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Presentation of Information

This document comprises the Annual Report and Accounts 2009 for HSBC Bank plc (‘the bank’) and its subsidiary
undertakings (together ‘the group’). It contains the Directors’ Report and Financial Statements, together with the
Auditor’ s report, as required by the UK Companies Act 2006. Referencesto ‘HSBC' or ‘the Group’ within this document
mean HSBC Holdings plc together with its subsidiaries.

Cautionary Statement Regarding Forward-Looking Statements

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

Statements that are not historical facts, including statements about the bank’ s beliefs and expectations, are forward-
looking statements. Words such as ‘ expects, ‘anticipates’, ‘intends’, ‘plans’, ‘believes', ‘seeks', ‘estimates’, ‘ potential’
and ‘reasonably possible’, variations of these words and similar expressions are intended to identify forward-looking
statements. These statements are based on current plans, estimates and projections, and therefore undue reliance should
not be placed on them. Forward-looking statements speak only as of the date they are made, and it should not be assumed
that they have been revised or updated in the light of new information or future events.

Forward-looking statements involve inherent risks and uncertainties. Readers are cautioned that a number of factors could
cause actual results to differ, in some instances materially, from those anticipated or implied in any forward-looking
statement.
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Financial Highlights

2009 2008 2007 2006 2005
£m £m £m £m £m
For theyear
Profit on ordinary activities beforetax ........... 4,014 4,366 4,063 3,796 3,731
Profit attributable to shareholders of the parent
COMPBNY .ot 3,002 3,441 3,209 2,722 2,842
At year-end
Shareholders’ funds of the parent company ... 27,787 19,923 24,423 20,399 19,091
Capital FESOUICES" ......vvvereereeiesisessessisssneienns 31,840 27,098 24,231 21,360 19,677
Customer accounts and deposits by banks ..... 390,625 431,311 317,055 265,863 239,673
TOtal BSSELS ... 751,928 924,231 622,280 440,760 386,422
Ratios (%)
Return on average shareholders’ funds (equity)
of the parent company ..........c.cccceevrerreenenes 13.2 145 145 13.6 16.4
L oans and advances to customers as a
percentage of customer accounts................ 825 80.6 84.9 88.2 88.9
Capital ratios .......oeeeererereeeeneree e
— total capital™.......cooeereereeeeeeee e 15.7 105 10.8 11.2 10.8
— tier 1 capital®. ..o 11.2 6.8 75 75 6.9
Cost fficiency ratio? ..........coeeeveeeeeeereesreeneenn. 52.7 56.6 60.5 58.9 58.8
Profit on ordinary activities before tax Cost efficiency ratio Capital resources
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1 2007 capital balances and ratios are stated on a Basel | basis; pro-forma figures as at 31 December 2007 cal culated under Basel 11
are: capital resources: £22,514; total capital ratio: 10.6 per cent; Tier 1 capital ratio: 7.6 per cent.

2 Thecost efficiency ratio is defined as total operating expenses divided by net operating income before loan impairment charges and
other credit risk provisions.

Thefinancial highlights are influenced by changes in the group structure over the five years.
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Report of the Directors

Introduction

While 2009 was a difficult year for most European
economies, HSBC’ sfinancial strength, premium
customer base and ability to leverageits brand and
global networks ensured that al lines of business
remained strong and profitable, supported by awell-
funded balance sheet with increased capital strength.
Retail customer deposit levelsincreased despite intense
competition and margin compression, and allowed the
group to grow in mortgages and continue to lend to
commercia customers. The group continued to position
its balance sheet conservatively with afocus on
delivering long-term sustainable returns.

Results for 2009

Poland, Russia, South Africa, Slovakia, Switzerland
and Turkey.

Significant events

The consolidated profit for the year attributable to the
shareholders of the group was £3,092 million.

An increase in underlying revenues was driven by
astrong performance in the European Global Banking
and Markets business, primarily resulting from robust
revenues in Rates and Balance Sheet Management.
Retail Banking remained profitable despite the
deterioration in the economic environment, higher
unemployment levels and a subsequent rise in loan
impairment charges. The bank continued to provide
lending support to customers while maintaining
effective credit controls and strengthening collection
practices and systems.

Interim dividends of £441 million and £500 million
were paid on the ordinary share capital during the year.

The Summary of Financial Performanceisgiven
on page 11.

Principal activities

On 12 June 2009, the bank sold its residua 49 per cent
holding in HSBC Merchant Services LLP (HMS), the
card processing joint venture (*JV’) that servesits UK
business clients, to its partner in the venture, Global
Payments Inc., for a consideration of £192 million. The
gain of £180 million isincluded in ‘* Other operating
income’ in the consolidated income statement.

On 13 November 2009, the group agreed the sale
and leaseback of 8 Canada Square, Canary Wharf,
London to the National Pension Service of Korea
('NPS) for £773 million in cash. Asaresult of the
transaction, again of £353 million was recognised in
‘Other operating income’ in 2009. Further details on
this transaction are provided in Note 22 * Property, plant
and equipment’.

A change in the basis of delivering death-in-
service, ill health and early retirement benefits for some
UK employees generated an accounting gain of £322
million in 2009.

Business segments

The group provides a comprehensive range of banking
and related financial services. The group dividesits
activities into business segments. UK Retail Banking;
Continental Europe Retail Banking; Global Banking
and Markets; and Private Banking.

As at 31 December 2009, the bank had 1,369
branches in the United Kingdom, and 14 branches in
the Isle of Man and the Channel Islands.

Outside the United Kingdom, the bank has
branches in Belgium, the Czech Republic, France,
Greece, the Hong Kong Special Administrative Region,
Ireland, Israel, Italy, the Netherlands, Slovakia, and
Spain; it has representative offices in Ukraine and
Venezuela; and its subsidiaries have banks, branches
and officesin Armenia, the Channel Islands, the Czech
Republic, France, Georgia, Germany, Greece, the Hong
Kong Special Administrative Region, Hungary, Ireland,
Kazakhstan, Luxembourg, Malta, Monaco, Singapore,

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

UK Retail Banking

Retail Banking comprises two customer groups,
Personal Financial Services (‘PFS') and Commercia
Banking (‘CMB’). UK Persona Financial Services
provides current accounts, savings, personal loans,
mortgages, cards, financial planning, aswell aslife and
general insurance to UK personal customers through a
variety of distribution channels under various HSBC
brands, including first direct, Marks & Spencer Money
and partnership card™. UK Commercial Banking
provides awide range of products and servicesto
commercia organisations, from sole proprietors to
guoted companies. These include current and savings
accounts, payments, electronic banking, trade finance,
loans, overdrafts, asset finance, foreign exchange and
other treasury and capital markets instruments, wealth
management services and general insurance.

Continental Europe Retail Banking

Continental Europe Retail Banking provides a
comprehensive range of retail financial servicesto local
and expatriate personal and commercial customersin
Europe. The principal Retail Banking operations arein
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France, Turkey, Germany and Malta, with a growing
PFS network in Russia and Poland which supports an
existing extensive Commercia Banking network across
the region.

Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and
institutional clients worldwide. The businessis
managed as four principal business lines. Global
Markets, Global Banking, Principal Investments and
HSBC Global Asset Management. This structure alows
HSBC to focus on relationships and sectors that best fit
the Group’ s footprint and facilitates seamless delivery
of HSBC' s products and servicesto clients.

Private Banking

Private Banking reflects the operations of HSBC
Private Banking Holdings (Suisse) SA and its
subsidiaries. Private Banking helpsindividuals and
families meet their complex internationa financial
needs by offering product leadership in areas such as
credit, hedge funds advisory, estate planning, and
investment advice.

Other

Activities or transactions which do not relate directly to
the business segments are reported in Other. The main
items reported under Other include movementsin the
fair value of own debt, the gain in respect of the sale of
HSBC's London headquarters, and the gain on sale of
the French regional banksin 2008.

Strategic direction

HSBC's strategy reflectsits position as‘ The world’s
local bank’ and is focused on delivering superior
growth and earnings over time by building on the
Group'’s heritage, skills and investment. In particular,
the group aimsto leverage the HSBC brand and
network to reach new customers and offer more
servicesto existing customers, to maximise efficiency
by taking advantage of local, regional and global
economies of scale and to ensure staff are engaged by
aligning objectives and incentives.

The Group has identified three main business models
for its customer groups and global businesses that
embody HSBC' s areas of natural advantage:

e businesses with international customers for whom
developing markets connectivity is crucia — Global
Banking and Markets, Private Banking, the large
business segment of Commercia Banking and the
mass affluent segment of Personal Financial
Services;

e Dbusinesses with local customers where efficiency
can be enhanced through global scale —the small
business segment of Commercial Banking and the
mass market segment of Personal Financial
Services; and

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

The group seeks to build mutually profitable
relationships with all customers, leveraging the Group’s
global network, intelligence and capabilities to help
customers to unlock the world’ s potential, enabled by
globally consistent, highly efficient systems and
procedures.

HSBC has embarked on an ambitious programme
of rationalising and simplifying the number of core
systems it deploys across the world. Standardised
systems common to multiple geographies are being
developed to reduce operating expenses and improve
the speed of upgrade. Within this programme the bank
continues to invest heavily in straight-through-
processing technology which will improve customer
experience and reduce servicing costs.

UK Retail Banking

In 2009 the UK Commercial Banking business
continued to focus on its core strategies of becoming
the leading bank for International Business and the Best
Bank for Business. Significant growth was seen in trade
revenue where the bank responded to the challenge of
domestic recession by increasing the availability of
Trade Finance to companies trading internationally.

To support the growth and servicing of the
international customer base the bank has established
Global Relationship Managers for larger Commercial
customers and has recruited 80 specialist International
Commercial Managers for small and medium sized
enterprises (‘ SME’) customers. Extensive training
programmes have been launched to ensure the bank can
best serve existing international customers and target
new international business, leveraging the global
network to provide unrivalled local customer service.
To maximise the potential this provides, the bank
developed a Global Links network to facilitate cross-
border business referrals ensuring customers are
provided with expert advice and service outside of their
domestic market if required.

A key milestone in the aim to become ‘Best Bank
for Business' was being recognised as the Number 1
Internet Bank for SMEs, and HSBC is now the leading
Direct Bank for businessin the UK.

Return optimisation on domestic business remains
akey focus. The bank successfully repositioned
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exposure to UK Commercial Real Estate early in the
economic cycle and the commercial property portfolio
decreased by £0.8 billion to £10.3 billion during 2009.
These customers are now managed by dedicated
specialist relationship managers.

The Personal Financial Services business
continued to build its position as aleading provider of
financial servicesto mass affluent customersin the UK.
The number of customers utilising the international
relationship managed Premier proposition increased by
22 per cent. Critical to the successin this segment was
the development and maintenance of competitive life
assurance, pensions, mortgages and investments
products. HSBC was one of the market leadersin
income protection in the UK, outstanding balancesin
the retail mortgage book increased by 16 per cent, and
the bank was able to utilise its global asset management
expertise to help grow HSBC World Selection, the
uniquely positioned series of investment funds to £959
million in funds under management since launch in
February 2009. The bank also invested heavily in
improving Life, Pension and Investment distribution
through delivery of financial planning systems and
advisor training programmes.

2009 was a significant year in the re-alignment of
the UK Insurance business. On 18 December 2009 the
bank announced that it had reached an agreement to sell
HSBC Insurance Brokers Limited to Marsh Inc. for
£135 million. Marsh Inc. will become the preferred
provider of insurance broking services to corporate and
Private Banking clients internationally, and to HSBC
Group companies. The bank also disposed of HSBC
Actuaries & Consultants Limited and closed the motor
insurance underwriter HSBC Insurance (UK) Limited
to new business. This has enabled the bank to focus on
the core Life and General Insurance propositions
delivered directly to HSBC customers and position
these channels for future growth. The bank has seen a
substantial up-lift in the number of customers that have
come to the bank for advice on Life, Pensions and
Investments (‘LPI") coupled with an increase in the
proportion of customers that hold LPI products with
HSBC Life.

Continental Europe Retail Banking

In Continental Europe, investment is being redirected
towards markets with strong group connectivity. The
key objective isto provide relationship-driven service
to selected internationally minded and emerging market
clients. The group’s strategy is Commercial Banking
led, meaning that Personal Financial Services only
operates in markets where Commercial Banking is
established and the group has a market opportunity.

The Commercial Banking offering is focused
around Leading International Business, which leverages
the group’ s expansive international connectivity to

meet the needs of customers around the world. A small
number of sites have been rationalised. This has
allowed greater focus on international business while
leveraging the group’s network with selective targeting
of domestic business, resulting in higher revenues.
Despite thefall in international trade volumes across
Continental Europe, the group’ s trade business
continued to grow with particularly strong growth in
Poland and Turkey, and record resultsin Spain,
Armenia, Israel and Ireland. Over the coming year the
group will continue to support international businesses
in anumber of key markets. Thiswill involve
launching new products and platforms, increasing the
numbers of relationship managers and enhancing the
workforce skills through training.

In supporting Business Banking customers the roll
out of the Business Direct proposition has continued
with new launches in Poland and France during the
year. The total number of Business Direct customers as
at 31 December 2009 was 47,860 representing a 24 per
cent increase over 2008. Moving forward, the focus
will be on needs based segmentation of customers and
optimising efficiency and standards of servicing
through the devel opment of regional target
operating models.

In an environment where capital efficiency is
paramount, the group has focused on minimising risk
weighted assets, for example successfully obtaining the
advanced internal ratings based approach Basdl 1l in
France. A move towards more capital efficient products
is demonstrated by the continued roll out and
enhancement of receivables finance services which are
now availablein 8 European markets.

For Personal Financia Services, the group’s
strategy isto provide arelevant, efficient and
sustainable business, leveraging Commercial Banking
and Global Banking and Markets relationships to build
a Premium Segmented and Multi-Channel business.

In 2009 a pilot of a new distribution strategy,
Direct Bank with Branches, was launched in Poland.
This offers customers a consistent and enhanced
experience across al distribution channels. Itis
expected to be rolled-out to other countries from 2010.

Global Banking and Markets

In 2009, Global Banking and Markets continued to
pursue its now well established ‘emerging markets-led
and financing-focused’ strategy, encompassing HSBC's
objective to be aleading wholesale bank by:

e utilising HSBC' s extensive distribution network;

e developing Globa Banking and Markets hub-and-
spoke business model; and

e continuing to build capabilitiesin magjor hubsto
support the delivery of an advanced suite of
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servicesto corporate, institutional and government
clients across the HSBC network.

Ensuring that this combination of product depth
and distribution strength meets the needs of both
existing and new clients will allow Globa Banking and
Markets to achieve its strategic goals.

Private Banking

Private Banking strives to be the world’ s leading
international Private Bank, known for excellent client
experience and global connections.

The strength of HSBC' s brand, capital position,
and extensive global network enables Private Banking
to help individuals and families meet their complex
international financial needs through product leadership
in areas such as credit, hedge funds advisory, estate
planning, and investment advice.

Through high connectivity with the group's global
businesses, continuing investment in its people,
integrated I T solutions, and emerging markets-focused
domestic operations, Private Banking has been
positioned for sustainable long-term growth.

Environment

Economy

The UK economy suffered a sharp contraction during
the course of 2009, although evidence from the final
months of the year suggested that some growth had
resumed. Gross Domestic Product (‘GDP') fell by 4.9
per cent in 2009 — the sharpest contraction in over sixty
years — after a 0.5 per cent increase in 2008. Weakness
proved widespread across most areas of the economy
and the unemployment rate hit a thirteen year high of
7.9 per cent in July 2009, although some stabilisation of
labour market conditions was apparent towards the end
of the year. Consumer Price Index (‘CPI’) inflation
reached afive-year low of 1.1 per cent in September
2009 before then moving towards the Bank of
England’s 2 per cent target by the end of the year.
Nominal house prices registered a modest appreciation
on most measures during the second half of the year,
although indicators of housing market activity remained
at relatively weak levels. After reducing interest rates to
just 0.5 per cent in March 2009, the Bank of England
launched the Asset Purchase Facility in an attempt to
improve the circulation of credit across the economy
and support expectations of future economic activity.

The eur ozone economy also performed poorly
during 2009, with GDP falling by 4.0 per cent
following a 0.5 per cent expansion in 2008. Much of
this weakness was concentrated in the early months of
2009 and growth resumed in the third quarter, helped
by avariety of fiscal stimulus programmes and a
rebuilding of inventory levels across the economy.

Consumer spending proved relatively resilient during
the early months of 2009, boosted by the operation of a
number of purchase incentive schemes for consumer
durable goods, and some weakness was observed as
these programmes expired. Unemployment rose to an
eleven year high of 10 per cent in December 2009,
while consumer price inflation temporarily moved into
negative territory during the third quarter of the year.
The European Central Bank (‘ECB’) cut interest rates
by 150 basis points within a short period at the
beginning of 2009 to finish the year at 1.0 per cent.

In Turkey, economic activity proved very weak as
GDP fell by 8.4 per cent during the first three quarters
of 2009 against the comparable period of 2008,
although, in common with many other economies, most
of this weakness was concentrated within the early
months of the year. Labour market conditions
deteriorated with the unemployment rate averaging
14.2 per cent during the first ten months of 2009 versus
10.4 per cent during the comparable period of 2008.
Headline inflation pressures showed a decel erating
trend during much of the year, duein large part to
weaker energy and food prices, factorsthat also led to a
sharp narrowing of the current account deficit. Turkey’s
sovereign credit rating was raised by a single agency in
the final months of the year, but concerns remain over
substantial foreign currency exposures within the
private sector and negotiations over an IMF assistance
programme are ongoing.

Competition and Regulation

UK

Changes in the competitive landscape continued
throughout 2009 with further consolidation of financial
services companies and changesin the level of public
ownership in others. The level of government
intervention and regulatory scrutiny intensified still
further in the UK, across Europe, and globally on a
broad range of issues including capital requirements,
liquidity, remuneration, business models, deposit
guarantee schemes, conduct of business and consumer
protection.

The severe contraction in domestic and
international money markets which started late in 2008
continued to disrupt the UK market throughout 2009.
Competition for retail deposits increased throughout
2009 and is expected to remain intense for the
foreseeable future, as banks seek to reduce wholesae
funding requirements. HSBC' s tradiitional approach to
prudent balance sheet management ensures that the
deposit base remains a source of strength, allowing the
bank to continue to lend to customers throughout the
financial crisis.
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On 25 November 2009 the UK Supreme Court
decided unanimously that, provided the terms of
unauthorised overdraft charges were expressed in plain
and intelligible language, the amount of those charges
could not be assessed for fairness under the Unfair
Termsin Consumer Contracts Regulations 1999. This
brings to a conclusion the court action between the
Office of Fair Trading (‘OFT’) and a number of UK
financia institutions including the bank which
commenced in July 2007. Subsequently, on 22
December 2009, the OFT announced its decision that it
would not be continuing its investigation, under the
Regulations, into the fairness of the charges. The OFT
aso confirmed that it would address its ongoing
concerns, about the operation of the market for personal
current accounts, by discussing the issues with banks,
consumer groups and other organisations, with the aim
of reporting on progress by the end of March 2010.

HSBC hasintervened in support of MasterCard in
its appeal to the European Court of the First Instance
against the decision of the European Commission on
the level of interchange fees. Although no trial date has
yet been set, the case is not expected to be heard until
mid 2010 at the earliest.

On 29 September 2009 the FSA issued a
Consultation Paper (09/23) on the assessment and
redress of payment protection insurance (PPI)
complaints. The proposals in the Paper stem from the
FSA's concerns about the fairness with which firms
have assessed consumer complaints about past PP
sales, which have, according to the FSA, significantly
increased in recent times. The FSA's proposals have
generated a significant number of responses both at an
Industry and individual firm level and the FSA has
confirmed it is currently reviewing these. No date has
yet been set by the FSA for publication of its formal
policy statement on the issues. Separately, the
Competition Commission continues to consult on
whether aban on firms selling PPl at point of sale of
the credit product is an appropriate and justified remedy
for the deficiencies in the PPl market it identified in its
report published on 29 January 2009. In December
2007, the group decided to cease selling PPl (but not
short-term protection products) under its HSBC, first
direct and M& S Money brands. A phased withdrawal
was completed across these brands and channelsin
2008.

HSBC continues to adopt the highest ethical
standards in its dealings with customers, which includes
adherence to FSA Principle 6 — Treating Customers
Fairly.

Increased capital requirements and Pillar 3
disclosures for market risk and securitisations have
aready been announced by the Basel Committee and
are due for implementation in the EU in 2011. The
Basel Committee issued a consultative document

Srengthening the resilience of the banking sector on
17 December 2009. These proposals aim to raise the
quality, consistency and transparency of thetier 1
capital base, introduce aleverage ratio, a minimum
global standard for funding liquidity, a framework for
countercyclical capital buffers and increase RWAs for
both counterparty credit risk and financial institution
exposures. These proposals are subject to consultation
and quantitative impact study during 2010, with the
aim of implementation by the end of 2012.

France

In order to limit the impact of the financial crisis, the
French government continued to take various measures
aimed at stabilising the French economy.

A €35 billion initiative, ‘ Plan de relance’, was
launched to focus mainly on investments in the building
and SME sectors. The main aim was to improve SME
liquidity, where the government will guarantee
commercia debtsin the absence of insurers.

In addition, actions were taken to support the
banking sector by injecting funds through Société de
Prises de Participations de |’ Etat by subscribing to
subordinated debt, and the creation of a special vehicle,
Société de Financement de I’ Economie Frangaise, 34
per cent owned by the state.

During the second half of 2009 the three main
French banks repaid €13 billion of subordinated debt
issued to the French State. This repayment together
with a planned €22 billion public bond issue at the
beginning of 2010 will be used to finance projects for
the future and to encourage potential growth in the
French economy.

In the French retail banking sector, the merger of
two mutual groups took place during the last quarter of
2009 to create one of the largest retail banksin France.
On-line banks al so continued to expand with at |east ten
banks offering this service. Whilst most of these on-line
banks are subsidiaries of existing banks there are three
that are subsidiaries of insurance companies.

During 2009 BNP Paribas became a more
diversified retail bank and a stronger European
competitor with its acquisition of Fortis. Societe
Generale decided to merge its asset management
activities with those of Credit Agricole to create the 4th
largest asset manager in Europe.

In the French parliament debates took place on the
changein lega statusof ‘LaPoste’. Aswell as
operating postal services La Poste also provides afull
range of banking servicesto personal customers
through its subsidiary, Bangue Postal.

In line with the recommendations of the
Committee of European Banking Supervisors, ‘ CESB’
the French Regulator * Commission Bancaire’ issued
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changesto the regulatory liquidity framework which
will apply from June 2010. This updates the previous
framework issued in 1988 and takes into account the
experience learned during the liquidity crisis. Banks
will have the choice of reporting on either a standard
mainly quantitative approach or on an advanced
approach based on internal methodologies. The
strengthening of the framework will undoubtedly result
in some banks incurring additional funding costs.

Turkey

Although the global crisisled to asevererecessionin
the Turkish economy in 2009, the crisis had alimited
impact on the banking sector, which is well regulated,
well capitalised and highly liquid. Turkey’s markets
were largely immune from subprime loans and
derivatives, as derivatives markets are still developing.

The Central Bank of Turkey responded to the
global crisiswith asignificant cycle of interest rate cuts
in 2009. The overnight borrowing rate was reduced
from 15 per cent at year-end 2008 to 6.5 per cent in
December 2009. The Central Bank also decreased the
reserve requirements for local currency deposits and
non-deposit liabilities from 6 per cent to 5 per cent, in
order to support credit growth.

The Turkish government also introduced a number
of measures to combat the impact of the global crisison
the Turkish economy. In particular, a state sponsored
loan scheme was introduced to support credit extension
to small and medium sized enterprises, in collaboration
with Turkish banks. Discussions between the
government and the IMF continue regarding a potential
IMF standby agreement.

The Turkish banking industry is a highly
competitive mix of large domestic, state-owned and
global banks. Three state-owned banks have a 32.1 per
cent share, while foreign-owned banks, including
partial shareholdings, have 24 per cent. The remainder
is controlled by privately-owned domestic banks. The
four largest domestic banks dominate a market of 32
commercia banks and comprise some 47.2 per cent of
the industry’ s assets.

The growth of the Turkish banking industry is
mainly driven by lending and highly dependent on the
availability of foreign financing. The effects of the
global crisis heavily inhibited the sector’s growth in
2009 to 8.2 per cent. Loan markets growth, both
commercia and personal, was almost flat. Banks
invested heavily in high-yield and risk-free government
securities, up by 24.4 per cent against 2008. Despite
unprecedented conditions, competition was intense in
the domestic funding market and the industry managed
to build its deposit base by 6.5 per cent in 2009. The
global crisis has aso halted infrastructure investments:
network expansion has been limited to 246 branches

only (up by 3 per cent) with total industry staffing
levelsincreasing by 0.5 per cent.

Key Performance Indicators (‘KPIs’)

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

Financial KPIs

To support the Group strategy and ensure that group
performance can be monitored, management use a
number of financial KPIs.

The table below and related commentary presents,
on an underlying basis, the measures for the period
2008 and 2009. At abusiness level, KPIs are
complemented by various benchmarks, which are
relevant to the planning process and to reviewing
business performance.

2009 2008
Revenue growth® (%) ..........c...... 231 72
Revenue mix? (%) ...........
Net interest income 51.1 41.9
Net feeincome ....... 25.8 29.7
Trading income........ 16.6 223
Other income .......... 6.5 6.1
Cost efficiency® (%) ..o.coeeeeeeeeenee. 51.8 60.6
Return on average invested
(0% 0112 I 7, 9.2 7.8
Advances to deposits ratio® (%) .... 89.3 88.9

1 The percentage increase in net operating income before loan
impairment charges and other credit risk provisions compared
with the previous reporting period.

2 Asa percentage of net operating income before loan
impairment charges and other credit risk provisions.

3 Total operating expenses divided by net operating income
before loan impairment charges and other credit risk
provisions.

4 Profit attributable to ordinary shareholders divided by
average invested capital.

5 Loans and advances to customers as a percentage of the total
of core current and savings accounts and term funding with a
remaining termto maturity in excess of one year.

Revenue growth provides an important guide to the
group’ s success in generating business. While the
economic recession depressed demand for lending and
lower interest rates increased competition for deposits,
revenue still grew by 23.1 per cent in 2009. Global
Banking and Markets reported significant growth as
robust revenues across core trading activities were
driven by higher margins and an increase in

market share.

Revenue mix represents the relative distribution of
revenue streams between net interest income, net fee
income, trading income and other income. It isused to
understand how changing economic factors affect the
group, to highlight dependence on balance sheet
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utilisation for income generation and to indicate
success in cross-selling fee-based services to customers
with loan facilities. This understanding assists
management in making business investment decisions.
The change in revenue mix in 2009 is attributable to
increased net interest income driven by robust
performance in Balance Sheet Management.

Cost efficiency is arelative measure that indicates the
consumption of cost resources in generating revenue.
Management uses this to assess the success of
technology utilisation and, more generally, the
productivity of the group’s distribution platforms and
sales forces. Cost efficiency improved from 60.6 per
cent in 2008 to 51.8 per cent in 2009, primarily due to
stronger revenues and tight control over operating
expenses.

Return on average invested capital measuresthe
return on the capital investment made in the business,
enabling management to benchmark HSBC against
competitors. In 2009, the ratio of 9.2 per cent was
higher than that reported in 2008, reflecting higher
profit attributable to shareholders on an underlying
basis.

Advances to deposits ratio describes loans and
advances to customers as a percentage of the total of
core current and savings accounts and term funding

with aremaining term to maturity in excess of one year.

Management uses this to ensure that loans are being
funded with stable funding sources and not short term
wholesale market sources. The values of the Advances
to Depositsratios at year end 2009 and 2008 were
respectively 89.3 per cent and 88.9 per cent.

Non-financial KPIs

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

Employee engagement

Employee engagement is a measure of employees
emotional and rational attachment to HSBC that
motivates them to remain with the Group and align
themselves whol eheartedly with its success. HSBC
measures employee engagement through its annual
Global People Survey, which took place in June/ July
2009. Over 68,000 employees from HSBC's UK and
European businesses shared their views last year, with
extremely favourable results. Despite the challenging
external environment, results showed an 8 percentage
point increase in employee engagement, from

58 per cent to 66 per cent.

Each year HSBC benchmarks its employee
engagement scores against a peer group of institutions
both from financial services and from other sectors.
The 2009 score of 66 per cent indicates that HSBC is

performing significantly better than both the European
average of 59 per cent and the global financia services
industry as awhole of 64 per cent. Managers and
leaders are now working together with their people to
determine the areas of focus for 2010, with the
objective of meeting ‘best in class' engagement levels
by 2012.

Brand perception

HSBC's brand is one of the most recognised and
respected in the world. It reflects the trust HSBC's
customers place in the bank and represents the values
that guide its business. The stronger, the more trusted
and recognised, the brand is, the more likely HSBC is
to attract business and to retain existing customers.

HSBC monitors the strength of it brands through
surveys conducted by accredited, independent, third-
party organisations. A weighted score card is used to
produce an overall score on a 100-point scale which is
then benchmarked against HSBC' s main competitors.

Brand strength 2009

Across Europe, HSBC' s brand became more
recognised and respected. It was frequently cited as the
strongest financial services brand in the UK.

The benchmark brand scores set in 2008 for
Personal Financial Services (‘PFS’) and Commercia
Banking (‘ CMB’) were ahead of the competitor
average by 8 and 10 points respectively. The 2009
results show very good progress with PFS recording a
score of +10 (target +8) and CMB +15 (target +10).

Customer satisfaction

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

The bank does this by aggregating data from
accredited, independent, third-party organisations and
the resulting recommendation scores, measured out of
100, are benchmarked against competitors.

Results 2009

The benchmark recommendations seen in 2009 for PFS
and CMB were ahead of the competitor average by 2
points and 5 points respectively on a 100 point scale.

first direct, HSBC' s internet and telephone bank,
achieved the highest level of customer satisfactionin
the UK according to research company TNS.

Awards

HSBC was recognised in several industry awards
throughout 2009. A small selection of those follows:



HSBC BANK PLC

Report of the Directors (continued)

e 'UK’sbest and most innovative mortgage lender’ —
Mortgage Finance Gazette;

e HSBC Invoice Finance (HIF) was awarded ‘ Best
Factoring Institution’ in the Trade Finance Awards
for Excellence 2009 for the 7th consecutive year
and the UK’ s Best Trade Finance provider by
Global Finance Magazine;

e ‘Best Corporate/ Institutional Internet Banking
Servicein the UK’ — Global Finance;

e ‘Best Debt Housein Turkey’ — Euromoney;

e ‘Outstanding Global Private Bank’ — Private
Banker International;

e The Euromoney 2010 Private Banking Survey
placed HSBC second in the Global Private banking
category for the second consecutive year; and

e ‘UK Private Bank of the Year’ — by the Spear's
Wealth Management Awards.

In the annual Financial News Awards, Global
Banking and Markets was recognised as:

e European DCM House of the Y ear and European
Corporate Bond House of the Y ear.

IT performance and systemsreliability

HSBC tracks two key measures asindicators of IT
performance; namely, the number of customer
transactions processed and the reliability and resilience
of the group’s systems measured in terms of service
availability targets.

Number of customer transactions processed

The overall number of customer transactions processed
isareflection of the usage of IT in the delivery
channels used to service customers. Itsaimisto
manage the rate of increase in customer transactions
cost effectively and enable growth in customer
numbers. While the overall level of customer
transactionsis impacted by economic conditions, the
transition of customer transactions from labour
intensive (branch and call centre) to automated (credit
card, internet and self service) channelsis continuing.

Percentage of I T services meeting or exceeding
targets

HSBC'sIT function establishes with its end users
agreed service levels for systems performance, such as
systems running at 99.9 per cent of the time and
processing credit card authorisations within two
seconds. It monitors the achievement of each of these
against their agreed service levels. Performance in 2009
at 98.7 per cent exceeded all previousyearsin al
measures. At the same time, the number of servicesin
production grew by 5 per cent, providing robust and
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high performing services to the group’s customers
across Europe.

Outlook

A moderate improvement in global economic
conditions and alow level of resource utilisation are
expected to contain inflationary pressures, encouraging
only agradual increase in interest rates from
exceptionally low levels within both the UK and
Eurozone.

The bank expects UK GDP to increase by 2.2 per
cent in 2010 following a decline of 4.9 per centin
2009, with the pace of recovery likely to improve as the
year progresses. The recovery in many commodity
pricesis expected to contribute to atemporary period of
high levels of consumer price inflation during the early
months of 2010. Consumer and investment expenditure
are expected to remain largely subdued, with an
increased level of exports seen as supporting economic
recovery. A modest further increase in unemployment
is anticipated during the course of 2010.

Eurozone GDP is expected to rise by 1.2 per cent
in 2010 following a contraction of 4.0 per cent in 20009.
Some recovery is expected to be recorded across the
region’s major economies, although the relatively high
exposure of the German economy to stronger growth in
other areas of the global economy presents the scope
for alimited out-performance by that economy.
Consumer spending is expected to remain subdued
given the possihility for afurther deterioration in labour
markets across the Eurozone.



HSBC BANK PLC

Report of the Directors (continued)

Reconciliation of reported and
underlying profit before tax

The group measures its performance internaly on a
like-for-like basis by eliminating acquisitions and
disposals of subsidiaries and businesses, and fair value
movement on own debt attributable to credit spread
where the net result of such movements will be zero
upon maturity of the debt.

Reported results include the effects of the above
items. They are excluded when monitoring progress
against past profit because management believes that
the underlying basis more accurately reflects operating
performance.

Summary of Financial Performance

‘Underlying basis' is adjusted for the following:

£180 million gain on the disposal of the residual
49 per cent stake in the UK card acquiring joint
venture with Global Payments Inc. in June 2009.
The 2008 resultsincluded a£215 million gain
realised on the sale of the first tranche;

£644 million gain on the disposal of seven
regional banksin Francein July 2008;

£80 million operating profit from the seven
regional banks in France during 2008; and

the change in own credit spread on long-term debt
which resulted in a £439 million loss in 2009
compared with again of £477 million for 2008.

NEL INtEreSt INCOME ....vviiiricieeerer e
Net fee income
Trading income
Net income/ (expense) from financial instruments designated at fair
VAIUB .ottt
Gains less losses from financial investments............cocccoevevennnnccneee.
Net earned iNSUranCe PremilmS........c.cocererueeeereseseeeeese s seseseseenenes
Other Operating iINCOIME ........c.oiurueeeririrerieee st
Net insurance claims incurred and movement in liabilities to
POHCYNOIAENS.......eiiiieiece et

Net operating income before loan impairment charges and credit risk
PrOVISIONS ..ottt

Loan impairment charges and other credit risk provisions

Net Operating iNCOME .......ccceeirireeieeeee e saes

Total OPErating EXPENSES .....ovevevreerierireereererereeeeseseesesessesssesssessssssessssnens

OPErating Profit wovveveeeerireeeeiere s eeeess s sesse e sesse e sesesessssesenens
Share of profit in associates and joint VENLUresS ...........cccocoeenererenccneee

Profit on ordinary activities before tax

Tax on profit on ordinary aCtivitieS .........ccceverrennennseenerseeeeeens

Profit on ordinary activities after tax ........cccoeevrveeienenneeecerese

Attributable to shareholders of the parent company ..........cccocceeeecuenenns

The group reported pre-tax profit of £4,014
million, compared with £4,366 million in 2008. On an
underlying basis pre-tax profit was £4,273 million,
against £2,950 million in 2008.

Thefollowing items are significant in a
comparison of 2009’ s underlying results to 2008:

e agan of £353 million onthe sale of the group’s
London headquarters building. In 2008 the group
reported a gain of £265 million from the
cancellation of an agreement to sell this building;

1"

2009 2008 2009 2008
£m £m £m £m
Reported Reported Underlying Underlying
8,091 5,697 8,091 5,660
4,077 3,957 4,077 3,924
2,626 2,967 2,626 2,967
543 (1,097) 982 (1,574)
(73) 82 (73) 49
2,716 2,891 2,716 2,891
1,122 1,678 942 800
(3,540) (1,835) (3,540) (1,835)
15,562 14,340 15,821 12,882
(3,364) (1,861) (3,364) (1,858)
12,198 12,479 12,457 11,024
(8,198) (8,122) (8,198) (8,083)
4,000 4,357 4,259 2,941
14 9 14 9
4,014 4,366 4,273 2,950
(856) (843)
3,158 3,523
3,092 3,441

achangein the basis of delivering death-in-
service, ill health and early retirement benefits for
some UK employees generated an accounting
gain of £322 million in 20009;

aloss of £179 million for HSBC Insurance (UK)
Limited, compared with aloss of £19 millionin
2008. The UK motor insurance underwriter was
very significantly affected by adverse claims
experience during the year and a decision was
taken to close to new business in September 2009
with the company now in run off.
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The commentary that followsis on an underlying
basis.

Net interest income increased by £2,431 million,
or 43 per cent. Balance Sheet Management revenuesin
Globa Banking and Markets rose significantly dueto
the early positioning of balance sheet in anticipation of
decisions by central banks to preserve alow base rate
environment. Net interest income also benefited from a
reduction in the cost of funding trading activities as
interest rates fell. Conversely, the retail business and
payments and cash management were adversely
affected by margin compression following interest rate
reductionsin late 2008 and early 2009. Mortgage
balances increased as the bank gained market sharein
the UK, through the success of a new Rate Matcher
mortgage promotion and other campaigns launched in
line with its secured lending growth strategy. In 2009
the bank more than met its commitment to make
available £15 billion of new mortgage lending. In
Commercia Banking, net lending fell compared with
2008 as aresult of muted customer demand. Customer
utilisation of committed overdraft facilities provided by
the bank in the UK to commercia customers was only
40 per cent at the end of 2009 illustrating the
availability of credit when demand resumes. Across
most businesses asset bal ances declined reflecting
reduced customer demand for credit, increased debt
issuance as the bond markets reopened in 2009 and the
group’ s diminished appetite for unsecured lending in
the UK and Continental Europe. Asset spreads
widened, most notably in the UK and Turkey, as
funding costs reduced in the low interest rate
environment and the market pricing of corporate
lending increased.

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

Net fee income increased by £153 million, or 4 per
cent. The group generated higher underwriting fees
from increased government and corporate debt
issuances, and by taking market share in equity capital
markets issues as corporates and financial institutions
restructured their balance sheets by raising share
capital. As part of its wealth management strategy the
bank continued to grow the Premier customer base and
successfully launched the World Selection fund in the
UK with £959 million invested during the year. This
was partly offset by lower equity brokerage
commissions and reduced performance and
management fees in Private Banking as investor
sentiment for risk and structured products remained
subdued.

Trading income decreased by £341 million, or 11
per cent. Thisreflects £956 million of foreign
exchange losses on trading assets, held as economic
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hedges of foreign currency debt designated at fair
value, which offset the £615 million increase in other
trading income arising from a strong performancein
Global Banking and Markets.

A net gain of £982 million was recognised as Net
income from financial instruments designated at fair
value, compared with alossin 2008. This was
primarily due to gains on the fair value of assets held to
meet ligbilities under insurance and investment
contracts as equity markets recovered from declines
experienced in 2008. To the extent that these gains
were attributed to policyholders holding either
insurance contracts or investment contracts with
discretionary participation feature ('DPF'), there was a
corresponding increase in net insurance claims incurred
and movement in liabilities to policyholders. Foreign
exchange gains on debt designated at fair value were
largely offset by losses on the tightening of credit
spreads on own debt.

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

Net earned insurance premiums decreased by 6 per
cent. In the UK an insurance linked Guaranteed Income
Bond offered in 2008 was replaced with an aternative
banking deposit product, giving rise to adecreasein
insurance premium income, with an equivalent
decrease in ‘Net insurance claims incurred and
movement in liabilities to policyholders’. Adjusting for
the impact of a significant re-insurance transaction in
2008 which passed insurance premiums to a third-party
reinsurer, net premiums in France increased by 5 per
cent despite a significant reduction in the distribution
network following the disposal of the regional banks
network in July 2008.

Other operating income increased by 18 per cent,
mainly due to the £353 million gain on the sale and
leaseback of 8 Canada Square in London which was
effected through the disposal of HSBC's entire
shareholding in the company which isthe legal owner
of the building and long leasehold interest in 8 Canada
Square. In 2008, HSBC recognised again of £265
million representing the equity deposit on a previously
negotiated sale of the building which ultimately did not
complete. The growth in revenue also reflected lower
costs associated with the provision of support to certain
money market fundsin the global asset management
business.

Net insurance claimsincurred and movement in
liabilities to policyholdersincreased by £1,705 million.
The majority of the movement was due to the change in
liabilities to policyholders reported abovein *Financial
instruments designated at fair value', and the large one-
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off reinsurance transaction in France in 2008. In
addition, an increase of £200 million in claims
reserving was required to reflect a higher incidence and
severity of insurance claimsin the UK motor
underwriting business and a higher incidence of credit
protection claims through the reinsurance business in
Ireland. Risk mitigation measures implemented in 2009
included the decision to cease originations of UK motor
insurance premiums. This was partly offset by the
decrease in liabilities following reduced sales of the
personal insurance bond product offering noted above.

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

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

Operating expenses increased by £115 million, or
1 per cent. Excluding an accounting gain of
£322 million following a change in the basis of
delivering death-in-service, ill health and early
retirement benefits for some UK employees, operating
expenses increased despite efficiency benefits as higher
performance-related awards were made to reflect
exceptional revenue and profit growth in Global
Banking and Markets.

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

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

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

The effective tax rate was 21.3 per cent (2008:
19.3 per cent). Thisrate islower than the UK statutory
tax rate of 28 per cent (2008: 28.5 per cent) reflecting
the benefit of tax free gainsin both years. In 2009, the
most significant tax free gain related to the sale of the
bank’s London head office building.
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Performance and Business Review

Profit on ordinary activities before tax

UK Retail BanKiNg ......ccucueueerirerieieieineisiseee s
Continental Europe Retail Banking
Global Banking and Markets ..........ocoeeeeinireseceninesesenssesesessessesenees
Private BanKing .......ccooeeirueieiiniiririee e
OLNEY ..o s

2009 2008 2009 2008

£m £m £m £m
Reported Reported Underlying  Underlying
988 2,139 808 1,924

197 236 197 156
2,511 122 2,511 122
728 726 728 726

(410) 1,143 29 22
4,014 4,366 4,273 2,950

Review of Business Performance

HSBC Bank plc and its subsidiary undertakings reported
apre-tax profit of £4,014 million, compared with £4,366
million in 2008, a decrease of 8 per cent.

