association
Capco/Cove, Inc.

Card-Flo #1, Inc.

Card-Flo #3, Inc.

CBS/Holdings, Inc.

Eagle Rock Holdings, Inc.

Ellenville Holdings, Inc.

F-Street Holdings, Inc.

High Meadow Management, Inc.

HSBC AFS (USA) LLC

HSBC Business Credit (USA) Inc.

HSBC Columbia Funding, LLC

HSBC Insurance Agency (USA) Inc.

HSBC Investment Corporation (Delaware)
HSBC Funding (USA) Inc. V

HSBC Funding (USA) Inc. VII

HSBC Private Label Acquisition Corporation (USA)
HSBC Investments (USA) Inc.

HSBC Investor PBRS Corporation (Delaware)
HSBC Land Title Holdco (USA) Inc.

HSBC Land Title Agency (Florida), LLC
HSBC Logan Holdings USA, LLC

HSBC Jade Limited Partnership

HSBC McKinley Finance, LLC

HSBC Whitney Finance, LLC

HSBC Mortgage Corporation (USA)

HSBC Motor Credit (USA) Inc.

HSBC Overseas |nvestments Corporation (New Y ork)
HSBC Overseas Corporation (Delaware)
HSBC International Finance Corporation (Delaware)
HSBC Private Bank International

HSBC International Investments Corporation (Delaware)
HSBC Ranier Investments, LLC

HSBC Redlty Credit Corporation (USA)
Cabot Park Holdings, Inc.

HSBC Land Title Agency (USA) LLC

MM Mooring #2 Corp.

Northridge Plaza, Inc.

HSBC Reinsurance (USA) Inc.

HSBC Retail Credit (USA) Inc.

HSBC Services Corporation (USA)

Katonah Close Corp.

Marine Midland Overseas Corporation
Oakwood Holdings, Inc.

Property Owner (USA) LLC

Tower Holding New Y ork Corp.

Beachhouse Properties, Inc.
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USA or
US State

Organized

Delaware
New York
Delaware
USA

New York
Delaware
Delaware
New York
New York
New York
Delaware
New York
New York
Delaware
USA

New York
Delaware
Delaware
Delaware
Delaware
New York
Delaware
Delaware
Florida
USA

USA

USA

USA
Delaware
Delaware
Maryland
Delaware
USA

USA
Delaware
USA
Delaware
Delaware
New York
New York
Delaware
Vermont
New York
New Jersey
New York
USA

New York
Delaware
New York
New York
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Names of Subsidiaries

Cross Zou Holding Corp.

Cross-LA Realty, Inc.

Crossturkey, Inc.

Sub 1-211, Inc.

Sub 2-211, Inc.

Tower Emmons Corp.

Tower Houma Corp.

Tower L.I.C. Corp.

Tower Pierrepont Corp.

West 56th and 57th Street Corp.

TPBC Acquisition Corp.

Trumball Management, Inc.

HSBC National Bank USA

HSBC Trust Company (Delaware), National Association
HSBC USA Capital Trust |

HSBC USA Capitd Trust I

HSBC USA Capital Trust |11

HSBC USA Capital Trust V

HSBC USA Capital Trust VI

HSBC USA Capital Trust VI

Marine Midland Mortgage (U.S.A.), Inc.
One Main Street, Inc.

R/CLIP Corp.

Republic New Y ork Securities Corporation
Republic Overseas Capital Corporation
Timberlink Settlement Services (USA) Inc.
Wells Fargo HSBC Trade Bank, N.A.

Non-U.S. Affiliates:

Names of Subsidiaries

HSBC Investment Holdings (Guernsey) Limited
HSBC Financia Services (Uruguay) S.A.

HSBC Tailored Lending Company (Bahamas) Ltd.
Republic Bullion (Far East) Limited

HSBC Precious Metals (Austraia) Limited

HSBC Life Insurance (Cayman) Limited

HSBC Alternative Investments (Guernsey) Limited
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USA or
US State

Organized

New York
Louisiana
New York
Pennsylvania
Pennsylvania
New York
Louisiana
New York
New York
New York
Florida
New York
USA

USA
Delaware
Delaware
Delaware
Delaware
Delaware
Delaware
New York
Florida
Delaware
Maryland
New York
Delaware
USA

Country
Organized

United Kingdom
Montevideo
Bahamas

Hong Kong

New South Wales
Cayman Islands
United Kingdom



Exhibit 23

Consent of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of
HSBC USA Inc.:

We consent to incorporation by reference in Registration Statements (No. 333-42421, 333-42421-01,
333-42421-02, 333-127603) on Form S-3 of HSBC USA Inc. of our report dated March 3, 2008, relating to the
consolidated balance sheets of HSBC USA Inc. and subsidiaries as of December 31, 2007 and 2006, and the related
consolidated statements of income, changesin shareholders’ equity, and cash flows for each of the yearsin the
three-year period ended December 31, 2007, and the consolidated balance sheets of HSBC Bank USA, National
Association and subsidiaries as of December 31, 2007 and 2006, and the effectiveness of internal control over
financial reporting as of December 31, 2007, which reports appear in the 2007 HSBC USA Inc. Annual Report on
Form 10-K.

/S KPMG LLP

New York, New York
March 3, 2008
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Exhibit 31.1

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

I, Paul J. Lawrence, certify that:

1.

| have reviewed this annual report on Form 10-K 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;

Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) 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) Evaluated 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 in thisreport any changein the registrant’ sinternal control 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’ s internal control over financial reporting; and

Theregistrant’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 and material weaknesses in the design or operation of internal controls 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’ s internal controls over financial reporting.

Date: March 3, 2008 /9 Paul J. Lawrence

Paul J. Lawrence
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

|, Gerard Mattia, certify that:

1

| have reviewed this annual report on Form 10-K 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;

Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(¢e) 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) Evaluated 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

c) Disclosed in this report any changein the registrant’ sinternal control 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’ s internal control over financial reporting; and

Theregistrant’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 and material weaknesses in the design or operation of internal controls over financial
reporting which are reasonably likely to adversely affect the registrant’ s ahility 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: March 3, 2008 /9 Gerard Mattia

Gerard Mattia

Senior Executive Vice President and
Chief Financial Officer
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Exhibit 32

Certification of Chief Executive Officer and Chief Financial Officer pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. Section 1350)

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), each of the undersigned officers of HSBC USA Inc. (HUSI), aMaryland corporation,
does hereby certify, to such officer’s knowledge, that:

The Annual Report on Form 10-K for the fiscal year ended December 31, 2007 (the Form 10-K) of HUSI fully
complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934 and the
information contained in the Form 10-K fairly presents, in all material respects, the financial condition and results
of operations of HUSI.

Date: March 3, 2008 /9 Paul J. Lawrence
Paul J. Lawrence
President and Chief Executive Officer

Date: March 3, 2008 /9 Gerard Mattia
Gerard Mattia

Senior Executive Vice President and
Chief Financial Officer
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Exhibit 99 (i)

HSBC USA Inc.
HSBC Bank USA, N.A.
HSBC National Bank USA
CORPORATE GOVERNANCE STANDARDS

The following standards have been approved by the Boards of Directors and, together with the charters of
committees of the Boards of Directors, provide the framework for the corporate governance of HSBC USA Inc.,
HSBC Bank USA, N.A. and HSBC National Bank USA (each referred to herein as“HSBC” or the “ Corporation™).
These standards will be reviewed by the Boards periodically in order to ensure HSBC maintains “best practices’ in
corporate governance.

Role of the Board and M anagement

HSBC' s business is conducted by its employees, managers and officers, under the direction of the Chief Executive
Officer and the oversight of the Board, to enhance long-term value of the Corporation for its shareholder. The
Board has ultimate responsibility for governing the affairs of the Corporation, including the appointment of
executive management, approval of business strategy and assessment of major risks facing the Corporation,
consistent with its responsibilities to the Corporation’ s ultimate parent, HSBC Holdings plc (the “ Group”) to ensure
that the Corporation’ s activities are conducted within the context of the Group’s policies and business strategies. In
all actions taken by the Board, the Directors will exercise their business judgment in what they reasonably believe to
be in the best interests of the Corporation. In discharging that obligation, Directors may rely on the honesty and
integrity of the Corporation’s management and its outside advisors and independent auditors. Management is
expected to be loyal to the Corporation, implement approved business strategy, appropriately resolve day-to-day
operations issues, keep the Board informed, and maintain and promote high ethical standards while seeking to
maximize returnsto HSBC in all business dealings.