On an underlying basis pre-tax profits increased by
45 per cent. Globa Banking and Markets delivered an
exceptional performance with robust revenues across
core countries, driven by higher margins and an increase
in market share. Revenues grew faster than operating
expenses, with continued emphasis on active cost
management limiting the latter to arelatively modest
rise. Offsetting this, the Retail businesses encountered
significant liability margin compression, and higher
impairments and provisions.

The commentary that follows is on an underlying
basis for each of the principal business segments.

UK Retail Banking

2009 2008
£m £m
Net interest income...... 3,361 3,692
Net feeincome......... 1,913 1,917
Trading income.... 28 61
Other iINCOME......cccovureeeerireririeins 241 770
Net operating income before
impairments and provisions..... 5,543 6,440
Loan impairment charges
and credit risk provisions............. (1,600) (1,095)
Net operating income.................. 3,943 5,345
Total operating expenses.............. (2,968) (3,214)
Operating Profit.......c.ccoeeeeerreeenne 975 2,131
Share of profit in associates
and joint VeNtures..........cccoveeveuenene 13 8
Profit on ordinary activities
beforetax.......ccevvvvnnecncecnnnn 988 2,139

The above tableis on areported basis. UK Retail
Banking reported a profit of £988 million for 2009,
against £2,139 million in 2008.

‘Underlying basis' is adjusted for the £180 million
gain on the disposal of the residual 49 per cent stake
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in the UK card acquiring joint venture with Global
Payments Inc. in June 2009. The 2008 results
included a £215 million gain realised on the sale of
the first tranche.

For UK Retail Banking the following items are
significant in a comparison of 2009's underlying
results to 2008:

e achangein the basis of delivering death-in-
service, ill health and early retirement benefits
for some UK employees generated an accounting
gan;

e alossof £179 million for HSBC Insurance (UK)
Limited, compared with aloss of £19 millionin
2008 as the UK motor insurance underwriter was
very significantly affected by adverse claims
experience during the year.

In achallenging year, and despite a domestic
economy in recession, HSBC' s financial strength
enabled the bank to continue to support persona and
commercia customersin the UK throughout 2009
making available £15 billion in residential mortgages,
and helping 121,000 business start-upsin the
Commercia sector.

HSBC continued to build its premium customer
base and the number of UK based Internationa
customersin the Commercial segment. Customer
deposit levelsincreased despite intense competition
and margin compression.

On an underlying basis, and excluding the losses
from HSBC Insurance (UK) Limited and the
accounting gain for some UK employee benefitsin
2009, UK Retail Banking pre-tax profitsfell by 63
per cent. Thiswas primarily driven by higher
impairments in both the personal and commercial
segments due to deterioration in the economic
environment, margin compression impacting liability
spreads and lower fee income, partially as aresult of
strategic re-positioning.
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Net interest income decreased by 9 per cent,
mainly driven by narrowing of liability spreads
following interest rate cuts. The bank has however
built on its strong deposit base in 2009, despite fierce
competition for liability balances. Mortgage bal ances
also increased as the bank gained market share in the
UK through the success of a new Rate Matcher
mortgage promotion and other campaigns launched in
line with the secured lending growth strategy. New
mortgage sales were in line with the commitment to
lend made in December 2008. In Commercial
Banking, net lending has reduced from prior year as a
result of muted customer demand. Customer
utilisation of committed overdraft facilities was only
40 per cent at the end of 2009. Asset spreads widened
in the UK as funding costs reduced in alow interest
rate environment and the pricing of corporate lending
increased.

Net fee income remained flat. In line with strategy
the bank continues to grow the Premier customer base.
In Commercial Banking significant growth was seen
in trade revenues which increased 18 per cent on 2008
where the bank responded to the challenge of the
recession by increasing the availability of Trade
Finance to companies trading internationally.
However, fees declined overall following the part
disposal of the card-acquiring businessto ajoint
venture in 2008, lower overdraft fees as a result of
reduced utilisation and higher operational liquidity
costs.

Other operating income decreased by 89 per cent
primarily due to the income realised as a result of the
sale of Mastercard and Visa sharesin 2008 of £191
million not repeated in 2009, a decline in income of
£134 million in the insurance brokers business driven
by adverse motor insurance claims experience
mentioned above, Sale and Leaseback profits made in
2008 and not 2009 and the ongoing impacts of the
decision in December 2007 to cease selling PPI
products.

Loan impairment charges and other credit risk
provisionsincreased by 46 per cent to £1,600 million.
In Commercial Banking, loan impairment charges
rose by £285 million, reflecting the general economic
downturn with a small number of large cases having a
material impact. Exposure to the commercial property
portfolio in the UK declined by £0.8 billion to £10.3
billion during 2009, reflecting HSBC' s efforts to
reduce risk in this sector.

In the Personal sector, loan impairment charges
rose by £222 million. Stresses were most evident in
cards and other unsecured lending, as unemployment
rose. However unsecured lending at £13.4 billion is
only 18.4 per cent of the aggregate portfolio, as the
bulk of the portfolio is residential mortgage. Despite
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declinesin property values from the peak in 2007,
residential sector impairment charges as a percentage
of total lending remained low at 0.157 per cent,
reflecting the bank’ s conservative lending approach.

Operating expenses decreased by 8 per cent to
£2,968 million. Excluding an accounting gain of
£264 million following a change in the basis of
delivering death-in-service, ill health and early
retirement benefits for some UK employees, operating
expenses were broadly in line with 2008. The UK
business has leveraged global scale and technology
platforms to re-engineer the business. This has
improved the customer experience and has allowed a
reduction of the core operating expensesin the UK
Retail businesses.

Continental Europe Retail Banking

2009 2008
£m £m
Net interest income..........cooveeeee 1,681 1,505
Net fee income 423 532
Trading iNCOME.........cceeuererererenes 28 11
Other iNCOME ......covvveeeeeiririeiene 6 (14)
Net operating income before
impairments and provisions.... 2,138 2,034
Loan impairment charges
and credit risk provisions............ (338) (279)
Net operating income ............c..... 1,800 1,755
Total operating expenses.. (1,603) (1,519)
Operating profit 197 236
Share of profit in associates
and joint Ventures...........ccceveeeeee - -
Profit on ordinary activities
beforetax .......coeoevvnnrcnicecnnnnn 197 236

The above table is on areported basis.
Continental Europe Retail Banking reported a profit of
£197 million for 2009, against £236 million in 2008.

Underlying basisis adjusted for £80 million
operating profit from the seven regional banksin
France that were disposed of in July 2008.

On an underlying basis and excluding foreign
exchange movements profit before tax increased by
£22 million. Commercial Banking profits increased by
31 per cent as aresult of improved lending margins,
partially offset by higher loan impairment charges
reflecting the general economic downturn with a small
number of larger cases having a material impact. The
bank continued to support small business through the
economic cycle, lending £150 million to the SME
sector in France and Malta. Despite sharp fallsin
international trade volumes across the region, the
group’ s trade business continued to grow with
revenues up 4 per cent on 2008 with particularly
strong growth in key markets such as Poland and
Turkey, and record resultsin Spain, Armenia, |srael
and Ireland. Despite steady net interest income
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growth, Personal Banking losses increased in 2009
due to alarge re-insurance loss of £47 millionin
Ireland and an increase in impairment charges.

Net interest income increased by 15 per cent.
Adjusting for the impact of foreign exchange
movements net interest income increased by 6 per
cent. Net interest spreadsimproved in Commercial
Banking although the impact was reduced by lower
asset balances reflecting a decline in customer demand
for credit and achangein investor preference from
bank lending to debt issuance. Personal banking net
interest income increased due to a significant growth
in the Premier customer base, predominantly in
France, in line with the Premium banking strategy.
However thiswas largely offset by the group’s
diminished appetite for unsecured lending and by
losses of income resulting from the closure of the
Consumer Finance businesses in Eastern Europe.

Net fee income decreased by 15 per cent mainly
driven by anincrease in fee expense dueto arisein
business written in HSBC Reinsurance through the
HSBC Preferred Strategic partner network, which is
used for certain products in locations where HSBC
does not have a manufacturing presence. Thiswas
partially offset by higher service and arrangement fees
in Turkey due to increased Personal Banking card
volumes.

Loan impairment charges and other credit risk
provisionsincreased by 23 per cent to £338 million.
Loan impairment charges for commercial loans rose
by £35 million reflecting the general economic
downturn and a small number of larger cases having a
material impact. Loan impairment charges were £27
million higher in the Personal Banking sector, duein
part to a £16 million write-off relating to afraud case
in France. Despite uncertainty in European property
markets, impairment charges from the residential
sector remained relatively low, benefitting from the
bank’ s conservative approach to lending.

Operating expenses increased by 8 per cent to
£1,603 million. Excluding the impact of foreign
exchange movements, £12 million additional
investment spend in Russia and £18 million write-off
costs relating to a number of Personal Banking and
Consumer Finance withdrawals from Eastern Europe,
operating expenses remained flat reflecting tight cost
control across the region.
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Global Banking and Markets

2009 2008
£m £m
Net interest inCOME™............oe.vnn.. 2,849 1,963
Net feeincome.........coooevereecrrenne. 1,060 845
Trading income'.........occ.oevvennnn. 1,972 318
Other iNCOME ......oceveeeerererieieiene 708 (110)
Net operating income before
impairments and provisions.... 6,589 3,016
Loan impairment charges
and credit risk provisions............. (1,405) (453)
Net operating income................... 5,184 2,563
Total operating expenses............. (2,674) (2,442)
Operating profit ........cccevereeveeenene. 2,510 121
Share of profit in associates
and joint VeNntures..........c.ceeeeenene. 1 1
Profit on ordinary activities
beforetax ........ocvverrererrenieernenns 2,511 122

1 Thegroup’s balance sheet management business, reported
within Global Banking and Markets, provides funding to the
trading businesses. To report Global Banking and Markets
Net trading income on a fully funded basis, Net interest
income and Net interest income/ (expense) on trading
activities are grossed up to reflect internal funding
transactions prior to their elimination in the intersegment
column. (Refer to Note 12).

The above table is on areported basis and there is
no difference between reported and underlying basis.

Global Banking and Markets recorded an
exceptional pre-tax profit of £2,511 million in 2009,
primarily resulting from an outstanding performance
in Rates and Balance Sheet Management.

Net interest income increased by 45 per cent.
Balance Sheet Management revenues increased due to
early positioning of balance sheet in anticipation of
decisions by central banks to preserve alow base rate
environment. Conversely, the payments and cash
management business was adversely affected by
margin compression following interest rate reductions
in late 2008 and early 2009.

Net fee income increased by 25 per cent dueto a
risein underwriting fees from an increase in
government and corporate debt issuances, and higher
revenues in equity capital markets driven by the return
of client activity and gains in market share.

Trading income increased by £1,654 million. A
particularly strong performance in Rates reflected
increases in market share and client trading volumes,
coupled with wider bid-offer spreads. Similarly,
revenue in the Credit trading business rose as credit
prices improved and client activity increased with the
return of liquidity to the market. Foreign exchange
revenue fell, however, reflecting a combination of
reduced customer volumes and relatively lower
market volatility when compared with the exceptional
experience of 2008. Trading income benefited from
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the non-recurrence of write-downs on legacy positions
in credit trading, leveraged and acquisition financing
and monoline exposures, and from the non-recurrence
of a £585 million charge in 2008 following the fraud
at Madoff Securities. This was partly offset by losses
on tightening of credit spreads on structured liabilities,
compared to gainsin 2008. Thetightening of credit
spreads led to a reduction in the carrying value of
credit default swap transactions held as hedgesin parts
of the Global Banking portfolio. In 2008, gains were
reported on these credit default swaps following
widening credit spreads.

Loan impairment charges and other credit risk
provisionsincreased by £952 million to £1,405
million with charges concentrated among a small
number of clients. The emergencein the year of cash
flow impairment on certain asset-backed debt
securities held within the available-for-sale portfolios
added £745 million to the charge. Impairment booked
on these exposures reflects mark-to-market losses
which the bank judges to be significantly in excess of
the likely ultimate cash losses.

Operating expenses increased by 10 per cent to
£2,674 million as efficiency benefits were offset by
higher performance-related awards made to reflect
exceptional revenue and profit growth.

Private Banking

2009 2008
£m £m
Net interest income...........cccvveeeee 815 746
Net feeincome.......ccccvvenecerenee 626 627
Trading iNCOME.........cccceeenererueunuens 210 212
Other iINCOME......coveveererererieieieenes 28 49
Net operating income before
impairments and provisions..... 1,679 1,634
Loan impairment charges
and credit risk provisions............. (19) (31)
Net operating income 1,660 1,603
Total operating expenses.............. (932) (877)
Operating profit......cccevveeeenene. 728 726
Share of profit in associates
and joint VeNtures ..........coeeeenene. - -
Profit on ordinary activities
beforetax........cooeveeennnnicernennn 728 726

The above table is on areported basis and there is
no difference between reported and underlying basis.

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

Net interest income increased by 9 per cent to
£815 million, due to foreign currency movements.

Excluding these movements net interest income
declined by 3 per cent in 2009 due mainly as aresult
of tighter spreads and reduced deposit volumes
following aggressive deposit price competition.

Net fee income and Trading income were both
broadly unchanged.

Other income decreased by 43 per cent, primarily
dueto the sale of investment in Hermitage Fund in
2008.

Operating expenses increased by 6 per cent to
£932 million. Excluding unfavourable movements on
foreign exchange, operating expenses were 7 per cent
lower due to areduction in performance-related costs,
lower staff numbers and savings on discretionary
costs. These were partially offset by £12 million of
integration costs relating to the merger of HSBC' s two
Swiss Private Banks and £8 million of redundancy
costs.

Other
2009 2008
£m £m
Net interest income..........cccoveeeeee (192) (108)
Net feeincome.........cccovceerrennnn. 55 36
Trading income... (35) 264
Other income (152) 1,082
Net operating income before
impairments and provisions..... (324) 1,274
Loan impairment charges
and credit risk provisions............. (2) 3)
Net operating income ..........co.cv.... (326) 1,271
Total operating expenses.............. (84) (128)
Operating Profit ......ccoeeveeeereennenns (410) 1,143
Share of profit in associates
and joint Ventures...........coeeeeeene. - -
Profit on ordinary activities
beforetax ........coevmvnniciececinnnn, (410) 1,143

Reported loss before tax in Other was £410
million, compared with a profit of £1,143 millionin
2008.

Other includes:

e thechangein own credit spread on long-term
debt which resulted in a £439 million lossin
2009 compared with again of £477 million for
2008;

e  the £644 million gain on the disposal of seven
regional banksin Francein July 2008; and

e thegain of £353 million on the sale of the
group’s London headquarters building. In 2008
the group reported a gain of £265 million from
the cancellation of an agreement to sell this
building.
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Share capital

In January 2009, HSBC Holdings plc subscribed
£526.6 million for one ordinary share of £1 credited as
fully paid in the ordinary share capital of the bank. In
March and May 2009, HSBC Holdings plc subscribed
£500 million and £1,750 million, respectively, for two
further ordinary shares of £1 credited as fully paid in
the ordinary share capital of the bank.

Save for this, there have been no other changes to
the issued ordinary share capital of the bank in the year
ended 31 December 20009.

The concept of authorised share capital was
abolished under the UK Companies Act 2006 with
effect from 1 October 2009 and amendments to the
Company’s Articles of Association were approved by
shareholdersin General Meeting on 1 October 2009.

Capital management and allocation

Capital management
(Audited)

The Financial Services Authority (‘FSA’) isthe
supervisor of the bank and the group and, in this
capacity, receives information on their capital adequacy
and sets capital requirements. Individual banking
subsidiaries are directly regulated by their local

banking supervisors, who set and monitor their capital
adequacy requirements.

The group calculates capital using the Basel |1
framework of the Basel Committee on Banking
Supervision. Basel 1l is structured around three
‘pillars’: minimum capital requirements, supervisory
review process and market discipline. The Capital
Requirements Directive (‘ CRD’) implemented Basel |1
in the EU and the FSA then gave effect to the CRD by
including the requirements of the CRD in its own
rulebooks.

It isthe group’s policy to maintain a strong capital
base to support the development of its business and to
meet regulatory capital requirements at al times.

Capital
The group’s capital isdivided into two tiers:

e Tier 1 capita isdivided into coretier 1 and other
tier 1 capital. Coretier 1 capital comprises
shareholders’ equity and related minority interests.
The book values of goodwill and intangible assets
are deducted from core tier 1 capital and other
regulatory adjustments are made for items
reflected in shareholders’ equity which are treated
differently for the purposes of capital adequacy.
Qualifying hybrid capita instruments such as non-
cumulative perpetua preference shares and
innovative tier 1 securities are included in other
tier 1 capital.

e Tier 2 capital comprises qualifying subordinated
loan capital, related minority interests, allowable

collective impairment allowances and unrealised
gains arising on the fair valuation of equity
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instruments held as-available for-sale. Tier 2
capital also includes reserves arising from the
revaluation of properties.

To ensure the overall quality of the capital base,
the FSA’srules set limits on the amount of hybrid
capital instruments that can be included in tier 1 capital
relative to coretier 1 capital, and also limits overall tier
2 capital to no more than tier 1 capital.

The basis of consolidation for financial accounting
purposes is described on page 41 of the Annual Report
and Accounts 2009 and differs from that used for
regulatory purposes. Investments in banking associates,
which are equity accounted in the financial accounting
consolidation, are proportionally consolidated for
regulatory purposes. Subsidiaries and associates
engaged in insurance and non-financial activities are
excluded from the regulatory consolidation and are
deducted from regulatory capital. The regulatory
consolidation does not include Specia Purpose Entities
(*SPEs') where significant risk has been transferred to
third parties. Exposures to these SPEs are risk-
weighted as securitisation positions for regulatory
purposes.

Pillar 1

Pillar 1 covers the capital resources requirements for
credit risk, market risk and operational risk. Credit risk
a so covers both counterparty credit risk and
securitisation requirements. All these requirements are
expressed in terms of Risk Weighted Assets (RWAS).

Credit risk

Basel 1l provides three approaches of increasing
sophistication to the calculation of pillar 1 credit risk
capital requirements. The most basic, the standardised
approach, requires banks to use external credit ratings
to determine the risk weightings applied to rated
counterparties, group other counterparties into broad
categories and apply standardised risk weightings to
these categories. The next level, the internal ratings-
based (‘IRB’) foundation approach, alows banksto
calculate their credit risk capital requirement on the
basis of their internal assessment of the probability that
a counterparty will default (‘PD’), but subjects their
quantified estimates of exposure at default (EAD’) and
loss given default (‘LGD’) to standard supervisory
parameters. Finaly, the IRB advanced approach allows
banks to use their own internal assessment in both
determining PD and quantifying EAD and LGD.

The capital resources requirement, which is
intended to cover unexpected losses, is derived from a
formula specified in the regulatory rules, which
incorporates these factors and other variables such as
maturity and correlation. Expected losses under the
IRB approaches are calculated by multiplying PD by
EAD and LGD. Expected losses are deducted from
capital to the extent that they exceed accounting
impairment allowances.

For credit risk, with the FSA’s approval, the group
has adopted the IRB advanced approach for the
majority of its business, with the remainder on either
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IRB foundation or standardised approaches. A rollout
planisin place, over the next few years, to extend
coverage of the advanced approaches, for both local
and consolidated group reporting, leaving a small
residue of exposures on the standardised approach. As
at December 2009, the corporate portfolio in France
completed the transition from the foundation to the
advanced |RB approach.

Counterparty credit risk

Counterparty credit risk in both the trading book and
non-trading book is the risk that the counterparty to a
transaction may default before completing the
satisfactory settlement of the transaction. Three
approaches to calculating counterparty credit risk and
determining exposure values are defined by Basel |1:
standardised, mark to market and the internal model
method. These exposure values are used to determine
capital requirements under one of the credit risk
approaches, standardised, IRB foundation and IRB
advanced.

The group uses mark-to-market and internal model
method approaches for counterparty credit risk. Its
longer-term aim is to migrate more positions from

mark-to-market to the internal model method approach.

Securitisation

Basel Il specifies two methods for calculating credit
risk requirements for securitisation positionsin the
non-trading book, being the standardised and IRB
approaches. Both approaches rely on the mapping of
rating agency credit ratings to risk weights, which
range between 7 per cent and 1,250 per cent. Positions
that would be weighted at 1,250 per cent are instead
deducted from capital. Within the IRB approach, the
group uses the Ratings Based Method (‘RBM’) for the
majority of its non-trading book securitisation
positions, and the Internal Assessment Approach
(‘1AA") for unrated liquidity facilities and programme
wide enhancements for asset-backed securitisations.

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

Market risk

Market risk isthe risk that movementsin market risk
factors, including foreign exchange, commodity prices,
interest rates, credit spread and equity prices will
reduce group’s income or the value of its portfolios.
Market risk is measured, with FSA permission, using
Vaueat Risk (‘"VAR’) models, or the standard rules
prescribed by the FSA.

The group uses both VAR and standard rules
approaches for market risk. Itslonger-term aimisto
migrate more positions from standard rulesto VAR.

Operational risk

Basel 11 also includes capital requirements for
operational risk, again utilising three levels of
sophistication. The capital required under the basic

19

indicator approach is a simple percentage of gross
revenues, whereas under the standardised approach it is
one of three different percentages of gross revenues
allocated to each of eight defined business lines. Both
these approaches use an average of the last three
financial years' revenues. Finaly, the advanced
measurement approach uses banks' own statistical
analysis and modelling of operational risk datato
determine capital requirements.

The group has adopted the standardised approach
in determining its Group operational risk capital
requirements.

Pillar 2

The second pillar of Basel 11 (Supervisory Review and
Evaluation Process) involves both firms and regulators
taking a view on whether a firm should hold additional
capital against risks not covered in pillar 1. Part of the
pillar 2 processisthe Internal Capital Adequacy
Assessment Process (ICAAP) which isthe firm's self
assessment of the levels of capital that it needs to hold.
The pillar 2 process culminates in the FSA providing
firmswith Individual Capital Guidance (‘ICG’). The
ICG isset asacapita resources requirement higher
than that required under pillar 1.

Pillar 3

Pillar 3 of Basel 1l is related to market discipline and
aims to make firms more transparent by reguiring them
to publish specific, prescribed details of their risks,
capital and risk management under the Basel |1
framework. The group published the first full set of
pillar 3 disclosures for 31 December 2008, including
guantitative tables, as a separate document on the
investor relations section of its website. The group’s
disclosures for 31 December 2009 will aso be
published as a separate document in the same location.

Future developments

The regulation and supervision of financia institutions
is currently undergoing a period of significant change
in response to the global financial crisis. Increased
capital requirements for market risk and securitisations
have aready been announced by the Basel Committee
and are due for implementation in 2011. The Basel
Committee issued further proposals in a Consultative
Document * Strengthening the resilience of the banking
sector’ on 17 December 2009. The Committee's
proposals are part of global initiatives to strengthen the
financial regulatory system, and have been endorsed by
the Financia Stability Board and the G20 Leaders. A
comprehensive impact assessment will be carried out
on the proposalsin the first half of 2010, with the aim
of developing afully calibrated set of standards by the
end of 2010. The proposals will be phased in as
financial conditionsimprove and the economic
recovery is assured, with the aim of implementation by
the end of 2012. Within this context, the Committee
will aso consider the appropriate transition and
grandfathering arrangements. The consultation period
for these proposals closes on 16 April 2010.
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Capital structureat 31 December

31 Dec 31 Dec
o ] . 2009 2008
Composition of regulatory capital (audited) £m £m
restated !
Shareholders’ equity 2..............ccccoeerrrens 32,248 28,085
Shareholders’ equity per balance sheet 27,787 19,923
Preference share & related PremMilm ... (431) (431)
Other EQUILY INSETUMENES ......ciititetiiieeireeieie sttt e bbbt bbb e b et e bbb e b e e e bbb s (1,750) (1,750)
Deconsolidation of special purpose entities EOT N 6,642 11,243
L a0 Y 1= (= £ 641 738
Regulatory Adjustments to the acCoUNting DaSsIS ... ....ccccvvvrvicieiiirrceee et es (562) (2,144)
Unrealised (gains)/losses on available for sale debt SECUMEIES oo (109) 825
OWN CrEAIT SPIEAN ....ceeieieieiei ittt ettt b et e bbb s e b e bk e ee bbb ettt s e b e b et e e bbbt s (168) (365)
Defined benefit pension fund adjustment S e eee s e s e e eeseesssees s 695 (469)
Cash flow hedging reserve (350) (327)
Reserves arising from revaluation of property & unrealised gains on available-for-sale equities .............. (480) (341)
Other regulatory @djUSLIMENTS ........ccoeiirireeieeeerisessteeese s esssee e sssesesesessssssssesesessssssesssessssssesasesssssessesssensen (150) (1,467)
1= [0 1o ST (11,518) (12,011)
Goodwill capitalised & INtANGIDIE BSSELS ........c.evviiiiiciiicicii e (10,560) (11,239)
50% Of SECUItiSAiON POSITIONS .....ceieiuieieiririeieieereres ettt bbb bbb st bebens (514) (318)
50% of excess expected |osses over impairment allowances .. (616) (640)
50% of tax credit adjustment for excess eXPECtEd IOSSES ...t 172 186
CONEEIEN L CAPITAI .o.vveieiierieeet ettt b bt e ekt e e bbb e et b bbb enenene 20,809 15,568
Other tier 1 capital DEfOre dEJUCLIONS ..ot 2,241 2,220
Preference shares & related premium .. 431 431
INNOVALIVE LB 1 SECUITIES ...ttt ettt bbbttt nn s 1,810 1,789
1= [0 1o TR (343) (265)
Unconsolidated investments®..............oooooovvvvoveeeeeecrie. (515) (451)
50% of tax credit adjustment for excess expected losses . 172 186
THEN L CAPITAI .eveteeiree ettt 22,707 17,523
Total qualifying tier 2 capital before dedUCLIONS ............ccueiiiiririrircierseie e 11,272 11,442
Reserves arising from unrealised gains on revaluation of property & available-for-sale equities 480 342
Collective impairment allowances L 368 -
Perpetual subordinated debt .......... 3,320 3,451
Term SUDOTAINGLEA GEDL ........c.eueiiieeietcier et bbbt se bbb 7,104 7,649
Total deductions other than from tier 1 CapItal ..........ccovreeiiirnece e (2,139) (1,867)
UNCONSONTALEH IMVESIMENES ©.......oooo e eeeseeseessesssesee e (1,004) (899)
50% Of SECUItISAiON POSITIONS .....ceieitiiieirieieieitere ettt et e bbb sb b s e bbb (514) (318)
50% of excess expected |osses over impairment alOWaNCES ...........cccoiirieeinnnsecee s (616) (640)
(@11 0 L= [0 o1 o) 3 P (5) (10)
Total regUIBLONY CAPITAl .....ccoireeireeieieeere ettt et e bbb st b bbbt e bbb e et s bbb 31,840 27,098
Risk-weighted assets (unaudited)
Credit and counterparty risk ... 167,259 211,206
Market risk ....ccoveueueerininens 12,655 25,311
(O] 07 = Lo a = = TR 23,367 21,366
TOBL ettt b et £t b bbb R £ e AR R A b b A £ e R £ SRR SRR bbb £ Rt Ae AR b e bbbkt tean b ettt etana 203,281 257,883
Capital ratios (unaudited) % %
(@0 (1= g A = 1o TSROSO SRR 10.2 6.0
THEE L FBHIO c.vueeveeeieeee ettt ettt bbbtttk b bt e b b h e s bbb R e e bbb a e s bbbt E et b bRt penen e 11.2 6.8
QI o ] = | 1 o R STRRRTRNS 15.7 105
1 InMay 2009 the FSA confirmed changes to the definition of core equity tier 1 capital for disclosure purposes.

abrwWN

~N O

HSBC Bank's core equity tier 1 capital for December 2008 has been restated accordingly for comparison.

Includes externally verified profits for the year to 31 December 2009.

Mainly comprises unrealised |osses on available-for-debt securities owned by deconsolidated special purpose entities.

Under FSA rules unrealised gaing/losses on available-for-sale debt securities must be excluded from capital resources.

FSA rules permit banks to replace a liability in a defined benefit pension scheme by the additional funding that will be paid into the scheme
over a5 year period.

Mainly comprise investment in insurance entities.

Under Basel |1 rules collective impairment allowances on loan portfolios under the standardised approach may be included in tier 2 capital.
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Board of Directors

The objectives of the management structures within the
bank, headed by the Board of Directors and led by the
Chairman, are to deliver sustainable value to
shareholders. Implementation of the strategy set by the
Board is delegated to the bank’ s European
Management Committee, and the UK Banking
Management Committee.

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

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

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

JD Fishburn and D D J John CBE retired as
Directorson 1 May 2009 and 29 June 2009,
respectively.

Dame Mary Marsh was appointed as a Director on
1 January 2009.

Board committees

The Board has appointed a number of committees
consisting of certain Directors and senior executives.

As at the date of this report, the following are the
principal committees:

Audit Committee

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

The members of the Audit Committeeare A RD
Monro-Davies (Chairman), PM Shawyer and JF
Trueman. All of the members of the Audit Committee
who served during 2009 are independent non-executive
Directors.
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Executive Committee

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

Remuneration Committee

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

Internal control

The Directors are responsible for internal control in the
group and for reviewing its effectiveness. Procedures
have been designed for safeguarding assets against
unauthorised use or disposition; for maintaining proper
accounting records; and for the reliability of financial
information used within the business or for publication.
Such procedures are designed to manage rather than
eliminate the risk of failure to achieve business
objectives, and can only provide reasonable and not
absolute assurance against material misstatement,
errors, losses or fraud. The procedures also enable the
bank to discharge its obligations under the Handbook
of Rules and Guidance issued by the Financial Services
Authority, the bank’s lead regulator.

The key procedures that the Directors have
established are designed to provide effective internal
control within the group and accord with the Internal
Control: Revised Guidance for Directors on the
Combined Code issued by the Financial Reporting
Council. Such procedures for the ongoing
identification, evaluation and management of the
significant risks faced by the group have been in place
throughout the year and up to 1 March 2010, the date of
approval of the Annual Report and Accounts 2009. In
the case of companies acquired during the year, the
internal controlsin place are being reviewed against the
group’ s benchmarks and they are being integrated into
the group’s systems.

The group’ s key internal control procedures
include the following:

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

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

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

Processes are in place to identify new risks from
changes in market practices or customer
behaviours which could expose the group to
heightened risk of loss or reputational damage.
During 20009, attention was focused on evolving
best practice in liquidity management and stress
testing; aggregating more efficiently counterparty
risk data and improving the counterparty crisis
management framework; rolling out successfully
piloted anti fraud systems; revised guidance on the
approval/review of new products and business
initiatives, with greater oversight by the Risk
function; the identification of market pricing
anomalies; changes in consumer protection
standards with personal financia services markets
and, more generally, changes in regulation and
public policy towards the financial services
industry, including the impact of government
interventions to address the under capitalisation
and funding difficulties of certain systemically
important financial institutions.

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

Governance and oversight arrangements are in
place to ensure that risk analytical models are fit
for purpose, used accordingly and complemented
by avariety of model-specific and enterprise-wide
stress tests that evaluate the impact of severe yet
plausible events and other unusual circumstances
not fully captured by quantitative models.

Centralised functional control is exercised over all
IT developments and operations. Common systems
are employed where possible for similar business
processes. Credit and market risks are measured
and reported on in the bank and major subsidiaries,

and aggregated for review of risk concentrations
on an HSBC Group-wide basis.

e Responsibilities for financia performance against
plans and for capital expenditure, credit exposures
and market risk exposures are del egated with limits
to line management. In addition, functional
management in HSBC Holdingsis responsible for
setting policies, procedures and standards in the
following areas of risk: credit risk; market risk;
liquidity risk; operational risk; IT risk; insurance
risk; accounting risk; tax risk; legal and regulatory
compliance risk; human resources risk;
reputational risk and purchasing risk; and for
certain global product lines.

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

e  The establishment and maintenance of appropriate
systems of internal control is primarily the
responsibility of business management. The
internal audit function, which is centrally
controlled, monitors compliance with policies and
standards and the effectiveness of internal control
structures across the group. The work of the
internal audit function is focused on areas of
greatest risk to the group as determined by arisk
management approach.

e  Executive management is responsible for ensuring
that recommendations made by the internal audit
function are implemented within an appropriate
and agreed timetable. Confirmation to this effect
must be provided to internal audit. Management
must also confirm annually to internal audit that
offices under their control have taken, or arein the
process of taking, the appropriate actions to deal
with all significant recommendations made by
external auditorsin management letters or by
regulators following regulatory inspections.

The Audit Committee has kept under review the
effectiveness of this system of internal control and has
reported regularly to the Board of Directors. The key
processes used by the Committeein carrying out its
reviews include regular reports from the heads of key
risk functions; the production and regular updating of
summaries of key controls measured against group
benchmarks which cover all internal controls, both
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financial and non-financial; annual confirmations from
senior executives that there have been no material
losses, contingencies or uncertainties caused by
weaknesses in internal controls; internal audit reports,
external audit reports; prudential reviews; and
regulatory reports. The Audit Committee has reviewed
a‘Risk Map’ of the status of key areas which impact
the group and has considered the mitigating actions put
in place. In addition, where unexpected |osses have
arisen or where incidents have occurred which indicate
gapsin the control framework or in adherence to Group
policies, the Audit Committee has reviewed special
reports, prepared at the instigation of management,
which analyse the cause of the issue, the lessons
learned and the actions proposed by management to
address the issue.

The Directors, through the Audit Committee, have
conducted an annual review of the effectiveness of the
group’s system of internal control covering all material
controls, including financial, operational and
compliance controls and risk management systems. The
Audit Committee has received confirmation that
management has taken or is taking the necessary action
to remedy any failings or weaknesses identified
through the operation of the group’ s framework of
controls.

Risk management

The financia risk management objectives and policies
of the bank and its subsidiaries, including those in
respect of financia instruments, together with an
analysis of the exposure to such risks, as required under
the Companies Act and International Financial
Reporting Standards are set out in Note 37 ‘ Risk
management’ of the Notes on the Financial statements.

The group regularly updatesits policies and
procedures for safeguarding against reputational,
strategic and operational risks. Thisis an evolutionary
process.

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

Reputational risks are considered and assessed by
the Board, its committees and senior management in
adherence with HSBC Holdings plc standards. Policies
on al major aspects of business are set for the group
and for individual subsidiary companies, businesses
and functions. These policies, which form an integral
part of the internal control systems, are communicated
through manual's and statements of policy and are
promulgated through internal communications. The
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policies cover social, ethical and environmental issues
and set out operational proceduresin al areas of
reputational risk, including money laundering
deterrence, environmental impact, anti-corruption
measures and employee relations. The policy manuals
addressrisk issuesin detail, and co-operation between
head office departments and businesses is required to
ensure a strong adherence to the group’ s risk
management system and its corporate social
responsibility practices.

Internal controls are an integral part of how the
group conducts its business. HSBC Holdings pic’'s
manuals and statements of policy are the foundation of
these internal controls. Thereis a strong processin
place to ensure controls operate effectively. Any
significant failings are reported through the control
mechanisms, internal audit and compliance functions to
the Audit Committee, which keeps under review the
effectiveness of the system of internal controls and
reports regularly to the Board.

The reliability and security of HSBC's information
and technology infrastructure and its customer
databases are crucial to maintaining the service
availability of banking applications and processes and
to protecting the HSBC brand. Critical system failure,
any prolonged loss of service availability or any
material breach of data security, particularly involving
confidential customer data, could cause serious damage
to the Group's ability to serviceits clients, could breach
regulations under which HSBC operates and could
cause long term damage to its business and brand.

Health and safety

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

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

Despite the considerable international pressure on
terrorist networks over the past few years, the global
threat from terrorism persists. HSBC remains
committed to maintaining its preparedness and to
ensuring the highest standards of health and safety
wherever in the world it operates.
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HSBC Group Security provides regular risk
assessmentsin areas of increased risk to assist
management in judging the level of terrorist threat. In
addition, Regional Security functions conduct regular
Security reviews to ensure measures to protect HSBC
staff, buildings, assets and information are appropriate
for the level of threat.

Directors’ emoluments

Details on the emoluments of the Directors of the bank
for 2009, disclosed in accordance with the Companies
Act, are shown in Note 7 * Employee compensation and
benefits' in the Notes on the Financial statements.

Diversity policy: employees with
disabilities

The group continues to be committed to providing
equal opportunities to employees and to proactively
encourage an inclusive workplace in line with our
brand promise.

We continue to recruit, train and develop disabled
employees and make reasonabl e adjustments where
employees become disabled during their employment.
The bank continues to support the commitments of the
two tick symbol employability campaign to interview
disabled candidates who meet the minimum job
criteria.

The symbol is arecognition given by Jobcentre
Plus to employers who have agreed to make certain
positive commitments regarding the employment,
retention, training and career devel opment of disabled
people.

Corporate sustainability

Sustainability is central to HSBC's strategy and culture.

HSBC as awhole reports on its progress in developing
and implementing its sustainability strategy annually in
the HSBC Sustainability Report, which is externally
verified and prepared using the Global Reporting
Initiative. The HSBC Sustainability Report 2009 will
be issued on 28 May 2010 and will be available at
www.hsbc.com/sustainability.

The bank manages its business in accordance with
overarching Group policies and adopts the same long-
term approach to managing economic, social and
environmental issues that are within its ability to
influence. Primarily, this concerns achieving
sustainable profit growth so that the bank can continue
to reward shareholders and employees, build long-
lasting relationships with customers and suppliers, pay
taxes and duties in those countries where it operates,
and invest in communities for future growth. The
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ability to identify and address certain non-financial
considerations which are material to the business, and
to mitigate the risks and maximise the opportunities
arising from them is key to the bank’s continuing
financial success. These generally fall into one or more
of the following six broad areas:

e  Business Sustainability
e Environmental Issues

e Community Investment
e Employee Engagement
e Sustainability Risk

e Sustainability Governance

Business Sustainability

HSBC aimsto build long term customer relationships
around the world through the provision of a consistent
and high quality service and customer experience.
HSBC uses the benefits of its scale, financia strength,
geographic reach and strong brand value to achieve
this.

HSBC aims to take advantage of the opportunities
and manage the risks presented by emerging global
trends by leading the development of sustainable
business models to address them. As an HSBC Group
member, the bank considers factors such asincreased
longevity, the relative growth rates of emerging and
mature economies and the need to move to a lower-
carbon economy when setting its strategy and
considering its product offerings. For example, in
France legidation has been introduced which makes it
mandatory to offer SRI (Socially Responsible
Investment) funds in company retirement saving
arrangements. As aresult HSBC France has seen
significant asset growth in itsin-house SRI fund range.

Environmental Issues

HSBC focuses its environmental initiatives primarily
on addressing and responding to issues associated with
climate change, including energy, water management
and biodiversity. Climate change has the potentia to
materialy affect HSBC's customers and, by extension,
HSBC'slong-term success, introducing new risks to
business activity. However, it aso has the potential to
stimulate a new era of low carbon growth, innovation
and development.

Community I nvestment

HSBC has along record of support for the communities
in which it operates and aims to encourage socia and
economic opportunity through its community
investment activity.
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During 2009, the bank gave £6.5m in charitable
donations to support community activitiesin the UK.
The donations were used to fund awide variety of
initiatives, as described below, with the main focus on
education, particularly for under-privileged primary
and secondary school students, and the environment.

While some community activities are managed
centrally, in 2009 the bank continued its policy of
allowing employees to propose local projects for
support. As aresult, over 200 employee-led projects
were initiated with financial support exceeding
£650,000 and actively involving over 5,000 employees.
In addition, over £3 million was donated to charities to
match funds raised, or time given, by employees
through our staff charity scheme.

Education

In 2007 HSBC in the UK launched a £3.4m partnership
with the financial education charity pfeg (Persona
Finance Education Group). Called What Money Means,
this partnership is increasing the quality and quantity of
financial capability education in UK primary schoals.
What Money Means brings pfeg, local authorities and
educationalists together to devel op resources and
approaches that are helping primary school teachers
feel more confident in teaching money skills to younger
children. In addition to HSBC' s financial commitment,
during 2009, around 2,500 HSBC employees were
engaged with What Money Means and by the end of the
year around 29,000 students had participated in the
programme.

HSBC France has conducted an impact evaluation
of its Fondation HSBC pour I’ Education programme, a
youth education scheme. This evaluation highlighted
that 96 per cent of employees surveyed have a positive
opinion of the programme, that the NGOs selected are
appropriate and that employee participation is viewed
positively by all partners.

Environment

Employees are involved in avariety of projects related
to environmental sustainability and climate change. In
2007, HSBC launched a groundbreaking five-year
partnership (the HSBC Climate Partnership) between
HSBC and four world-class environmental charities -
The Climate Group, Earthwatch, Smithsonian Tropical
Research I nstitute and WWF - to tackle climate change.
Working with these partners, the Partnership aimsto
create cleaner, greener cities across the world; create
individual HSBC climate champions worldwide; help
protect some of the world's major rivers; and conduct
the world's largest ever field experiment on the long-
term effects of climate change on the world's forests.
During 2009, over 1,000 employees took part in
projects across the UK designed to increase their
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personal awareness and understanding of climate
change. 120 employeestook part in atwo week long
residentia learning experience at a bespoke field centre
near Oxford and became HSBC Climate Champions.
As such, their roles are to inspire their colleagues and
local communities to take action to combat climate
change. In 2009, HSBC France sponsored a mobile
exhibition that visited 23 cities in France explaining the
connection between banking and sustainable
development. The exhibition provided genera
education on such issues to customers and the general
public, including school children, and was visited by
41,000 people.

Employee Engagement

‘Employee engagement’ describes employees
emotional and intellectual commitment to their
organisation and its success and is critical to the long-
term ability of the bank to deliver the highest quality of
financial services. HSBC's annual surveys of
employees show that they value HSBC's commitment
to sustai nable business practices and view the bank as
being aleader in thisregard. HSBC has also made
sustainability a key element of the employee induction
and senior management training programmes.

As an HSBC Group member, the bank has awell
established framework for employees to provide
feedback and develop action plans at local and national
level to improve the working experience and
engagement. Inthe HSBC Group annual employee
engagement survey launched in June and July 2009, the
UK achieved a response rate of 91 per cent and the UK
employee engagement score rose from 58 per cent in
2008 to 72 per cent in 2009. The strongest
improvement areas included corporate sustainability,
reward and behaviour change which measures the
extent to which changes have been introduced as a
result of the previous year's survey.

The improvement in engagement results reflects
the continued commitment of al levels of leadership
within the bank to deliver local action plans.

The key objective for 2010 is sustaining this high
level of engagement, and priorities for action include
managing and developing people, customer orientation
and collaboration.