Composition and Qualification

The size of the Board shall consist of the number of Directors established by the Board upon recommendation of the
Chief Executive Officer from time to time. The Chief Executive Officer of the Corporation shall be a Director of
the Corporation. A magjority of the Independent Directors should be active or retired senior executives (or the
equivalent) of other large companies, educational institutions, governmental agencies, service providers or non-
profit organizations.

Each Director will stand for election by the shareholder every year. HSBC recognizes the benefits of reasonable
term limits for Directors. However, HSBC also believes that term limits should not cause the Corporation to lose
the increasing benefit of Directors who have been able to develop, over a period of time, insight into the
Corporation and its operations. The service of Directors who join the Board after December 31, 2005 will be
limited to a maximum of 15 years.

The Corporation also maintains a mandatory retirement policy for Directors (excluding the Chairman and the Chief
Executive Officer of the Corporation). Retirement isrequired as of the annual meeting of the shareholder after the
date on which a Director attains the age of 72 or reaches the maximum length of service.

Non-Independent Directors who are senior executive officers of the Corporation are expected to retire from the
Board when they retire from the position that entitles such individual to be a Director of the Corporation. With
respect to any Director, the Board may delay any retirement from the Board if business conditions or other
circumstances, in the opinion of the Board, so warrant such action.
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It is anticipated that Independent Directors will offer to resign from the Board whenever there is (i) amajor change
in their career position or status (unless such changein position or status results from normal retirement), or (ii) a
change in status as an "Independent Director". Similarly, it is anticipated that Non-Independent Directors who are
not senior executive officers of the Corporation will offer to resign from the Board whenever there is a major
change in their career position or status (unless such change in position or status results from normal retirement).
The Chairman and the Chair of the Executive Committee shall consult and determine whether to present the offer of
resignation to the Board for action. If presented, the Board has complete discretion, after consultation with Group,
to either accept or reject such resignation.

Independent Directors shall not be a director, consultant or employee of or to any competitor of the Corporation
(i.e., acompany that has a business segment offering products or seeking customers that are similar to the products
offered or customers served by a business segment of the Corporation). To avoid potential conflicts of interest,
interlocking directorships will not be allowed. Interlocking directorships shall be deemed to occur if asenior
executive officer of the Corporation (i.e., the Chairman, Chief Executive Officer, President or any direct report to
the Chief Executive Officer) serves on the board or as atrustee of the company or institution that employs the
Independent Director (i.e., reciprocal directorship).

“Directors Emeriti” will not be elected to the Board. However, former Directors may be invited to specia events
from time to time.

Director Responsibilities

The Board, representing the best interests of Group and the Corporation, shall:

e provide oversight of the Corporation’s compliance with al legal and regulatory obligations;

e approve the corporate mission statement, ethics plan, and affirmative action plan;

e agppoint and evaluate, and approve the compensation of, the CEO and other executive management;

e  g@pprove a management succession plan;

e review and approve the business planning calendar to insure discussion, input, analysis and decision making;

e review and approve the strategic plan and business plan on atimely basis; receive and discuss periodic updates
to these plans;

e oversee management’s responsibility to develop systems to insure that the businessis conducted in alegal and
ethical manner;

e oversee management’s responsibility to implement adequate business control systems;
e provide constructive dialogue to management during and between board meetings;
e havethe ability to spend the necessary time required to function effectively as a Director;

e develop and maintain a sound understanding of the strategies, business and succession planning of the
Corporation;

o carefully study all Board materials and provide active, objective and constructive participation at meetings of
the Board and its committees;
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e provide assistance in representing HSBC to the world;
e beavailable to advise and consult on key organizational changes and to counsel on corporate issues;
e develop and maintain a good understanding of global economic issues and trends; and

o seek clarification from experts retained by the Corporation (including employees of the Corporation) to better
understand legal, financial or business issues affecting the Corporation.

Director Independence

A majority of the Directorswill be independent. Annually, the Board shall determine whether each Director can
exercise independent judgment from management. The Board shall use the standards set forth in Appendix A
hereto as afoundation for its determinations concerning independence, which are based upon the New Y ork Stock
Exchange (NY SE) listing standards.

M eetings

Annualy, al Directors shall be provided with a schedule identifying all regularly scheduled Board and committee
meetings for the current and the next succeeding year. There will be four regularly scheduled meetings of the Board
each year. At thefirst regularly scheduled meeting of each calendar year, a detailed strategic focus of the
Corporation's businesses will be discussed and the Board will approve the annual operating plan and capital
expenditure budget. The Board will meet in “retreat” at least once a year to discuss the strategy of the business.
Independent Directors shall meet in executive session as required, but no less than once ayear. Personal attendance
of the Directors at Board and committee meetingsis expected. The use of teleconference to facilitate such
attendance should be requested by Directors only in extraordinary situations.

The Chairman and the Chief Executive Officer will establish the agendafor each Board meeting. The Chair of a
committee in consultation with committee members and senior management will develop the agendafor each
committee meeting. Directors are encouraged to suggest, to the Chairman, topics for inclusion on any future
agendas.

At every regularly scheduled Board meeting, the Chief Executive Officer or his’her designee shall advise the Board
of the operating performance of the Corporation, focusing on important trends, achievements, plans and
developments, and how those matters may affect the annual operating plan approved by the Board. Also, at every
regularly scheduled Board meeting, the President, Chief Financial Officer, Chief Accounting Officer or Controller
shall present the latest available financia detail with respect to the Corporation, focusing on significant variances
from the annual operating plan or capital expenditure plan approved by the Board and from prior year/quarter
results. Interim meetings will be scheduled to discuss the business on an as required basis.

Information with respect to any Board or committee meeting should be sent to Directors at least five (5) daysin
advance of the meeting, if possible. Financial statementsincluded in this information should be condensed with
commentary focused on important issues, trends or variances, noting the perceived reasons therefore and the
opportunities or risks, if any, that may result.

Minutes of all Board and committee meetings shall be sent to all Directors unlessit islegally required that such
minutes be kept confidential.
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Committees

The committee structure of the Board shall be reviewed annually. The Board will have Audit, Human Resources &
Compensation, Executive, Fiduciary, and Nominating & Governance Committees. No Director should serve on
more than three of the standing committees.

Each standing committee of the Board shall adopt and approve a charter. Each such charter, and any amendments
thereto, must be approved by the Board. At least annually, each committee will review the appropriateness of its
charter and evaluate and report on its performance to the Board. Other than the Executive Committee, which may
act in place of the full Board, no committee shall exercise any power and authority specifically delegated to any
other committee of the Board.

The Chairman, in consultation with the Chair of the Executive Committee, shall make recommendations to the
Nominating & Governance Committee regarding membership on the committees. The Board will appoint all
committee members and the Chair of each committee.

Membership of the Executive Committee shall consist of Independent Directors and the Chief Executive Officer of
the Corporation. The Chair of the Executive Committee shall be deemed the "lead director" for the Board and shall
perform the duties set forth on Appendix B to these Standards. The Chair of the Executive Committee shall be an
"ex officio" member of al other standing committees.

Membership of the Nominating & Governance Committee shall consist of the Lead Director and Chairs of the other
committees, provided that such Directors are each Independent Directors.

The Chair of each committee, in consultation with committee members and senior management of the Corporation
will determine the frequency and length of the meetings of the committee.

A quorum and the vote required at any committee meeting shall be determined in the same manner as a quorum for
ameeting of the Board as set forth in the by-laws of the Corporation.

Director Compensation

Director compensation will be in the form of cash compensation and, as may be appropriate, restricted shares or
other equity compensation. The amount of compensation to be paid to Directors will be determined by the
Chairman of the Corporation, in consultation with the Nominating & Governance Committee.

Accessto Senior Management and Independent Advisors

Directors shall have free and full access to senior management and other employees of the Corporation. Any
meetings or contacts that a Director wishes to initiate may be arranged through the Chief Executive Officer or
Corporate Secretary or directly by the Director.

The Board and its committees shall have the right at any time to retain independent outside financial, legal or other
advisors.

Director Orientation and Continuing Education

The Corporation shall provide a continuing education program for all members of the Board including presentations
by senior management on the Corporation’s strategic plans, its significant financial, accounting and risk
management issues, its compliance programs, its Statement of Business Principles, its management structure and
executive officers and its internal and independent auditors. Directors shall be encouraged to participate in
approved Director training programs at the expense of the Corporation. New Directors will participatein an
organized Director orientation program.
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Succession Planning

The Chief Executive Officer will report annually to the Human Resources & Compensation Committee and the
Board on the plans or programs implemented by the Corporation for management succession and development.
Annualy, al Independent Directors will meet in a separate session, led by the Chair of the Executive Committee, to
review the performance of the Chairman, Chief Executive Officer and President, if any, and senior officers
including a discussion of the perceived effectiveness of the processes implemented for management succession and
development.