In response to employee feedback, HSBC
introduced aflexible benefit package in July 2009.
This comprisesa‘menu’ of benefits from which
employees can choose, including health, finance and
protection, and leisure and lifestyle benefits. Inthe
employee engagement survey, the per cent favourable
response to the statement ‘| am satisfied with the
benefits | receive at HSBC' rose from 48 per cent in
2008 to 64 per cent in 20009.
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In the UK, the bank was recognised as one of the
Top 50 Employers for Women to Work For in 2009 by
The Times newspaper index for the second year
running.

In the UK, the bank has continued to use numerous
complementary programmes to involve employees —
‘Best Place to Discuss'; ‘Best Place to Workout'; ‘ Best
Placeto Blog'; ‘Best Place to Meet’; ‘Best Place to
Bank for Employees’ and in October, the Chief
Executive and his leadership team hosted the ‘' To Be
The Best’ event.

Sustainability risk

Assessing the environmental and social impacts of
providing finance to the bank’s customers has been
firmly embedded into its overall risk management
processes. Sustainability risks arise from the provision
of financial servicesto companies or projects which run
counter to the needs of sustainable development; in
effect this risk arises when the environmental and
social effects outweigh economic benefits. HSBC has
adopted The Equator Principles for project finance
lending and sector-based sustai nability policies
covering those sectors with high environmental

or social impacts (forestry, freshwater infrastructure,
chemicals, energy, mining and metals, and defence-
related lending). Where sustainability risks are assessed
to be high, an independent review of transactionsis
undertaken.

Sustainability Gover nance

The Corporate Sustainability Committee of the HSBC
Holdings Board is responsible for advising on
corporate sustainability policies, including
environmental, social and ethical issues.

Implementation of these policiesis managed
primarily by Human Resources, Risk, Compliance and
Corporate Sustainability. At Group level, Corporate
Sustainability exists as a business function, with senior
executives charged with implementing sustainable
business practicein al maor regions, through
inclusion in the HSBC Group Standards Manuals, and
through induction and developmental training. Local
teams are in charge of embedding corporate
sustainability strategies within banking activities. In
France for example the team reports directly to the
deputy CEO and coordinate the local quarterly
Corporate Sustainability committees.

Valuation of freehold and leasehold
land and buildings

The group’s freehold and long leasehold properties
were valued in 2009. The value of these properties was
£153 million in excess of their carrying amount in the
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consolidated balance sheet. The group no longer
revalues freehold and long leasehold properties under
IFRSs.

Supplier payment policy

The Company does not currently subscribe to any code
or standard on payment practice. It isthe Company’s
policy, however, to settle the terms of payment with
those suppliers when agreeing the terms of each
transaction, to ensure that those suppliers are made
aware of the terms of payment, and to abide by the
terms of payment.

The amount due to the bank’ s trade creditors at
31 December 2009 represented 24 days' average daily
purchases of goods and services received from those
creditors, calculated in accordance with the Companies
Act 2006, as amended by Statutory Instrument
2008/410.

Auditor

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

Conflicts of interest and
indemnification of Directors

The bank’s Articles of Association approved by
shareholdersin General Meeting give the Board
authority to approve Directors’ conflicts and potential
conflicts of interest. The board has adopted a policy
and procedures for the approval of Director’s conflicts
or potential conflicts of interest. The Board' s powers to
authorize conflicts are operating effectively and the
procedures are being followed. A review of situational
conflicts which have been authorized, including the
terms of authorisation, will be undertaken annually.

The Articles of Association of the Bank provide
that Directors are entitled to be indemnified out of the
assets of the company against claims from third parties
in respect of certain liabilities arising in connection
with the performance of their functions, in accordance
with the provisions of the UK Companies Act 2006.
Such indemnity provisions have been in place during
the financial year but have not been utilized by the
Directors.
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Going concern basis

The Financial Statements are prepared on agoing
concern basis, as the Directors are satisfied that the
group and bank have the resources to continue in
business for the foreseeable future. In making this
assessment, the Directors have considered a wide range
of information relating to present and future conditions.
Further information relevant to the assessment is
provided in the Report of the Directors, in particular:

A description of the group’s principal activities,
strategic direction and challenges and uncertainties.

A summary of financial performance and review of
business performance.

The group’s approach to capital management and
allocation.

In addition, the objectives, policies and processes
for managing credit, liquidity and market risk are set

On behalf of the Board
JH McKenzie, Secretary
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out in Note 37 ‘Risk management’ of the Notes on the
Financial Statements.

The Directors have also considered future
projections of profitability, cash flows and capital
resources in making their assessment.

Disclosure of information to the
Auditor

The Directors who held office at the date of approval of
this Directors’ report confirm that, so far asthey are
each aware, thereis no relevant audit information of
which the bank’ s auditors are unaware; and each
Director has taken al the steps that he ought to have
taken as a Director to make himself aware of any
relevant audit information and to establish that the
company’s auditors are aware of that information.

1 March 2010
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Statement of Directors’ Responsibilities in Respect of the Annual Report and
Accounts 2009 and the Financial Statements

The following statement, which should be read in conjunction with the Auditor’ s statement of their responsibilities set out
in their report on the next page, is made with a view to distinguishing for sharehol ders the respective responsibilities of
the Directors and of the Auditorsin relation to the financia statements.

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

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

The group and bank financial statements are required by law and IFRSs as adopted by the EU to present fairly the
financial position of the group and the bank and the performance for that period; the Companies Act 2006 providesin
relation to such financial statements that references in the relevant part of that Act to financial statements giving atrue
and fair view are references to their achieving afair presentation.

In preparing each of the group and bank financial statements, the Directors are required to:
e select suitable accounting policies and then apply them consistently;
e make judgments and estimates that are reasonable and prudent; and
o state whether they have been prepared in accordance with IFRSs as adopted by the EU.

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

The Directors have responsibility for ensuring that sufficient accounting records are kept that disclose with
reasonable accuracy at any time the financial position of the bank and enable them to ensure that its financial statements
comply with the Companies Act 2006.

The Directors have general responsibility for taking such steps as are reasonably open to them to safeguard the assets
of the group and to prevent and detect fraud and other irregularities.

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

On behalf of the Board
JH McKenzie, Secretary 1 March 2010
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Independent Auditor’s Report to the Member of HSBC Bank plc

We have audited the group and parent company financial statements of HSBC Bank plc (‘the bank’) for the year ended 31
December 2009 set out on pages 30 to 182. The financial reporting framework that has been applied in their preparation is
applicable law and International Financial Reporting Standards (IFRSs) as adopted by the EU and, as regards the parent
company financial statements, as applied in accordance with the provisions of the Companies Act 2006.

Thisreport is made solely to the bank's member, as a body, in accordance with Chapter 3 of Part 16 of the
Companies Act 2006. Our audit work has been undertaken so that we might state to the bank's member those matters we
are required to state to them in an auditors' report and for no other purpose. To the fullest extent permitted by law, we do
not accept or assume responsibility to anyone other than the bank and the bank's member, as a body, for our audit work,
for this report, or for the opinions we have formed.

Respective responsibilities of directors and auditor

As explained more fully in the Directors' Responsibilities Statement set out on page 28, the directors are responsible for
the preparation of the financial statements and for being satisfied that they give atrue and fair view. Our responsibility is
to audit the financial statements in accordance with applicable law and International Standards on Auditing (UK and
Ireland). Those standards require us to comply with the Auditing Practices Board's (APB's) Ethical Standards for
Auditors.

Scope of the audit of thefinancial statements

A description of the scope of an audit of financial statementsis provided on the APB's web-site at

www .frc.org.uk/apb/scope/UKNP.

Opinion on financial statements

In our opinion:

¢ thefinancia statements give atrue and fair view of the state of the group's and of the parent company's affairs as at
31 December 2009 and of the group's profit for the year then ended;

e thegroup financial statements have been properly prepared in accordance with IFRSs as adopted by the EU;

e the parent company financial statements have been properly prepared in accordance with IFRSs as adopted by the EU
and as applied in accordance with the provisions of the Companies Act 2006; and

e thefinancia statements have been prepared in accordance with the requirements of the Companies Act 2006 and, as
regards the group financial statements, Article 4 of the IAS Regulation.

Opinion on other matter prescribed by the Companies Act 2006

In our opinion the information given in the Directors Report for the financial year for which the financial statements are

prepared is consistent with the financial statements.

Matterson which we arerequired to report by exception

We have nothing to report in respect of the following matters where the Companies Act 2006 requires us to report to you
if, in our opinion:

e adequate accounting records have not been kept by the parent company, or returns adequate for our audit have not
been received from branches not visited by us; or

e the parent company financial statements are not in agreement with the accounting records and returns; or
e certain disclosures of directors remuneration specified by law are not made; or

e we have not received all the information and explanations we require for our audit.

HR Horgan, Senior Statutory Auditor

for and on behalf of KPMG Audit Plc, Statutory Auditor

Chartered Accountants

London, England 29 1 March 2010
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Consolidated income statement for the year ended 31 December 2009

INEEIESL INCOME ...ttt ettt enas
INEEIESE EXPENSE ...ttt

NEL INEENESE INCOME ..ottt e

Feeincome
Fee expense

NELFEEINCOME ...ttt st

Trading income excluding net interest iNCOME ...
Net interest income on trading activities

Net trading INCOME .....c.ciiiirieieiiirrerieic ettt

Net income/(expense) from financial instruments designated at fair value ..
Gains lesslosses from financia iINVESIMENtS ..........cooveeiceeeinennsnerecees
Dividend income...........coeeeueee
Net earned insurance premiums .. .
Other Operating INCOME .......covueueueerirerireeeeseseseeeeesesese e e seesesesseseseesessssesens

Total Operating iNCOME ......ccovueueuierireeretee st ssseneseens
Net insurance claims incurred and movement in liabilities to policyholders

Net operating income before loan impairment charges and other credit
FISK PrOVISIONS ..ottt

Loan impairment charges and other credit risk provisions ...........cccoeeeveuene.
Net OPErating iNCOMIE ......c.cueiiriririeieeerere e

Employee compensation and Benefits ..........ooeevinneeiinneeeesseseee
General and adminiStrative EXPENSES .........cccceuereiminninieicieereee e
Depreciation and impairment of property, plant and equipment .
Amortisation and impairment of intangible assets ..........c.ccoovveinnrccicnens

Total OPErating EXPENSES ....cvvvveeverrerireririereesesesesessesesesesessesesesesesessesssessssnens
(@] 1= =141 o I o] o] 1 1 ST
Share of profit in associates and joiNt VENTUIES ..........coeevrerreeesiesesesenenens
Profit DEfOr@taXx ..o
TAX EXPENSE ..ottt

Profit for theYEar ...

Profit attributable to shareholders of the parent company ..........ccovevveeeenne.
Profit attributable to minority iINtErests ...
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Notes

22
21

10

2009 2008
£m £m
12,643 18,998
(4,552) (13,301)
8,091 5,697
5,560 5,453
(1,483) (1,496)
4,077 3,957
970 1,165
1,656 1,802
2,626 2,967
543 (1,097)
(73) 82
29 85
2,716 2,891
1,093 1,593
19,102 16,175
(3,540) (1,835)
15,562 14,340
(3,364) (1,861)
12,198 12,479
(4,452) (4,498)
(3114) (3,049)
(482) (466)
(150) (109)
(8,198 (8,122)
4,000 4,357
14 9
4,014 4,366
(856) (843)
3,158 3,523
3,092 3441
66 82
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Consolidated statement of comprehensive income for the year ended 31 December 2009

2009 2008
£m £m
Profit fOr tNEYEAN ... 3,158 3,523
Other comprehensive income
Available-for-sale investments:
—fair value QaiNg (IOSSES) .....cciirireririeiiririeie et 4,666 (11,551)
—fair value losses/ (gains) transferred to income statement on disposal 49 (330)
—amounts transferred to the income statement in respect of impairment losses.... 1,317 429
—INCOIME TAXES. ... vttt ettt bbbttt b bbb (248) 558
Cash flow hedges
—FaIN VAIUB GAINS ..ottt 133 545
—fair value gains transferred to income statement ...........coceeverrereeienreneee s (92) (8)
—TNCOIME LAXES. ....vvetieire ettt bbbttt b bbbt (29) (151)
Actuarial losses on defined benefit plans
— DEFOr INCOME LAXES......e et (2,396) (129)
—income taxes 676 26
Exchange differences and Other ............coocriiieiinninneeceeieeeesse e (848) 3,226
Other comprehensive income/ (expense) for the year, net of taX ........coceeeeerneciene 3,239 (7,385)
Total comprehensive income/ (expense) for the Year ..........occeeecnnnniccscecnennns 6,397 (3,862)
Total comprehensive income/ (expense) for the year attributable to:
— shareholders of the parent company 6,352 (4,062)
— MINOFITY INEEIESES.....ecuiuieierier ettt 45 200
6,397 (3,862)
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Consolidated statement of financial position at 31 December 2009

2009 2008

Notes £m £m
ASSETS
Cash and balances at central banks ...........cccoeivveeneieneiinereseee e 14,274 9,470
Items in the course of collection from other banks .. 2,082 1,917
Tragding @SSELS ....c.covvevieierieieieeieie e . 15 165,008 172,026
Financial assets designated at fair Value ...........cccoevreeciienneeecnnseeene 16 16,435 13,895
DEMVELIVES ..cveuiiiseeieieiesisee et sa et ssse e s st a s saesesesenssessesnsensses 17 118,516 243,084
Loans and advances to banks ...... . 31 46,994 50,719
L oans and advances to customers .. . 31 274,659 298,304
Financial investments .................. . 18 86,695 103,511
OLNEF BSSELS ....vovveeiiie ettt ettt s et be s e s enebenne 24 8,013 8,802
CUIMENE TAX BSSELS ...vvvieeriesiesie st st e et a et e st aesaesbesseenes 172 215
Prepayments and accrued income . 3,357 5,625
Interests in associates and jOINt VENTUIES ........c.ccvererereeueeerneniesene s 20 79 73
Goodwill and iNtangible @SSELS .......ccourvreeieirinrreeeer e 21 11,199 11,780
Property, plant and eqUIPMENE ..........cccerririeeesres e 22 4,090 4,697
DEfETed taX @SSELS .....cvecveveeieiiiesiecie ettt 10 355 113
TOLAl BSSELS ...ovveecteeeeeisie ettt sttt et a bt a et ne s ennas 751,928 924,231
LIABILITIESAND EQUITY
Liabilities
DePOSItS DY DANKS .....cveeviirecicees e e 31 57,729 61,431
CUSLOMEN BCCOUNES ....vevieiieeceieieie et ste et se e se e et e bessesaesbesseenesneeneens 31 332,896 369,880
Items in the course of transmission to other banks ..........cccccceevveeviececveinee. 1,477 1,802
Trading liabilities . 25 118,881 124,450
Financial liabilities designated at fair Value .........ccccoveeeenneninceeenenseene 26 18,164 15,184
DEIVBLIVES ...ocuiiiicecteeeee ettt et sttt es e bbb ne s 17 118,689 241,031
Dbt SECUNTIES IN ISSUE ...cuvveveerriisieieetee st eaesens 31 39,340 52,308
Other lHADITTIES ....veueeeveeeeeeceeeeee ettt enssenne 27 5,867 6,897
Current tax liability . 197 197
Liabilities under insurance contractSiSSUEd ..........ovveeeerrrererenieeereseseseeeeeenns 28 16,505 16,132
Accruals and deferred iNCOME ........cccoveveeereeieeesecce e 3,752 5,464
Provisions.........ccceccvvvevinenne . 29 368 428
Deferred tax liability ......... . 10 158 443
Retirement benefit liabilities . 7 2,678 664
Subordinated [1ahilitiES .......c.c.cucueuiieiceeeeeeeee e 30 6,799 7,259
Total [1ADIITIES ..vcveveeieeie et 723,500 903,570
Equity
Called Up Share Capital .........coveeueueerirenieieee et 35 797 797
Share premium account ... 20,025 17,249
Other equity instruments .. 35 1,750 1,750
Other reserves ............... . (2,920) (7,842)
REAINEA BIMINGS ....ovviiiireeieieiere et 8,135 7,969
Total equity attributable to shareholders of the parent company ................... 27,787 19,923
MINOKILY INEEIESES .....eveeiiireeieieieeree ettt es 641 738
TOtEl EUUILY coveveieeeieieieieiece ettt es s 28,428 20,661
Total equity and lHabilitiES ......cceuvieiriieeieeee s 751,928 924,231
S K Green, Chairman 1 March 2010
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Consolidated cash flow statement for the year ended 31 December 2009

2009 2008
Notes £m £m
Cash flows from operating activities
Profit DEfOr@ taX ......ocueeiiireeiccer s 4,014 4,366
Adjustments for:
—non-cash itemsincluded in profit beforetax ........cccovveeieiennncceene. 36 4,224 2,733
— change in operating assets . 36 25,222 (72,242)
—change in operating li@bilities ..o 36 (53,082) 118,194
—elimination of exchange differenCes’ ...........ooovvevveecveeceieseeseesseene 9,707 (24,765)
—net gain from investing aCtiVities ..........cocceeeinnreeeirece e (657) (1,284)
— share of profitsin associates and joint VENLUreS .........c.cocceeerrerereeeenene. (14 9)
— distributions from associates " 8 2
— contributions paid for defined benefit plans ..., (258) 273)
— BB PAIA e (923 (795)
Net cash (used in)/generated from operating activities ..........c.ccceeeurrnnencns (11,759) 25,927
Cash flows from investing activities
Purchase of financial INVESIMENLS ..........cccoeireiiirreeeere s (73,475) (102,333)
Proceeds from the sale of financial investments .. . 87,764 71,626
Purchase of property, plant and equipment ...........cc.c.... . (613) (782)
Proceeds from the sale of property, plant and equipment ...........cccccovvevenne. 897 281
Purchase of intangible @SSetS ..........cccceeinrncccee e (162) (182)
Proceeds from the sale of intangible assets ... - 18
Net cash outflow from acquisition of and increase in stake of subsidiaries .. (247) (28)
Net cash outflow from acquisition of and increase in stake of associates (16) 1)
Proceeds from disposal of SUDSIAIArIes ..........ccccoeerrrieeiiinnneee e - 1,554
Proceeds from disposal Of 8SSOCIALES ............eueveererrrereeieiireree e 215 62
Purchases of HSBC Holdings plc shares to satisfy share based payment
EFANSACHIONS ...ttt (15) (197)
Net cash generated from/(used in) investing activities 14,348 (29,982)
Cash flows from financing activities
Issue Of SNAre CapItal .......cccevvrerereeieeeeirires et seees 2,776 1,750
Issue of capital securities ......... . - 750
Subordinated |oan capital iSSUEd ...........occerirernicieierre e - 1,014
Subordinated loan capital repaid ........cccocceverirereeerrerre s (101) (51)
Dividends paid to shareholders . (1,067) (2,974)
Dividends paid to minority INtErestS ..........ccveeererrreeeiernee e (7) (25)
Net cash generated from financing activities 1,601 464
Net increase/(decrease) in cash and cash equivalents ...........ccccvevreeenene. 4,190 (3,591)
Cash and cash equivalents at 1 January . 60,855 51,235
Effect of exchange rate changes on cash and cash equivalents ..................... (4,239) 13,211
Cash and cash equivalents at 31 DECEMDEY .........ccccovrerrerieeienirenieeeesesesieies 36 60,806 60,855

1 Adjustment to bring changes between opening and closing balance sheet amounts to average rates. Thisis not done on a line-by-line

basis, as details cannot be determined without unreasonable expense.
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HSBC Bank plc statement of financial position at 31 December 2009

2009 2008

Notes £m £m
ASSETS
Cash and balances at central banks ...........cccoeivveeneieneiinereseee e 13,130 6,779
Items in the course of collection from other banks .. 1,071 692
Trading @SSELS ....c.covvevieierieeeieeieie e . 15 123,957 130,205
Financial assets designated at fair ValUe ...........cccoovreeciiennineceneneseeeenes 16 6,592 4,592
DEMVELIVES ..cviviiiieieieiesisee e eseseses e se et sa s st se e saesesasenssessesnsennnes 17 100,800 197,128
Loans and advances to banks ...... . 31 20,729 18,295
L oans and advances to customers .. . 31 208,669 217,309
Financial investments .................. . 18 27,389 46,608
OLNEF BSSELS ....vcvcveeiie ettt et sttt sa bt se s s enebenne 24 4,230 3,637
CUIMENE TAX BSSELS ..vvviveeiesiesie ettt st sttt e et sae b ens 160 291
Prepayments and accrued income . 1,263 2,705
Interests in associates and jOINt VENTUIES ..........ccovrerereeueeereneniesese s 20 63 53
Investments in subsidiary undertakings ..........ccocoeeenneeeeennnneeeseeseeenes 23 15,226 15,236
Goodwill and intangible aSSELS ..o 21 632 598
Property, plant and @QUIPMENE ..........coeeerirrireeeeesres et 22 1,280 1,515
(D = o B = s = (SRR 10 779 138
TOLAl @SSELS ...cveeeeeeeiirieee et n e enn 525,970 645,781
LIABILITIESAND EQUITY
Liabilities
DePOSItS DY DANKS .....coouiiieeieee s 31 39,346 54,986
CUSLOMIEN BCCOUNES ....viveieiiiieiieieie e sie et e e et be st e saesbe b saesneeneens 31 223,652 240,397
Items in the course of transmission to other banks .. . 595 772
Trading liailitiES ..o 25 96,821 98,389
Financial liabilities designated at fair Value ..........ccooreeennennceicnesrieenes 26 10,675 9,429
DEMVELIVES ..veeiiieeecieisesiseete e sas s e s st a e saesesasesssensesnsennses 17 101,161 197,247
Debt SECUMNTIES TN ISSUE ..o.vcuiveeieeieteeteee et 31 14,636 8,670
Other liabilities 27 2,636 3,163
Current taxation 8 4
Accruals and deferred iNCOME ........c.ccveveeereesecseee e 1,852 2,585
Provisions.........cccccevevevinenne . 29 176 158
Deferred tax liability ......... . 10 2 2
Retirement benefit liabilities . 7 2,524 414
Subordinated [1ahilitieS .........c.ceueiiiiceceeeeecee e 30 6,955 7,310
Total [1ADIITIES ..vcveveeieeie et 501,039 623,526
Equity
Called Up Share Capital .........coveeueueerirenieieee et 35 797 797
Share premium account ... 20,025 17,249
Other equity instruments .. 35 1,750 1,750
Other reserves ............... . (356) (622)
REAINEA BIMINGS ....ovviiiireeieieiere et 2,715 3,081
TOLA EUILY ..ottt 24,931 22,255
Total equity and liabilitiES .....ccovvveveeeireereeere e 525,970 645,781
SK Green, Chairman 1 March 2010
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HSBC Bank plc cash flow statement for the year ended 31 December 2009

2009 2008
Notes £m £m
Cash flows from operating activities
Profit DEFOr@ tax ... 2,967 3,235
Adjustments for:
—non-cash items included in profit beforetax .........covvvciccennnnne 36 3,126 1,448
— change in operating assets . 36 14,404 (39,012)
—change in operating li@bilities ..o 36 (26,542) 70,364
—elimination of exchange differenCes’ ...........coovvveeveeeveecvieseeeseeseene 377 (7,301)
—net gain from investing aCtiVities ..o (535) (733)
— contributions paid for defined benefit plans ..., (236) (252)
B PAIA e (461) (365)
Net cash (used in)/generated from operating activities ..........c.ccoeeeerrnnenins (6,900) 27,384
Cash flows from investing activities
Purchase of financial iNVESIMENES ........cccvvinieceicieer e (31,309) (77,011)
Proceeds from the sale of financial investments ... 50,482 48,606
Purchase of property, plant and equipment ...........c.ccc.... (312) (393)
Proceeds from the sale of property, plant and equipment ... 791 67
Purchase of goodwill and intangible assets ..................... . (133) (132)
Proceeds from the sale of intangible 8SSets ...........ccvvveeiernneceireseee - 16
Net cash outflow from acquisition of and increase in stake of subsidiaries .. - (28)
Net cash outflow from acquisition of and increase in stake of associates (16) @)
Net cash inflow due to repayment of capital in subsidiary ...........cccoeeeenene. - 1,116
Proceeds from disposal of SUDSIAIArES .........ccoveueucieiinnnncccce e - 224
Proceeds from disposal Of 8SSOCIALES ..........c.eueueuirereriririeiirresie e 188 -
Purchases of HSBC Holdings plc shares to satisfy share based payment
EFANSACTIONS ...ttt et - (99)
Net cash generated from/(used in) investing activities 19,691 (27,641)
Cash flows from financing activities
Issue of ordinary share Capital ...........cccovrireerinnneece e 2,776 1,750
Issue of capital securities ..... - 750
Subordinated |oan capital issued . . - 1,612
Subordinated |oan capital repaid ...........occeeiereireeeiere e - -
[ LY7o 1= a0 LSy o o TR (1,067) (2,974)
Net cash generated from financing activities 1,709 1,138
Net increase in cash and cash equivalents ... 14,500 881
Cash and cash equivalents at 1 JAaNUEIY .........cccoeerrernirieecicereesneseseeseeees 27,791 22,592
Effect of exchange rate changes on cash and cash equivalents ..................... (1,589) 4,318
Cash and cash equivalents at 31 DeCEMDEr ...........ccocviiiciceiiinineens 36 40,702 27,791

1 Adjustment to bring changes between opening and closing balance sheet amounts to average rates. Thisis not done on a line-by-line

basis, as details cannot be determined without unreasonable expense.
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HSBC BANK PLC

Notes on the Financial Statements (continued)

1

Basis of preparation

(a) Compliance with International Financial Reporting Standards

The consolidated financial statements of the group and the separate financia statements of HSBC Bank plc have
been prepared in accordance with International Financial Reporting Standards (' IFRSs') as issued by the
International Accounting Standards Board (‘1ASB’) and as endorsed by the EU. EU-endorsed IFRSs may differ
from IFRSs as issued by the IASB if, at any point in time, new or amended IFRSs have not been endorsed by the
EU. At 31 December 2009, there were no unendorsed standards effective for the year ended 31 December 2009
affecting these consolidated and separate financial statements, and there was no difference between IFRSs
endorsed by the EU and IFRSs issued by the IASB in terms of their application to the group. Accordingly, the
group’sfinancial statements for the year ended 31 December 2009 are prepared in accordance with IFRSs as
issued by the IASB.

IFRSs comprise accounting standards issued by the IASB and its predecessor body as well as interpretations
issued by the International Financial Reporting I nterpretations Committee (‘IFRIC’) and its predecessor body.

During 2009, the group adopted the following standards and amendments to standards:

e |IFRS 8 ‘Operating Segments' (‘IFRS 8'), which replaced IAS 14 * Segment Reporting’ requires an entity to
disclose information about its segments which enables users to evaluate the nature and financial effects of its
business activities and the economic environments in which it operates. The group is organized into five
segments, UK Retail, Continental Europe Retail, Global Banking and Markets, Private Banking and Other.
Due to the nature of the group, the chief operating decision-maker regularly reviews operating activity on a
number of bases, including by geography, by customer group, and by retail businesses and global
businesses. The group’ s operating segments were determined using the same measures reported to the chief
operating decision-maker, for the purpose of making decisions about allocating resources to the operating
segments and assessing their performance. Information provided to the chief operating decision-maker of the
group to make decisions about allocating resources and assessing performance of operating segmentsis
measured in accordance with IFRSs.

e |AS 1 ‘Presentation of Financial Statements (‘IAS 1) (Revised 2007) aimsto improve users ability to
analyse and compare information given in financial statements. The adoption of the revised standard has no
effect on the results reported in the group’ s consolidated financial statements or the separate financial
statements of HSBC Bank plc. It does, however, result in certain presentational changesin the group’s
consolidated financial statements and the separate financial statements of HSBC Bank plc, including:

— the presentation of all items of income and expenditure in two financial statements, the ‘ Consolidated
income statement’ and the ‘ Consolidated statement of comprehensive income’; and

— the presentation of the * Consolidated statement of changesin equity’ as afinancial statement replaces the
previous ‘ Equity’ note on the financial statements.

During the year the group, adopted a number of amendments to standards and interpretations which had
an insignificant effect on the consolidated financial statements of the group and the separate financial
statements of HSBC Bank plc. These amendments include:

e Anamendmentsto IFRS 7 ‘Financial Instruments: Disclosures — Improving Disclosures about Financial
Instruments.” The most significant additional disclosures required by this amendment in the consolidated
financial statements of the group and the separate financial statement of HSBC Bank Plc include tables of
fair value measurement disclosing the source of inputs using athree level fair value hierarchy, and
reconciliation of the movement between opening and closing balances of Level 3 financial instruments
which are being those measured at fair value using a valuation technique with significant unobservable
inputs.

(b) Presentation of information

In publishing the parent company financial statements together with the group financial statements, the group
has taken advantage of the exemption in s408 of the Companies Act 2006 not to present itsindividual income
statement and related notes that form part of these approved financia statements.
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(c)

(d)

Certain partnerships have taken advantage of the exemption under Regulation 7 of the Partnership (Accounts)
Regulations 2008 from preparing their own financial statements by virtue of being consolidated with these group
financia statements.

Capital disclosures under IAS 1 * Presentation of Financial Statements’ have been included in the audited
sections of the Report of the Directors on pages 18-20.

The functional currency of the bank is Sterling, which is also the presentation currency of the consolidated
financia statements of the group.

Consolidation

The consolidated financial statements of the group comprise the financia statements of HSBC Bank plc and its
subsidiaries made up to 31 December. Subsidiaries are consolidated from the date that the group gains control.
The purchase method of accounting is used to account for the acquisition of subsidiaries by the group. The cost
of an acquisition is measured at the fair value of the consideration given at the date of exchange, together with
costs directly attributable to that acquisition. The acquired identifiable assets, liabilities and contingent liabilities
are measured at their fair values at the date of acquisition. Any excess of the cost of acquisition over the fair
value of the group’s share of the identifiable assets, liabilities and contingent liabilities acquired is recorded as
goodwill. If the cost of acquisition is less than the fair value of the group’s share of the identifiable assets,
liahilities and contingent liabilities of the business acquired, the difference is recognised immediately in the
income statement.

Entities that are controlled by the group are consolidated until the date that control ceases.

In the context of Special Purpose Entities (* SPES'), the following circumstances may indicate arelationship in
which, in substance, the group controls and, consequently, consolidates an SPE:

o theactivities of the SPE are being conducted on behalf of the group according to its specific business needs
so that the group obtains benefits from the SPE’ s operation;

e thegroup has the decision-making powers to obtain the majority of the benefits of the activities of the SPE
or, by setting up an ‘autopilot’ mechanism, the group has delegated these decision-making powers;

e thegroup hasrights to obtain the mgjority of the benefits of the SPE and therefore may be exposed to risks
incident to the activities of the SPE; or

e thegroup retains the majority of the residual or ownership risks related to the SPE or its assets in order to
obtain benefits from its activities.

The group performs a re-assessment of consolidation whenever there is a change in the substance of the
relationship between the group and an SPE. All intra-group transactions are eliminated on consolidation.

The consolidated financial statements of the group also include the attributable share of the results and reserves
of joint ventures and associates. These are based on financial statements made up to dates not earlier than three
months prior to 31 December, adjusted for the effect of any significant transactions or events that occur between
that date and the group’ s reporting date.

Future accounting developments

At 31 December 2009, a number of standards and interpretations, and amendments thereto, had been issued by
the IASB, which are not effective for the group’s consolidated financial statements or the separate financia
statements of HSBC Bank Plc as at 31 December 2009. Those which are expected to have a significant effect on
the group’ s consolidated financial statements and the separate financial statements of HSBC Bank Plc are
discussed below.

Standards and Interpretationsissued by the |ASB and endor sed by the EU

A revised IFRS 3 ‘Business Combinations’ and an amended 1A S 27 ‘ Consolidated and Separate Financial
Statements’, were issued on 10 January 2008. The revisions and amendments to the standards apply
prospectively to business combinations for which the acquisition date is on or after the beginning of the first
annual financial reporting period beginning on or after 1 July 2009. The main changes under the standards are
that:
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e acquisition-related costs are recognised as expenses in the income statement in the period they are incurred,;

e equity interests held prior to control being obtained are remeasured to fair value at the time control is
obtained, and any gain or loss is recognised in the income statement;

e changesin aparent’s ownership interest in a subsidiary that do not result in a change of control are treated
as transactions between equity holders and reported in equity; and

e anoption isavailable, on atransaction-by-transaction basis, to measure any non-controlling (previously
referred to as minority) interestsin the entity acquired either at fair value, or at the non-controlling interests’
proportionate share of the net identifiable assets of the entity acquired.

The effect that the changes will have on the group’ s consolidated financia statements and the separate financial
statements of HSBC Bank plc will depend on the incidence and timing of business combinations occurring on or
after 1 January 2010.

Standards and Interpretationsissued by the |ASB but not endor sed by the EU

IFRS 9 ‘Financia Instruments’ introduces new requirements for the classification and measurement of financial
assets. The standard is effective for annual periods beginning on or afterl January 2013 with early adoption
permitted. IFRS 9 is required to be applied retrospectively. If the standard is adopted prior to 1 January 2012, an
entity will be exempt from the requirement to restate prior period comparative information. IFRS 9 is subject to
EU endorsement, the timing of which is uncertain. Accordingly, the group is unable to provide a date by which it
plansto apply IFRS 9. The main changes to the requirements of |AS 39 are summarised below.

o All financial assetsthat are currently in scope of IAS 39 will be classified and measured at either amortised
cost or fair value through profit or loss. The available-for-sale and held-to-maturity categories will no longer
exist.

e Classification is based on an entity’ s business model for managing the financial assets and the contractual
cash flow characteristics of the financial assets. Reclassifications between the two categories are prohibited
unless thereis a change in the entity’ s business model.

e Afinancia asset is measured at amortised cost if two criteria are met: i) the objective of the business model
isto hold the financial asset for the collection of the contractual cash flows; and ii) the contractual cash
flows of the instrument are solely payments of principal and interest on the principal outstanding. All other
financial assets are measured at fair value. Movements in the fair value of financial assets classified at fair
value are recognised in profit or loss, except for equity investment where an entity takes the option to
designate an equity instrument that is not held for trading at fair value through other comprehensive income.
If this option is taken, all subsequent changesin fair value are recognised in other comprehensive income
with no recycling of gains or losses to the income statement. Dividend income would continue to be
recognised in the income statement.

e Anentity isonly permitted to designate a financial asset otherwise meeting the amortised cost criteria at fair
value through profit or loss if doing so significantly reduces or eliminates an accounting mismatch. This
designation is made on initial recognition and isirrevocable.

e Financia instruments which contain embedded derivatives are to be classified in their entirety either at fair
value or amortised cost depending on whether the contracts as a whole meet the relevant criteria under IFRS
9.

IFRS 9 isthefirst instaiment in the IASB’ s planned phased replacement of IAS 39 with aless complex and
improved standard for financia instruments. The next stepsin the IASB’s project will address the classification
and measurement requirements for financial liabilities, the impairment for financial assets measured at amortised
cost and hedge accounting. The IASB has indicated that it aims to finalise the replacement of IAS 39 by the end
of 2010. In addition, the IASB is working with the US Financial Accounting Standards Board to reduce
inconsistencies between US GAAP and IFRS in accounting for financial instruments. The impact of IFRS 9 may
change as a consequence of further developments resulting from the IASB’ s financial instruments project. Asa
result, it isimpracticable to quantify the impact of IFRS 9 as at the date of publication of these financial
statements.
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2 Summary of significant accounting policies

(a)

(b)

(c)

Interest income and expense

Interest income and expense for all financial instruments except for those classified as held-for-trading or
designated at fair value (other than debt securities issued by the group and derivatives managed in conjunction
with such debt securities issued) are recognised in ‘ Interest income’ and ‘ Interest expense’ in the income
statement using the effective interest method. The effective interest method is away of calculating the amortised
cost of afinancial asset or afinancial liability (or groups of financial assets or financial liabilities) and of
alocating the interest income or interest expense over the relevant period.

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

Interest on impaired financial assets is recognised using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss.

Non interest income

Fee incomeis earned from a diverse range of services provided by the group to its customers. Fee incomeis
accounted for asfollows:

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

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

e incomewhich forms anintegral part of the effective interest rate of afinancial instrument is recognised as
an adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded in
‘Interest income’ (Note 2(a)).

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

Net income from financial instruments designated at fair valueincludes all gains and losses from changesin
the fair value of financial assets and financia liabilities designated at fair value through profit or loss. Interest
income and expense and dividend income arising on those financial instruments are also included in * Net income
from financial instruments designated at fair value', except for interest arising from debt securities issued, and
derivatives managed in conjunction with debt securities, which is recognised in ‘ Interest expense’.

Dividend incomeis recognised when the right to receive payment is established. This is the ex-dividend date for
equity securities.

Segment reporting

The group is organised into five segments, UK Retail, Continental Europe Retail, Global Banking and Markets,
Private Banking and Other. Due to the nature of the group, the chief operating decision-maker regularly reviews
operating activity on a number of bases, including by geography, by customer group, and by retail businesses
and global businesses. The group’ s operating segments were determined using the same measure reported to the
chief operating decision-maker for the purpose of making decisions about allocating resources and assessing
performance.

Measurement of segment assets, liabilities, income and expenses is based on the group’ s accounting policies.
Segment income and expenses include transfers between segments and these transfers are conducted on arm’s
length terms and conditions. Shared costs are included in segments on the basis of the actual recharges made.
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(d) Determination of fair value

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

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

Valuation techniques incorporates assumptions about factors that other market participants would use in their
valuation, including interest rate yield curves, exchange rates, volatilities, and prepayment and default rates. If
there are additiona factors that are not incorporated within the valuation model but would be considered by
market participants, further fair value adjustments are applied to model calculated fair values. These fair value
adjustments include adjustments for bid-offer spread, model uncertainty, credit risk and model limitation. Where
afinancial instrument has a quoted price in an active market and it is part of a portfolio, the fair value of the
portfolio is calculated as the product of the number of units and quoted price and no block discounts are made.

If the fair value of afinancia asset measured at fair value becomes negative, the financial instrument is recorded
asafinancid liability until itsfair value becomes positive, at which time the financial instrument is recorded as a
financial asset.

The fair values of financial liabilities are measured using quoted market prices where available, or using
valuation techniques. These fair values include market participants’ assessments of the appropriate credit spread
to apply to the group’ s liabilities. The amount of change during the period, and cumulatively, in the fair value of
designated financid liabilities and loans and advances that is attributable to changes in their credit spread is
determined as the amount of change in the fair value that is not attributable to changes in market conditions that
give rise to market risk.

Reclassification of financial assets

Non-derivative financial assets (other than those designated at fair value through profit or loss upon initial
recognition) may be reclassified out of the fair value through profit or loss category in the following
circumstances:

e  Financial assets that would have met the definition of loans and receivables at initial recognition (if the
financial asset had not been required to be classified as held for trading) may be reclassified out of the fair
value through profit or loss category if there is the intention and ability to hold the financial asset for the
foreseeable future or until maturity; and

e  Financial assets (except financial assets that would have met the definition of loans and receivables at initial
recognition) may be reclassified out of the fair value through profit or loss category and into another
category in rare circumstances.

When afinancial asset is reclassified as described in the above circumstances, the financial asset is reclassified at
itsfair value on the date of reclassification. Any gain or loss aready recognised in the income statement is not
reversed. Thefair value of the financial asset on the date of reclassification becomes its new cost or amortised
cost, as applicable.
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(f)

(9)

A reclassification from the available for sale category to the held to maturity category is permitted once any
tainting period has lapsed, or if thereis a change in intention or ability or in the rare circumstance that areliable
measure of fair valueis no longer available. The fair value carrying amount of the financial asset or the financia
liability on that date becomes its new cost or amortised cost, as applicable. Any previous gain or loss on that
asset that has been recognised in equity shall be accounted for as follows:

e Inthe case of afinancial asset with afixed maturity, the gain or loss shall be amortised to profit or loss over
the remaining life of the held-to-maturity investment using the effective interest method. Any difference
between the new amortised cost and maturity amount shall also be amortised over the remaining life of the
financial asset using the effective interest method, similar to the amortisation of a premium or a discount. If
the financia asset is subsequently impaired, any gain or loss that has been recognised in other
comprehensive income is reclassified from equity to profit or loss.

e Inthe case of afinancial asset that does not have a fixed maturity (unlikely to be applicable), the gain or
loss shall be recognised in profit or loss when the financial asset is sold or otherwise disposed of. If the
financial asset is subsequently impaired, any previous gain or loss that has been recognised in other
comprehensive income is reclassified from equity to profit or loss.

Loans and advances to banks and customers

Loans and advances to banks and customers include |oans and advances originated by the group which are not
classified either as held for trading or designated at fair value. Loans and advances are recognised when cash is
advanced to borrowers. They are derecognised when either borrower repays their obligations, or the loans are
sold or written off, or substantially all the risks and rewards of ownership are transferred. They are initially
recorded at fair value plus any directly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less impairment losses. Where exposures are hedged by derivatives
designated and qualifying as fair value hedges, the carrying va ue of the loans and advances so hedged includes a
fair value adjustment for the hedged risk only.

The group may commit to underwrite loans on fixed contractual terms for specified periods of time, where the
drawdown of the loan is contingent upon certain future events outside the control of the group. Where the loan
arising from the lending commitment is expected to be held for trading, the commitment to lend is recorded as a
trading derivative and measured at fair value through profit and loss. On drawdown, the loan is classified as held
for trading and measured at fair value through profit and loss. Where it is not the group’ s intention to trade the
loan, a provision on the loan commitment is only recorded where it is probable that the group will incur aloss.
This may occur, for example, where aloss of principal is probable or the interest rate charged on the loan is
lower than the cost of funding. On inception of the loan, the hold portion is recorded at its fair value and
subsequently measured at amortised cost using the effective interest method. However, where the initial fair
valueislower than the cash amount advanced (for example, due to the rate of interest charged on the loan being
below the market rate of interest), the write down is charged to the income statement. The write down will be
recovered over the life of the loan, through the recognition of interest income using the effective interest method,
unless the loan becomes impaired. The write down is recorded as a reduction to other operating income.

Financia assets which have been reclassified out of the fair value through profit and loss category into the loans
and receivables category areinitially recorded at the fair value at the date of reclassification. The reclassified
assets are subsequently measured at amortised cost, using the effective interest rate determined at the date of
reclassification.

Impairment of loans and advances

Losses for impaired loans are recognised promptly when there is objective evidence that impairment of aloan or
portfolio of loans has occurred. Impairment losses are cal culated on individual loans and on groups of loans
assessed collectively. Impairment losses are recorded as charges to the income statement. The carrying amount
of impaired loans on the balance sheet is reduced through the use of impairment allowance accounts. Losses
expected from future events are not recognised.
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Individually assessed loans and advances

For all loans that are considered individually significant, the group assesses on a case-by-case basis at each
balance sheet date whether there is any objective evidence that aloan isimpaired. For those |oans where
objective evidence of impairment exists, impairment losses are determined by considering the following factors:

e thegroup’'s aggregate exposure to the customer;

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

e theamount and timing of expected receipts and recoveries,
e thelikely dividend available on liquidation or bankruptcy;

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

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

e therealisable value of security (or other credit mitigants) and likelihood of successful repossession;
o thelikely deduction of any costsinvolved in recovery of amounts outstanding;

e theability of the borrower to obtain, and make paymentsin, the currency of the loan if not denominated in
local currency; and

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

Impairment |losses are calculated by discounting the expected future cash flows of aloan at its original effective
interest rate, and comparing the resultant present value with the loan’s current carrying amount.

Collectively assessed loans and advances

Impairment is assessed on a collective basisin two circumstances:

e tocover losses which have been incurred but have not yet been identified on loans subject to individual
assessment; and

o for homogeneous groups of loans that are not considered individually significant.

Incurred but not yet identified impairment

Individually assessed loans for which no evidence of loss has been specifically identified on an individual basis
are grouped together according to their credit risk characteristics for the purpose of calculating an estimated
collective loss. This reflects impairment losses that the group has incurred as a result of events occurring before
the bal ance sheet date, which the group is not able to identify on an individual loan basis, and that can be reliably
estimated. These losses will only be individually identified in the future. As soon as information becomes
available which identifies losses on individual loans within the group, those loans are removed from the group
and assessed on an individual basis for impairment.

The collective impairment allowance is determined after taking into account:

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

e theestimated period between impairment occurring and the loss being identified and evidenced by the
establishment of an appropriate allowance against the individual loan; and

e  management’s experienced judgement as to whether current economic and credit conditions are such that
the actual level of inherent losses at the balance sheet date islikely to be greater or |ess than that suggested
by historical experience.

The period between aloss occurring and its identification is estimated by local management for each identified
portfolio.
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Homogeneous groups of loans and advances

Statistical methods are used to determine impairment losses on a collective basis for homogeneous groups of
loans that are not considered individually significant, because individual |oan assessment isimpracticable.
Losses in these groups of loans are recorded on an individual basis when individual loans are written off, at
which point they are removed from the group. Two alternative methods are used to calculate allowances on a
collective basis:

e When appropriate empirical information is available, the group uses roll-rate methodology. This
methodology employs statistical analyses of historical data and experience of delinquency and default to
estimate the amount of loans that will eventually be written off as aresult of the events occurring before the
bal ance sheet date which the group is not able to identify on an individual loan basis, and that can be
reliably estimated. Under this methodol ogy, |oans are grouped into ranges according to the number of days
past due, and statistical analysis is used to estimate the likelihood that loans in each range will progress
through the various stages of delinquency and ultimately prove irrecoverable. The estimated lossisthe
difference between the present value of expected future cash flows, discounted at the original effective
interest rate of the portfolio, and the carrying amount of the portfolio. Current economic conditions are also
evaluated when calculating the appropriate level of alowance required to cover inherent loss. In certain
highly devel oped markets, sophisticated models also take into account behavioural and account
management trends as revealed in, for example, bankruptcy and rescheduling statistics.

e Inother cases, when the portfolio size is small or when information isinsufficient or not reliable enough to
adopt aroll-rate methodol ogy, the group adopts a formulaic approach which allocates progressively higher
percentage |oss rates the longer a customer’ sloan is overdue. Loss rates are based on historical experience.

In normal circumstances, historical experience provides the most objective and relevant information from which
to assess inherent loss within each portfolio. In certain circumstances, historical 10ss experience provides less
relevant information about the inherent loss in a given portfolio at the balance sheet date, for example, where
there have been changes in economic, regulatory or behavioural conditions, such that the most recent trendsin
the portfolio risk factors are not fully reflected in the statistical models.

These additional portfolio risk factors may include recent loan portfolio growth and product mix, unemployment
rates, bankruptcy trends, geographic concentrations, loan product features (such as the ability of borrowersto
repay adjustable-rate loans where reset interest rates give rise to increases in interest charges), economic
conditions such as national and local trends in housing markets and interest rates, portfolio seasoning, account
management policies and practices, current levels of write-offs, changesin laws and regulations and other items
which can affect customer payment patterns on outstanding loans, such as natural disasters. These risk factors,
where relevant, are taken into account when calculating the appropriate level of impairment allowances by
adjusting the impairment allowances derived solely from historical loss experience.

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

A loan (and the related impairment allowance account) is normally written off, either partially or in full, when
there is no realistic prospect of recovery of the principal amount and, for a collateralised loan, when the proceeds
from realising the security have been received.

Rever sals of impairment

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

Reclassified loans and advances

Where financial assets have been reclassified out of the fair value through profit or loss category to the loans and
receivables category, the effective interest rate determined at the date of reclassification is used to calculate any
impairment losses.
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(h)

(i)

Following reclassification, where there is a subsequent increase in the estimates of future cash receipts as a result
of increased recoverability of those cash receipts, the effect of that increase is recognised as an adjustment to the
effective interest rate from the date of change in the estimate rather than as an adjustment to the carrying amount
of the asset at the date of change in the estimate.

Assets acquired in exchange for loans

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

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as new loans for measurement purposes once the minimum numbers of payments
required under the new arrangements have been received. These renegotiated |oans are segregated from other
parts of the loan portfolio for the purpose of collective impairment assessment, to reflect their risk profile. Loans
subject to individual impairment assessment, whose terms have been renegotiated, are subject to ongoing review
to determine whether they remain impaired or should be considered past due. The carrying amount of loans that
have been classified as renegotiated retain this classification until maturity or derecognition.

Trading assets and trading liabilities

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

Financial instruments designated at fair value

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

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

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

Financial assets and financial liabilities under investment contracts— Liabilities to customers under
linked contracts are determined based on the fair value of the assets held in the linked funds, with changes
recognised in the income statement. If no designation was made for the assets relating to the customer
liabilities they would be classified as available-for-sale and the changes in fair value would be recorded
directly in other comprehensive income. These financial instruments are managed on afair value basis and
information is provided to management on that basis. Designation at fair value of the financial assets and
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()

liabilities under investment contracts allows the changes in fair values to be recorded in the income
statement and presented in the same line.

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

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

The fair value designation, once made, isirrevocable. Designated financial assets and financial liabilities are
recognised when the group enters into the contractual provisions of the arrangements with counterparties, which
is generally on trade date, and are normally derecognised when sold (assets) or extinguished (liabilities).
Measurement isinitially at fair value, with transaction costs taken directly to the income statement.
Subsequently, the fair values are remeasured, and gains and losses from changes therein are recognised in ‘ Net
income from financial instruments designated at fair value'.

Financial investments

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

(i) Available-for-sale financia assets areinitially measured at fair value plus directly and incremental
transaction costs. They are subsequently remeasured at fair value, and changes therein are recognised in
other comprehensive incomein “ Available-for-sale investments — fair value gaing/ (losses)” until the
financial assets are either sold or become impaired. When available-for-sale financial assets are sold,
cumulative gains or losses previously recognised in other comprehensive income are recognised in the
income statement as ‘ Gains less losses from financia investments'.

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

At each balance sheet date an assessment is made of whether there is any objective evidence of impairment
in the value of afinancial asset. Impairment losses are recognised if, and only if, there is objective evidence
of impairment as aresult of one or more events that occurred after the initial recognition of the financial
asset (a'loss event’) and that |oss event (or events) has an impact on the estimated future cash flows of the
financial asset that can be reliably estimated.

If the available-for-sale financial asset isimpaired, the difference between the financial asset’ s acquisition
cost (net of any principal repayments and amortisation) and the current fair value, less any previous
impairment loss recognised in the income statement, is removed from other comprehensive income and
recognised in the income statement.

Impairment losses for available-for-sale debt securities are recognised within ‘ Loan impairment charges and
other credit risk provisions' in the income statement and impairment losses for available-for-sale equity
securities are recognised within ‘ Gains less losses from financial investments’ in the income statement.

Once an impairment loss has been recognised on an available-for-sale financia asset, the subsequent
accounting treatment for changes in the fair value of that asset differs depending on the nature of the
available-for-sale financial asset concerned:
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(1

— For an available-for-sale debt security, a subsequent decline in the fair value of the instrument is
recognised in the income statement when there is further objective evidence of impairment as aresult of
further decreases in the estimated future cash flows of the financial asset. Where thereis no further
objective evidence of impairment, the declinein fair value of the financial asset is recognised in other
comprehensive income. If the fair value of the debt security increases in a subsequent period, and the
increase can be objectively related to an event occurring after the impairment |oss was recognised in the
income statement, the impairment lossis reversed through the income statement to the extent of the
increasein fair value.

— For an available-for-sale equity security, all subsequent increases in the fair value of the instrument are
treated as arevaluation and are recognised directly in other comprehensive income. Impairment losses
recognised on the equity security are not reversed through the income statement. Subsequent decreasesin
the fair value of the available-for-sale equity security are recognised in the income statement, to the
extent that further cumulative impairment losses have been incurred in relation to the acquisition cost of
the equity security.

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

Sale and repurchase agreements (including stock lending and borrowing)

When securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos'), they
remain on the balance sheet and aliability is recorded in respect of the consideration received. Securities
purchased under commitments to sell (‘reverse repos’) are not recognised on the balance sheet and the
consideration paid is recorded in ‘ Loans and advancesto banks' or ‘' Loans and advances to customers’ as
appropriate. The difference between the sale and repurchase price is treated as interest and recognised over the
life of the agreement.

Securities lending and borrowing transactions are generally secured, with collateral taking the form of securities
or cash advanced or received. The transfer of securitiesto counterparties under these agreementsis not normally
reflected on the balance sheet. Cash collateral advanced or received is recorded as an asset or aliability
respectively.

Securities borrowed are not recognised on the balance sheet. If they are sold on to third parties, an obligation to
return the securitiesis recorded as atrading liability and measured at fair value, and any gains or losses are
included in ‘Net trading income'.

Derivatives and hedge accounting

Derivatives are recognised initially, and are subsequently remeasured, at fair value. Fair values of exchange-
traded derivatives are obtained from quoted market prices. Fair values of over-the-counter derivatives are
obtained using valuation techniques, including discounted cash flow models and option pricing models.

Derivatives may be embedded in other financial instruments, for example, a convertible bond with an embedded
conversion option. Embedded derivatives are treated as separate derivatives when their economic characteristics
and risks are not clearly and closely related to those of the host contract; the terms of the embedded derivative
would meet the definition of a stand-alone derivative if they were contained in a separate contract, and the
combined contract is not held for trading nor designated at fair value. These embedded derivatives are measured
at fair value with changes therein recognised in the income statement.

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

The method of recognising fair value gains or losses depends on whether derivatives are held for trading or are
designated as hedging instruments, and if the latter, the nature of the risks being hedged. All gains and losses
from changesin the fair value of derivatives held for trading are recognised in the income statement. When
derivatives are designated as hedges, the group classifies them as either: (i) hedges of the change in fair value of
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recognised assets or liabilities or firm commitments (‘fair value hedges'); (ii) hedges of the variability in highly
probable future cash flows attributabl e to a recognised asset or liability, or aforecast transaction (* cash flow
hedges'). Hedge accounting is applied to derivatives designated as hedging instrumentsin afair value, cash flow
or net investment hedge provided certain criteria are met.

Hedge accounting

At the inception of ahedging relationship, the group documents the relationship between the hedging
instruments and hedged items, its risk management objective and its strategy for undertaking the hedge. The
group aso requires a documented assessment, both at hedge inception and on an ongoing basis, of whether or
not the hedging instruments, primarily derivatives, that are used in hedging transactions are highly effectivein
offsetting the changes attributable to the hedged risksin the fair values or cash flows of the hedged items.
Interest on designated qualifying hedgesisincluded in ‘ Net interest income’.

Fair value hedge

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

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

Cash flow hedge

The effective portion of changes in the fair value of derivativesthat are designated and qualify as cash flow
hedges is recognised in other comprehensive income within the “ Cash flow hedging reserve”. Any gain or lossin
fair value relating to an ineffective portion is recognised immediately in the income statement.

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

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

Hedge effectivenesstesting

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

The documentation of each hedging relationship sets out how the effectiveness of the hedge is assessed. The
method a group entity adopts for assessing hedge effectiveness will depend on its risk management strategy.

For prospective effectiveness the hedging instrument must be expected to be highly effective in offsetting
changesin fair value or cash flows attributabl e to the hedged risk during the period for which the hedgeis
designated. For actual effectiveness to be achieved, the changesin fair value or cash flows must offset each other
in the range of 80 per cent to 125 per cent.

Hedge ineffectivenessis recognised in the income statement in ‘ Net trading income'.
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Derivativesthat do not qualify for hedge accounting

All gains and losses from changes in the fair values of derivativesthat do not qualify for hedge accounting are
recognised immediately in the income statement. These gains and losses are reported in  Net trading income’,
except where derivatives are managed in conjunction with financial instruments designated at fair value (other
than derivatives managed in conjunction with debt securities issued by the group), in which case gains and |osses
arereported in * Net income from financial instruments designated at fair value'. The interest on derivatives
managed in conjunction with debt securitiesissued by the group which are designated at fair value is recognised
in ‘Interest expense’. All other gains and losses on these derivatives are reported in *Net income from financial
instruments designated at fair value'.

(m) Derecognition of financial assets and liabilities

-

(n

(o)

(p)

Financia assets are derecognised when the contractual right to receive cash flows from the assets has expired; or
when the group has transferred its contractual right to receive the cash flows of the financial assets, and either:

e substantially all the risks and rewards of ownership have been transferred; or

e thegroup has neither retained nor transferred substantially al the risks and rewards, but has not retained
control.

Financid liabilities are derecognised when they are extinguished, that is when the obligation is discharged,
cancelled or expires.

Offsetting financial assets and financial liabilities

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

Subsidiaries, associates and joint ventures

The group classifies investments in entities which it controls as subsidiaries. Where the group is a party to a
contractual arrangement whereby, together with one or more parties, it undertakes an economic activity that is
subject to joint control, the group classifiesitsinterest in the venture as ajoint venture. The group classifies
investments in entities over which it has significant influence, and that are neither subsidiaries nor joint ventures,
as associates. For the purpose of determining this classification, control is considered to be the power to govern
the financial and operating policies of an entity so asto obtain benefits from its activities.

The bank’ sinvestmentsin subsidiaries are stated at cost less any impairment losses. An impairment loss
recognised in the prior period shall be reversed through profit and lossif, and only if, there has been a change in
the estimates used to determine the investment in subsidiary’ s recoverable amount since the last impairment loss
was recognised.

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

Profits on transactions between the group and its associates and joint ventures are eliminated to the extent of the
group’sinterest in the respective associates or joint ventures. Losses are also eliminated to the extent of the
group’ sinterest in the associates or joint ventures unless the transaction provides evidence of an impairment of
the asset transferred.

Goodwill and intangible assets

(i) Goodwill arises on business combinations, including the acquisition of subsidiaries, and on the acquisition of
interests in joint ventures and associates, when the cost of acquisition exceeds the fair value of the group’s
share of the identifiable assets, liabilities and contingent liabilities acquired. If the group’ sinterest in the fair
value of the identifiable assets, liabilities and contingent liabilities of an acquired businessis greater than the
cost of acquisition, the excess is recognised immediately in the income statement.

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

Goodwill is allocated to cash-generating units for the purpose of impairment testing, which is undertaken at
the lowest level at which goodwill is monitored for internal management purposes. Impairment testing is
performed at least annually, and whenever there is an indication that the cash-generating unit may be
impaired, by comparing the recoverable amount from a cash-generating unit with the carrying amount of its
net assets, including attributable goodwill. The recoverable amount of an asset is the higher of itsfair value
less cost to sell and itsvaluein use. Value in use isthe present value of the expected future cash flows from a
cash-generating unit. If the recoverable amount is less than the carrying value, an impairment loss is charged
to the income statement. Goodwill is stated at cost less accumulated impairment |osses.

Goodwill on acquisitions of interests in joint ventures and associates isincluded in ‘ Interests in associates
and joint ventures'.

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

(i) Intangible assetsinclude the present value of in-force long-term insurance business, computer software,

trade names, customer lists, core deposit relationships, credit card customer relationships and merchant or
other loan relationships. Intangible assets are subject to impairment review if there are events or changesin
circumstances that indicate that the carrying amount may not be recoverable.

— Intangible assets that have an indefinite useful life, or are not yet ready for use, are tested for impairment
annually. Thisimpairment test may be performed at any time during the year, provided it is performed at
the same time every year. An intangible asset recognised during the current period is tested before the
end of the current year.

— Intangible assets that have afinite useful life, except for the present value of in-force long-term insurance
business, are stated at cost less amortisation and accumulated impairment losses and are amortised over
their estimated useful lives. Estimated useful lifeisthe lower of legal duration and expected useful life.
The amortisation of mortgage servicing rightsisincluded within * Net fee income’.

For the accounting policy governing the present value of in-force long-term insurance businesses, see
note 2(y).

(ii1) Intangible assets with finite useful lives are amortised, generally on a straight-line basis, over their useful

lives asfollows:

TTAOE NAMES ...uvvveecieiree ettt s st e e e et e se e se s et ese s e s se et nsnsese e e ssesnsennnnns 10 years
Internally generated software ..... between 3 and 5 years

Purchased software ........c.cocoeeeenee. between 3 and 5 years
Customer/merchant relationships ... between 3 and 10 years
OENEN .ottt generaly 10 years

Property, plant and equipment

Land and buildings are stated at historical cost, or fair value at the date of transition to IFRSs (‘ deemed costs'),
less any impairment losses and depreciation calculated to write off the assets over their estimated useful lives as
follows:

freehold land is not depreciated;

freehold buildings are depreciated at the greater of two per cent per annum on a straight-line basis or over
their remaining useful lives; and

leasehold buildings are depreciated over the unexpired terms of the leases, or over their remaining useful
lives.

Equipment, fixtures and fittings (including equipment on operating leases where the group is the lessor) are
stated at cost less any impairment losses and depreciation cal culated on a straight-line basis to write off the

assets over their useful lives, which run to a maximum of 35 years but are generally between 5 years and 20
years.

Property, plant and equipment is subject to an impairment review if there are events or changesin circumstances
which indicate that the carrying amount may not be recoverable.
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(r)

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

Finance and operating leases

Agreements which transfer to counterparties substantially al the risks and rewards incidental to the ownership of
assets, but not necessarily legal title, are classified asfinance leases. When the group is alessor under finance
|eases the amounts due under the leases, after deduction of unearned charges, areincluded in ‘Loans and
advances to banks' or ‘Loans and advances to customers', as appropriate. The finance income receivableis
recognised in ‘Net interest income’ over the periods of the leases so as to give a constant rate of return on the net
investment in the leases.

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

All other leases are classified as operating leases. When acting as |essor, the group includes the assets subject to
operating leasesin ‘ Property, plant and equipment’ and accounts for them accordingly. Impairment losses are
recognised to the extent that residual values are not fully recoverable and the carrying value of the assetsis
thereby impaired. When the group is the lessee, leased assets are not recognised on the balance sheet. Rentals
payable and receivable under operating leases are accounted for on a straight-line basis over the periods of the
leases and are included in ‘ Genera and administrative expenses and ‘ Other operating income’ respectively.

A sale and leaseback transaction involves the sale of an asset followed by the leasing back of the same asset. The
resulting lease is classified either as a finance lease or an operating lease and it is accounted for accordingly. If a
sale and leaseback transaction results in the recognition of a finance lease, any excess of sales proceeds over the
carrying amount is deferred and amortised over the lease term. If asale and leaseback transaction resultsin an
operating lease, and it is clear that the transaction is established at fair value, any profit or lossis recognised
immediately. If the sale priceis below fair value, any profit or loss is recognised immediately except that, if the
loss is compensated for by future lease payments below market price, it is deferred and amortised in proportion
to the lease payments over the period for which the asset is expected to be used. If the sale priceis above fair
value, the excess over fair valueis deferred and amortised over the period for which the asset is expected to be
used.

Income tax

Income tax comprises current tax and deferred tax. Income tax is recognised in the income statement except to
the extent that it relates to items recognised in other comprehensive income or directly in equity, in which case it
is recognised in the same statement in which the related item appears.

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

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

Deferred tax is calculated using the tax rates expected to apply in the periods in which the assets will be realised
or the liabilities settled based on tax rates and laws enacted, or substantively enacted, by the balance sheet date.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group and relate to income
taxes levied by the same taxation authority, and when the group has alegal right to offset.
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(t)

(u)

Deferred tax relating to actuarial gains and losses on post-employment benefitsis recognised directly in other
comprehensive income. Deferred tax relating to share-based payment transaction is recognised directly in other
comprehensive income to the extent that the amount of the estimated future tax deduction exceeds the amount of
the related cumulative remuneration expense. Deferred tax relating to fair value remeasurement of available-for-
sale investments and cash flow hedging instruments which are charged or credited directly to other
comprehensive income, is also credited or charged directly to other comprehensive income and is subsequently
recognised in the income statement when the deferred fair value gain or lossis recognised in the income
statement.

Pension and other post-employment benefits

The group operates a number of pension and other post-employment benefit plans. These plans include both
defined benefit and defined contribution plans and various other post-employment benefits such as post-
employment healthcare.

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

The defined benefit pension costs and the present value of defined benefit obligations are calculated at the
reporting date by the scheme’s actuaries using the Projected Unit Credit Method. The net charge to the income
statement mainly comprises the current service cost, plus the unwinding of the discount rate on plan ligbilities,
less the expected return on plan assets, and is presented in operating expenses. Past service costs are charged
immediately to the income statement to the extent that the benefits have vested, and are otherwise recognised on
astraight-line basis over the average period until the benefits vest. Actuarial gains and losses comprise
experience adjustments (the effects of differences between the previous actuarial assumptions and what has
actually occurred), as well as the effects of changesin actuarial assumptions. Actuarial gains and losses are
recognised in other comprehensive income and presented in the Statement of Other Comprehensive Income in
the period in which they arise.

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

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

Share-based payments

The cost of share-based payment arrangements with employees is measured by reference to the fair value of
equity instruments on the date they are granted, and recognised as an expense on a straight-line basis over the
vesting period, with corresponding credit to Retained Earnings. The vesting period is the period during which all
the specified vesting conditions of a share-based payment arrangement are to be satisfied. The fair value of
equity instruments that are made available immediately, with no vesting period attached to the award, are
expensed immediately.

Fair value is determined by using appropriate valuation models, taking into account the terms and conditions
upon which the equity instruments were granted. Vesting conditions include service conditions and performance
conditions. Market performance conditions are taken into account when estimating the fair value of equity
instruments at the date of grant, so that an award is treated as vesting irrespective of whether the market
performance condition or non-vesting condition is satisfied, provided all other conditions are satisfied.

Vesting conditions, other than market performance conditions, are not taken into account in the initial estimate
of the fair value at the grant date. They are taken into account by adjusting the number of equity instruments
included in the measurement of the transaction, so that the amount recognised for services received as
consideration for the equity instruments granted shall be based on the number of equity instruments that
eventually vest. On a cumulative basis, no expense is recognised for equity instruments that do not vest because
of afailure to satisfy non-market performance or service conditions.
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Where an award has been modified, as a minimum the expense of the original award continues to be recognised
asif it had not been modified. Where the effect of a modification isto increase the fair value of an award or
increase the number of equity instruments, the incremental fair value of the award or incremental fair value of
the extra equity instrumentsis recognised in addition to the expense of the original grant, measured at the date of
modification, over the modified vesting period.

A cancellation that occurs during the vesting period is treated as an accel eration of vesting, and recognised
immediately for the amount that would otherwise have been recognised for services over the vesting period.

Foreign currencies

Items included in the financial statements of each of the group’s entities are measured using the currency of the
primary economic environment in which the entity operates (‘the functional currency’).

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on
the date of the transaction. Monetary assets and liabilities denominated in foreign currencies are trandated into
the functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange
differences are included in the income statement. Non-monetary assets and liabilities that are measured at
historical cost in aforeign currency are trandated into the functional currency using the rate of exchange at the
date of theinitial transaction. Non-monetary assets and liabilities measured at fair value in aforeign currency are
trandated into the functional currency using the rate of exchange at the date the fair value was determined. Any
exchange component of again or |oss on a non-monetary item is recognised in other comprehensive income if
the gain or loss on the non-monetary item is recognised in other comprehensive income. Any exchange
component of again or loss on a non-monetary item is recognised in the income statement.

In the consolidated financial statements, the assets, including related goodwill where applicable, and liabilities of
branches, subsidiaries, joint ventures and associates whose functional currency is not sterling, are trandated into
the group’ s presentational currency at the rate of exchange ruling at the balance sheet date. The results of
branches, subsidiaries, joint ventures and associates whose function currency is not sterling are translated into
sterling at the average rates of exchange for the reporting period. Exchange differences arising from the
retranslation of opening foreign currency net investments, and exchange differences arising from retranslation of
the result for the reporting period from the average rate to the exchange rate prevailing at the period end, are
recognised in other comprehensive income. Exchange differences on a monetary item that is part of a net
investment in aforeign operation are recognised in the income statement of the separate financia statements. In
consolidated financial statements these exchange differences are recognised in other comprehensive income. On
disposal of aforeign operation, exchange differences relating thereto and previously recognised in other
comprehensive income are recognised in the income statement.

(w) Provisions

(x)

Provisions are recognised when it is probable that an outflow of economic benefits will be required to settle a
current legal or constructive obligation, which has arisen as aresult of past events, and for which areliable
estimate can be made of the amount of the obligation.

Contingent liabilities, which include certain guarantees and letters of credit pledged as collateral security, are
possible obligations that arise from past events whose existence will be confirmed only by the occurrence, or
non-occurrence, of one or more uncertain future events not wholly within the control of the group; or are present
obligations that have arisen from past events but are not recognised because it not probable that settlement will
require outflow of economic benefits, or because the amount of the obligations cannot be reliably measured.
Contingent liabilities are not recognised in the financial statements but are disclosed unless the probability of
settlement is remote.

Financial guarantee contracts

Liabilities under financial guarantee contracts not classified as insurance contracts are recorded initially at their
fair value, which is generally the fee received or receivable. Subsequently, the financial guarantee liabilities are
measured at the higher of the initial fair value, less cumulative amortisation, and the best estimate of the
expenditure required to settle the obligations.

HSBC Bank plc has issued financial guarantees to other group entities. Where it has previously asserted
explicitly that it regards such contracts as insurance contracts and has used accounting applicable to insurance
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contracts, the group may elect to account for guarantees as insurance contracts. This election is made on a
contract by contract basis, but the election for each contract is irrevocable. Where these guarantees have been
classified as insurance contracts, they are measured and recognised as insurance liabilities.

Insurance contracts

Through its insurance subsidiaries, the group issues contracts to customers that contain insurance risk, financia
risk or a combination thereof. A contract under which the group accepts significant insurance risk from another
party by agreeing to compensate that party on the occurrence of a specified uncertain future event is classified as
an insurance contract. An insurance contract may aso transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant. While investment contracts with discretionary participation features
are financial instruments, they continue to be treated as insurance contracts as permitted by IFRS 4.

Insurance contracts are accounted for as follows:

Premiums

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

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

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

Claims and reinsurance recoveries

Grossinsurance claims for non-life insurance contracts include paid claims and movementsin outstanding
claimsliabilities.
Grossinsurance claims for life insurance contracts reflect the total cost of claims arising during the year,

including claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration.
Claims arising in the year include maturities, surrenders and death claims.

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

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

Liabilitiesunder insurance contracts

Outstanding claims liabilities for non-life insurance contracts are based on the estimated ultimate cost of al
claimsincurred but not settled at the balance sheet date, whether reported or not, together with related claim-
handling costs and a reduction for the expected value of salvage and other recoveries. Liabilities for claims
incurred but not reported are made on an estimated basis, using appropriate statistical techniques.

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on
local actuarial principles.

Liabilities under unit-linked life insurance contracts are at |east equivalent to the surrender or transfer value
which is calculated by reference to the value of the relevant underlying funds or indices.

A liability adequacy test is carried out on insurance liabilities to ensure that the carrying amount of the liabilities
issufficient in the light of current estimates of future cash flows. When performing the liability adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the liability. When a shortfall is
identified it is charged immediately to the income statement.
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Present value of in-for ce long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business or long term
investment contracts with discretionary participating features (“DPF") and are in force at the balance sheet date
isrecognised as an asset. The asset represents the present value of the shareholders’ interest in the profits
expected to emerge from these contracts written at the balance sheet date.

The present value of in-force long-term insurance business and long term investment contracts with DPF,
referred to as ' PVIF, is determined by discounting the shareholders' interest in future profits expected to emerge
from business currently in force using appropriate assumptions in assessing factors such as future mortality,
lapse rates and levels of expenses and arisk discount rate that reflects the risk premium attributable to the
respective contracts. The PVIF incorporates allowances for both non-market risk and the value of financial
options and guarantees. The PVIF asset is presented gross of attributable tax in the balance sheet and movements
in the PVIF asset areincluded in “ Other operating income' on a gross of tax basis.

Future profit participation

Where contracts provide discretionary profit participation benefits to policyholders, liabilities for these contracts
include provisions for the future discretionary benefits to policyholders. These provisions reflect actual
performance of the investment portfolio to date and management expectation on the future performance in
connection with the assets backing the contracts, as well as other experience factors such as mortality, lapses and
operational efficiency, where appropriate. This benefit may arise from the contractual terms, regulation, or past
distribution policy.

In the case of net unrealised investment gain on contracts whose discretionary benefit principally reflect the
actual performance of the portfolio, the corresponding increase in the liabilitiesis recognised in either the
income statement or other comprehensive income, following the treatment of the unrealised gains on the relevant
assets. In the case of net unrealised losses, a deferred participating asset is recognised only to the extent that its
recoverability is highly probable. Movement in the liabilities arising from realised gains and losses on relevant
assets are recognised in the income statement.

Investment contracts

Customer liabilities under linked and certain non-linked investment contracts and the corresponding financial
assets are designated at fair value. Movementsin fair value are recognised in * Net expense/income from

financia instruments designated at fair value'. Premiums receivable and amounts withdrawn are accounted for as
increases or decreases in the liability recorded in respect of investment contracts.

Liabilities under linked investment contracts are at least equivalent to the surrender or transfer value which is
calculated by reference to the value of the relevant underlying funds or indices.

Investment management fees receivable are recognised in the income statement over the period of the provision
of the investment management services, in ‘Net fee income'.

Theincremental costs directly related to the acquisition of new investment contracts or renewing existing
investment contracts are deferred and amortised over the period during which the investment management
services are provided.

Debt securities in issue and deposits by customers and banks

Financid liabilities are recognised when the group entersinto the contractual provisions of the arrangements
with counterparties, which is generally on trade date, and initially measured at fair value, which is normally the
proceeds received net of directly attributable transaction costs incurred. Subsequent measurement of financial
liahilities, other than those measured at fair value through profit or loss and financial guarantees, is at amortised
cost, using the effective interest rate method to amortise the difference between proceeds received, net of directly
attributable transaction costs incurred, and the redemption amount over the expected life of the instrument.

(aa) Share capital and other equity instruments

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

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

3 Use of assumptions, estimates and judgement

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

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

The accounting policies that are deemed critical to the group’s results and financial position, in terms of the
materiality of the itemsto which the policy is applied, or which involve a high degree of judgement including the use
of assumptions and estimation, are disclosed below:

Impairment of loans and advances

The group’s accounting policy for losses arising from the impairment of customer loans and advancesis described in
Note 2(g). Further information can be found in Note 37 * Risk Management’. Loan impairment allowances represent
management’ s best estimate of losses incurred in the loan portfolios at balance sheet date.

Management is required to exercise judgement in making assumptions and estimations when calculating loan
impairment allowances on both individually and collectively assessed |oans and advances. The most significant
judgemental areaisthe calculation of collective impairment allowances.

The group uses two alternative methods to cal cul ate collective impairment allowances on homogeneous groups of
loans that are not considered individually significant:

o When appropriate empirical information is available, the group uses roll-rate methodology. This methodol ogy
employs statistical analysis of historical data and experience of delinquency and default to estimate the
likelihood that loans will progress through the various stages of delinquency and ultimately prove irrecoverable.
The estimated loss is the difference between the present value of expected future cash flows, discounted at the
origina effective interest rate of the portfolio, and the carrying amount of the portfolio; and

e Inother cases, when the portfolio sizeis small or when information is insufficient or not reliable enough to adopt
aroll-rate methodology, the group adopts a formulaic approach which allocates progressively higher percentage
loss rates the longer a customer’sloan is overdue. Loss rates are based on historical experience.

Both methodol ogies are subject to estimation uncertainty, in part because it is not practicable to identify losses on an
individual loan basis because of the large number of individually insignificant loans in the portfolio.

In addition, the use of statistically assessed historical information is supplemented with significant management
judgement to assess whether current economic and credit conditions are such that the actual level of inherent lossesis
likely to be greater or less than that suggested by historical experience. In normal circumstances, historical
experience provides the most objective and relevant information from which to assess inherent loss within each
portfolio. In certain circumstances, historical loss experience provides less relevant information about the inherent
lossin agiven portfolio at the balance sheet date, for example, where there have been changes in economic,
regulatory or behavioural conditions such that the most recent trends in the portfolio risk factors are not fully
reflected in the statistical models. In these circumstances, such risk factors are taken into account when calculating
the appropriate levels of impairment allowances, by adjusting the impairment allowances derived solely from
historical loss experience.

This key area of judgement is subject to uncertainty and is highly sensitive to factors such as loan portfolio growth,
product mix, unemployment rates, bankruptcy trends, geographic concentrations, loan product features, economic
conditions such as national and local trends in housing markets, the level of interest rates, portfolio seasoning,
account management policies and practices, changes in laws and regulations, and other factors that can affect
customer payment patterns. Different factors are applied in different regions and countries to reflect different
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economic conditions and laws and regul ations. The assumptions underlying this judgement are highly subjective. The
methodology and the assumptions used in calculating impairment losses are reviewed regularly in the light of
differences between loss estimates and actual |oss experience. For example, roll rates, loss rates and the expected
timing of future recoveries are regularly benchmarked against actual outcomes to ensure they remain appropriate.

The total amount of the group’ s impairment allowances on homogeneous groups of loans is inherently uncertain
because it is highly sensitive to changes in economic and credit conditions across a large number of geographical
areas. Economic and credit conditions within geographical areas are influenced by many factors with a high degree of
interdependency so that there is no one single factor to which the group’ s loan impairment allowances as awhole are
particularly sensitive. It is possible that the outcomes within the next financial year could be different from the
assumptions built into the models, resulting in a material adjustment to the carrying amount of loans and advances.

Goodwill impairment

The group’ s accounting policy for goodwill is described in Note 2(p). The process of identifying and evaluating
goodwill impairment is inherently uncertain because it requires significant management judgement in making a series
of estimations, the results of which are highly sensitive to the assumptions used. The review of goodwill impairment
represents management’ s best estimate of the factors below:

e thefuture cash flows of the cash-generating units (' CGUS') are sensitive to the cash flows projected for the
periods for which detailed forecasts are available, and to assumptions regarding the long-term pattern of
sustainable cash flows thereafter. Forecasts are compared with actual performance and verifiable economic data
in future years, however, the cash flow forecasts necessarily and appropriately reflect management’s view of
future business prospects at the time of the assessment; and

e thediscount rate used to discount the future expected cash flows is based on the cost of capital assigned to an
individual CGU, and can have a significant effect on the CGU’ s valuation. The cost of capital percentage is
generally derived from a Capital Asset Pricing Model, which incorporates inputs reflecting a number of financia
and economic variables, including the risk-free interest rate in the country concerned and a premium to reflect
the inherent risk of the business being evaluated. These variables are subject to fluctuations in external market
rates and economic conditions outside of management’s control and are therefore established on the basis of
significant management judgement and are subject to uncertainty.

When this exercise demonstrates that the expected cash flows of a CGU have declined and/or that its cost of capital
has increased, the effect is to reduce the CGU’ s estimated recoverable amount. If thisresultsin an estimated
recoverable amount that is lower than the carrying value of the CGU, a charge for impairment of goodwill will be
recognised in the group’ sincome statement for the year.

The accuracy of forecast cash flowsis subject to a high degree of uncertainty in volatile market conditions. In such
market conditions, management retests goodwill for impairment more frequently than annually to ensure that the
assumptions on which the cash flow forecasts are based continue to reflect current market conditions and
management’ s best estimate of future business prospects.

Management concluded that the recoverable amount of the CGUs to which goodwill has been allocated exceeded its
carrying value. However, in the event of further significant deterioration in the economic and credit conditions
beyond the levels already reflected by management in the cash flow forecasts for the CGUs, amateria adjustment to
a CGU'’ s recoverable amount may occur which may result in the recognition of an impairment charge in the income
statement.

Note 21 includes details of the CGUs with significant balances of goodwill, states the key assumptions used to assess
the goodwill in each CGU for impairment, and provides a discussion of the sensitivity of the carrying value of
goodwill to changesin key assumptions.

Valuation of financial instruments

The group’ s accounting policy for valuation of financial instruments is described in Note 2(d) on the Financial
Statement. The best evidence of fair value is aquoted price in an actively traded market. In the event that the market
for afinancial instrument is not active, a valuation technique is used. The mgority of valuation techniques employ
only observable market data, and so the reliability of the fair value measurement is high. However, certain financia
instruments are valued on the basis of valuation techniques that feature one or more significant market inputs that are
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unobservable. Valuation techniques that rely to a greater extent on unobservable inputs require a higher level of
management judgement to calculate afair value than those based wholly on observable inputs.

Valuation techniques used to calculate fair values include comparisons with similar financia instruments for which
market observable prices exist, discounted cash flow analysis, option pricing models and other valuation techniques
commonly used by market participants. Valuation techniques incorporate assumptions that other market participants
would use in their valuations, including assumptions about interest rate yield curves, exchange rates, volatilities, and
prepayment and default rates. When valuing instruments by reference to comparabl e instruments, management takes
into account the maturity, structure and rating of the instrument with which the position held is being compared.

The main assumptions and estimates which management considers when applying a model with valuation
techniques are;

o thelikelihood and expected timing of future cash flows on the instrument. These cash flows are usually governed
by the terms of the instrument, although management judgement may be required when the ability of the
counterparty to service the instrument in accordance with the contractual termsisin doubt. Future cash flows
may be sensitive to changes in market rates;

e selecting an appropriate discount rate for the instrument. Management bases the determination of this rate on its
assessment of what a market participant would regard as the appropriate spread of the rate for the instrument
over the appropriate risk-free rate; and

e judgement to determine what model to use to calculate fair value in areas where the choice of valuation model is
particularly subjective, for example, when valuing complex derivative products.

When applying a model with unobservable inputs, estimates are made to reflect uncertaintiesin fair values resulting
from alack of market datainputs, for example, as aresult of illiquidity in the market. For these instruments, the fair
value measurement islessreliable. Inputs into val uations based on unobservable data are inherently uncertain
because there are little or no current market data available from which to determine the level at which an arm’s length
transaction would occur under normal business conditions. However, in most cases there are some market data
available on which to base a determination of fair value, for example historical data, and the fair values of most
financial instruments will be based on some market observable inputs even where the unobservable inputs are
significant.

Disclosure of types and amounts of fair value adjustments made in determining the fair value of financial instruments
measured at fair value using valuation techniquesis provided in Note 31. In addition a sensitivity analysis of fair
value for financial instruments with significant unobservabl e inputs to reasonably possibly alternative assumption
and arange of assumption can be found in Note 31. Given the uncertainty and subjective nature of valuing financial
instruments at fair value, it is possible that the outcomes within the next financia year could differ from the
assumptions used, and this would result in amaterial adjustment to the carrying amount of financial instruments
measured at fair value.

Impair ment of available-for-sale financial assets

The group’ s accounting policy for impairment on available-for-sale financial assetsis described in Note 2(j) on the
Financial Statements.

Management is required to exercise judgement in determining whether there is objective evidence that an impairment
loss has occurred. Once an impairment has been identified, the amount of impairment is measured in relation to the
fair value of the asset. More information on assumptions and estimates reguiring management judgement relating to
the determination of fair values of financia instrumentsis provided above in ‘Valuation of financial instruments'.

The objective evidence required to determine whether an available-for-sale debt security isimpaired comprises
evidence of the occurrence of aloss event, and evidence that the loss event resultsin a decrease in estimated future
cash flows. Where cash flows are readily determinable, alow level of judgement may be involved. Where
determination of estimated future cash flows requires consideration of a number of variables, some of which may be
unobservable in current market conditions, more significant judgement is required.

The most significant judgements concern more complex instruments, such as asset-backed securities (ABSs'), where
it is necessary to consider factors such as the estimated future cash flows on underlying pools of collateral, the extent
and depth of market price declines and changes in credit ratings. The review of estimated future cash flows on
underlying collateral is subject to estimation uncertainties where the assessment is based on historical information on
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pools of assets, and judgement is required to determine whether historical performanceis likely to be representative
of current economic and credit conditions.

Thereis no single factor to which the group’s charge for impairment of available-for-sale debt securitiesis
particularly sensitive, because of the range of different types of securities held, the range of geographical areasin
which those securities are held, and the wide range of factors which can affect the occurrence of loss events and the
cash flows of securities, including different types of collateral.

Itis reasonably possible that outcomes in the next financial year could be different from the assumptions and
estimates used in identifying impairment on available-for-sale debt securities, as aresult of which, evidence of
impairment may be identified in available-for-sale debt securities which had previously been determined not to be
impaired. It is possible that this could result in the recognition of material impairment lossesin the next financial
year.

Pensions

The assumptions used are disclosed in Note 7 * Employee compensation and benefits'.

Share-based payments
The assumptions used are disclosed in Note 9 ‘ Share-based payments'.

Consolidation

The circumstances under which the group consolidates special purpose entities are outlined in Note 1(c) and
disclosed in Note 37 * Risk Management’.