Annual Evaluation
Annually, the Board shall perform and discuss a self-evaluation of the Board and each committee. The Nominating

and Governance Committee will lead a discussion of the Board evaluation. Each Committee Chair will lead a
discussion of the respective committee evaluation.
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Appendix A

INDEPENDENT DIRECTOR STANDARDS

The Board shall consider all relevant facts and circumstances in assessing the independence of Directors. Asa
foundation for such determinations, the Board has established the following guidelines. An Independent Director is
aDirector who:

e hasno personal loans from the Corporation, other than credit cards and charge cards or residential mortgage
loans made in the ordinary course of business on substantially the same terms as those prevailing at the time for
comparable transactions with non-affiliated persons;

e hasnot been retained by the Corporation or any of its affiliates in the capacity of an employee or non-employee
executive officer within the last three years and is not currently receiving any compensation from the
Corporation or any of its affiliates (other than for Board service, deferred compensation for prior service or
benefits under atax-qualified retirement plan);

e hasnot received more than $100,000 in direct compensation from the Corporation or any of its affiliates in any
year, other than for Board service with the Corporation, benefits under a tax-qualified retirement plan or
deferred compensation for prior service, within the last three years,

e hasnot been affiliated with or employed by an organization (as a partner, employee or 10% or more
shareholder) that is an advisor or consultant, including a current or former internal or external auditor, to the
Corporation, any of its subsidiaries, any of the senior executives of the Corporation, or any pension, profit
sharing or employee benefit plan sponsored by the Corporation within the last three years;

e has not been an employee, partner or executive officer of any significant vendor or customer of the Corporation
or any of its subsidiaries, or a pension, profit sharing or employee benefit plan sponsored by the Corporation
that makes payments to, or receives payments from the Corporation in an amount that in any fiscal year
exceeded the greater of $1 million, or 2% of such entity’s consolidated gross revenues within the last three
years,

e has not been an executive officer, director or trustee of a charitable organization in which the Corporation or
any of its subsidiaries made contributions in any fiscal year that exceeded the greater of $1 million, or 2% of
the charitable organization’ s consolidated gross revenues;

e hasnointerest in any significant transactions or business relationships with the Corporation or its subsidiaries
that are required to be disclosed by the rules and regulations of the Securities and Exchange Commission; and

e isnot amember of theimmediate family of any person described above. Immediate family members are the

Director’s spouse, parents, children, siblings, mothers and fathers-in-law, sons and daughters-in-law, brothers
and sisters-in-law and anyone (other than domestic employees) who share the Director’ s home.
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Appendix B

LEAD DIRECTOR DUTIES
The duties and responsihilities of the Chair of the Executive Committee (as the Lead Director) shall be asfollows:

1) The Chair of the Executive Committee shall be informed by, and counsel, the Chairman and Chief Executive
Officer on material strategy, policy, and management matters.

2) The Chair of the Executive Committee shall be available to advise and counsel the Chief Executive Officer on
any matter relating to the Corporation.

3) The Chair of the Executive Committee shall offer the Chief Executive Officer counsel as to special interests
and concerns of Directors and will act as principal liaison between the Independent Directors and the Chairman.

4) Intheabsence or inability of the Chairman or Chief Executive Officer to act, the Chair of the Executive
Committee shall perform those duties of the Chairman pertaining to Board functions.

5) The Chair of the Executive Committee shall recommend to the Chairman the retention of consultants or other
experts who would report directly to the Board.

6) The Chair of the Executive Committee shall advise the Chairman as to the quality, quantity and timeliness of
the flow of information from the Corporation that is necessary for the Directors to effectively and responsibly
perform their duties.

7) The Chair of the Executive Committee shall chair in camera discussions requested by the Independent
Directors.

8) The Chair of the Executive Committee shall serve as an ex-officio member of each of the committees of the
Board.

9) The Chair of the Executive Committee shall work with the Chairman and other independent directors to give
advice to the Chairman in the development of Board membership.
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