4 Net earned insurance premiums

Investment
contracts with
Life  discretionary

Non-life Lifeinsurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
2009

Gross written premiums .........ccccveeeeeeecnenennns 275 551 198 1,784 2,808
Movement in unearned premiums ................. 143 (43) - - 100
Gross earned Premiums .........cooeeeeecereeeenennns 418 508 198 1,784 2,908
Gross written premiums ceded to reinsurers .. (43) (134) (6) - (183)

Reinsurers' share of movement in unearned
10 10110102 (10) 1 - — (9)
Reinsurers’ share of gross earned premiums . (53) (133) (6) - (192)
Net earned insurance premiums ...........c.c.e.... 365 375 192 1,784 2,716

2008

Gross written premiums .........cccocveeeeeenerenennns 418 1,252 238 1,500 3,408
Movement in unearned premiums .................. 42 (84) - — (42)
Gross earned Premiums ........ccvevvevereernenenennns 460 1,168 238 1,500 3,366
Gross written premiums ceded to reinsurers .. (63) (423) (©)] - (489)

Reinsurers' share of movement in unearned
PremMiUMS ..o (2) 16 - - 14
Reinsurers' share of gross earned premiums . (65) (407) ) - (475)
Net earned insurance premiums ...........c.coeeen. 395 761 235 1,500 2,891
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Net insurance claims incurred and movement in liabilities to policyholders

Investment
contractswith
Life discretionary
Non-life Lifeinsurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
2009
Claims, benefits and surrenders paid .............. 358 802 134 1,154 2,448
Movement in liabilities .......cccoveeeeiiriririenns 159 (561) 266 1,331 1,195
Gross claims incurred and movement in
lHADIHtIES .oveveeeeececee e 517 241 400 2,485 3,643
Reinsurers' share of claims, benefits and
SUrENders Paid ........cveeevereececeemeeeininennenene (45) (79) (5) - (129)
Reinsurers’ share of movement in liabilities .. 1 35 (10) - 26
Reinsurers' share of claimsincurred and
movement in liabilities ........ccccccveeveeicrenenns (44) (44) (15) — (103)
Net insurance claims incurred and movement
in liabilitiesto policyholders .........ccoueuneee 473 197 385 2,485 3,540
2008
Claims, benefits and surrenders paid .. . 318 374 135 1,047 1,874
Movement in liabilities .........ccocveeeeiiririeienns (8) 682 (189) (138) 347
Gross claims incurred and movement in
JHADIHTIES ..o 310 1,056 (54) 909 2,221
Reinsurers' share of claims, benefits and
surrenders Paid .......ccoeeeeeeeeeenerenesieeieseseneenns (46) (83) ) - (136)
Reinsurers' share of movement in liabilities .. 42 (313) 21 - (250)
Reinsurers' share of claimsincurred and
movement in liabilities ........ccoveevececnennnen. (4) (396) 14 — (386)
Net insurance claims incurred and movement
in liabilitiesto policyholders ...........ccccc.ce.. 306 660 (40) 909 1,835
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6 Net operating income

Net operating income is stated after the following items of income, expense, gains and | osses:

2009 2008
£m £m
Income
Interest recognised on impaired fiNaNCial @SSELS ........cvvceeireririeeeerr e 53 21
Fees earned on financial assets or liabilities not held for trading nor designated at fair value,
other than fees included in effective interest rate calculations on these types of assets and
[TBIITITIES .vvaeeecieet e e 3,065 2,997
Fees earned on trust and other fiduciary activities where the group holds or invests assets on
DENElf Of ItS CUSIOMETS ..ot 684 751
Expense
Interest on financia instruments, excluding interest on financial liabilities held for trading
or designated at fair VEIUE ........c.ccuiiriiiiniiiciceie st 4,325 12,968
Fees payable on financial assets or liabilities not held for trading nor designated at fair value,
other than fees included in effective interest rate calculations on these types of assets and
[TBIITTTIES .ttt 614 606
Fees payable on trust and other fiduciary activities where the group holds or invests assets on
behalf Of ITS CUSLOMENS ...t s 2 21
Gaing/(losses)
(Loss)/gain on disposal of assets held for SAle ... (11) 53
Impairment of available-for-sale equity Sares ... (164) (282)
Gain on disposal or settlement of 10ans and adVaANCES ..........cccerrrireeieninenre s 8 -
Gain on financial liabilities measured at amortised COSt..........coueuiuriiiririiniciicce e 110 15
Gains on disposal of property, plant and equipment, intangible assets and non-financial
investments:
— Gain on disposal of French regional banks (SEe NOtE 23) ........ccvvveeeiiirereeieeerrseeceene - 644
—Gain on disposal of HSBC Merchant ServiceS LLP ..o 180 215
.11 OO 33 60
— Gain on disposal of 8 Canada Square (see note 22) .. . 353 -
Gain on financing 8 Canada Square (SEE NOLE 22) ........cccourueueereriririeeeeeresese e eeens - 265
L oan impairment charge and other credit risk provisions
Net impairment charge on 10ans and @0VANCES ..o (2,619) (1,716)
Net impairment of available-for-sale debt SECUMTIES .......ccovuveviriniciiireerr e (745) (247)
Net reversal/(impairment) in respect of other credit risk proviSions ..........cccccevvveeeenenrineenes — 2
(3,364) (1,861)
7 Employee compensation and benefits
Total employee compensation
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Wages and SAaries ........coooveveevenecneneineneenns 3,853 3,758 2,025 1,985
Social SECUrity COSES .....cviucurieieiririrriecieines 542 495 201 197
Post-employment benefits .........ccccceevrvvccnnne 57 245 (60) 178
4,452 4,498 2,166 2,360
The average number of persons employed by the group during the year was as follows":
2009 2008
UK RELAI ..o s 41,969 44,107
Continental Europe Retall .... 17,827 19,740
Global Banking and Markets .... 10,597 11,592
Private Banking ........c.cccceeue . 5,436 5,345
ONEI? ..oeooeetseees s ess s st e8RS 8RS 6,467 6,708
TOLAl ettt Rt R bbb 82,296 87,492

1 This disclosure reflects the organisation of the group’s segments from 1 January 2009, as described in Note 12.
2 Employees included within ‘ Other’ are employees of central functions who provide services to a number of the group business segments.

64



HSBC BANK PLC

Notes on the Financial Statements (continued)

Both the UK and French governments announced in late 2009 their intention to introduce one-off taxes in respect of
certain bonuses payable by banks and banking groups. In both countries the tax, aliability of the employer, isto be
levied at 50 per cent on bonuses, whether in cash or shares, awarded in a certain period and over a threshold amount.

Our current best estimate of these taxes in respect of our UK and French businessis £219 million in the UK and €30
million in France. The liability for these taxes will be recognised in 2010 once the enabling legislation has been

enacted. The taxes will be payable in 2010.
Post-employment benefit plans

Income statement charge

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Defined benefit pension plans
— HSBC Bank (UK) Pension Scheme ......... (116) 140 (116) 140
— Other plans ... 31 3 2 -
Defined contribution pension plans................... 136 110 48 30
51 253 (66) 170
Defined benefit healthcare plans ..........cccceuue. 6 (8) 6 8
57 245 (60) 178
Defined benefit post-employment benefit plans
Net liabilities recognised on balance sheet in respect of defined benefit plans
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Defined benefit pension plans
—HSBC Bank (UK) Pension Scheme .......... 2,354 269 2,354 269
— Other plans .....ccceeeevnnreeceeres e 171 265 17 15
Defined benefit healthcare plans ............cccc.c.... 153 130 153 130
2,678 664 2,524 414

Pension plans

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

Defined benefit pension arrangements for bank employees are provided by the HSBC Bank (UK) Pension Scheme
(the * Scheme’), the assets of which are held in a separate trust fund. The Pension Scheme is administered by a
corporate trustee, HSBC Bank Pension Trust (UK) Limited (the * Trustee’), whose Board is comprised of 13
Directors, four of whom are elected by employees and two by pensioners. The Trustee Directors of the Pension
Scheme are required to act in the best interest of the Scheme's beneficiaries.

Healthcare benefit plans

The group provides post-employment healthcare benefits under plansin the United Kingdom, which are unfunded.
Post-employment healthcare benefit plans are accounted for in the same manner as pension plans. The plans are
reviewed at least annually or in accordance with local practice and regulations by qualified actuaries. The actuarial
assumptions used to calculate the defined benefit obligation and related current service cost vary according to the
economic conditions of the countries in which they are situated. The group’ s total healthcare cost for the year was a
cost of £6 million (2008: credit of £8 million).
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Post-employment defined benefit plans’ principal actuarial assumptions

The principal actuarial financial assumptions used to calculate the group’ s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2009 were as follows. These assumptions will also
form the basis for measuring periodic costs under the plansin 2010:

Rate of

increase for

pensionsin

payment —

Rate of active

increase for members
pensionsin and Healthcare
Discount Inflation  payment — deferred Deferred Rateof pay  cost trend
rate rate pensioners pensioners revaluation increase rates
% % % % % % %
5.70 3.70 3.50 3.50 3.70 4.20 7.70
5.50 2.00 2.00 2.00 2.00 3.00 n/a
325 1.50 n/a n/a n/a 2.50 n/a
5.50 2.00 2.00 2.00 2.00 3.00 n/a

The principal actuarial financial assumptions used to calculate the group’ s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2008, were as follows. These assumptions aso
formed the basis for measuring periodic costs under the plansin 2009:

Rate of

increase for

pensionsin

payment —

Rate of active

increase for members
pensionsin and Healthcare
Discount Inflation  payment — deferred Deferred Rateof pay  cost trend
rate rate  pensioners pensioners revaluation increase rates
% % % % % % %
UK e 6.50 2.90 3.00 2.80 2.90 3.40 6.90
France ... 5.75 2.00 2.00 2.00 2.00 3.00 6.00
Switzerland ......oovveeicceeeees 2.60 1.50 n/a n/a n/a 2.50 n‘a
GEMEANY oot 5.75 2.00 2.00 2.00 2.00 3.00 n/a

The group determines the discount rates to be applied to its obligations in consultation with the plans’ local actuaries,
onthebasisof the current average yield of high quality (AA rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obligations. The expected rate of return on plan assets represents the best
estimate of long-term future asset returns, which takes into account historical market returns plus additional factors
such as the current rate of inflation and interest rates.

The mortality tables and average life expectancy at 65 used at 31 December 2009 were as follows:

Life expectancy at L ife expectancy at

age 65 for amale age 65 for afemale

Mortality table member currently: member currently:
Aged 65 Aged 45 Aged 65 Aged 45
UK oot sssssssssenns SAPS SI! 223 24.2 23.3 25.2
France ....ccocveveeiveeeeeeeeesseseseies TG 05 23.2 26.0 26.7 29.6
Switzerland ..o BVG 2005 17.9 17.9 21.0 21.0
GEMMANY ..ot Heubeck 2005 G 18.3 21.0 224 25.0

1 Adjusted SAPS S1 with medium cohort improvements and a 1 per cent minimum annual improvement.
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The mortality tables and average life expectancy at 65 used at 31 December 2008 were as follows:

Life expectancy at Life expectancy at

age 65 for amale age 65 for afemale

Mortality table member currently: member currently:
Aged 65 Aged 45 Aged 65 Aged 45
UK oot ssssssssssnes PAG2 20.80 22.80 24.10 26.20
France ..... . TGO05 23.10 25.90 26.60 29.40
Switzerland . ... BVG 2005 17.90 17.90 20.98 20.98
GEIMANY .. Heubeck 2005 G 18.00 20.70 22.10 24.70

1 PA92 with standard improvements to 2005 and medium cohort with 1 per cent minimum annual improvement thereafter.

Actuarial assumption sensitivities

The discount rate is sensitive to changes in market conditions arising during the reporting period. The mortality rates
used are sensitive to experience from the plan member profile. The following table shows the effect of changesin
these and the other key assumptions on the principal plan:

HSBC Bank (UK) Pension Scheme

2009 2008
£m £m

Discount rate
Change in pension obligation at year end from @ 25bpSiNCrEase ..........coccieeeninninenieeeereeeeese e (542) (383)
Change in pension obligation at year end from a25bps deCrease .........coceverereririecienenesisieeesesesee s 583 408
Change in following year pension cost from a 25bps increase (€] (6)
Change in following year pension cost from a 25bps decrease 8 7
Rate of inflation
Change in pension obligation at year end from @ 25bpSiNCrEase ..........covceiueeeueirinrininenicrieieesee e 594 360
Change in pension obligation at year end from a 25bps decrease . (559) (338)
Change in following year pension cost from a 25bpsincrease ..... . 40 31
Changein following year pension cost from a25bpS decrease ... (39) (28)
Rate of increase for pensionsin payment and deferred revaluation
Changein pension obligation at year end from @ 25bpSiNCrease ..........cvcieeeeeinininennnicscieersesseseseeees 493 239
Change in pension obligation at year end from a25bps deCrease ...........cocerreririeieineninisee s 472) (225)
Change in following year pension cost from a25bpSinCrease ... 31 20
Changein following year pension cost from a25bps decrease ...........coveieeceennnnnnecscceee e (30) (16)
Rate of pay increase
Change in pension obligation at year end from a25bpS iNCrease ..........cvvrveiicereeieienesreneeseceieieenens 120 118
Change in pension obligation at year end from a25bpS deCrease .........ovceeeeereririeeceiennisieeee s (207) (115)
Change in following year pension cost from a 25bps increase 11 11
Change in following year pension cost from a 25bps decrease (20) (20)
Investment return
Changein following year pension cost from @ 25hpS iNCrEASE" ..........c..evuervveervereeereses s sssesssssenens 27 (25)
Change in following year pension cost from a25bps deCrease’...........ovueveeveeeeeeeieeeeeeeeeeeeeeeeeeeeee e 27 25
Mortality
Change in pension obligation from each additional year of longevity assumed ..........ccccoeeeiennninneene. 300 250

1 Prior period balances have been re-presented on a consistent basis with the current year presentation.

The following table shows the effect of changes in the mortality rates on defined benefit plans other than the
principal plan:

Other plans
2009 2008
£m £m
Increase in pension obligation from each additional year of longevity assumed ..........cccoveveeivienirnennns 12 13
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Defined benefit pension plans

Value recognised on the balance sheet
HSBC Bank (UK) Pension Scheme

2009 2008
Expected rates Expected rates

of return Value of return Value

% £m % £m

Fair value of plan assets .... 10,908 10,191
EQUItIeS ...ococeveeernee 84 1,707 8.1 1,536
BONGS ... 53 7,762 57 7,541
Property ..o 7.7 926 6.9 812
OLhEr e 53 513 42 302
Defined benefit obligation (funded) ...................... (13,262) (10,460)
Net DIty .ooeveoeveeeeeeeeee e (2,354) (269)

Other plans
2009 2008
Expected rates Expected rates

of return? Value of return® Value

% £m % £m

Fair value of plan assets ... 649 617
EQUItIES .ot 74 216 74 128
BONAS ... 4.0 312 42 368
Property . 54 16 53 13
OLhEYr oot 46 105 5.0 108
Defined benefit obligation ..........ccoveeeneerneniennn: (805) (889)
Present value of funded obligations ... (681) (750)
Present value of unfunded obligations .............. (124) (139)
Effect of limit on plan surpluses ...........coccoeeveuneee. (21 -
Unrecognised past Service CoSt .......couvvvrereeueenenene 6 7
Net 1iability™ ..o (171) (265)

1 £2,371 million of the net liability for defined benefit pension plans relates to the bank (2008: £284 million).
2 The expected rates of return are weighted on the basis of the fair value of the plan assets.

The principa plan has entered into derivative transactions with the bank to manage the risks arising from its
portfolio. These derivatives comprise interest rate (London Interbank Offered Rate —‘LIBOR’) swaps and inflation
(UK Retail Prices Index —‘RPI’) swaps. Under the terms of these swaps, the plan is committed to making LIBOR-
related interest payments in exchange for cash flows paid into the Scheme based on a projection of the future benefit
payments to the Scheme members. Further details of these swap arrangements are included in Note 41 ‘ Related party
transactions'.
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Changes in the present value of defined benefit obligations

2009 2008
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
At L IANUANY oot 10,460 889 11,719 643
CUrrent SErViCe COSt ......cvvuiriniircirieieieirsreiesieieneas 168 31 211 23
INEEFESE COSL ... 651 32 670 27
Contributions by employees ..........ccvvveeennernenenns 3 9 - 20
Actuarial (gainS)/IOSSES ......cccceeererererieerirerireeie e 2,861 (40) (1,664) 53
BenefitS paid .....cooveeveernnieneee s (559) (57) (476) (43)
Past service cost
—vested immediately - 2 - 5
— unvested benefits .. - - - 6
ACQUISITIONS ..o - - - 2
Reduction in liabilities resulting from curtail ments ... - 4) - -
Liabilities extinguished on settlements ............cccc.c.... (322) - - (40)
Exchange differences ........ccoovvvvvecccececnnnnee, - (57) - 193
At 31 DECEMDET ...t 13,262 805 10,460 889
Changesin the fair value of plan assets
2009 2008
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
At LIANUAY vt 10,191 617 11,316 557
Expected return on plan aSSets ........coooceeeverineccnenennne 613 30 741 31
Normal contributions by the group ........c.ccccceeeeeenenne 236 22 252 21
Contributions by employees ..........cccovrreeennerinenenes 3 9 - 20
Experience gaing/(10SSeS) ......ccvcevrerveeeienineniseeieenenns 424 41 (1,643) (130)
BenefitS Paid .....covveeerereirriereeesee s (559) (33) (475) (33
Assets distributed on settlements ..........ccoeeeieeeniee - - - (29)
Exchange differences .........oooeocoeevnecccnnessccces - (37) - 170
At 31 DECEMDET ......ceveerreereereereere e 10,908 649 10,191 617
The actual return on plan assets for the year ended 31 December 2009 was a positive return £1,108 million (2008:
negative return of £1,001 million). The group expects to make £217 million of contributions to defined benefit
pension plans during 2010.
Total expense recognised in the income statement in * Employee compensation and benefits
2009 2008
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
CUITeNt SErVICE COSE ....uvrviiiiniecieiereeereee e 168 31 211 23
Interest cost 651 32 670 27
Expected return on plan aSsets ........coooceeevnincencnennns (613) (30) (741) 3D
Past SENVICE COSt ..ot - 2 - 5
Gainson curtailments .. - 4) - -
Gains oN Settlements ........c.ovveeierrseecereee (322) - - (21)
Total (gain)/ EXPENSE ....cvveeveeererrerieeeieereseseeessesesessnees (116) 31 140 3
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Total net actuarial (losses)/gains

2009 2008
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
Experience (losses)/gains on plan lighilities .............. (143) 15 (@) (6)
Experience gaing/(losses) on plan assets .........c.co.c..... 424 41 (1,643) (130)
(Losses)/gains from changes in actuarial
BSSUMPLIONS ..ot (2,718) 25 1,671 (47)
Total net actuarial gaing/(10SSeS) ....c.cvevvvvvrrrevirenicneee (2,437) 81 21 (183)

Total net actuarial losses recognised in equity since transition to IFRSs are £1,783 million. The total effect of the
limit on plan surpluses recognised within actuarial losses in other comprehensive income during 2009 was a | oss of
£20 million (2008: gain of £25 million).

UK regulation requires pension schemes be valued formally every three years and a funding plan agreed between the
trustee and scheme sponsor. The most recent triennial actuarial valuation of the UK Scheme performed by the
Scheme Actuary on behalf of the Trustee has been carried out as at 31 December 2008. At that date, the market value
of the Scheme' s assets was £10,191 million. The market value of the plan represented 76 per cent of the amount
expected to be required, on the basis of the assumptions adopted, to provide the benefits accrued to members after
allowing for expected future increases in earnings, and the resulting deficit amounted to £3,200 million. The method
adopted for this valuation was the projected unit method.

The expected cash flows from the plan were projected by reference to the UK Retail Prices Index (‘RPI’) swap
break-even curve at 31 December 2008. Salary increases were assumed to be 0.5 per cent per annum above RPI and
inflationary pension increases, subject to a minimum of 0 per cent per annum and a maximum of 5 per cent per
annum (maximum of 3 per cent per annum in respect of service accrued since 1 July 2009) were assumed to bein
line with RPI. The projected cash flows were discounted at the LIBOR swap curve at 31 December 2008 plus a
margin for the expected return on the investment strategy of 190 basis points per annum.

The mortality experience of the Scheme' s pensioners over the three year period since the previous valuation was
analysed and the mortality assumption set on the basis of this, using the SAPS S1 series of tables with adjustment for
the specific mortality experience of the Scheme. Allowance for future improvements in longevity was made in line
with the medium cohort effect with minimum improvements of 1.75% for males and 1.25% for females.

The bank has agreed with the Trustee to reduce the deficit of the Scheme by meeting a schedule of additional future
funding payments, as set out below, unless a mutually agreed alternative is adopted by 30 June 2010:

£m

nil

nil

nil
465
465
465
630
630
630
630

The payments of £465 million in each of 2012, 2013 and 2014 reflect the funding payments agreed following the
2005 triennial valuation process.

The group considers that the contribution set out above, together with investment returns at an expected level of 240
basi s points above the LIBOR swap curve, would be sufficient to meet the deficit as at 31 December 2009 over the
agreed period. At each subsequent actuarial valuation, the group has agreed with the Trustees that any shortfall in
investment returns relative to this expected level, subject to a maximum of 50 basis points per annum, will be
eliminated by payment of equal cash instal ments over the remaining years to the end of this recovery plan period.

The bank will also make ongoing contributions to the Scheme in respect of future benefit accrual for defined benefit
section members at the rate of 34 per cent of pensionable salaries from April 2010 until the completion of the next
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actuarial valuation, to be calculated as at 31 December 2011. During 2009, the bank paid contributions at the rate of
38 per cent of pensionable salaries.

As part of the 31 December 2008 val uation, calculations were also carried out as to the amount of assets that might
be needed to meet the liabilities if the Scheme was discontinued and the members' benefits bought out with an
insurance company (although in practice this may not be possible for aplan of this size) or the Trustee continued to
run the plan without the support of the bank. The amount required under this approach was estimated to be £19,400
million as at 31 December 2008. In estimating the solvency position for this purpose, a more prudent assumption
about future mortality was made than for the assessment of the ongoing position and it was assumed that the Trustee
would alter the investment strategy to be an appropriately matched portfolio of cash and interest and inflation swaps.
An explicit allowance for expenses was also included.

Summary
HSBC Bank (UK) Pension Scheme
2009 2008 2007 2006 2005
£m £m £m £m £m
Defined benefit obligation ...........cocccvveecrnenee (13,262) (10,460) (11,719) (12,392) (11,961)
Fair value of plan assets .........cccovveerecrneneeens 10,908 10,191 11,316 10,485 10,107
Effect of limit on plan surpluses .................... - - - - -
NEt dEfiCit .o (2,354) (269) (403) (1,907) (1,854)
Experience gaing/(losses) on plan liabilities .. (243) (@] (30) 300 40
Experience gaing/(losses) on plan assets ........ 424 (1,643) 6 - 905
Gaing/(losses) from changes in actuarial
ASSUMPLIONS ..o (2,718) 1,671 1,238 (298) (1,166)
Total net actuarial gainsg/(10SSeS) .....cceevveeee. (2,437) 21 1,214 2 (221)
Other plans
2009 2008 2007 2006 2005
£m £m £m £m £m
Defined benefit obligation ..o (805) (889) (643) (627) (601)
Fair value of plan assets .......ccccovvveererernnenns 649 617 557 460 404
Effect of limit on plan surpluses .................... (21) - (21) 2 -
Net deficit (177) (272) (107) (165) (197)
Experience gaing/(losses) on plan liabilities .. 15 (6) (4) 1 3
Experience gaing/(losses) on plan assets ........ 41 (130) 3 7 9
Gaing/(losses) from changes in actuarial
BSSUMPLIONS ..t 25 (47 53 14 (71)
Total net actuarial gaing/(10Sses) .......ccvevennene. 81 (183) 52 22 (59)
Defined benefit healthcare plans
Liability recognised on the balance sheet
2009 2008
£m £m
Present value of unfunded Obligations ..........cccoereeeerinnneee e 153 130

Net liability* 153 130

1 £153 million of the net liability for defined benefit healthcare plans relates to the bank (2008: £130 million).

71



HSBC BANK PLC

Notes on the Financial Statements (continued)

Changes in the present value of defined benefit obligations

2009 2008

£m £m

AL L JANUBIY .ottt b et s e bbbt s st e se e b b e b b es s s e nssenntas 130 164
TNEEIESE COSL ..ttt 6 9
w0 = 0 P P 20 (8)
BENEFItS PAI ...ttt ?3) (21)
Liabilities extinguished on SELEMENES .........cccovrieiinneee e - (¢))]
EXChange AIffErENCES .....ccviiecec et — 3
AL BL DECEMDES ...ttt sttt a et st 153 130

Total expense recognised in the income statement in * Employee compensation and benefits

2009 2008

£m £m

TNEEIESE COSE ..ttt 6 (8)

Total expense 6 (8)
Total net actuarial (losses)/gains

Y ear ended 31 December

2009 2008

£m £m

Experience gaing/(10sses) on plan [iabilitieS ..o 4 5)

(Losses)/gains from changes in actuarial assumptions (24) 13

Total net actuarial (I0SSES)/GAINS .....ccvvvveeueeerriirirreeeeeesesee e e sassesesens (20) 8

The actuarial assumptions of the healthcare cost trend rates have a significant effect on the amounts recognised. A
one percentage point change in assumed healthcare cost trend rates would have the following effects on amounts
recognised in 2009:

1% increase 1% decrease

£m £m

Increase/(decrease) of the aggregate of the current service cost and interest cost ......... 1 @
Increase/(decrease) of defined benefit obligation ... 20 (16)

Post-employment benefit plans (the bank)

Employees of the bank who are members of defined benefit pension plans are principally members of the HSBC
Bank (UK) Pension Scheme, as disclosed above.
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Directors’ emoluments

The aggregate emoluments of the Directors of the bank, computed in accordance with Part | of Schedule 5 of the
Companies Act 2006 were:

2009 2008
£000 £000
LS, TPTRSTSR S TTRN 335 452
Salaries and other emoluments... 1,114 2,706
BOMUSES .....oeoveoceesceeceeeeeeeeseee s see e ss s s s s s ss s s s s s s ss e s s en s ee s s s es et ses s ee s ensen s s sser e 1,628 3,430
3,077 6,588
Gains on the eXercise Of Share OPLIONS .........c.ceuiieriiririncc bbb - 13
Vesting of Restricted Share Plan awards ... 248 1,621

1 2009 includes the sum of £1,176,800 (2008: £2,357,019) deferred into shares which are not subject to performance conditions but are
subject to a restricted period.

No awards were made to Directors under long-term incentive plans in respect of qualifying services rendered in 2009
(2008: no awards).

Retirement benefits accrue to one Director under a defined benefit scheme and to one Director under a money
purchase scheme. There were no contributions during the year to money purchase arrangements in respect of
Directors qualifying services (2008: £65,000).

In addition, there were payments under retirement benefit agreements with former Directors of £771,849 (2008:
£742,874), including payments in respect of unfunded pension obligationsto former Directors of £653,137 (2008:
£628,946). The provision as at 31 December 2009 in respect of unfunded pension obligations to former Directors
amounted to £10,806,455 (2008: £8,071,356).

Discretionary bonuses for Directors are based on a combination of individual and corporate performance and are
determined by the Remuneration Committee of the bank’s parent company, HSBC Holdings plc. The cost of any
conditional awards under the HSBC Holdings Restricted Share Plan 2000 and The HSBC Share Plan are recognised
through an annual charge based on the fair value of the awards and the likely level of vesting of shares, apportioned
over the period of service to which the award relates. Details of The HSBC Share Plan and performance conditions
are contained within the Directors Remuneration Report of HSBC Holdings plc.

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

2009 2008
£000 £000
L= =S SRS - -
Salaries and other emoluments .. 483 608
BONUSES! ....eoveieieete e see sttt se s se s ss s s s st st et s st s s sttt nsen s esses s s essenten b et s st en e 1,000 1,493

1 2009 includes the sum of £0.8 million (2008: £1.1 million) deferred into shares which are not subject to performance conditions but are
subject to a restricted period.

The highest paid Director received 16,291 shares as the result of awards under long-term incentive plans that vested
during the year. The highest paid Director did not exercise any share options over HSBC Holdings plc ordinary
shares during the year.

No pension contributions were made by the bank in respect of services by the highest paid Director during the year.

The Remuneration Committee of the bank's parent company, HSBC Holdings plc, has decided that the highest paid
Director will not receive a conditional award of HSBC Holdings plc ordinary shares under The HSBC Share Planin
respect of services rendered as a Director during the year.
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8 Auditors’ remuneration

Auditors’ remuneration in relation to the statutory audit amounted to £10.2 million (2008: £9.8 million).

The following fees were payabl e by the group to the group’s principal auditor, KPMG Audit Plc and its associates
(together ‘KPMG'):

2009 2008
£m £m
Audit fees for HSBC Bank plc statutory audit:
—FEESTElALING 1O CUMTENE YEAN ...ttt ettt et enbas 23 23
—FEESTElALING 1O PIIOF YEAI ...ttt nnenas 0.1 0.2
24 25
Fees payable to KPMG for other services provided to the group
Audit-related services:
—audit of the group’s subsidiaries, pursuant to 1€giSIation ...........cccceeerirerreeierenree e 75 7.1
—audit of pension schemes associated with the group, pursuant to legislation ..........c.ccceeeeeieinnenne 04 0.3
— other services pursuant to 1€gISIalION ..ot 45 54
JLIEE G = 7/ =TSP 0.4 0.4
Other services:
— services relating to information teCANOIOGY ........c.cvoirrieieiiriereee e 0.2 0.2
—servicesrelating to corporate finance transactions - 0.2
— 81 OtNEN SEIVICES ...t bbbt 0.7 14
13.7 15.0
TOtal FEESPAYADIE ... s 16.1 17.5

‘Audit fees for HSBC Bank plc statutory audit’ is fees payable to KPMG Audit plc for the statutory audit of the
consolidated financial statements of the group and the separate financial statements of HSBC Bank plc. It excludes
amounts payable for the statutory audit of HSBC Bank plc’'s subsidiaries, which have been included in ‘ Fees payable
to KPMG for other services provided to the group’.

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

9 Share-based payments

During 2009, £191 million was charged to the income statement in respect of equity-settled share-based payment
transactions (2008: £225 million). This expense, which was computed from the fair values of the share-based
payment transactions when contracted, arose under employee share awards made in accordance with the HSBC
Group’ sreward structures.

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award are calculated using a binomial
lattice model methodology that is based on the underlying assumptions of the Black-Scholes model. When modelling
options/share awards with vesting dependent on HSBC's Total Shareholder Return (‘ TSR’) over a period, the TSR
performance targets are incorporated into the model using Monte-Carlo simulation. The expected life of options
depends on the behaviour of option holders, which isincorporated into the option model on the basis of historic
observable data. The fair values calculated are inherently subjective and uncertain due to the assumptions made and
the limitations of the model used.
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The significant weighted average assumptions used to estimate the fair value of the options granted were as follows:

1-year Savings-
Related Share
2009 Option Plans
Risk-free interest rate' (%) 0.7
Expected lifé? (years) ............ 1
Expected volatility® (%) ........... 50
Share price at grant date (£) .......cccoevrreeeierneeicnnenne 4.65
2008
Risk-free interest rate' (%) 45
Expected life? (years) ............ 1
Expected volatility® (%) ........... 25
Share price at grant date (£) 8.80

3-year Savings- 5-year Savings-
Related Share Related Share
Option Plans Option Plans
21 24

3 5

35 30

4.65 4.65

45 45

3 5

25 25

8.80 8.80

1 Therisk-free rate was determined from the UK giltsyield curve for the UK Savings-Related Share Option Plans. A similar yield curve

was used for the Overseas Savings-Related Share Option Schemes.

2 Expected lifeis not a singleinput parameter but a function of various behavioural assumptions.
3 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded

options over HSBC shares of similar maturity to those of the employee options.

The expected US dollar denominated dividend yield was determined to be 4.5 per cent per annum in line with
consensus analyst forecasts. Prior to 2009, HSBC adopted a dividend growth model and incorporated expected
dividends into the valuation model for share options and awards. In 2008, the expected dividend growth was

determined to be 7 per cent for the first year and 8 per cent thereafter.

The HSBC Share Plan

The HSBC Share Plan was adopted by the Group in 2005. Under this plan, Performance Share awards, restricted
share awards and share option awards may be made. The aim of the HSBC Share Plan isto align the interests of
executives with the creation of shareholder value and recognise individual performance and potential. Awards are

also made under this plan for recruitment and retention purposes.

Performance Share awards

Performance share awards are awarded to executive Directors and other senior executives after taking into account
individual performance in the previous year. Each award is divided into two equal parts for testing attainment against
pre-determined benchmarks. One half of the reward is subject to a TSR measure, based on HSBC' s ranking against a
comparator group of 28 major banks; the other half of the award is subject to an earnings per share target. For each
element of the award, shares are released to the employee on adiding scale from 30 to 100 per cent of the award,
depending on the scale of achievement against the benchmarks, providing that the minimum criteriafor each
performance measure have been met. These shares vest after three years to the extent that the vesting conditions are

satisfied.

OULSEANAING @ L JANUBNY .....euverieiieeeresieieieenesi e nenene
Adjustment for rightsissue....
Granted INthE YA .......covvieiiiice s
ReEI@aSEA IN thE YEAN ... s
FOrfEited INTNE YA ....oveeceeee et en

Outstanding at 31 DECEMDEN" ...t sessssssesesessesssssessassseneas

1 The above tableincludes the bank employee awards of 111,349 (2008: 809,522).

2009 2008
Number Number
(000's) (000's)
1,228 2,184
156 -

- 167

(354) (809)
(830) (314)
200 1,228

No performance shares were awarded by HSBC in 2009. The weighted average fair value of shares awarded by the

group for Performance Share Awards in 2008 was £8.56.
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Restricted share awards

Restricted shares are awarded to other employees on the basis of their performance, potential and retention
requirements, to aid recruitment or as a part-deferral of annual bonuses. Shares are awarded without corporate
performance conditions and generally vest between one and three years from the date of award, providing the
employees have remained continuously employed by the group for this period.

2009 2008

Number Number

(000's) (000's)

OULSEANAING @ L JANUBNY ...c.vvveeiireeieieeesesee ettt 42,881 29,590
Adjustment for rightsissue.... 9,343 -
Granted intheyear ........... 48,750 25,202
Released in theyear ..... (19,997) (9,328)
FOrfaited INtNE YA .....ceceeceeeee et (9,197) (2,583)
Outstanding at 31 DECEMDES ......ccouierueueierireeieeerereste e sttt e s eeseseneas 71,780 42,881

The weighted average fair value of shares awarded by the group for Restricted Share Awards in 2009 was £4.00
(2008: £8.56).

Share options

Share options were granted in 2005 under the HSBC Share Plan to employees in France on the basis of their
performance in the previous year. The share options are subject to the corporate Performance Conditions, which
consists of an absolute Earnings Per Share measure and a TSR measure based on the Group’ s ranking against a
comparator group of 28 major banks. The options may vest after three years. Options granted in June 2005 are
exercisable up to the fourth anniversary of the date of grant, after which they will lapse. Options granted in
September 2005 are exercisable up to the tenth anniversary of the grant, after which they will lapse.

2009 2008
Weighted average Weighted average
Number exerciseprice Number exercise price
(000's) £ (000's) £
Outstanding at 1 JaNUAIY .......cccovevveeeenrerereneeinnnnens 300 8.89 525 8.85
Adjustment for rightsissue.... 44 7.75 - -
Forfeited inthe year ... (258) 7.66 (225) 8.79
Outstanding at 31 December .........cccceoevreeeienennns 86 7.99 300 8.89

No options were granted in 2009 apart from those to compensate for the rights issue (2008:Nil). The weighted
average remaining contractual life of options outstanding at the balance sheet date was 5.8 years. (2008: 2.1 years).
All of the options were exercisable.

Savings-related share option plans

Savings-related share option plans invite eligible employeesto enter into savings contracts to save up to £250 per
month, with the option to use the savings to acquire shares. The aim of the plansisto align the interests of all
employees with the creation of shareholder value. The options are exercisable within three months following the first
anniversary of the commencement of a one-year savings contract or within six months following either the third or
the fifth anniversary of the commencement of three-year or five-year contracts, respectively. The exercise priceis set
at 20 per cent (2008: 20 per cent) discount to the market value immediately preceding the date of invitation.
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2009 2008
Weighted average Weighted average
Number exerciseprice Number exercise price
(000's) £ (000's) £
Outstanding at 1 JANUAY ........ceeeerermreeererinnnnennns 37,115 6.94 41,029 6.59
Adjustment for rightSiSsUe.........cocoevveveeieerninene 4,276 7.00 - -
Granted intheyear ............ 64,018 3.30 13,718 6.82
Exercised in the year .. (3,116) 5.49 (23,273) 573
Transferred in the year ... (23,476) 6.25 (1,404) 7.20
Expired inthe year .........ccccooeoeevveccennneeene (1,477) 6.33 (2,955) 7.02
Outstanding at 31 December'? ..........c..comreeennnees 77,340 5.24 37,115 6.94
1 The above table includes the bank employee options of 33,404,227 outstanding at 1 January 2009 (2008: 34,569,476), 57,743,478
options granted in the year (2008: 12,085,353) and 69,911,144 options outstanding at 31 December 2009 (2008: 33,404,227).
2 Theweighted average exercise price for bank employees at 1 January 2009 was £6.94 (2008: £6.57) and at 31 December 2009 was
£5.19 (2008: £6.94).
The weighted average fair value of options granted during the year was £1.37 (2008: £2.17). The weighted average
share price at the dates the share options were exercised was £5.86 (2008: £7.99). The number of options, weighted
average exercise price, and the weighted average remaining contractual life for options outstanding at the balance
sheet date, analysed by exercise price range, were as follows:
The group
2009 2008
EXErCiSE PriCEIANGE (E) . evreeeeeeeeririeteeresisesteie sttt sttt ane s sassesasene s £5.34-£9.77 £5.35-£8.02
Weighted average remaining contractual life (years) 3.10 219
Of which exercisable:
— NUMBEN (000'S) <.orrvveevoeeveeeseeessesseeeesessesseessessseessessseeessesssssessesssssesssssseeeessessese 4,007 605
—weighted average exercise price (£) ... 6.23 591
The bank
2009 2008
EXErCiSE PriCe raNGgE (E) ....cvevevrereeireuiieieieeieresietisieietees et £5.34-£9.77 £5.35-£8.02
Weighted average remaining contractual life (YEars) .........ccoeoevvreienennenicicienenenennas 312 2.26
Of which exercisable:
—number (000'S) ..ccovevvererrreeeererenes 3,793 485
—weighted average exercise price (£) 6.21 5.83

HSBC Holdings Restricted Share Plan 2000

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

Performance share awards under the Restricted Share Plan were granted to senior executives from 1996 to 2004. The

aim of the plan was to align the interests of executives with the creation of shareholder value. This was achieved by

setting certain TSR targets against a peer group of major banks which would normally have to be attained in order for

the awards to vest. In addition to these performance conditions, none of the outstanding awards will vest unless the

Group’s Remuneration Committee is satisfied that, during the performance period, HSBC has achieved sustained
growth. Following adoption of the HSBC Share Plan in 2005, no further awards will be made under this Plan other
than from reinvested scrip dividends.

2009 2008

Number Number

(000's) (000's)

OULSEANAING @ L JANUBNY .....euereeiieiiiniieieieereseses et enebenene - 1,052
Granted inthe year ....... - 23
Released in theyear .... . - (985)
Transferred iNthE YEAK ........c.coioririieiireiree st - (90)

Outstanding at 31 DECEMDEY ........cuccririririeieeeririsie ettt -

1 Additions during the prior year comprised reinvested scrip dividends.
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Restricted share awards made under the HSBC Holdings Restricted Share Plan 2000

Restricted share awards under the Restricted Share Plan were granted to eligible employees from 2000 to 2005, after
taking into account the employees’ performance in the previous year, their potential and retention requirements.
Restricted shares were also awarded as part-deferral of annual bonuses or for recruitment purposes. Shares are
awarded without corporate performance conditions and generally vest between one and three years from the date of
award, providing the employees have remained continuously employed by the group for the period.

2009 2008

Number Number

(000's) (000's)

OULSEANAING @ L JANUBNY ...c.vvveeiireeieieeesesee ettt 153 6,111
Adjustment fOr MGhES ISSUE.........ceerririeeecres e es 21 -
Additions during the year* ... 3 223
Released in theyear .......... (164) (5,896)
Forfeited in theyear ..... - (304)
Transferred in the year .. 15 19
Outstanding at 31 December? 28 153

1 Additions during the year comprised reinvested scrip dividends.
2 The above table includes bank employee shares of 85,051 outstanding at 1 January 2009 (2008: 3,569,950), nil shares granted in the
year (2008: nil) and 27,868 outstanding at 31 December 2009 (2008:; 85,051).

No shares were awarded by the group for the HSBC Holdings Restricted Share Plan 2000 in 2009 or 2008.
The weighted average remaining vesting period as at 31 December 2009 was 3 months (2008: 5 months).

The HSBC Holdings Group Share Option Plan

The HSBC Holdings Group Share Option Plan was a long-term incentive plan under which certain group employees
between 2000 and 2005 were awarded share options. The aim of the plan was to align the interests of those higher-
performing employees with the creation of shareholder value. This was achieved by setting certain TSR targets which
would normally have to be attained in order for the awardsto vest. Options were granted at market value and are
normally exercisable between the third and tenth anniversaries of the date of grant, subject to vesting conditions.
Options granted after May 2005 are made under the HSBC Share Plan.

2009 2008
Weighted average Weighted average
Number exerciseprice Number exercise price
(000's) £ (000's) £
Outstanding at 1 JANUAIY ....c.coeeerrereeereernereeernesaeeeans 40,223 7.87 42,222 7.86
Adjustment for rightsissue.... 6,014 7.86 - -
Exercised intheyear ......... (779) 6.26 (1,596) 7.16
Transferred intheyear ..........cococeeeveennenee 661 7.94 2,059 7.78
Forfeited and expired in the year (1,727) 7.34 (2,462) 8.09
Outstanding at 31 DECEMDES .......cccvvveeerererrreeererererens 44,392 6.85 40,223 7.87

The weighted average share price at the date the share options were exercised was £6.85 (2008: £7.87). No share
options were awarded by the group for the Group Share Option Plan in 2009 (2008: nil). The number of options,
weighted average exercise price, and the weighted average remaining contractual life for options outstanding at the
balance sheet date, analysed by exercise price range, were as follows:
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The group
2009 2008

Exercise price range (£) ......cooeervererenreeerenireniseeieeneens £6.00-£6.99 £7.00-£7.99 £6.00-£8.00 £8.01-£10.00
NUMDEr (000'S) ... 13,934 30,458 12,611 27,612
Weighted average exercise price (£) ......cocceeeveeerenne 6.02 7.23 6.91 8.30
Of which exercisable:

—nUMber (000'S) ....coreeerrererrereeerrenenrenes 13,934 30,458 12,611 27,612

—weighted average exercise price (£) 6.02 7.23 6.91 8.30
The bank

2009 2008

EXercise price range (£) .......coveeerereeerreerneneeemreerneneenns £6.00-£6.99 £7.00-£7.99 £6.00-£8.00 £8.01-£10.00
Number (000's) 6,823 14,568 6,169 13,165
Weighted average exercise price (£) 6.02 7.22 6.91 8.29
Of which exercisable:

—NUMBEr (000'S) ...cocvereerrencreeeieireaeiseeieeneseseeeaeene 6,823 14,568 6,169 13,165

—weighted average exercise price (£) .......cccoevvrennne 6.02 7.22 6.91 8.29

HSBC France and subsidiary company plans

Before its acquisition by the group in 2000, HSBC France and certain of its subsidiaries operated employee share
plans under which share options were granted over their respective shares.

Options over HSBC France shares granted between 1994 and 1999 vested upon announcement of the group’s
agreement to acquire HSBC France and were therefore included in the valuation of HSBC France.

HSBC France granted 909,000 options in 2000 after the public announcement of the acquisition and these options did
not vest as aresult of the change in control. The options were subject to continued employment and vested on 1
January 2002. The HSBC France shares obtained on exercise of the options are exchangeable for HSBC' s ordinary
shares of US$0.50 each in the same ratio as the Exchange Offer for HSBC France shares (13 ordinary shares of
US$0.50 for each HSBC France share). Options are granted at market value and are exercisable within 10 years of
the date of grant.

2009 2008
Number Exerciseprice Number Exercise price
(000's) € (000's) €
Outstanding at 1 JANUENY ........coceeueeererermreeeeereneseeeenenes 604 142.50 604 142.50
Exercised inthe year ..........ccccceoveveveeieensesesennsenns - 142.50 — 142.50
Outstanding and exercisable at 31 December ............. 604 142.50 604 142.50

The weighted average remaining contractual life for options outstanding at the balance sheet date was 4 months
(2008: 1.3 years).

At the date of its acquisition in 2000, certain of HSBC France' s subsidiary companies aso operated employee share
option plans under which options could be granted over their respective shares. On exercise of certain of these
options, the subsidiary shares are exchanged for HSBC ordinary shares. The total number of HSBC Holdings
ordinary shares exchanged under such arrangements in 2009 was 70,257 (2008: 12,810).

Pre-lIFRS 2 awards

Detailed below are the share-based payment awards made before the date of application of IFRS 2 on 7 November
2002 and therefore not accounted for within the balance sheet or income statement.
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The HSBC Holdings Group Share Option Plan

Outstanding at 1 January

Adjustment for rights issue
Exercised in theyear ......

Transferred in the year

Expired intheyear .........
Outstanding at 31 December™? ..........cccccocevvvene

2009 2008
Weighted average Weighted average
Number exerciseprice Number exercise price
(000's) £ (000's) £
..................................... 30,942 8.30 34,411 8.20
4,626 831 - -
(773) 7.44 (2,281) 6.92
881 8.38 368 851
...................................... (3,514) 6.08 (1,556) 8.20
32,162 7.38 30,942 8.30

1 The aboveincludes the bank employee awards of 17,857,524 options outstanding at 1 January 2009 (2008: 20,236,879), and
17,324,442 options outstanding at 31 December 2009 (2008:; 17,857,524).
2 The weighted average exercise price for bank employees was £8.17 at 1 January 2009 (2008: £8.02) and £7.35 at 31 December 2009

(2008: £8.17).

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

The group
2009 2008
EXercise price range (£) ...ocovevverereeeererererereseeseseseseeeenes £5.56-£6.50 £6.51-£8.40 £6.38-£7.46 £7.47-£9.54
NUMbBEr (000°S) ...cueeeeerriirireeeceieiee e 2,553 29,609 4,801 26,142
Weighted average exercise price (£) .....c.coecevererernenen 6.50 7.46 6.92 8.56
Of which exercisable:
—nUMbBEr (000°S) ....cvvevrrriririreeieieieie s 2,553 29,609 4,801 26,142
—weighted average exercise price (£) ......c.coceevueee 6.50 7.46 6.92 8.56
The bank
2009 2008
EXErcise price range (£) ...oeoeeeeeeeeeueererereneresneneieneneens £5.56-£6.50 £6.51-£8.40 £6.38-£7.46 £7.47-£9.54
NUMDBEr (000'S) ...cueieicieiririreeeee et 2,002 15,322 4,240 13,618
Weighted average exercise price (£) .....ccovvveervrennns 6.50 7.46 6.92 8.56
Of which exercisable:
—nNUMDBEr (000'S) .o 2,001 15,322 4,240 13,618
—weighted average exercise price (£) ....ccoovveveene. 6.50 7.46 6.92 8.56
Savings-Related Share Option Plan
2009 2008
Weighted average Weighted average
Number exerciseprice Number exercise price
(000's) £ (000's) £
Outstanding at 1 JAaNUAIY .......ccceevvervreeererenereeeneenenenes - - 103 6.32
Exercised inthe year ... - - (85) 6.32
Transferred in the year - - 2 6.59
Expired intheyear ..... - - (20) 6.32

Outstanding at 31 December® ..........co.ovvveeveeeeeereeennenn.

1 Theweighted average exercise price for bank employees was nil at 1 January 2009 (2008: £6.32) and nil at 31 December 2009 (2008:

nil).
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10 Tax expense

Current taxation

UK corporation tax charge — on current year profit .........cocoeeveeeienrnsciennneeeccnens
UK corporation tax charge — adjustmentsin respect of prior years ...........cccoeeeeenene.
Overseas tax — 0N CUrrent YEar Profit ...
Overseas tax — adjustment in respect Of Prior YEars .........ccccceevreeerennesesieseseseeiens

Deferred taxation

Origination and reversal of temporary differences
Effect of changesin thetax rates ...........ccocoveceeunee
Adjustment in reSPECt Of PriOr YEAIS ......c.cucurerirerieieicireririsieie e

2009 2008
£m £m
446 592
14 (22)
409 298
4 1
865 869
(24) (26)
(©)] -
18 (10)
9 (26)
856 843

The UK corporation tax rate applying to HSBC Bank plc and its subsidiaries was 28 per cent (2008: 30 per cent to 31
March 2008 and 28 per cent thereafter). Other overseas subsidiaries and overseas branches provided for taxation at

the appropriate rates in the countries in which they operate.

The following table reconciles the tax expense which would apply if al profits had been taxed at the UK corporation

tax rate:
2009 2008
Per centage of Percentage of
overall tax charge overall tax charge
£m % £m %
Taxation at UK corporate tax rate of 28% (2008:
28.590)" oo s 1,124 28.0 1,244 285
Effect of taxing overseas profit in principal
locations at different rates .........ccovveeevrenne (50) 1.2 (51) (1.2)
TaxX-Fre@ gaiNS ....oeoveueeeireiriee e (116) (2.9 (333) (7.6)
Adjustment in respect of prior period ligbilities 28 0.7 3D (0.7)
Effect of profitsin associates and joint
VENUMES ... 4 0.1 2 -
Effect of previously unrecognised temporary
AIffErences ... (4) (0.2) 27) (0.6)
Release of deferred tax consequent on the
disposal of the group’s London headquarters
BUITAING ..o (90) (2.3 - -
Deferred tax temporary difference not provided 9 0.2
Other itemMS ....c.cocerrecrrrre e (41) (1.0) 43 0.9
Overall taX eXPENSE .......cccvverreeeerirenieeeereseeieiene 856 21.3 843 19.3

1 Thechangeinthe UK corporation tax rate from 30 per cent to 28 per cent with effect from 1 April 2008 gave rise to a blended tax rate

for 2008 of 28.5 per cent.

In addition to the amount charged to the income statement, the aggregate amount of current and deferred taxation
relating to items that are taken directly to equity was a £414 million increase in equity (2008: £438 million increase

in equity).
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Movement in deferred taxation during the year

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
AL LIANUAMY oo (330) (252) 136 513
Income statement credit/(Charge) ..........ccoevueeene 9 26 (79) (223)
Other comprehensive income:
—available-for-saleinvestments............cccc.c..... (247) 121 - 2
—cash flow hedges .......ccccoevrieccnnnicenes (19 (151) 29 (153)
— share-based payments ....... 5 5 5 5
—actuarial gains and losses . . 676 26 688 9)
Disposal of subsidiary ........cccoveerinnneecinennnnnn - (44) - -
Loss of future deduction on restructuring of a
partnership interest ........cooeeeeevrereecnenesnens - (52) - -
Foreign exchange and other adjustments 3 (9) (2 1
At 31 DECEMDEY ..o, 197 (330 777 136
The amount of deferred taxation accounted for in the balance sheet, before netting off balances within countries,
comprised the following deferred tax assets and liabilities:
Thegroup The bank
2009 2008 2009 2008°
£m £m £m £m
Deferred tax assets
Retirement DEnefits .........cccovevnenecnneeneeeeens 735 194 698 135
Loan impairment alloOWances ...........occvveerececceeienenns 116 137 44 56
Unused tax [0SSES ......covurvrurieniieririeieeresere e - 3 - -
Property, plant and equipment...........c.ccoeeerrernenenes 76 9 65 -
Available-for-saleinvestments .........cccoeevvnnninenee. 13 116 - -
Cash flow hedges ... 10 61 - -
Share-based payments ..o 63 40 46 24
Other temporary differences ..........coooeeeceeecnnnenene. 298 238 69 133
1,311 798 922 348
Deferred tax liabilities
Assets |eased t0 CUSIOMENS .......ccccerececvereenrnenirereeeeee 438 499 - -
Revaluation of Property ........cceeevennnnseicnenneneenns 78 82 11 11
Property, plant and equipment 2 39 - 37
Available-for-sale investments 77 16 1 2
Cash flow hedges .........ccvveinecennicneereereeees 132 160 131 160
Other temporary differences..........c.cooeeevrrreeccrennnene 387 332 2 2
1,114 1,128 145 212
Net deferred tax asset/(liability) before offsetting
balances within countries...........oovveiccnennnene. 197 (330) 777 136

2 Prior period balances have been re-presented on a consistent basis with the current year presentation.

For the group, the amount of temporary differences for which no deferred tax asset is recognised in the balance sheet
is£36 million (2008: £61 million). This amount isin respect of unrealised capital losses where the recoverability of

potential benefitsis not considered likely.

For the bank, there are no temporary differences for which no deferred tax asset is recognised in the balance sheet
(2008: £55 million). The comparative amount was in respect of unrealised capital losses where the recoverability of

potential benefits was not considered likely.
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1

After netting off balances within countries, the balances as disclosed in the accounts are as follows:

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Deferred tax @SSetS .........ccceevrieniniesceeeesnee 355 113 779 138
Deferred tax [iabilities ... (158) (443) (2 (2
197 (330) 777 136

Deferred tax is not recognised in respect of the group’ s investments in subsidiaries and branches where remittanceis
not contemplated, and for associates and interests in joint ventures where it has been determined that no additional
tax will arise. The aggregate amount of temporary differences associated with such investmentsis nil (2008: £7,477
million). Following the change in the UK tax treatment of dividends on 1 July 2009, no UK tax is expected to arise
on distributions from group entities and no temporary difference exists except where withholding tax or other foreign
tax could arise on the investments. No meaningful amount of temporary differences associated with such investments
can be disclosed.

Dividends

12

Dividends to shareholders of the parent company were as follows:

2009 2008
Dividends declared on ordinary shares £ per share Total £m £ per share Total £m
Second interim dividend in respect of previous
VBRI ottt - - 1.25 1,000
First interim dividend in respect of current
VEA oottt 0.55 441 1.04 825
Second interim dividend in respect of current
VEA ottt bbbt 0.63 500 1.30 1,037
1.18 941 3.59 2,862
2009 2008
Dividends on preference shares classified
asequity £ per share Total £m £ per share Total £m
Dividend on HSBC Bank plc non-cumulative
third dollar preference shares...........ccvvverecninennne 113 40 1.17 41
1.13 40 1.17 41
2009 2008
Couponson capital securities classified as equity £m £m
Coupon in respect of thefirst quarter of theYEar ........ccceevrreiere s 11 18
Coupon in respect of the second quarter of the year .... 66 18
Coupon in respect of the third quarter of theyear ....... 5 17
Coupon in respect of the fourth quarter of the Year ... 4 18
86 71

Segment analysis

The factors used to identify the group’s reporting segment are discussed in “ Accounting Policies” on page 43.

UK Retail Banking

Retail Banking comprises two customer groups, Personal Financial Services (‘' PFS') and Commercial Banking
("CMB’). UK Personal Financial Services provides current accounts, savings, persona loans, mortgages, cards,
financial planning, aswell aslife and general insurance to UK personal customers through a variety of distribution
channels under various HSBC brands, including first direct, Marks & Spencer Money and partnership card™. UK
Commercia Banking provides awide range of products and services to commercial organisations, from sole
proprietors to quoted companies. These include current and savings accounts, payments, electronic banking, trade
finance, loans, overdrafts, asset finance, foreign exchange and other treasury and capital markets instruments, wealth
management services and general insurance.
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Continental Europe Retail Banking

Continental Europe Retail Banking provides a comprehensive range of retail financial services to local and expatriate
personal and commercial customersin Europe. The principal Retail Banking operations are in France, Turkey,
Germany and Malta, with a growing PFS network in Russia and Poland which supports an existing extensive
Commercial Banking network across the region.

Global Banking and Markets

Global Banking and Markets provides tailored financial solutions to major government, corporate and institutional
clients worldwide. The business is managed as four principal business lines: Global Markets, Global Banking,
Principa Investments and HSBC Global Asset Management. This structure allows the group to focus on
relationships and sectors that best fit the group’ s footprint and facilitates seamless delivery of HSBC' s products and
servicesto clients.

Private Banking

Private Banking reflects the operations of HSBC Private Banking Holdings (Suisse) SA and its subsidiaries. Private
Banking helpsindividuals and families meet their complex international financial needs by offering product
leadership in areas such as credit, hedge funds advisory, estate planning, and investment advice.

Other

Activities or transactions which do not relate directly to the business segments are reported in Other. The main items
reported under Other include gain on sale of the French regional banks in 2008, movementsin the fair value of own
debt, certain central funding costs and the gain in respect of the sale of HSBC' s London headquarters.
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Profit/ (loss) for the year
Year ended 31 December 2009

Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Net interest inCome .......ceevevveevreeernnne 3,361 1,681 2,849 815 (192) (423) 8,091
Net feeincome . 1,913 423 1,060 626 55 - 4,077
Net trading income ..........cccoeveeererrenene. 28 28 1,972 210 (35) 423 2,626
Net (expense)/income from financial
instruments designated at fair value.. 181 509 227 - (374) - 543
Gains less |osses from financial
INVESIMENES' .....ooveecee s ) 15 39 @) (125) - (73)
Dividend inCoOme.........cccovveeevrenerenennns 2 2 19 6 - - 29
Net earned insurance premiums ........... 468 2,250 (€] - (€] - 2,716
Other operating inCome ...........ccoeevenne. 311 49 424 23 349 (63) 1,093
Total operatingincome ..........cccccceeu.e. 6,263 4,957 6,589 1,679 (323) (63) 19,102
Net insurance claims incurred and
movement in liabilities to
policyholders.........ccccevvrenrereecnnenene. (720) (2,819) - - (1) - (3,540)
Net operating income before loan
impairment chargesand other
credit risk provisions........c.ceceeeenene 5,543 2,138 6,589 1,679 (329) (63) 15,562
Loan impairment charges and other
credit risk provisions ............co......... (1,600) (338) (1,405) (29 2) - (3,364)
Net operating income .........cc.ceveveuene. 3,943 1,800 5,184 1,660 (326) (63) 12,198
Employee compensation and benefits .. (1,012) (843) (1,452) (629) (517) - (4,452)
General and administrative expenses ... (1,675) (646) (1,022) (279) 444 63 (3,114)
Depreciation and impairment of
property, plant and equipment” ........ (187) 97) (274) (23) @ - (482)
Amortisation and impairment of
intangible assets’ ..........ccocoervvereenn. (95) a7) 27) 1) (20) - (150)
Total operating eXpenses ..........ccceu... (2,968) (1,603) (2,674) (932) (84) 63 (8,198)
Operating profit ......cccceevvreeceennnnens 975 197 2,510 728 (410) - 4,000
Share of profit in associates and joint
VENLUIES ..t 13 - 1 — - - 14
Profit beforetax .....ccoovvveceererncennne. 988 197 2,511 728 (410) - 4,014
TaX EXPENSE ...ceceeveeieirerirereneeeieieieieeens (192) (20) (531) (86) 27) - (856)
Profit for theyear ........cccocoeeennnene. 796 177 1,980 642 (437) — 3,158

1 Sgnificant non-cash item.
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Year ended 31 December 2008

Continental Global
Europe Banking and Private Inter
UK Retail Retail Markets Banking Other Segment Tota
£m £m £m £m £m £m £m
Net interest inCoOMe .......ceveveverererereeneee 3,692 1,505 1,963 746 (208) (2,101) 5,697
Net feeincome ........... . 1,917 532 845 627 36 - 3,957
Net trading income 61 11 318 212 264 2,101 2,967
Net (expense)/income from financial
instruments designated at fair value.. (129) (885) 377) - 294 - (1,097)
Gains less |osses from financial
INVESIMENS? ..o 133 83 (18) 17 (133) - 82
Dividend income . 59 8 14 3 1 - 85
Net earned insurance premiums . 1,376 1,516 - - (€] - 2,891
Other operating iNCOME .........cccvrueueunne 375 55 271 29 921 (58) 1,593
Total operating inCOmMe........ccccevevrerenes 7,484 2,825 3,016 1,634 1,274 (58) 16,175
Net insurance claimsincurred and
movement in liabilitiesto
policyholders........ccovreeeicnnennnns (1,044) (791) — — - — (1,835)
Net operating income before loan
impairment charges and other credit
FISK ProVIiSIONS .....cocveirenieicicirieieieine 6,440 2,034 3,016 1,634 1,274 (58) 14,340
L oan impairment charges and other
credit risk provisions’ ..........co........ (1,095) (279) (453) (31 ?3) - (1,861)
Net operating inCome .......ccccvvvveererreenne 5,345 1,755 2,563 1,603 1,271 (58) 12,479
Employee compensation and benefits .. (1,325) (827) (1,209) (571) (566) - (4,498)
General and administrative expenses ... (1,653) (599) (1,038) (287) 470 58 (3,049)
Depreciation and impairment of
property, plant and equipment? ......... (166) (82 (174) a7 27) - (466)
Amortisation and impairment of
intangible assets? .......oovvevrverrrnrnnnn. (70) (11) (21) 2 (5) - (109)
Total operating eXpenses ............cceeeee. (3,214) (1,519) (2,442) (877) (128) 58 (8,122)
Operating Profit .......cccoevveeeerenrneenens 2,131 236 121 726 1,143 - 4,357
Share of profit in associates and joint
VENLUIES ... 8 — 1 — - - 9
Profit Defore taxX .......c.ceveeeevenveeereeunenees 2,139 236 122 726 1,143 - 4,366
TaX EXPENSE ..vvvvverereeeererereneesereesesennes (387) (21) (38) (85) (312) - (843)
Profit for theyear .......c.cccocovvvinecnnnnne 1,752 215 84 641 831 - 3,523

2 Sgnificant non-cash item.
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Other information about the profit/(loss) for the year

Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2009
Net operating inCOmME: .......cceeuvevereene. 3,943 1,800 5,184 1,660 (326) (63) 12,198
EXternal ..o 4,004 1,760 5,384 1,311 (261) - 12,198
INtEr-Segment .......coeeveeveeiveeereceenneens (61) 40 (200) 349 (65) (63) -
Y ear ended 31 December 2008
Net operating inCOMe: ........ccceevvvvvreeennn. 5,345 1,755 2,563 1,603 1,271 (58) 12,479
Externd ...... . 4,498 1,768 3,968 1,080 1,165 - 12,479
INtEr-SegmMENt.....c.cvcvevererrieireieeeeeeens 847 (13) (1,405) 523 (106) (58) -
Performance ratios
Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2009
Share of the group’s profit before tax .. 988 197 2,511 728 (410) - 4,014
Cost efficiency ratio .........ccevevrerccnnne 53.55% 74.98% 40.58% 55.51% - - 52.68%
Y ear ended 31 December 2008
Share of the group’s profit before tax .. 2,139 236 122 726 1,143 - 4,366
Cost efficiency ratio .......cccceveereeicnnen. 49.91% 74.68% 80.97% 53.67% - - 56.64%
Balance sheet information
Global
Continental Banking
Europe and Private Inter
UK Retail Retail Markets  Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2009
Loans and advances to customers (net). 111,251 33,136 110,580 19,091 601 - 274,659
Investment in associates and joint
venture..... . 31 3 35 1 9 - 79
Total assets . 152,935 61,628 578,994 69,514 12,650  (123,793) 751,928
CUSLOMEr aCCOUNES.......cvrveveverrerireiereens 134,707 30,102 113,602 54,482 3 - 332,896
Total liabilities......cccvvvrnninicicicene 144,306 51,807 570,874 62,252 15959  (121,698) 723,500
Capital expenditureincurred®............... 343 74 313 14 31 - 775
Y ear ended 31 December 2008
Loans and advances to customers (net). 106,516 38,578 131,149 21,604 457 - 298,304
Investment in associates and joint
VENUME....eoeeee e 31 3 36 2 1 - 73
Total @SSELS ..o 145,753 69,928 781,992 88,676 5187  (167,305) 924,231
CUStOMEr aCCOUNES.......coevevererereenceeeenns 129,108 33,784 140,813 66,049 126 - 369,880
Total liabilities.......ccoevrrnrnicieicine 139,584 58,255 737,775 81,306 13,454  (126,804) 903,570
Capital expenditure incurred®................ 418 139 366 21 14 - 958

3 Expenditureincurred on property, plant and equipment and other intangible assets. Excludes assets acquired as part of business
combination and goodwill.
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13

Other financial information

Net operating income by customer group and global business

Global
Per sonal Banking
Financial Commercial and Private Inter
Services Banking Markets  Banking Other Segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2009
Net operating iNnCOME: ......cccovvvvereereene 3,441 2,302 5,184 1,660 (326) (63) 12,198
EXternal.....cccoveeveeeiriseesensee e 3,544 2,220 5,384 1,311 (261) - 12,198
INtEr-segment ......ccoveevevevrererereeerneenns (103) 82 (200) 349 (65) (63) -
Y ear ended 31 December 2008
Net operating inCOME: ......cccevvveveeveenne 4,139 2,961 2,563 1,603 1,271 (58) 12,479
= 3= 3,173 3,093 3,968 1,080 1,165 - 12,479
INtEr-segment.......cceeveveeeirerieereeeeneans 966 (132) (1,405) 523 (106) (58) -
Information by country
31 December 2009 31 December 2008
External net External net
operatingincome® Non-current assets’  operatingincome®  Non-current assets®
£m £m £m £m
7,594 5,327 7,744 5,251
2,119 6,579 2,743 7,405
512 2,590 341 2,767
1,973 1,001 1,651 1,099
TOTAL ettt 12,198 15,497 12,479 16,522

4 Net operating incomeis attributed to countries on the basis of the customers' location.

5 Non current assets consist of property, plant and equipment, goodwill, other intangible assets and certain other assets expected to be

recovered more than twelve months after the reporting period.

Analysis of financial assets and liabilities by measurement basis

The following tables analyses the carrying amount of financia assets and liabilities by category as defined in IAS 39

and by balance sheet heading:
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14 Reclassification of financial assets

Reclassification from Available for Sale to Held to Maturity

On 7 January 2009, the group reclassified £6.0 billion of financial assets from the available for sale category to the
held to maturity category. The reclassification was made as aresult of the change in intention to hold the assets until
maturity.

Reclassification from Held for Trading to Loans and Receivables/Available for Sale

In October 2008, the group and the bank reclassified £5.0 billion and £0.2 billion of financial assets classified as held
for trading assets into the loans and receivables and available for sale categories respectively, with effect from 1 July
2008. During November and December 2008, the group and the bank reclassified £0.9 billion and £1.4 billion of
financial assets classified as held for trading into loans and receivables and available for sale respectively. These
latter reclassifications took effect prospectively.

The reclassifications were made as aresult of significant reduction in market liquidity for these assets, and a change
in the group’ s intention to hold the assets for the foreseeable future or to maturity. These circumstances form part of
the wider context of market turmoil and are considered arare event and, as such, the reclassification is permitted
under the amendment to IAS 39. On the date of reclassification, the fair value of the asset is deemed to be the asset’s
new amortised cost, and the assets are thereafter tested for impairment.

At 31 December 2009 At 31 December 2008

Carrying amount Fair value Carrying amount Fair value
£m £m £m £m

Reclassification to loans and receivables
ABSS....o s 3,872 2,994 4,292 3,207
Trading loans — commercia mortgage loans... 341 312 403 383
Leverage finance and syndicated loans............ 2,346 2,183 2,432 1,877
6,559 5,489 7,127 5,467

Reclassification to available for sale

Corporate debt and other securities.................. 847 847 1,592 1,592
7,406 6,336 8,719 7,059

If these reclassifications had not been made, the group’s profit before tax in 2009 would have been increased by £587
million from £4,014 million to £ 4,601 million (2008: areduction of £1,793 million from £4,366 million to £2,573
million). The changes in group profit would have been entirely in the Global Banking & Markets segment.

The following table shows the fair value gains and losses recognised in the income statement from the date of
reclassification. The effect on the income statement pre reclassification for 2008 was a loss of £618 million.

Effect on income statement for 2009 Effect on income statement for 2008

Recorded in  Assumingno  Net effect of Recordedin Assumingno  Net effect of
theincome reclassification reclassification  theincome reclassification reclassification
statement

statement
£m £m £m £m £m £m
Financial asset reclassified to loans and
receivables
F = 229 361 (132) 167 (918) 1,085
Trading loans — commercial mortgage loans... 19 9 10 11 9) 20
Leverage finance and syndicated loans............ 179 540 (361) 77 (478) 555
427 910 (483) 255 (1,405) 1,660
Financial assetsreclassified to available for
sale
Corporate debt and other securities.................. 76 180 (104) 13 (120) 133
503 1,090 (587) 268 (1,525) 1,793
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15

Trading assets

16

Trading assets:

—which may be repledged or resold by counterparties .....

— not subject to repledge or resale by counterparties

Treasury and other eligiblebills ...........ccoveeneee.
Debt SECUNTIES ...

Equity securities

Loans and advances to banks .........c.ccccevreeenne
Loans and advances to CUStOMES'S .........cccvevenenne.

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
55,528 50,364 24,013 16,903
109,480 121,662 99,944 113,302
165,008 172,026 123,957 130,205
789 21 741 7
75,566 77,241 35,314 32,132
19,404 13,126 18,793 11,050
30,857 37,898 34,111 45,299
38,392 43,740 34,998 41,717
165,008 172,026 123,957 130,205

Included within the above figures for the group are debt securities issued by banks and other financial institutions of
£21,952 million (2008: £24,371 million), of which £3,740 million (2008: £831 million) are guaranteed by various

governments.

Included within the above figures for the bank are debt securities issued by banks and other financial institutions of
£11,752 million (2008: £14,140 million), of which £1,113 million (2008: £37 million) are guaranteed by various

governments.

Financial assets designated at fair value through profit or loss

Financial assets designated at fair value:
— not subject to repledge or resale by
COUNLENPAItIES .....cvvereeeeiieririeieeese e

Treasury and other digiblebills .......................
Debt SECUMNTIES ...vovevereeeceeiceeeeeree e
EqUIity SECUMTIES ..o
Loans and advances to banks
Loans and advances to customers ..........c.ccee...

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
16,435 13,895 6,592 4,592
35 43 - -
8,706 7,380 6,515 4,514
6,955 5,822 - -
214 153 7 78
525 497 - -
16,435 13,895 6,592 4,592
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17 Derivatives

Fair values of derivatives by product contract type held

The group

Foreign exchange............cccceerevernennnicncens

Interest rate ....

Commodity and other ..........ccoeeeeennerieee
Grosstotal fair values........cccocoveevereneene.

Foreign exchange............ccceeuevennnenicncens
INtErest rate .......occceciiiviiicesccece

Commodity and other ..........ccoceeeeenneninne
Grosstotal fair values..........ccoeeeeeinnenieine
[N T=: 111 o T

The bank

Foreign exchange.........ccovvereeennenieeeeeene
INtErESt rate .....ocooveveeeiireeeer e
EQUILY oo
Credit oo
Commodity and other ..........c.ccoeevveriennnnne.
Grosstotal fair values.........cocoeeeeeenenininns

Foreign exchange.........cccovveveeenninreeeeenenes
INtErESt rate .....ccovvceeeeiirieer e

Commodity and other ...

Grosstotal fair values....
NEHING .o

At 31 December 2009

Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
25,056 - 25,056 (25,713) 9) (25,722)
114,875 1,671 116,546 (114,452) (1,349) (115,801)
9,388 - 9,388 (20,487) - (10,487)
8,345 - 8,345 (7,563) - (7,563)
348 - 348 (272) - (272)
158,012 1,671 159,683 (158,487) (1,358) (159,845)
(41,167) 41,156
118,516 (118,689)
At 31 December 2008
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
59,121 11 59,132 (59,891) (20) (59,901)
179,467 1,941 181,408 (177,398) (1,627) (179,025)
11,260 - 11,260 (12,383) - (12,383)
29,972 - 29,972 (28,331) - (28,331)
621 - 621 (695) - (695)
280,441 1,952 282,393 (278,698) (1,637) (280,335)
(39,309) 39,304
243,084 (241,031)
At 31 December 2009
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
24,479 - 24,479 (25,757) - (25,757)
89,253 1,066 90,319 (87,984) (488) (88,472)
8,240 - 8,240 (10,144) - (10,144)
8,350 - 8,350 (7,449) - (7,449)
451 - 451 (378) - (378)
130,773 1,066 131,839 (131,712) (488) (132,200)
(31,039) 31,039
100,800 (101,161)
At 31 December 2008
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
58,265 - 58,265 (59,163) - (59,163)
140,700 1,370 142,070 (139,759) (698) (140,457)
1,134 - 1,134 (3,575) - (3,575)
29,667 - 29,667 (27,988) - (27,988)
864 - 864 (936) - (936)
230,630 1,370 232,000 (231,421) (698) (232,119)
(34,872) 34,872
197,128 (197,247)
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Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, for
proprietary trading purposes, and to manage and hedge the group’s own risks. Derivatives (except for derivatives
which are designated as effective hedging instruments as defined in IAS 39) are held for trading. The held for trading
classification includes two types of derivatives: those used in sales and trading activities, and those used for risk
management purposes but which for various reasons do not meet the qualifying criteriafor hedge accounting. The
second category includes derivatives managed in conjunction with financia instruments designated at fair value.
These activities are described more fully below.

The group’ s derivative activities give rise to significant open positionsin portfolios of derivatives. These positions
are managed constantly to ensure that they remain within acceptable risk levels, with matching deals being used to
achieve this where necessary. When entering into derivative transactions, the group employs the same credit risk
management procedures to assess and approve potential credit exposures that are used for traditional lending.

Trading derivatives

Most of the group’ s derivative transactions relate to sales and trading activities. Sales activitiesinclude the
structuring and marketing of derivative products to customers to enable them to take, transfer, modify or reduce
current or expected risks. Trading activities in derivatives are entered into principally for the purpose of generating
profits from short-term fluctuations in price or margin. Positions may be traded actively or be held over a period of
time to benefit from expected changesin currency rates, interest rates, equity prices or other market parameters.
Trading includes market-making, positioning and arbitrage activities. Market-making entails quoting bid and offer
prices to other market participants for the purpose of generating revenues based on spread and volume; positioning
means managing market risk positions in the expectation of benefiting from favourable movementsin prices, rates or
indices; arbitrage involvesidentifying and profiting from price differentials between markets and products.

As mentioned above, other derivatives classified as held-for-trading include non-qualifying hedging derivatives,
ineffective hedging derivatives and the components of hedging derivatives that are excluded from assessing hedge
effectiveness. Non-qualifying hedging derivatives are entered into for risk management purposes but do not meet the
criteriafor hedge accounting. These include derivatives managed in conjunction with financial instruments
designated at fair value.

Gains and losses from changes in the fair value of derivatives, including the contractual interest, that do not qualify
for hedge accounting are reported in * Net trading income’, except for derivatives managed in conjunction with
financial instruments designated at fair value, where gains and losses are reported in * Net income from financial
instruments designated at fair value’, together with the gains and losses on the hedged items. Where the derivatives
are managed with debt securities in issue, the contractual interest is shown in ‘interest expense’ together with the
interest payable on the issued debt.

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

At 31 December

The group The bank
2009 2008 2009 2008
£m £m £m £m
Foreign exchange 1,250,874 1,490,980 1,204,294 1,366,091
Interest rate ............ 7,428,567 6,971,748 5,587,747 4,860,786
EQUILY v 162,637 133,737 144,659 23,059
Credit ..oovvveennes 400,712 655,423 403,569 659,262
(070711141 oo 1 VOO 22,666 28,937 21,947 28,550
Total deriVatiVeS .....cccecveereeereereee s 9,265,456 9,280,825 7,362,216 6,937,748

The notiona or contractual amounts of these instruments indicate the nominal value of transactions outstanding at the
balance sheet date; they do not represent amounts at risk.
Derivatives valued using models with unobservable inputs

The difference between the fair value at initial recognition (the transaction price) and the value that would have been
derived had valuation techniques used for subsegquent measurement been applied at initial recognition, less
subsequent releases, is as follows.
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Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Unamortised balance at 1 January .................... 98 90 54 59
Deferral on new transactions®............cc....coc.vnn... 85 123 76 37
Recognised in the income statement during the
period:
— AMOrtiSation .....ococvvvrinicinie s (47) (46) (14) (16)
— subsequent to unobservable inputs
becoming observable.............c.ccceviiiiinnes (11) (47) (10) @)
— maturity or termination, or offsetting
derivatiVe. ..., (21) (32) (8) (29)
Exchange differences..........cccooeevcvnecenecnne ?3) 11 2 1
Risk hedged ........ccvevnieniernereereeeees - (1) - (@)
Unamortised balance at 31 December? ............ 101 98 96 54

1 The bank 2009 balance includes £40m on an intra-group business transfer to the bank.
2 Thisamount isyet to be recognised in the income statement.

Hedging instruments

The group uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own asset
and liability portfolios and structural positions. This enables the group to optimise the overall cost to the group of
accessing debt capital markets, and to mitigate the market risk which would otherwise arise from structural
imbalances in the maturity and other profiles of its assets and liabilities.

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

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

Thegroup
At 31 December 2009 At 31 December 2008
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
EXChange rate ........cccovmeeiennnineienrenieeene 182 444 197 585
Interest rate 97,749 11,083 92,661 6,478
Thebank
At 31 December 2009 At 31 December 2008
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
INEEIESE FALE ...voveveeceeveete et 47,038 1,398 43,810 943

Fair value hedges

The group’ sfair value hedges principally consist of interest rate swaps that are used to protect against changesin the
fair value of fixed-rate long-term financial instruments due to movements in market interest rates. For qualifying fair
value hedges, all changesin the fair value of the derivative and in the fair value of theitem in relation to the risk
being hedged are recognised in the income statement. If the hedge relationship is terminated, the fair value
adjustment to the hedged item continues to be reported as part of the basis of the item and is amortised to the income
statement as ayield adjustment over the remainder of the hedging period.
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The group
At 31 December 2009 At 31 December 2008
Assets Liabilities Assets Liabilities
£m £m £m £m
Foreign exchange..........covveececereeeeiennnesneeees - - - 9)
INEErES FALE ... 55 (399) 87 (423)
55 (399) 87 (432)
The bank
At 31 December 2009 At 31 December 2008
Assets Liabilities Assets Liabilities
£m £m £m £m
INEENESE FALE .vovververreeeeereeesesseese i 24 (@)) - (93
24 (1) - (93)
Gains or losses arising from the change in fair value of fair value hedges
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Gaing/ (losses)
—on hedging iNStruments ..........cccoveeeveneeenne 7 (189) 45 (49)
—on hedged items attributabl e to the hedged
FISK ettt (28) 196 (57) 50

The gains and losses on ineffective portions of fair value hedges are recognised immediately in ‘Net trading income'.

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and cross-currency swaps that are used to protect
against exposures to variability in future interest cash flows on non-trading assets and liabilities which bear interest at
variable rates or which are expected to be re-funded or reinvested in the future. The amounts and timing of future
cash flows, representing both principal and interest flows, are projected for each portfolio of financial assets and
liabilities on the basis of their contractual terms and other relevant factors, including estimates of prepayments and
defaults. The aggregate principa balances and interest cash flows across al portfolios over time form the basis for
identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions. Gains and losses areinitially recognised in other comprehensive income, in the cash flow hedging
reserve, and are transferred to the income statement when the forecast cash flows affect the income statement.

Fair value of derivatives designated as cash flow hedges

The group
At 31 December 2009 At 31 December 2008
Assets Liabilities Assets Liabilities
£m £m £m £m
Foreign exchange.........cooeeeevivenveeeisresisesieenens - 9) 11 Q)
INEEFESE FALE ...eoveoeeeeeeeeeeeeeeeee e 1,616 (950) 1,854 (1,204)
1,616 (959) 1,865 (1,205)
The bank
At 31 December 2009 At 31 December 2008
Assets Liabilities Assets Liabilities
£m £m £m £m
([R1= (2= A - (R 1,042 (487) 1,370 (605)

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

follows.
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Liabilities.
Net cash inflow/(outflow) exposure .................

The bank

Liabilities

Net cash inflow/(outflow) exposure .................

Notes on the Financial Statements (continued)

At 31 December 2009

Morethan Syearsor less
3 months 3 months but but more Morethan
or less lessthan 1 year than 1 year S5years
£m £m £m £m
43,520 46,485 25,874 24
(22,353) (26,413) (10,906) (1,631)
21,167 20,072 14,968 (1,607)
At 31 December 2008
More than 5yearsor less
3 months 3 months but but more More than
orless lessthan 1 year than 1 year 5years
£m £m £m £m
41,517 32,994 29,743 42
(20,624) (20,985) (18,170) (1,836)
20,893 12,009 11,573 (1,794)
At 31 December 2009
Morethan S5yearsor less
3 months 3 months but but more Morethan
or less lessthan 1 year than 1 year Syears
£m £m £m £m
35,006 32,478 20,190 -
(12,371) (10,790 (7,691) (735)
22,635 21,688 12,499 (735)
At 31 December 2008
More than Syearsor less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5years
£m £m £m £m
28,892 26,477 22,777 41
(12,825) (12,707) (11,350) (190)
16,067 13,770 11,427 (149)

The gains and losses on ineffective portions of such derivatives are recognised immediately in ‘ Net trading income'.
During the year to 31 December 2009, aloss of £4 million (2008: loss of £3 million) was recognised due to hedge

ineffectiveness.
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18 Financial investments

19

Thegroup Thebank
2009 2008 2009 2008
£m £m £m £m
Financial investments:
— which may be repledged or resold by
COUNLENPAItIES ..covueereeeeieirerieie e 5,718 6,558 2,852 5,843
— not subject to repledge or resale by
COUNLEIPAItIES ... 80,977 96,953 24,537 40,765
86,695 103,511 27,389 46,608
Thegroup Thebank
2009 2008 2009 2008
£m £m £m £m
Treasury and other digiblebills .........cccoeee.... 2,349 10,562 799 9,818
— available-for-sale 2,349 10,562 799 9,818
— held-to-maturity .......cccoeeeiecceirreeee - - - -
Debt SECUNLIES ...vcvveeriececeees e 82,030 90,281 25,653 35,701
— available-for-sale .. 77,179 90,256 25,653 35,701
— held-to-maturity ......cccoeveeeeeeeereirenes 4,851 25 - -
EQUItY SECUMTIES ...vcvveeeeeecres e 2,316 2,668 937 1,089
— available-for-sale 2,316 || 2,668 || 937 || 1,089 |
Total financial investments ...........cc.ccceeeevevenens 86,695 103,511 27,389 46,608

For the group, £14,998 million (2008: £12,364 million), and for the bank, £10,045 million (2008: £10,607 million),
of the debt securitiesissued by banks and other financial institutions are guaranteed by various governments.

Repurchase agreements and securities lending agreements

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

Transfersthat do not qualify for derecognition

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

The group
2009 2008
Carryingamount  Carrying amount Carrying amount  Carrying amount of
of assets of associated of assets  associated liabilities
liabilities

£m £m £m £m

Nature of transaction
Repurchase agreements .........c.cocveeeerenrnrenennne 57,124 57,388 53,965 52,531
Securities lending agreements ..........ccccceeeeenenne 4,087 4,087 2,989 2,977
TOLAl e 61,211 61,475 56,954 55,508

100



Notes on the Financial Statements (continued)

HSBC BANK PLC

The bank

2009

2008

Carrying amount

Carrying amount
of associated Carrying amount

Carrying amount of

of assets liabilities of assets  associated liabilities
£m £m £m £m
Natur e of transaction
Repurchase agreements ..........ccooveenecreeecnnnnens 22,778 23,048 19,993 18,655
Securities lending agreements ..........ccocveeenne 4,087 4,087 2,753 2,753
TOLAl s 26,865 27,135 22,746 21,408
20 Interests in associates and joint ventures
Principal associates of the group
At 31 December 2009 At 31 December 2008
Carrying amount Carrying amount
£m £m
VoCaLink HOIAINGS Ltd.......c.cviiiiiicicieienne et 54 39
54 39
At 31 December 2009
Thegroup’s
Country of interest in Issued equity
incorporation Principal activity equity capital capital
VocaLink Holdings Ltd.........cccccoeeevieircninennnen. England Electronic payments 15.22% £133m
and transaction
services
Summarised aggregate financial information on associates
The group’ s share of:
2009 2008
£m £m
AASSELS ..t r e 92 44
[T o1 =TT 65 36
REVENUE . ...ttt ettt 57 26
Profit @Er 18X ......civeireeiicrinrcc @ )]
Interests in significant joint ventures
At 31 December 2009
I ssued equity
Thegroup’sinterest in capital/ Partnership
Principal activity equity capital equity interest
Vaultex UK Limited .......cccovvrrreirreee e Cash management 50% £10m
Investment Holdings and
Holmwoods Termtime Credit Limited .........ccccovevvveuennne management 50% £1

On 12 June 2009 the bank sold its remaining 49% stake in HSBC Merchant Services LLP to Global Payments Inc,
the joint venture partner. The joint venture commenced in 2008 when the bank and Global Payments Inc
commenced the card processing joint venture, with the bank acquiring a 49% stake.
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The group’s share of:
2009 2008
£m £m
CUIMENE BSSELS ...ttt r et n e ennen 130 159
NON CUMENE BSSELS ... 13 17
Current liabilities ........... 125 149
Non current ligbilities 10 10
TNCOMIE ...t en e 51 83
EXPEINSE. ...ttt (49) (69)
21 Goodwill and intangible assets
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
GOOAWITT . 10,015 10,649 299 296
Present value of in-force long-term assurance
business (‘PVIF') .o 630 579 - -
Other intangible assets ..........ccovvvrenccicennenne 554 552 333 302
11,199 11,780 632 598
Goodwill
The group
2009 2008
£m £m
Gross amount and Carrying amount
AL L JBNUAIY ettt bbbttt bbb bbbttt n bbbt b et 10,649 8,974
Additions 157 6
DISPOSAIS,......oooeeeeeree e - (747)
EXChange diffEreNCES ..ot (762) 2,419
OthEr ChANGES .....oveiiecieieiee bbbt (29) ?3)
AL 3L DECEMDEL ..ottt bbbttt 10,015 10,649
1 2008 disposals arerelated to the sale of the French regional banks.
The bank
2009 2008
£m £m
Gross amount and Carrying amount
AL L JANUBIY .ottt 296 291
Additions 3 -
Other changes - 5
At 3L DECEMDEN ..ottt bbbttt 299 296

During 2009, no goodwill impairment was recognised (2008: nil). Impairment testing in respect of goodwill is
performed annually by comparing the recoverable amount of cash-generating units (‘ CGUS') determined as at 1 July
2009 based on avalue-in-use calculation. That calculation uses cash flow estimates based on management’s cash

flow projections, extrapolated in perpetuity using anominal long-term growth rate based on current market

assessments of GDP and inflation for the countries within which the CGU operates. Cash flows are extrapolated in
perpetuity due to the long-term perspective within the group of the business units making up the CGUs. The discount
rate used is based on the cost of capital the group allocates to investments in the countries within which the CGU

operates.

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on its valuation. The cost of capital percentageis generally derived from an appropriate capital asset pricing
model, which itself depends on inputs reflecting a number of financial and economic variablesincluding the risk-free
rate in the country concerned and a premium or discount to reflect the inherent risk of the business being eval uated.
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These variables are established on the basis of management judgement and current market assessments of economic
variables.

The review of goodwill impairment represents management’ s best estimates of the factors set out in Note 3. These
values are sensitive to the cash flows projected for the periods for which detailed forecasts are available, and to
assumptions regarding the long-term sustainable pattern of cash flows thereafter. While the acceptable range within
which underlying assumptions can be applied is governed by the requirement for resulting forecasts to be compared
with actual performance and verifiable economic datain future years, the cash flow forecasts necessarily and
appropriately reflect management’ s view of future business prospects. The process of identifying and evaluating
goodwill impairment is inherently uncertain because it requires significant management judgement in making a series
of estimations, the results of which are highly sensitive to the assumptions used.

Asaresult of adopting |FRS 8, the group has reallocated goodwill across the new segments based on their relative
net asset values. The following CGUs include in their carrying value goodwill that is a significant proportion of total
goodwill reported by the group. These CGUs do not carry on their balance sheet any intangible assets with indefinite
useful lives, other than goodwill.

Nominal growth rate

Goodwill at beyond initial cash

1 July 2009 Discount rate flow projections

£m % %

Global Banking and Markets............ccccovvneniicniccnnnne 5,604 11.0 3.6

Private Banking .......ccccoveuemirinnniniecceeeesseseeees 2,865 9.0 2.7
Total goodwill inthe CGUs listed above ...........c.cccoe... 8,469

Asat 1 July 2009, aggregate goodwill of £1,214 million (1 July 2008: £694 million) had been allocated to CGUs that
were not considered individually significant. These CGUs do not carry on their balance sheets any significant
intangible assets with indefinite useful lives other than goodwill.

Nominal long-term growth rate: external datathat reflects the market’ s assessment of GDP and inflation for the
countries within which the CGU operates. The rates used for 2008 and 2009 are taken as an average of the last
10 years.

Discount rate: the discount rate used to discount the cash flows is based on the cost of capital assigned to each CGU,
which is derived using a Capital Asset Pricing Model (‘ CAPM’). The CAPM depends on inputs reflecting a number
of financial and economic variablesincluding the risk-free rate in the country concerned and a premium to reflect the
inherent risk of the business being evaluated. These variables are based on the market’ s assessment of the economic
variables and management’ s judgement. In addition, for the purposes of testing goodwill for impairment,
management supplements this process by comparing the discount rates derived using the internally generated CAPM
with cost of capital rates produced by external sources. The group uses the externally-sourced cost of capital rates
where, in management’ s judgement, those rates reflect more accurately the current market and economic conditions.

The present value of in-force long-term assurance business

Movement on the PVIF

The group

2009 2008
£m £m
F N N 1RSSR 579 444
Addition from current year NeW BUSINESS ..........ccccveuerriinninicceee s 104 105

Movement from in-force business (including investment return variances and
changes in investment assUMPLiONS) .........ccrreririrerereereree s senees (34) (94)
Exchange differences and other MOVEMENLS .........coovvriiiceceiniennreceeieereeeene (19) 124
AL 3L DECEMDES ... 630 579
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PVIF-specific assumptions

The key assumptions used in the computation of PVIF for the group’s main life insurance operations were:

RiSK frEEIae ....ocvevevereceeceeceeee e

Risk discount rate
Expenses inflation

2009 2008
France UK Life France UK Life
3.46% 3.50% 4.03% 4.30%
8.00% 7.00% 8.00% 8.00%
2.00% 3.50% 2.00% 3.50%

The PVIF represents the value of the shareholders' interest in the in-force business of the life insurance operations.
The calculation of the PVIF is based upon assumptions that take into account risk and uncertainty. To project these
cash flows, avariety of assumptions regarding future experience is made by each insurance operation which reflects
local market conditions and management’ s judgement of local future trends.

Other intangible assets

The analysis of the movement of other intangible assets, was follows:

The group

Cost

At 1 January 2009........cccceermmrmereerenerrneenens
AAAItIONS ..o
Amounts written-off .
Exchange differences ........ccccovvvevevrvnnnne
Other changes .........cocvevveecceennnre,
At 31 December 2009 ........ccccovvrereireviinenns

Accumulated amortisation and impair ment
At 1 January 2009 .......cccconnreienierenenns

Amortisation charge for theyear® ...............

Impairment charge for the year? ..
Amounts written-off .........cocoveeeinnrneenes
Exchange differences .........ccocovvecccncnnne
Other changes ...............
At 31 December 2009

Net carrying amount at 31 December 2009

Cost

At 1 January 2008.........ccceovereerreeeriererienens
Additions' .......ccccoeevvnnn
Acquisition of subsidiaries ..
[DIES o015 [
Exchange differences
Other changes ...........
At 31 December 2008 .........ccoovurererireniencnes

Accumulated amortisation and impairment
At 1 January 2008 .......cccccorririerieninerineenenes
Amortisation charge for the year® ...
DiSPOSAS ..o

Exchange differences
Other changes ...........
At 31 December 2008 .........ccoeeeerererirennenes

Net carrying amount at 31 December 2008

Customer/
Internally mer chant
Trade  generated  Purchased relation-
Names software Software ships Other Total
£m £m £m £m £m £m
16 949 160 209 12 1,346
- 135 17 - 10 162
- (©) @ - - )
(€ (109 (12) @ (€N (25)
- - @) () - (€)
15 1,071 162 207 21 1,476
(©) (624) (90) (71) (€ (794)
@) (103) (20) (21) (€ (147)
- - (©) - - (€)
3 1 - - 4
1 10 7 - - 18
2 2 - 1 1) -
(11) (712) (105) (91) 3) (922)
4 359 57 116 18 554
15 788 78 204 12 1,097
- 148 20 2 6 176
- - 33 - - 33
- (20) (©) (€N (©) (27
1 33 35 4 1 74
- - ©) - (C) U]
16 949 160 209 12 1,346
) (526) (51) (52) @ (638)
(€N (75) (15 (18) - (109)
- 7 3 - 1 11
- (33) (20 (€ - (54
- 3 ) - - 4
() (624) (90) (71 () (794)
8 325 70 138 11 552

1 At 31 December 2009, the group did not have any contractual commitments to acquire intangible assets (2008: nil).
2 Theamortisation and impairment charges for the year are recognised within the income statement under * Amortisation and impairment

of intangible assets'.
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The bank
Internally
generated
software Other Total
£m £m £m

Cost
At 1 January 2009 ........ccovvereeeereieeniniseneeeens 780 - 780
AdItIONS' <.oeooeeeeeeeeeeeeee e 125 5 130
Amounts Written-off ........ccccceevvveeicicrerrieenns (3) - 3)
At 31 December 2009 ........cccceeervrnnirencennens 902 5 907
Accumulated amortisation and impair ment
At 1 January 2009 ........ccoveeeeeeeeinenirenereneeneees (478) - (478)
Amortisation charge for theyear® .................. (95) - (95)
Impairment charge for the year 2 - 4 4
Amounts written-off ... 3 - 3
At 31 December 2009 .........cccceuererrenrencennnns (570) (4) (574)
Net carrying amount at 31 December 2009 . 332 1 333
Cost
At 1 January 2008 .........ccoeereeeemerreninenieeeneens 668 3 671
Additions 132 - 132
Disposals (20) 3) (23)
At 31 December 2008 ..........ccccrrmreereierinnreeeenenes 780 - 780
Accumulated amortisation and impairment
At 1 January 2008 .........cccoeeiereeueineninenerenseneees (420) 2 (422)
Amortisation charge for theyear® ................... (68) - (68)
DISPOSAIS ...cocvriiriiicrcicers e 7 2 9
Other Changes .......cccovreeenrnreeererersieieeene 3 - 3
At 31 December 2008 ..........ccoceueererinenireniennens (478) - (478)
Net carrying amount at 31 December 2008 ..... 302 - 302

1 At 31 December 2009, the bank did not have any contractual commitments to acquire intangible assets (2008: nil).
2 The amortisation and impairment charges for the year are recognised within the income statement under * Amortisation and impairment
of intangible assets’.
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22 Property, plant and equipment

The group
Long Short Equipment
Freehold leasehold leasehold  Equipment, on
land and land and land and fixtures operating
buildings® buildings buildings and fittings* leases Total?
£m £m £m £m £m £m
Cost or fair value
At 1 January 2009 .......cooeeeeerieerneieneneeenenns 1,044 323 453 3,323 3,117 8,260
AddiItions 8 COSE.....ovmurvveermrrevererrresee 117 3 38 268 187 613
Reclassified to held for sale ..o (243) - - (38) - (281)
Fair value adjustments ..........ccccccevrveecenee 5) - - - - 5)
DiSPOSAS ...t (29) (295) (7 (218) 77) (626)
Exchange differences ........cccovvvvecccennnne (42) (5) 8 (84) - (123)
At 31 December 2009 ........cccoceerrernnnencne 842 26 492 3,251 3,227 7,838
Accumulated depreciation and
impair ment
At 1 January 2009 .......ccoccererieennee (119) (33) (204) (2,157) (1,050) (3,563)
Depreciation charge for the year (19 (@] (39) (298) (207) (470)
Reclassified to held for sale ..o 17 - - 18 - 35
DISPOSAIS ...ovimieiecerieieeneieiseseieenee s 7 28 6 162 1 204
Impairment losses recognised ...........ccccoeaeee 9) - (@) 2) - (12)
Exchange differences ........cccovvvvveccennnas 4 1 1 52 - 58
At 31 December 2009 .........coceureeerneieenenns (119 (11) (237) (2,225) (1,156) (3,748)
Net carrying amount at
31 December 2009 .........ccoeneeerreerneneenns 723 15 255 1,026 2,071 4,090

wWN

Including assets held on finance leases with a carrying amount of £151 million (2008: £139 million).
Including assets with a carrying amount of £160 million (2008: £143 million) pledged as security for liabilities.
At 31 December 2009, the group had £232 million (2008: £367 million) of contractual commitments to acquire property, plant and

equipment.
Including the investment properties on page 109.
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Long Short Equipment
Freehold leasehold leasehold ~ Equipment, on
land and land and land and fixtures operating
buildings® buildings buildings  and fittings leases Total?
£m £m £m £m £m £m
Cost or fair value
At 1 January 2008 ..........cccceeueerererenerenereenns 924 45 357 2,903 3,005 7,234
AQdItions & COSE......eveeerrmreeeseerererseneeeees 87 2 79 421 193 782
Reclassified from held for sale................... 31 300 - 63 - 394
Acquisition of subsidiaries.... - - - 1 - 1
Fair value adjustments ........ccccoeeverererneee 5) - - - - (5)
DiSPOSAIS ..veeiiecieieieie e (202) (©)) 8) (220) (81) (414)
Transfers.......c.oe..... 22 (22) - - - -
Exchange differences .........c.ocoevvenvnnenes 87 1 25 155 - 268
At 31 December 2008 .........cooreeerrerrererenenns 1,044 323 453 3,323 3,117 8,260
Accumulated depreciation and impairment
At 1 January 2008 ..........cccvereerrrereninenieenns (75) (15) (169) (1,888) (968) (3,115)
Depreciation charge for the year ............... (19 (13) (29) (297) (101) (459)
Reclassified from held for sadle ................... (13) (12 - (20) - (45)
6 - 4 130 19 159
Q) 7 - - - -
Impairment losses recognised.............c...... (@) - - - - @)
Exchange differences ........cccovvvvecvrennnne (4) — (10) (82) - (96)
At 31 December 2008 ..........cocoeeeeerinenirenenes (119) (33) (204) (2,157) (1,050) (3,563)
Net carrying amount at
31 December 2008 .........cccoevererirerencnenens 925 290 249 1,166 2,067 4,697
The bank
Long Short
Freehold leasehold leasehold Equipment,
land and land and land and fixtures
buildings buildings buildings and fittings Total
£m £m £m £m £m
Cost or fair value
At 1 January 2009 ......cccoveveriieeieieenieeneneneens 322 328 373 2,408 3,431
AdAItioNS a COS" .vvvvnreemeeereeeeeeeeeseeeeens 111 1 22 178 312
1 - - (€ -
@) (295) (5) (173) (480)
4 (5) 15 (1) 13
At 31 December 2009 .........coceeeeeereenineneneeens 431 29 405 2,411 3,276
Accumulated depreciation and impair ment
At 1 January 2009.........cocooerirueininininieeenieeas (63) 33) (169) (1,651) (1,916)
Depreciation charge for the year . 8) ) (29) (183) (227)
[DIES o015 [ 2 28 3 122 155
Impairment 10sses recognised...........coceeenne 5) - (0] (©)] 9
Exchange differences .........ccovvecinnnccnens - 1 (1) 1 1
At 31 December 2009 ........ococoeeeeerrrenneninenennns (74) (11) (197) (1,714) (1,996)
Net carrying amount at 31 December 2009 ... 357 18 208 697 1,280
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Long Short

Freehold leasehold leasehold Equipment,

land and land and land and fixtures

buildings buildings buildings and fittings Total

£m £m £m £m £m

Cost or fair value
At 1 January 2008........coorveerreereereeerneieenreennes 221 50 311 2,206 2,788
Additions at COSt? .....vvereereeeeeeeeeeeeeeeeeeeeeean. 60 - 65 268 393
Reclassified from held for sdle...........ccc....... 31 300 - 63 394
DiSPOSAIS.....cevrencreeieerreereeriee e (13) - (6) (137) (156)
I = £ 22 (22) - - -
Exchange differences.........ccccocovvnccinninininns 1 - 3 8 12
At 31 December 2008..........cccoveeeeereeernerieeinenns 322 328 373 2,408 3,431
Accumulated depreciation and impairment
At 1 January 2008.........ocovemreeerrenmmemreereereeenes (35) (15) (147) (1,513) (1,710)
Depreciation charge for theyear .................... (10) (13) (24) (297) (244)
DISPOSAS ...t 2 - 4 84 90
Reclassified asheld for sale ... (13) (12) - (20) (45)
TraNSFErS ..o ) 7 - - -
Exchange differences ..........ccocoevnnvccncneniene - - (2) (5) (7)
At 31 December 2008...........ccerreeerrerieerreernens (63) (33) (169) (1,651) (1,916)
Net carrying amount at 31 December 2008 ... 259 295 204 757 1,515

1 At 31 December 2009, the bank had £42 million (2008: £84 million) of contractual commitments to acquire property, plant and
equipment.

On 13 November 2009, the group entered into a contract for the sale and leaseback of the building and long

leasehold land comprising 8 Canada Square, London to the National Pension Service of Korea (‘'NPS) for £772.5

million in cash. The transaction was effected through the sale of the bank's 100 per cent shareholding in Project

Maple Il B.V. '(PMII") to awholly-owned subsidiary of NPS, PMII being the legal owner of the building and long

leasehold interest in 8 Canada Square.

Under the terms of the agreement, the group is leasing the building back from PMII and retains full control of
occupancy for the remaining 17.5 years of the existing 20 year leaseback period at a current annual rent of £46.3
million, with annual upward-only rent reviews linked to the UK Retail Prices Index (‘RPI") and subject to an annual
maximum and minimum increase of 6 per cent and 2.5 per cent respectively.

On completion of the transaction on 30 November 2009, 'Property, plant and equipment' of £307 million and
'Prepayments and accrued income' (representing the long leasehold on the land) of £106 million were derecognised
from the group's balance sheet. A gain of £353 million was recognised in the group's operating profit for the year,
within 'Other operating income'.

On 31 May 2007, the group had entered into a previous contract for the sale and |easeback of 8 Canada Square to
Metrovacesa; however the group had retained a significant interest by virtue of a bridging loan provided to
Metrovacesa preventing immediate recognition of the sale. Asaresult, at 31 December 2007 the net proceeds
received were recognised as deferred income on the balance sheet and these net proceeds were released to the income
statement only when the group took back ownership on 4 December 2008 by acquiring PMI|I, the subsidiary of
Metrovacesa which legally owned 8 Canada Square. The impact on the group's operating profit for the year ended 31
December 2008 was a net gain of £244 million, comprising a gain of £265 million included within 'Other operating
income' and a charge of £21 million included within 'Depreciation and impairment of property, plant and equipment'.
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Investment properties

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

The group

Fair value
AL L JANUANY 2009 ..ottt ettt b ettt b b eh et st s e b e b e s e bR e R e e e e e R R R Rt E e R b bRt e e A bRt e s e b s s
Fair value adjustments
Exchange and other changes

At 31 December 2009
Fair value

AL L JANUANY 2008 .....oueiveiieeieeiireeteeeeseste s e sseseeseseeseseesessesesse e sseness et et eneesensesessenesseneseeneeteneese e eneneeneneeneeeenentenenreneane
AGAITIONS GE COSE ....eveveeieiiirereeieteeres s e e sttt ese st e e tessse e se s ssebese e e esesebesese e seebesesene st se b e s et ene e s ss et esanene s seebeseseneen
FaIr VAU OJUSLITIENES .......ouiiieiteieieiie sttt ettt b etk b bt e et b ket e b et b e e s se e bbb
EXChange and OtNEr CNANGES ........cceiiriiecieseisee ettt sa e s sa st ese e nssaese e e s nansennsens

At 31 DECEMDET 2008 .......cveveveeeeeirerireeeeseeseseseeseseseresessesesesssessssssesesessssssesesesensssssesesesessssssesesessessssesesesssssssesesesenses

1 Includedin‘Property, plant and equipment’ on page 106.

Freehold land and
buildings
£m

105

®)
(14)

86

152
21
)

(63)

105

Investment properties are valued on an open market value basis as at 31 December each year by independent

professional valuers who have recent experience in the location and type of properties.

Included within ‘ Other operating income’ was rental income of £3 million (2008: £2 million) earned by the group on
itsinvestment properties. Direct operating expenses of £nil (2008: nil) incurred in respect of the investment
properties during the year were recognised in ‘ General and administrative expenses . Direct operating expenses
arising in respect of investment properties that did not generate rental income during the year amounted to £ nil
million (2008: nil). Net exchange differences on translation of investment properties were £10 million (2008: £67

million).

The bank
The bank had no investment properties at 31 December 2009 or 2008.

Group properties leased to customers

The group properties leased to customers included £6 million at 31 December 2009 (2008: £4 million) let under
operating leases, net of accumulated depreciation of £11 million (2008: £6 million). None was held by the bank.
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23 Investments in subsidiaries

Principal subsidiary undertakings of HSBC Bank plc

Country of

Incorporation or

registration

HSBC France France
HSBC Asset Finance (UK) Limited England
HSBC Bank A.S. Turkey
HSBC Bank International Limited Jersey
HSBC Bank Madltap.l.c. Malta
HSBC Invoice Finance (UK) Limited England
HSBC Life (UK) Limited England
HSBC Rail (UK) Limited England
HSBC Private Bank (C.1.) Limited Guernsey
HSBC Private Bank (Suisse) SA. Switzerland
HSBC Private Bank (UK) Limited England
HSBC Trinkhaus & Burkhardt AG Germany
HSBC Trust Company (UK) Limited England
Marks and Spencer Retail Financial Services Holdings England

Limited

HSBC Bank plc's
interest in
equity capital

%

99.99
100.00
100.00

99.87
68.25
100.00
100.00
100.00
99.87

99.87
99.87
78.60
100.00
100.00

Share
class

Ordinary €5.00
Ordinary £1
A-Common TRL1
B-Common TRL1
Ordinary £1
Ordinary €0.30
Ordinary £1
Ordinary £1
Ordinary £1
Ordinary US$1
Preference US$0.10
Ordinary CHF1,000
Ordinary £10
Shares of no par value
Ordinary £5
Ordinary £1

Special purpose entities ( SPES’) consolidated where the group owns less than 50 per cent of the voting rights:

Carrying value of total
consolidated assets
£bn

2.7
2.3
2.7

Barion Funding Limited
Bryant Park Funding LLC
Malachite Funding Limited

Mazarin Funding Limited 7.0
Metrix Funding plc 2.3
Metrix Securities plc 26
Regency Assets Limited 4.2
Solitaire Funding Limited 8.0
Turquoise Receivables Trustee Ltd 0.3

All the above make their financia statements up to 31 December.

Acquisitions

Nature of SPE

Securities investment conduit
Conduit

Securities investment conduit
Securities investment conduit
Securitisation vehicle
Securitisation vehicle
Conduit

Securities investment conduit
Securitisation vehicle

The group made acquisitions of subsidiary undertakings, and increased its investment in existing subsidiary
undertakings, during 2009. These transactions were accounted for by applying the purchase method and goodwill of

£157 million arose (2008: £6 million).

Disposals

On 1 December 2009, the group completed the sale of HSBC Actuaries and Consultants Limited to Jardine LIoyd
Thompson UK Holdings Ltd for £27.2 million. On 30 November 2009, the aggregate total asset attribute to HSBC
Actuaries and Consultants Limited were £15 million, and the entity generated a net loss after tax of £3 million for the
period to 30 November 2009. The group’s pre-tax profit on sale was £12 million.

On 2 July 2008, the group completed the sale of seven French regional banks to Banque Fédérale des Banques
Populaires for €2.1 billion (£1.7 billion). On 2 July 2008, the aggregate total assets attributable to these French
regional banking subsidiaries were £5.8 billion, and they generated net profits after tax of £48 million for the period

to 2 July 2008. The group’s pre-tax profit on sale was £644 million.
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24 Other assets
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
BUHTION oot 778 570 688 423
Assetsheld for sale......oooevvnnrccicccene 297 70 40 56
Reinsurers' share of liabilities under insurance 407 618 - -
CONLIACES ...eeiiieeeieee et
Endorsements and acceptances ...........c.cvceuenene 352 370 191 224
Other aCCOUNLS .....veveererererieeeieeresereeie e 6,179 7,174 3,311 2,934
8,013 8,802 4,230 3,637
Assets held for sale
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Non-current assetsheld for sale
Property, plant and equipment ............cccoeeenne 294 62 40 56
Financial assetS.......ccovvevieeeninenree e 1 7 - -
ONEN oottt senssnees 2 1 - -
Total assets classified asheld for sdle .............. 297 70 40 56
On 21 December 2009, the group entered into a contract for the sale of 103 Champs Elysées and 15 Rue Vernet in
Paris for a combined consideration of EUR 400 million. Under the terms of the arrangement, the group will lease the
buildings back for a period of 9 years. The carrying amount included in assets held for sale at 31 December 2009 was
EUR 257 million (£228 million). The transaction completed on 25 February 2010. Neither again nor aloss was
recognised on reclassifying these assets as held for sale during the year.
Also included within property plant and equipment classified as held for sale is repossessed property that had been
pledged as collateral by customers. These repossessed assets are expected to be disposed of within 12 months of
acquisition.
25 Trading liabilities
Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
DEPOSItS by DANKS ....cveeeeeerrecrerereeeeeeeecrennee 29,661 43,882 36,723 46,928
CUSLOMET BCCOUNLES ..ot 29,038 29,347 24,900 25,039
Other debt securitiesin issue 19,306 15,677 16,088 12,152
Other liabilities — net short positions................. 40,876 35,544 19,110 14,270
118,881 124,450 96,821 98,389
26 Financial liabilities designated at fair value
The group The bank
2009 2008 2009 2008
£m £m £m £m
DePOSits by DaNKS ........eemeeerrrieeeieeeeieeieonne 3911 4,357 3,749 4,162
Liabilities to customers under investment
CONEIECES ... 4,039 3,641 - -
Debt securitiesinissue .......ccocoeeveveeeierererinienne 6,597 3,584 3,304 1,658
Subordinated liabilities ... 3,363 3,374 3,622 3,609
Preference shares .........ccoovvvecececensnnneeees 254 228 - -
18,164 15,184 10,675 9,429

The carrying amount at 31 December 2009 of financial liabilities designated at fair value was £194 million higher for
the group (2008: £491 million higher) (the bank: 2009: £48 million lower; 2008: £439 million higher) than the
contractual amount at maturity. At 31 December 2009, the accumulated amount of change in fair value attributable to
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changesin credit risk was a gain of £233 million for the group (2008: £672 million gain) (the bank: 2009: £323

million gain; 2008: £623 million gain).

27 Other liabilities
Thegroup Thebank
2009 2008 2009 2008
£m £m £m £m
Amounts due to investors in funds consolidated
by the group ... 491 782 - -
Obligations under finance leases . 291 332 - -
Endorsements and acceptances .........ccocoeeeeene 352 367 191 224
Share based payment liability to HSBC
HOIAINGS .. 221 199 123 100
Other liabilitieS...cverireeeeeeerirseee e 4,512 5,217 2,322 2,839
5,867 6,897 2,636 3,163
28 Liabilities under insurance contracts
At 31 December 2009
Gross Reinsurers share Net
£m £m £m
Non-lifeinsuranceliabilities
Unearned premium proviSion...........ceeeeeeeeenenesssneenns 168 9 159
Notified claims 342 (89) 253
Claims incurred but not reported ...........ccccevreeiererenennne 201 (12) 189
(@11 TR 48 (2 46
759 (112) 647
Lifeinsuranceliabilitiesto policyholders
Life (Non-linked) ..o 1,506 (278) 1,228
Investment contracts with discretionary participation 12,930 - 12,930
L=z L8 ==
Life (lHNKE) .ceoveeeeerirreceeee e 1,310 17) 1,293
15,746 (295) 15,451
Total liabilities under insurance contracts ............ccceeene.. 16,505 (407) 16,098
At 31 December 2008
Gross Reinsurers’ share Net
£m £m £m
Non-life insurance liabilities
Unearned premium ProviSion...........ceeeeveseeesssesssesnns 445 (71) 374
NOtified ClaimS ...c.ccvrcccce s 345 (109) 236
Claims incurred but not reported . 77 (19 58
(17 T 16 (1) 15
883 (200) 683
Lifeinsurance liabilities to policyholders
Life (NoN-linked) ......cccveveeeerirseeeereseee s 2,031 (411) 1,620
Investment contracts with discretionary participation
FEAIUIES 1...ovvovveieces st ses 12,157 - 12,157
Life (linked) 1,061 (7) 1,054
15,249 (418) 14,831
Total liabilities under insurance contracts ..........c.ccceeene.. 16,132 (618) 15,514

1 Though investment contracts with discretionary participation features are financial instruments, the group continued to treat them as

insurance contracts as permitted by IFRS4.

The movement of liabilities under insurance contracts during the year was as follows:
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Non-life insurance liabilities

Unear ned premium reserve (‘UPR’)
At LIANUANY oo
Changes in UPR recognised as (income)/expense...........
— QrosS Written premiums...........ocveeeeerereeeeeiesesesieeees
— gross earned premiums...........cccoeeeene.
Exchange differences and other movements .

At 31 DECEMDEN ...t sesaenees

Notified and incurred but not reported claims

AT L JANUANY v
— notified ClaimS .......ccovviriccicce e
— claimsincurred but not reported ............cccceevnrieene

Claims paid in CUrTENt YEar........cccvueveeeerereeieeererereseeeeeenenes
Claimsincurred in respect of current year ............cccccu.....
Claimsincurred in respect of prior years
Exchange differences and other movements ...................

Unearned premium reserve (‘UPR’)

At LIANUANY ..ot

Changes in UPR recognised as (income)/expense...........
— QroSS WIitten Premiums........cocevveeereereerenesseeseessnennns
— gross earned PremiUmS.........c.cceuerrerereneececeerenennenes

Exchange differences and other movements ..................

At 3L DECEMDEY ....cveieeeeieeeee e

Notified and incurred but not reported claims
At 1 January ...........
— notified claims
— claimsincurred but not reported ..........ccccoeevreiennne

Claims paid in current year

Claimsincurred in respect of current year .............cc.o.....
Claimsincurred in respect of prior years ...........c.coeeeeee.
Exchange differences and other movements ...................

Notes on the Financial Statements (continued)

2009
Gross Reinsurers share Net
£m £m £m
445 (72) 374
(143) 10 (133)
275 (43) 232
(418) 53 (365)
(134) 52 (82)
168 (9) 159
422 (128) 294
345 (109) 236
77 (19) 58
(358) 45 (313)
277 (44) 233
240 - 240
(38) 26 (12)
543 (101) 442
342 (89) 253
201 (12) 189
48 (2) 46
759 (112) 647
2008

Gross Reinsurers’ share Net
£m £m £m
387 (48) 339
(42) 2 (40)
418 (63) 355
(460) 65 (395)
100 (25) 75
445 (71) 374
413 (144) 269
301 (129) 172
112 (15) 97
(318) 46 (272)
152 (43) 109
66 0] 65
109 14 123
422 (128) 294
345 (209) 236
77 (19) 58
16 (1) 15
883 (200) 683
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Life insurance liabilities to policyholders

2009
Gross Reinsurers' share Net
£m £m £m
Life (non-linked)
AL LIANUAIY et 2,031 (411) 1,620
(21501 T1S o= o [ (802) 79 (723)
Increasein liabilities to policyholders ....... 241 (44) 197
Exchange differences and other movements ................... 36 98 134
At 31 DECEMDET ... 1,506 (278) 1,228
Investment contracts with discretionary participation
features
At 1 January 12,157 - 12,157
Benefits paid (1,154) - (1,154)
Increasein liabilitiesto policyholders ..o 2,485 - 2,485
Exchange differences and other movements® ................. (558) - (558)
At 31 DECEMDET ...ttt eeenes 12,930 - 12,930
Life (linked)
AL LIANUAIY et sesaeees 1,061 (@) 1,054
Benefits paid ......c.cocveveerrenienenicinen. (134) 5 (129)
Increasein liabilitiesto policyholders............ 400 (15) 385
Exchange differences and other movements> .................. (17) - (17)
At 31 DECEMDET ......eevereireceeereesireseeesese e sseeeeees 1,310 17 1,293
Total liabilitiesto policyholders .........cocoeeeivrriceeene. 15,746 (295) 15,451
2008
Gross Reinsurers’ share Net
£m £m £m
Life (non-linked)
AL LIANUAIY .o 1,128 (290) 838
Benefits paid .......ccoeeveeeveerreeeree s (374) 83 (291)
Increasein liabilitiesto policyholders ..........cccoeeeeenene 1,056 (396) 660
Exchange differences and other movements ................... 221 192 413
At 3L DECEMDEN .....cviiiieiriirieieeree et 2,031 (411) 1,620
Investment contracts with discretionary participation
features

YN N = g 1R 9,447 - 9,447
BenefitS Paid .......coviereriecireeiereree e (1,047) - (1,047)
Increasein liabilitiesto policyholders ...........coeeeeenene. 909 - 909
Exchange differences and other movements' ................ 2,848 - 2,848
At 3L DECEMDET ......oevereeireceeireesireeeeesese e eeeees 12,157 - 12,157
Life (linked)
F N T - 1 858 (28) 830
BenefitS Paid .......cvvieeeriecirieereeree e (135) 7 (128)
Increasein liabilitiesto policyholders............ (54) 14 (40)
Exchange differences and other movements’ 392 - 392
At 31 DECEMDET ..ottt 1,061 ) 1,054
Total liabilitiesto policyholders ..........cccoereenrninecicene. 15,249 (418) 14,831

1 Includes movement in liabilities relating to discretionary profit participation benefits due to policyholders arising from net unrealised
investment gains recognised in other comprehensive income.
2 Includes amounts arising under reinsurance agreements.

Theincreasein liabilities to policyhol ders represents the aggregate of all events giving rise to additional liabilities to
policyholdersin the year. The key factors contributing to the movement in policyholder liabilities include death
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claims, surrenders, lapses, the setting up of policyholder liabilities at the initial inception of the policy, the
declaration of bonuses and other amounts attributable to policyholders.

29 Provisions
The group
Provisions
2009 2008
£m £m
AL L IJANUANY ettt sttt sttt ettt na ettt 428 427
Additional provisions/increase in ProviSions' ...........oo.oo.eeeeeeeeeeeeeereeseeeeeeseeeseeeseeeeeae 103 140
ACQUISItION Of SUDSIAIANES ......coveveeeiiiiseeieeess e naesens - 4
ProviSiONS ULHISEA ........cocueiiirieiecere et (94) (243)
AMOUNES FEVEISEA ...ttt bbbttt sttt (62) (39)
Exchange differences and other MOVEMENLS .........ccceverireeieeenevisseeeres e (7) 39
AL BL DECEMDEN ..ottt 368 428

1 Includes unwinding of discounts of £2 million (2008: £1 million) in relation to vacant space provisions.

Included above are:

(i) A provision of £35 million (2008: £35 million) for the possible cost of redress relating to the sale of certain
personal pension plans and mortgage endowment policies and a provision for indemnity clawbacks. The

provision is based on an actuarial calculation extrapolated from a sample of cases. The timing of the expenditure

depends on settlement of individual claims.

(if) Provisions of £78 million (2008: £84 million) for the estimated cost of redressin relation to provision of services
to anumber of trusts by a subsidiary of the bank. The bank has undertaken to reimburse the subsidiary in respect
of theinitial estimated cost of redress. The total provision is based on a calculation extrapolated from a sample

of cases. Uncertainties arise from factors affecting the timing of notifying and reimbursing those affected.

The bank
Provisions
2009 2008
£m £m
AL L IBNUAIY .ottt b st 158 163
Additional provisions/increase in ProviSions' ...........oo..ooceeveeeeeeeeeeeeeeeeeeeeeseeeseeesseeeeae 49 30
ProviSiONS ULHISE ........coeueiirireeiceci et nees (29 (22)
AMOUNtS reVErSed ......ccvvvevieicricicieereeeees (16) 19
Exchange differences and other movements 4 1
AL BLDECEMDES ...t 176 158

1 Includes unwinding of discounts of £2 million (2008: £1 million) in relation to vacant space provisions.

Included in the above are provisions for onerous property contracts of £38 million (2008: £27 million) relating to the
discounted future costs associated with leasehold properties that have became vacant. The provisions cover rent voids

while finding new tenants, shortfallsin expected rent receivable compared with rent payable, and the cost of

refurbishing the buildings to attract tenants. Uncertainties arise from movementsin market rents, delaysin finding

new tenants and the timing of rental reviews.
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30 Subordinated liabilities

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Subordinated liabilities:

— At amortised COSt ......cveeeerrerireereerrenieennens 6,799 7,259 6,955 7,310
Subordinated liabilities ... 4,412 4,741 6,955 7,310
Preference shares .......ccoccevevveevecvvcvenenee, 2,387 2,518 — —

— Designated at fair value .........cccocccvenieennee. 3,617 3,602 3,622 3,609
Subordinated liabilities ... 3,363 3,374 3,622 3,609
Preference shares ... 254 228 — —

10,416 10,861 10,577 10,919
Subordinated borrowings of the group
Carrying amount

2009 2008
£m £m
US$300m 6.95% Subordinated NOteS 2011 .........cccoveerrerieerreerrerieeireeseeeeesese s 198 222
€250m Floating Rate Subordinated Loan 2015 ..........cccceernenicerenneneieeeseseeeeeenes 222 239
€600m 4.25% Callable Subordinated NOtes 2016" .........c.vvvvereveeesnsesesssnsssnneens 557 570
€800m Callable Subordinated Floating Rate Notes 2016 ...........ccccoevrerreeeeierenenienns 710 765
£350m Callable Subordinated Variable Coupon Notes 20177 ..........c..coooerveereeennne. 375 355
€1,000m Floating Rate Subordinated Loan 2017 ...........ccevenreereerenneneeeeeseseseeeenes 888 957
£500m 4.75% Callable Subordinated Notes 2020° ...........coocoververerreneesnseeessssenssnnes 484 463
€500m Callable Subordinated Floating Rate Notes 2020 .........ccccceeevveeeeevierereniennns 394 389
£350m 5% Callable Subordinated Notes 2023 ............ccccooveeeeeeeeeeeeeeeeeeseeeseeeeenn. 339 330
£300m 6.5% Subordinated NOteS 2023 ..........coviireeermeiririrenneecseieierees e 298 299
US$300m 7.65% Subordinated NOtES 2025 .........cccveeererreeereeererseeiresesesseeeseseesessseesenees 192 263
£350m 5.375% Callable Subordinated Step-up Notes 2030 .........c..oceevveeveverreeninns 327 316
£500m 5.375% Subordinated NOteS 2033 .........cccrueuemerrinirnreniceieiereess e 478 452
£390m 6.9% Subordinated Loan 2033 ..........ccovreeurerirenmeneenese e 390 390
€900m 7.75% Non-cumulative Subordinated Notes 2040 ..........coccoemrrnnnicnenas 799 861
£225m 6.25% Subordinated NOtES 2041 ........c.cvveeureriererieeireeineeieseeseeie e 224 223
£600m 4.75% Subordinated NOteS 2046 ..........ccvveeureeerereeeireeirereeeineenns 592 592
£700m 5.844% Non-cumulative Step-up Perpetual Preferred Securities® ... 700 700
£300m 5.862% Non-cumulative Step-up Perpetual Preferred Securities’ . 254 228
US$750m Undated Floating Rate Primary Capital NoOtes .............ccccccuenneee. 462 514
US$500m Undated Floating Rate Primary Capital Notes ................ . 308 343
US$300m Undated Floating Rate Primary Capital Notes (Sefies 3) .......ccccvvvniceeee 185 206
£350m 7.9% Perpetual Subordinated Debt ... 350 350
£250m 7.991% Perpetual Subordinated DEDL ..........cccovirerreernenieneeee e 250 250
Other subordinated liabilities less than £200M ... 440 584
10,416 10,861

1 Theinterest rate on the 4.25% Callable Subordinated Notes 2016 changes in March 2011 to three month EURIBOR plus 1.05%.

2 Theinterest rate on the Callable Subordinated Variable Coupon Notes 2017 is fixed at 5.75% until June 2012. Thereafter, the rate per

annum s the sum of the gross redemption yield of the then prevailing five year UK gilt plus 1.70%.

3 Theinterest rate on the 4.75% Callable Subordinated Notes 2020 changes in September 2015 to three month sterling LIBOR plus

0.82%.

4 Theinterest rate on the 5% Callable Subordinated Notes 2023 changes in March 2018 to become the rate per annum which isthe sum
of the gross redemption yield of the then prevailing five year UK gilt plus 1.80%.
5 Theinterest rate on the 5.375% Callable Subordinated Step-up Notes 2030 changes in November 2025 to three month sterling LIBOR

plus 1.50%.

6 Thedistribution rate on the 5.844% Non-cumulative Step-up Perpetual Preferred Securities changes in November 2031 to six month

sterling LIBOR plus 1.76%.

7 Thedistribution rate on the 5.862% Non-cumul ative Step-up Perpetual Preferred Securities changes in April 2020 to six month sterling

LIBOR plus 1.85%.

Footnotes 1 to 7 all relate to notes that are repayabl e at the option of the borrower on the date of the change of the interest rate, and at
subsequent interest rate reset dates and interest payment dates in some cases, subject to the prior non-objection of the Financial

Services Authority.
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31 Fair value of financial instruments

Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validated, by a
function independent of the risk-taker. To this end, ultimate responsibility for the determination of fair valueslies
with Finance, which reports functionally through the group’s Chief Financia Officer to the HSBC Group Finance
Director. Finance establishes the accounting policies and procedures governing vauation, and is responsible for
ensuring that they comply with al relevant accounting standards.

For al financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct
observation of atraded price may not be possible. In these circumstances, the group will source aternative market
information to validate the financial instrument’ s fair value, with greater weight given to information that is
considered to be more relevant and reliable. The factors that are considered in thisregard are, inter dia:

e theextent to which prices may be expected to represent genuine traded or tradable prices;

o thedegree of similarity between financial instruments;

o thedegree of consistency between different sources;

o the process followed by the pricing provider to derive the data;

o the elapsed time between the date to which the market data relates and the balance sheet date; and
e the manner in which the data was sourced.

Models provide alogical framework for the capture and processing of necessary valuation inputs. For fair values
determined using a valuation model, the control framework may include, as applicable, independent development or
validation of (i) the logic within valuation models; (ii) the inputs to those models; (iii) any adjustments required
outside the valuation models; and, (iv) where possible, model outputs. Vauation models are subject to a process of
due diligence and calibration before becoming operational and are calibrated against external market data on an
ongoing basis.

The results of the independent validation process are reported to, and considered by, Va uation Committees.
Valuation Committees are composed of valuation experts from several independent support functions (Product
Control, Market Risk Management, Derivative Model Review Group and Finance) in addition to senior management.
The members of each Vauation Committee consider the appropriateness and adequacy of the fair value adjustments
and the effectiveness of valuation models. If necessary, they may require changes to model calibration or calibration
procedures. The Valuation Committees are overseen by the Valuation Committee Review Group, which consists of
Heads of Global Banking and Markets' Finance and Risk Functions.

Determination of fair value
Fair values are determined according to the following hierarchy:

(@ Level 1 - quoted market price: financial instruments with quoted prices for identical instrumentsin active
markets.

(b) Level 2 —valuation technique using observable inputs: financial instruments with quoted prices for similar
instruments in active markets or quoted prices for identical or similar instruments in inactive markets and
financial instruments valued using models where al significant inputs are observable.

(c) Level 3 —valuation technique with significant unobservable inputs: financial instruments valued using models
where one or more significant inputs are unobservable.

The best evidence of fair valueis a quoted price in an actively traded market. In the event that the market for a
financial instrument is not active, a valuation technique isused. The judgement as to whether a market is active may
include, but is not restricted to, the consideration of factors such as the magnitude and frequency of trading activity,
the availability of prices and the size of bid/offer spreads. In inactive markets, obtaining assurance that the
transaction price provides evidence of fair value or determining the adjustments to transaction prices that are
necessary to measure the fair value of the instrument requires additional work during the valuation process.

17



HSBC BANK PLC

Notes on the Financial Statements (continued)

The mgjority of valuation techniques employ only observable market data, and so the reliability of the fair value
measurement is high. However, certain financial instruments are valued on the basis of valuation techniques that
feature one or more significant market inputs that are unobservable, and for them, the derivation of fair value is more
judgmental. An instrument in its entirety is classified as valued using significant unobservable inputsiif, in the
opinion of management, asignificant proportion of the instrument’s carrying amount and/ or inception profit (“day 1
gain and loss") is driven by unobservable inputs. ‘Unobservable’ in this context means that thereis little or no current
market data available from which to determine the level at which an arm’ s length transaction would be likely to
occur. It generally does not mean that there is no market data available at al upon which to base a determination of
fair value (consensus pricing data may, for example, be used). Furthermore, in some cases the mgjority of the fair
value derived from a valuation technique with significant unobservable inputs may be attributable to the observable
inputs. Conseguently, the effect of uncertainty in the determining unobservable inputs will generally be restricted to
uncertainty about the overall fair value of the financial instrument being measured. To help in understanding the
extent and the range of this uncertainty, additional information is provided in the section headed ‘ Effect of changesin
significant unobservable assumption to reasonably possible alternatives below.

In certain circumstances, primarily where debt is hedged with interest rate derivatives or structured notes issued, the
group uses fair value to measure the carrying value of its own debt in issue. The group records its own debt in issue
at fair value, based on quoted prices in an active market for the specific instrument concerned, if available. When
quoted market prices are unavailable, the own debt in issueis valued using valuation techniques, the inputs for which
are either based upon quoted prices in an inactive market for the instrument, or are estimated by comparison with
quoted prices in an active market for similar instruments. In both cases, the fair value includes the effect of applying
the credit spread which is appropriate to the group’ s liabilities. For all issued debt securities, discounted cash flow
modelling is used to separate the change in fair value that may be attributed to the group’s credit spread movements
from movements in other market factors such as benchmark interest rates or foreign exchange rates. Specificaly, the
changein fair value of issued debt securities attributable to the group’ s own credit spread is computed as follows: for
each security at each reporting date, an externally verifiable price is obtained or a price is derived using credit spreads
for similar securities for the same issuer. Then, using discounted cash flow, each security is valued using arisk-free
discount curve. The difference in the valuations is attributable to the group’ s own credit spread. This methodology is
applied consistently across all securities.

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and are
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which the group
issues structured notes. These market spreads are significantly smaller than credit spreads observed for plain vanilla
debt or in the credit default swap markets.

Gains and losses arising from changes in the credit spread of liabilities issued by the group reverse over the
contractual life of the debt, provided that the debt is not repaid early. All net positions in non-derivative financial
instruments, and all derivative portfolios, are valued at bid or offer prices as appropriate. Long positions are marked
at bid prices; short positions are marked at offer prices.

Thefair value of a portfolio of financia instruments quoted in an active market is calculated as the product of the
number of units and its quoted price and no block discounts are made.

Transaction costs are not included in the fair value calculation, nor are the future costs of administering the OTC
derivative portfolio. These, along with trade origination costs such as brokerage fees and post-trade costs, are
included either in fee expense or in operating expenses.

A detailed description of the valuation techniques applied to instruments of particular interest follows:
e Private equity

The group’s private equity positions are generally classified as available for sale and are not traded in active
markets. In the absence of an active market, an investment’ s fair value is estimated on the basis of an analysis of
the investee' s financial position and results, risk profile, prospects and other factors, as well as by reference to
market valuations for similar entities quoted in an active market, or the price at which similar companies have
changed ownership. The exercise of judgment is required because of uncertainties inherent in estimating fair
value for private equity investments.
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e Debt securities, treasury and other eligible bills, and equities

The fair value of these instrumentsiis based on quoted market prices from an exchange, dealer, broker, industry
group or pricing service, when available. When unavailable, the fair value is determined by reference to quoted
market prices for similar instruments, adjusted as appropriate for the specific circumstances of the instruments.

Iliquidity and alack of transparency in the market for asset- backed securities has resulted in less observable
data being avail able. While quoted market prices are generally used to determine the fair value of these
securities, valuation models are used to substantiate the reliability of the limited market data available and to
identify whether any adjustments to quoted market prices are required.

In the absence of quoted market prices, fair value is determined using valuation techniques based on the
calculation of the present value of expected future cash flows of the assets. The inputs to these valuation
techniques are derived from observable market data and, where relevant, assumptions in respect of unobservable
inputs. In respect of ABSs and mortgages, the assumptions may include prepayment speeds, default rates and
loss severity based on collateral type, and performance as appropriate. The valuation output is benchmarked for
consistency against observable data for securities of asimilar nature.

e Derivatives

OTC (i.e. non-exchange traded) derivatives are valued using valuation models. Valuation models calculate the
present value of expected future cash flows, based upon ‘no-arbitrage’ principles. For many vanilla derivative
products, such as interest rate swaps and European options, the modeling approaches used are standard across
theindustry. For more complex derivative products, there may be some differencesin market practice. Inputs to
valuation models are determined from observable market data wherever possible, including prices available from
exchanges, dealers, brokers or providers of consensus pricing. Certain inputs may not be observable in the
market directly, but can be determined from observable prices via model calibration procedures. Finally, some
inputs are not observable, but can generally be estimated from historical data or other sources. Examples of
inputs that are generally observable include foreign exchange spot and forward rates, benchmark interest rate
curves and volatility surfaces for commonly traded option products. Examples of inputs that may be
unobservable include volatility surfaces, in whole or in part, for less commonly traded option products, and
correlations between market factors such as foreign exchange rates, interest rates and equity prices.

e Loansincluding leveraged loans and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers when available.
In the absence of an observable market, the fair value is determined using val uation techniques including
discounted cash flow models, which incorporate assumptions regarding an appropriate credit spread for the loan
derived from other market instruments issued by the same or comparable entities.

e  Sructured notes

Thefair value of structured notes using a valuation technique is derived from the fair value of the underlying
debt security as described above, and the fair value of the embedded derivative is determined as described in the
paragraph above on derivatives.

Bases of valuing financial assets and liabilities measured at fair value

The table below provides an analysis of the various bases described above which have been deployed for valuing
financial assets and financial liabilities measured at fair value in the consolidated financial statements. The movement
in the balances of assets and liabilities measured at fair value with significant unobservable inputs was mainly
attributable to a decrease in the fair value of derivative assets, loans held for securitisation and the disposal of
securities in other portfolios.
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The group

At 31 December 2009

Assets

Trading @SSELS .....coveveeverirerieieeee e
Financial assets designated at fair value
DENVAiVES ....oveeeeeeeeceeeseee e
Financial investments: available-for-sale .........
Liabilities

Trading l1aDilities ..o
Financial liabilities at fair value ...........ccccucu...
DENVALIVES ..ot

At 31 December 2008

Assets

Trading @SSEtS ......cocevvevevnecicceeee s
Financial assets designated at fair value
DErVaiVES ...cooveereeeiereireeee e
Financial investments: available-for-sde .........
Liabilities

Trading liabilities .......cccoveeeenirccceee
Financial liabilities at fair value ........ccccoeueunee
DENVALIVES ..o

The bank

At 31 December 2009
Assets

Trading @SSELS .....covcveeeerirerinieeereree e
Financial assets designated at fair value
DENVALIVES ...t
Financial investments: available-for-sale

Liabilities

Trading liabilities .....cccovveeeeerrseeeeeeene
Financial liabilities at fair value ...........ccccu....
DENVALIVES ..ot

At 31 December 2008
Assets

Trading @SSELS .....ccccovverireerererirerese e
Financial assets designated at fair value ..........
DENVALIVES ...t
Financial investments: available-for-sale

Liabilities

Trading liabilities ...
Financial liabilities at fair value .........c.ccccoeeune.
DENVALIVES ...c.eveeieriirieeeeses et

Notes on the Financial Statements (continued)

Level 1
Quoted market
price

£m

107,883
10,870
795
33,163

60,735
6,694
714

100,829
7,530
4,866

38,201

58,226
4,174
6,093

Level 1
Quoted market
price

£m

57,888
2,820
246
9,463

32,093
3,298
173

50,175
424
270

21,416

38,274
1,658
564
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Valuation techniques:

Level 2 Level 3
using observable with significant non-
inputs  observableinputs

£m £m
55,615 1,510
5,565 -
116,121 1,600
50,258 3,274
55,362 2,784
11,470 -
114,963 3,012
69,001 2,196
6,365 -
236,090 2,128
60,942 4,368
63,815 2,409
11,010 -
233,961 977

Valuation techniques:

Level 2 Level 3
using observable with significant non-
inputs  observableinputs

£m £m
63,383 2,686
3,772 -
99,030 1,524
15,248 2,678
61,944 2,784
7,377 -
97,767 3,221
77,834 2,196
4,168 -
194,901 1,957
23,040 2,152
57,706 2,409
7,771 -
195,836 847

Total
£m

165,008
16,435
118,516
86,695

118,881
18,164
118,689

172,026

13,895
243,084
103,511

124,450
15,184
241,031

Total
£m

123,957
6,592
100,800
27,389

96,821
10,675
101,161

130,205
4,592
197,128
46,608

98,389
9,429
197,247
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Financial instruments measured at fair value using a valuation technique with significant

unobservable inputs — Level 3

The group

At 31 December 2009

Private equity investments............c.c......
Asset-backed securities........coevenenne
Leverage finance..........ccceevvvvevereeeenennne

Structured notes

Derivatives with monolines...................
Other derivatiVes........ccovveeeeererereennns

Other portfolio

At 31 December 2008

Private equity investments............c........
Asset-backed securities.........ccceveenenennee
Leverage finance..........ccceevvvreveeeeeenennne

Structured notes.................
Derivatives with monolines...
Other derivatives................

Other portfolio

The bank

At 31 December 2009

Private equity investments,
Asset-backed securities......

Leverage finance..........ccccoevevvrececncnene.
Structured NOLES.......cveveeereeieeeereeieeees

Derivatives with monolines...

Other derivatives.........ccoovevecereeseceriennns

Other portfolio

At 31 December 2008
Private equity investments............c........

Asset-backed securities.

Leverage finance..........ccccovvevverecvcncnene
Structured NOLES.......cveveeereeieeeereeieeees

Derivatives with monolines...
Other derivatives..

Other portfolio

Assets Liabilities

Designated Designated

at fair value at fair value

through through

Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
1,115 - - - - - -
2,092 128 - - - - -
- 42 - - - - 15
- - - - 2,097 - -
— - —- 164 - — —
- - - 1,436 - - 2,997
67 1,340 - - 687 - -
3,274 1,510 — 1,600 2,784 — 3,012
1,138 - - - - - -
3,018 402 - - - - -
- 234 - - - - 23
- - - - 2,409 - -
- - - 756 - - -
- - - 1,372 - - 954
212 1,560 - - - - -
4,368 2,196 — 2,128 2,409 - 977

Assets Liabilities

Designated Designated

at fair value at fair value

through through

Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
708 - - - - - -
1,903 1,304 - - - - -
- 42 - - - - 15
- - - - 2,097 - -
- - - 164 - - -
- - - 1,360 - - 3,206
67 1,340 - - 687 - -
2,678 2,686 — 1,524 2,784 - 3,221
798 - - - - - -
1,305 402 - - - - -
- 234 - - - - 23
- - - - 2,409 - -
- - - 756 - - -
- - - 1,201 - - 824
49 1,560 - - - - -
2,152 2,196 — 1,957 2,409 — 847
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Reconciliation of fair value measurements in Level 3 of the fair value hierarchy:

The group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 1 January 2009........ccocoevermemreernenenns 4,368 2,196 - 2,128 2,409 - 977
Total gains or losses recognised in profit
(80) (36) - (903) (103) - (279
34 — — — — — —
349 158 - - 4 - -
- - - - 365 - -
(82 (378) - - - - -
(84) (129) - 46 (405) - (61)
TranSfer OUL........oeeevrereveeeeereresereeeennens (1,803) (512) - (406) (29) - a78)
685 369 - 827 617 - 2,563
(113 (158) - (92) (74) - (10
At 31 December 2009...........ccccevererrrnnne 3,274 1,510 — 1,600 2,784 — 3,012
Total gains or losses recognised in profit
or loss relating to those assets and
ligbilities held at the end of the
reporting Period.........ceenvenececeenen (81) (412) - (911) (102) - 15
The bank
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available Held for profit or Held for profit or
for sale Trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 1 January 2009........cooeerrerreemreerneniens 2,152 2,196 - 1,957 2,409 - 847
Total gains or losses recognised in profit (34) (36) - (893) (203) - (312)
OF 1OSS .o
Total gains or losses recognised in other (93) - - - - - -
comprehensive inCOMe..........oceeenne
43 158 - - 4 - -
- - - - 365 - -
(55) (378) - - - - -
(10) (129) - 44 (405) - (62)
(948) (512) - (350) (29) - (178)
1,696 1,548 - 910 617 - 2,667
Exchange differences..........cccoooevvneneee (73) (161) - (76) (74) - 2
Other (reclassification) .........cccoeevenene. - - - (68) - - 261
At 31 December 2009...........ccccevererrnnene 2,678 2,686 - 1,524 2,784 — 3,221
Total gains or losses recognised in profit
or loss relating to those assets and
ligbilities held at the end of the
reporting Period.........ceervrnececeenen (31) (42) - (786) (102) - 15

During 2009, there were no significant transfer between Level 1 and 2.

For assets and liabilities classified as held for trading, realised and unrealised gains and |osses are presented in the
income statement under ‘ Trading income excluding net interest income' . Fair value changes on long-term debt
designated at fair value and related derivatives are presented in the income statement under ‘ Changes in fair value of
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long-term debt issued and related derivatives . The income statement line item * Net income/(expense) from other
financial instruments designated at fair value' captures fair value movements on al other financial instruments
designated at fair value and related derivatives.

Realised gains and losses from available-for-sale securities are presented under * Gains less losses of financial
investments' in the income statement while unrealised gains and losses are presented in ‘ Fair val ue gains/(losses)
taken to equity’ within * Available-for-sale investments’ in other comprehensive income.

Effects of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial instruments are, in certain circumstances, measured using valuation
techniques that incorporate assumptions that are not evidenced by prices from observable current market transactions
in the same instrument and are not based on observable market data. The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions:

The group
Reflected in profit/(loss) Reflected in eguity
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m
At 31 December 2009
Derivatives/trading assets/trading liabilities' ... 292 (153) - -
Financial assets and liabilities designated at fair
VAIUB.....ciiiii et
Financial investments: available-for-sale ......... - - 543 (543)
At 31 December 2008
Derivatives/trading assets/trading liabilities' ... 182 (250) - -
Financial assets and liabilities designated at fair
VAIUB.....ciiiii et
Financial investments: available-for-sale ......... - - 519 (519)
The bank
Reflected in profit/(loss) Reflected in equity
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m
At 31 December 2009
Derivatives/trading assets/trading liabilities' ... 415 (277) - -
Financial assets and liabilities designated at fair
VAIUB....cevvireec et
Financial investments: available-for-sae ......... - - 465 (465)
At 31 December 2008
Derivatives/trading assets/trading liabilities' ... 155 (239) - -
Financial assets and liabilities designated at fair
VAIUB....cevvireec et
Financial investments: available-for-sae ......... - - 344 (344)

1 Derivatives, trading assets and trading liabilities are presented as one category to reflect the manner in which these financial
instruments are risk-managed.

Principal assumptions used in the valuation of financial instruments with significant unobservable inputs

Reflected in profit or loss Reflected in equity
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2009

Private equity investments............ccccceeevverieenene - - 112 (112)
Asset-backed securities..... 15 (16) 418 (418)
Derivatives with monolines.. 56 3 - -
Other derivatives............... 101 (96) - -
Other POrtfolio .......coveueeerirerireeeeeerreeeeeeree 120 (449) 13 (13)
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Reflected in profit or loss Reflected in equity

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2008
Private equity investments............ccccevrvrveeeeennne - - 84 (84)
Asset-backed SeCUNties.......c.cvvevvieicicccieeine 51 (51) 433 (433)
Leverage finance........cooeeeeennerniccicncnnicieeene 2 2 - -
Derivativeswith monolines..........ccccoevvviecnnnne 42 (180) - -
Other deriVatiVes.........cccovvereeieeenenreeeeerenenes 53 16 - -
Other Portfolio ........ceeeeirerririeeerreeeereree 34 (33) 2 2

Fair values of financial instrumentsnot carried at fair value

Fair values at the balance sheets date of the assets and liabilities set out below are estimated for the purpose of
disclosure at follows:

(i) Loansand advances to banks and customers

Thefair value of loans and advances is based on observable market transactions, where available. In the absence
of observable market transactions, fair value is estimated using discounted cash flow models. Performing loans
are grouped, as far as possible, into homogeneous pools segregated by maturity and coupon rates. In general,
contractual cash flows are discounted using the group’ s estimate of the discount rate that a market participant
would use in valuing instruments with similar maturity, repricing and credit risk characteristics.

The fair value of aloan portfolio reflects both loan impairments at the balance sheet date and estimates of market
participants expectations of credit |osses over the life of the loans. For impaired loans, fair value is estimated by
discounting the future cash flows over the time period in which they are expected to be recovered.

(if) Financial investments

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

(iii) Deposits by banks and customer accounts

For the purposes of estimating fair value, deposits by banks and customer accounts are grouped by residua
maturity. Fair values are estimated using discounted cash flows, applying current rates offered for deposits of
similar remaining maturities. The fair value of a deposit repayable on demand is assumed to be the amount
payable on demand at the balance sheet date.

(iv) Debt securities in issue and subordinated liabilities

Fair values are determined using quoted market prices at the balance sheet date where available, or by reference
to quoted market prices for similar instruments.

Thefair valuesin this note are stated at a specific date and may be significantly different from the amounts which
will actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to
realise immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values
do not represent the value of these financial instruments to the group as a going concern.

For all classes of financial instruments, fair value represents the product of the value of a single instrument,
multiplied by the number of instruments held. No block discount or premium adjustments are made. The fair values
of intangible assets related to the businesses which originate and hold the financia instruments subject to fair value
measurement, such as values placed on portfolios of core deposits, credit card and customer relationships, are not
included above because they are not classified as financial instruments. Accordingly, an aggregation of fair value
measurements does not approximate the val ue of the organisation as a going concern.

The following table lists financia instruments whose carrying amount is a reasonable approximation of fair value
because, for example, they are short-term in nature or reprice to current market rates frequently:
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Assets Liabilities

Cash and balances at central banks Items in the course of transmission to other banks

Items in the course of collection from other banks Endorsements and acceptances

Endorsements and acceptances Investment contracts with discretionary participation features

Short-term receivables within ‘ Other assets’
Accrued income Accruas

Short-term payables within ‘ Other liabilities

Fair values of financial instruments which are not carried at fair value on the balance sheet

The group
At 31 December 2009 At 31 December 2008
Carrying Fair Carrying Fair
amount value amount value
£m £m £m £m
Assets
Loans and advancesto banks ...........ccccceeeennene 46,994 46,970 50,719 50,703
Loans and advances to CUStOMErS ..........ccccenen. 274,659 269,542 298,304 292,059
Financial investments: debt securities .............. 4,851 5,235 25 25
Liabilities
Deposits by banks .........ccocvrvnnniecnninnnne 57,729 57,730 61,431 61,454
Customer accounts ... 332,896 333,039 369,880 369,857
Debt securitieSiniSsue .......ccceeeeeeveereeeieerenenne 39,340 38,702 52,308 51,461
Subordinated liabilities .........ccocoeeevireriricrcenne 6,799 6,381 7,259 6,589
The bank
At 31 December 2009 At 31 December 2008
Carrying Fair Carrying Fair
amount value amount value
£m £m £m £m
Assets
Loans and advancesto banks ............ccccccueueue. 20,729 20,729 18,295 18,297
Loans and advances to CUStOMErS ..........cceue. 208,669 203,855 217,309 211,958
Liabilities
Deposits by banks .........ccocoeevnniniiiecese 39,346 39,346 54,986 54,981
CUSLOMEY aCCOUNES .....veveeeeeeeeeeieieiesie e 223,652 224,363 240,397 240,393
Debt Securitiesinissue ........cccoeveeveeeeereceerenns 14,636 14,638 8,670 8,624
Subordinated liabilities .........cceeereviieeiecrenenene 6,955 6,516 7,310 6,623
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32 Maturity analysis of assets and liabilities

Thefollowing isan analysis, by remaining contractual maturities at the balance sheet date, of undiscounted cash
flows payable under financial liabilities.

The group
Due Due
between between
Duewithin 3and 12 land5 Due after
On demand 3 months months years Syears Total
£m £m £m £m £m £m
At 31 December 2009
Deposits by banks ..........cooveveeiennrnnenes 14,476 48,265 8,989 2,203 705 74,638
Customer accounts . 227,086 105,528 17,347 2,631 1,000 353,592
Trading liabilities........cccoerrrnnnenicceeieae 118,881 - - - - 118,881
Financial liabilities designated
at fair Value ...c.oooeevececceeee e 4,107 161 367 8,315 10,815 23,765
Derivatives..........cceu.n. 119,345 22 347 287 10 120,011
Debt securitiesinissue .. - 22,290 8,817 8,962 228 40,297
Subordinated liabilities .......ccccoeveriririenenen. 27 47 79 1,724 7,610 9,487
Other financial liabilities ............cccoceeenene 1,646 5,942 1,452 571 499 10,110
485,568 182,255 37,398 24,693 20,867 750,781
Loan commitments........ccceevevverreeerenreresnnens 33,463 33,043 15,080 22,347 12,150 116,083
Financial guarantee contracts - 6,943 5,418 3,487 2,144 17,992
519,031 222,241 57,896 50,527 35,161 884,856
At 31 December 2008
Deposits by banks .........ccooveeeeeennininnnns 14,375 49,561 3,521 2,510 3,129 73,096
CUSLOMEr ACCOUNLS .....cucevvrercreerieiererereeaas 231,596 129,687 17,117 1,934 1,393 381,727
Trading liabilities......ccccoveevveereeereereeeinn 124,450 - - - - 124,450
Financial liabilities designated
at fair value .....ccooveveeevceeveeccceceeee, 3,627 59 208 4,904 9,478 18,276
Derivatives 239,394 130 1,098 1,661 243 242,526
Debt SecuritieSiniSsUe ........coevveeveveeerenennn. 235 25,880 18,371 9,217 2,858 56,561
Subordinated liabilities .........ccooeeeeeeennne 63 69 182 1,229 9,162 10,705
Other financial liabilities ........c.coccceevevrerennee 1,957 6,205 1,124 646 511 10,443
615,697 211,591 41,621 22,101 26,774 917,784
Loan commitments..........cccceeeereeveeveenenene. 38,036 41,965 27,422 36,067 10,901 154,391
Financial guarantee contracts ...........c........ - 5,310 8,173 3,592 3,218 20,293
653,733 258,866 77,216 61,760 40,893 1,092,468
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The bank
At 31 December 2009
Deposits by banks .........ccccoeevrnniniccninnne 12,746 24,554 1,897 138 49 39,384
CuUStomer aCCOUNLS ......c.ovvevereeerieirieereeeees 185,937 26,788 9,577 1,170 610 224,082
Trading liabilities.........cooeoreeeerncee, 96,821 - - - - 96,821
Financial liabilities designated
at fair Value ..o 83 119 330 4,483 10,236 15,251
Derivatives... . 101,161 21 340 106 3 101,631
Debt securitiesinissue .......cccoevveeveieninnne - 4,667 5,733 4,361 - 14,761
Subordinated liabilities .........coeeeeerrerienne - 46 829 2,227 4,911 8,013
Other financial liabilities .........c.cccceveeverenens 184 3,943 318 124 117 4,686
396,932 60,138 19,024 12,609 15,926 504,629
Loan commitments........ccoeeeeererereerernennes 13,611 30,326 17,867 10,928 10,799 83,531
Financial guarantee contracts — 4,654 4,074 1,992 1,461 12,181
410,543 95,118 40,965 25,529 28,186 600,341
At 31 December 2008
Deposits by banks ........cccovvvevienrerinicnnns 12,589 40,673 1,555 152 152 55,121
CUStOMEr aCCOUNLS .......cvcvreereererereeeeeeevnene 192,570 35,643 8,218 625 786 237,842
Trading liabilities........ccooveeicieenrrenee 98,389 - - - - 98,389
Financial liabilities designated
at fair value . . - 44 187 2,469 8,824 11,524
Derivatives................. 196,549 55 275 339 105 197,323
Debt securitiesin isSsue .......cccoeevevverereeeennne. 47 6,264 2,243 394 - 8,948
Subordinated liabilities ............cccceevveennneeee. - 60 71 2,688 6,245 9,064
Other financial liabilities .........cccceveeveenene 28 4,608 20 15 1 4,672
500,172 87,347 12,569 6,682 16,113 622,883
Loan commitments.........ccoeeerererereeeeenenenes 13,660 38,337 17,531 25,488 8,471 103,487
Financial guarantee contracts ............cccc..... — 3,808 3,896 1,844 1,484 11,032
513,832 129,492 33,996 34,014 26,068 737,402

Trading liabilities and trading derivatives have been included in the * On demand’ time bucket, and not by contractual
maturity, because trading liabilities are typically held for short periods of time. The undiscounted cash flows on
hedging derivative liabilities are classified according to their contractual maturity. The undiscounted cash flows
potentially payable under financial guarantee contracts are classified on the basis of the earliest date they can be
drawn down.

The following is an analysis by remaining contractual maturities at the balance sheet date, of assets and liability line
items that combine amounts expected to be recovered or settled within one year and after more than one year.

Trading assets and liabilities are excluded because they are not held for collection or settlement over the period of
contractual maturity.
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The group
At 31 December 2009
Duewithin Due after morethan
oneyear oneyear Total
£m £m £m
Assets
Financial assets designated at fair value ..........c.ccceevevnnnne 774 15,661 16,435
Loans and advancesto banks ..........cccceeveeerieeeeceeinenns 45,278 1,716 46,994
L oans and advances to customers 139,453 135,206 274,659
Financial investments .... 15,428 71,267 86,695
Other financial assets ........cccoeeveeveeiieeeeee e 7,565 2,068 9,633
208,498 225,918 434,416
Liabilities
Deposits by banks .......cceeivrnncieeeee e 56,456 1,273 57,729
CUSLOMET BCCOUNES ..ot see et st 329,146 3,750 332,896
Financial liabilities designated at fair value .................... 642 17,522 18,164
Debt securitiesinissue ........coceceevvvevreenennee 31,286 8,054 39,340
Other financial liabilities .. 5,565 1511 7,076
Subordinated [iabilities ........cccoveeeiieriieecce e 5 6,794 6,799
423,100 38,904 462,004
At 31 December 2008
Duewithin Due after more than
oneyear one year Total
£m £m £m
Assets
Financial assets designated at fair value ... 1,634 12,261 13,895
Loans and advances to banks ............. 48,242 2,477 50,719
Loans and advances to CUStOMENS ........cccceeveveeeereevereinenns 160,300 138,004 298,304
Financial iNVEStMENLS ..........ccoeeveerieiiereeeeeeee e 37,199 66,312 103,511
Other financCial aSSELS ......coceevveieverireeeee e 7,954 1,757 9,711
255,329 220,811 476,140
Liabilities
Deposits by Danks .........ccceevnnieicceeecee 59,517 1,914 61,431
CUSLOMEY @CCOUNLES ...t seeeeees 366,547 3,333 369,880
Financial liabilities designated at fair value .................... 376 14,808 15,184
Debt securitiesinissue ........ccccovevevvereennnns 41,115 11,193 52,308
Other financial liabilities .. 6,705 1,545 8,250
Subordinated 1iabilities .........cccceveveveeveciccecececeee 71 7,188 7,259
474,331 39,981 514,312
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HSBC BANK PLC

The bank

Assets

Financial assets designated at fair value ........cccocvevevenene
Loans and advancesto banks ..........cccccevreeinrenneneennns
L oans and advances to customers
Financial investments ...
Other financial aSSEtS ........ccovevieveveeiceieeceeeeee e

Liabilities

Deposits by banks ...
CUSLOMEr BCCOUNES ..o ie et es
Financial liabilities designated at fair value ....................
Debt securitiesinissue ........ccceeeeeeveenee.
Other financial liabilities ..
Subordinated liabilities ........ccoeieriereiereeeeeeresee

Assets

Financial assets designated at fair value ...........cccoeeueeeee
Loans and advancesto banks ..........cccoevreeieiinnnnennns
L oans and advances to customers
Financial iNVEStMENLS .........cccecvvueereesenesereeeeeesesenens
Other financial aSSEtS ........ccoceeveveeieeieeceeeee e

Liabilities

Deposits by banks ........ccccoveeeiirreeeerrese s
CUStOMEr aCCOUNLS ......evrvieeieeieieesieenene
Financial liabilities designated at fair value ..
Debt securitiesin iSsue ........ccceeeveevreeennnns
Other financial liabilities ........cccceevevveeveciccececece
Subordinated liabilities ..........ccccevveevrceirerrceeeeces

At 31 December 2009

Duewithin Due after morethan
oneyear oneyear Total
£m £m £m
153 6,439 6,592
19,178 1,551 20,729
105,397 103,272 208,669
4,833 22,556 27,389
3,914 1,588 5,502
133,475 135,406 268,881
38,455 891 39,346
218,493 5,159 223,652
267 10,408 10,675
10,316 4,320 14,636
2,800 582 3,382
799 6,156 6,955
271,130 27,516 298,646

At 31 December 2008

Due within Due after more than
one year one year Total
£m £m £m
78 4,514 4,592
15,810 2,485 18,295
111,970 105,339 217,309
27,894 18,714 46,608
3,254 1,531 4,785
159,006 132,583 291,589
54,215 771 54,986
234,572 5,825 240,397
241 9,188 9,429
8,345 325 8,670
3,292 524 3,816
- 7,310 7,310
300,665 23,943 324,608

Further discussion of the group’s liquidity and funding management can be found in Note 37 ‘ Risk management’.

Foreign exchange exposures

Structural foreign exchange exposures

The group’s structural foreign currency exposure is represented by the net asset value of its foreign currency equity

and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates.

The group’s management of structural foreign currency exposuresis discussed in Note 37.
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Net structural currency exposures

Currency of structural exposure

2009 2008

£m £m

EEUTO ettt ettt e b e bt ae e ne et neenenn e 12,743 11,040
1,916 (1,384)

1,792 1,499

1,073 1,032

182 184

155 154

TOMAl vttt b bttt r et ae et e et e e eae e renern 17,861 12,525

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

35

Financial assets pledged to secure liabilities are as follows:

Group assets pledged at 31 December Bank assets pledged at 31 December
2009 2008 2009 2008
£m £m £m £m
Loans and advancesto banks..........c.cccvceevreenne 3,381 2,521 3,168 2,359
Loans and advances to CUStOMENS ..........cccveuenene 31,901 18,623 22,688 5,826
Debt SECUMLIES ...vvveveieeie e 108,383 106,633 54,635 51,003
Equity shares. 4,173 2,801 4,087 2,747
147,838 130,578 84,578 61,935

These transactions are conducted under terms that are usua and customary to standard securities lending and
repurchase agreements.

Collateral accepted as security for assets

Thefair value of financial assets accepted as collateral that the group is permitted to sell or repledge in the absence of
default is £175,084 million (2008: £137,354 million) (the bank: 2009 £95,662 million; 2008 £77,713 million). The
fair value of financial assets accepted as collateral that have been sold or repledged is £100,631 million (2008:
£72,569 million) (the bank: 2009 £31,189 million; 2008 £34,053 million). The group is obliged to return these assets.

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

Called up share capital and other equity instruments

Authorised

The concept of authorised share capital was abolished under the UK Companies Act 2006 with effect from 1 October
2009 and amendments to the Company’s Articles of Association were approved by shareholders at a General Meeting
on 1 October 2009.

At 31 December 2008, the authorised ordinary share capital of HSBC Bank plc was £1,000 million, divided into
999,999,999 ordinary shares of £1 each and 1 preferred ordinary share of £1.

At 31 December 2008, the authorised preference share capital of HSBC Bank plc was £150 million and US$ 2.44
million, divided into 150,000,000 sterling preference shares of £1 each, 200,000,000 non-cumulative US dollar
preference shares of US$ 0.01 each, 4,000,000 non-cumulative second US dollar preference shares of US$ 0.01 each
and 40,000,000 non-cumulative third US dollar preference shares of US$ 0.01 each.
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Issued

HSBC Bank plc ordinary shares

Number £m
AT L JaNUANY 200 ......ouivrieieieeireintiieeeseees ettt 796,969,104 797
ShArESISSUE ...ttt 3 -
At 31 DECEMDBDEr 2009.......c.cceeerererieieieereeieieieese et s et e s se bbb neenan 796,969,107 797
AT L JaNUAIY 2008 ......oocvmieieieenrientinieeeseee ettt 796,969,102 797
ShArESISSUE .......cueiriire bbb 2 -
At 31 DECEMDEr 2008........c.cueererereeueiiireresiereseresestesesesesessssssesesesesssssseseessssssesasensssssenas 796,969,104 797
HSBC Bank plc non-cumulativethird dollar preference shares

Number £000
At 1 January and 31 December 2009 ........cccovrrrinineninisieeneseseses e 35,000,000 172
At 1 January and 31 December 2008 .......ccccvoveeeeerrerinesieeeesseseseeeee s seeseseesenes 35,000,000 172

The bank has no obligation to redeem the preference shares but may redeem them in part or in whole at any time,
with the prior non-objection of the FSA. Dividends on the preference sharesin issue are paid annually at the sole and
absolute discretion of the Board of Directors. The Board of Directors will not declare adividend on the preference
sharesin issueif payment of the dividend would cause the bank not to meet the capital adegquacy requirements of the
FSA or the profit of the bank available for distribution as dividends is not sufficient to enable the bank to pay in full
both dividends on the preference shares in issue and dividends on any other shares that are scheduled to be paid on
the same date and have an equal right to dividends or if payment of the dividend is prohibited by the rights attached
to any class of sharesin the capital of the bank, excluding ordinary shares. The preference sharesin issue carry no
rights to conversion into ordinary shares of the bank. Holders of the preference sharesin issue will be able to attend
any general meetings of shareholders of the bank and to vote on any resolution proposed to vary or abrogate any of
the rights attaching to the preference shares or any resolution proposed to reduce the paid up capital of the preference
shares. If the dividend payable on the preference shares in issue has not been paid in full for the most recent dividend
period or any resolution is proposed for the winding-up of the bank or the sale of its entire business then, in such
circumstances, holders of preference shares will be entitled to vote on all matters put to general meetings. In the case
of unpaid dividends the holders of preference sharesinissue will be entitled to attend and vote at any genera
meetings until such time as dividends on the preference shares have been paid in full, or a sum set aside for such
payment in full, in respect of one dividend period.

All sharesinissue are fully paid.

HSBC Bank plc perpetual subordinated debt

£m
AL L JBNUANY 2000 ..ottt ettt sttt bbb A b e et e et b et e et ta et b n e 1,750
ISSUE AUFING TE YEAK ...ttt bbbttt et b et e et b s -
At 31 DECEMDEN 2009 ..ot 1,750
AL L JBNUANY 2008 .......ovuimieeiueieietieee it ser ettt b bttt bbb a st et s e h bbb e s ettt bbbttt a et b n e 1,000
ISSUE AUFING ThE YEAN ... ..ttt bbb bbbt s bt se et b e 750
At 3L DECEMDET 2008 .......oeuvevreeieseieeseeerreseeeeeeesseseeses e e es s ts e es et ees s ses et et b st e b e e aeb e s st ee bbb ne e et b s 1,750

Interest on HSBC Bank plc perpetual subordinated debt is paid quarterly at the sole and absolute discretion of the
Board of Directors. The perpetual subordinated debt may only be redeemed at the option of the bank and carries no
rights to conversion into ordinary shares of the bank.
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36 Notes on the cash flow statement

Non-cash items included in profit before tax

Thegroup Thebank
2009 2008 2009 2008
£m £m £m £m
Depreciation, amortisation and impairment...... 632 575 336 312
Share-based payment expense .........c.ccceceeeunee. 191 225 107 129
Profit on repayment of capital in subsidiary ..... - - - (280)
Gain on financing 8 Canada Square.................. - (244) - (244)
L oan impairment losses gross of recoveries .... 3,364 1,861 2,784 1,328
Provisions raised 40 103 33 16
Impairment of financial investments ... 164 282 65 50
(Gain on)/charge for defined benefit plans ...... (79) 135 (208) 148
Accretion of discounts and amortisation of
PrEMIUMS ..ottt (88) (204) (91) (11)
4,224 2,733 3,126 1,448
Change in operating assets
The group The bank
2009 2008 2009 2008
£m £m £m £m
Change in prepayments and accrued income ... 2,162 455 1,336 896
Change in net trading securities and net
ENIVALIVES ..o (6,301) (15,976) (5,852) 15,375
Change in loans and advances to banks 8,339 9,704 14,389 8,510
Change in loans and advances to customers ... 22,527 (64,643) 7,049 (60,016)
Change in financial assets designated at fair
VAU ..ot (2,516) 1,575 (2,000) (2,004)
Change in other assets 1,011 (3,357) (518) (1,773)
25,222 (72,242) 14,404 (39,012)
Change in operating liabilities
The group The bank
2009 2008 2009 2008
£m £m £m £m
Change in accruals and deferred income .......... (1,703) (771) (733) (1,354)
Change in deposits by banks .............. (3,702) 12,645 (15,640) 13,925
Change in customer accounts ...... (36,984) 101,611 (16,831) 55,498
Change in debt securitiesinissue .............o...... (12,938) 1,695 5,966 553
Change in financia liabilities designated at fair
VAU ..t 2,982 (474) 1,246 1,347
Changein other liahilities ........cccccveererecirennne (737) 3,488 (550) 395
(53,082) 118,194 (26,542) 70,364
Cash and cash equivalents
The group The bank
2009 2008 2009 2008
£m £m £m £m
Cash and balances at central banks .................. 14,274 9,470 13,130 6,779
Items in the course of collection from other 1,917 692
DANKS ... 2,082 1,071
Loans and advances to banks of one month or 37,448 8,021
[ESS ottt e 42,076 24,802
Treasury hills, other bills and certificates of 13,822 13,071
deposit lessthan three months.............c.c....... 3,851 2,294
Less: itemsin the course of transmission to (1,802) (772)
other Banks ........cevernienercereeee (1,477) (595)
Total cash and cash equivalentst.................... 60,806 60,855 40,702 27,791

1 Total cash and cash equivalentsinclude the following amounts that are not available for use by the group: £13 million held by foreign
subsidiaries and subject to foreign exchange control restrictions (2008: nil); and £1,451 million subject to other restrictions (2008:
£2,175 million).

Total interest paid by the group during the year was £7,626 million (2008: £17,126 million). Total interest received
by the group during the year was £18,153 million (2008: £17,815 million). Total dividends received by the group
during the year was £567 million (2008: £837 million).
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37 Risk management

All the group’s activitiesinvolve, to varying degrees, the analysis, evaluation, acceptance and management of risks or
combinations of risks. The most important risk categories that the group is exposed to are: credit risk (including
cross-border country risk), market risk, liquidity risk and insurance risk. Market risk includes foreign exchange,
interest rate and equity price risks.

The management of these various risk categoriesis discussed below. Insurance risk is managed by the group’s
insurance businesses together with their own credit, liquidity and market risk functions, distinct from those covering
the rest of the group due to the different nature of their activities. They remain under risk oversight at group level.

Credit risk

Credit risk istherisk of financial lossif acustomer or counterparty fails to meet an obligation under a contract. It
arises principally from direct lending, trade finance and leasing business, but also from off-balance sheet products
such as guarantees and credit derivatives, and from the group’ s holdings of debt securities. Amongst the risksin
which the group engages, credit risk generates the largest regulatory capital requirements.

Credit risk management

HSBC Holdings plc is responsible for the formulation of high-level credit risk policies and provides high-level
centralised oversight and management of credit risk for HSBC worldwide. In addition its responsibilities include:

e Controlling exposures to sovereign entities, banks and other financial institutions. HSBC' s credit and settlement
risk limits to counterparties in these sectors are approved and managed by Group Credit Risk, to optimise the use
of credit availability and avoid excessive risk concentration.

e Monitoring intra-Group exposures to ensure they are maintained within regulatory limits. Plans are in place to
adopt the FSA’ s new ‘ Integrated Groups' regime in accordance with the agreed transition timetable.

e Controlling cross-border exposures, through the imposition of country limits with sub-limits by maturity and
type of business. Country limits are determined by taking into account economic and political factors, and
applying local business knowledge. Transactions with countries deemed to be higher risk are considered case by
case.

Within the Bank, the Credit Risk function is headed by the European Chief Risk Officer and reports to the Chief
Executive Officer, with afunctional reporting line to the HSBC Group Chief Risk Officer. Its responsibilities
include:

e Formulating and recording detailed credit policies and procedures, consistent with HSBC policy.

e |ssuing policy guidelines to subsidiaries and offices on appetite for credit risk exposure to specified market
sectors, activities and banking products.

e Undertaking independent review and objective assessment of risk. Credit Risk approves all commercia non-
bank credit facilities and exposures — including those embedded in derivatives — that are originated or renewed
by subsidiaries and offices over designated limits.

e Monitoring the performance and management of retail portfolios.

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

e Maintaining and developing the governance and operation of HSBC' s risk rating framework and systems, to
classify exposures.

e Stresstesting oversight, economic capital measurement and the refinement and reporting of key risk indicators.

e Reporting to senior executives on aspects of the Bank’s credit risk portfolio. These executives, aswell as the
European Risk Management Committee, Audit Committee and the Board of Directors of the bank receive a
variety of regular and ad hoc reports covering:

— risk concentrations;

— retail portfolio performance;
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— gpecific higher-risk portfolio segments, for example, real estate, banks, and automotive sector;

— arisk map of the status of key risk areas, with associated preventive and mitigating actions;

— individual large impaired accounts, and impairment allowances/charges for all customer segments;
— country limits, cross-border exposures and related impairment allowances,

— performance of the Bank’s credit rating systems employing Basel 2 metrics, and

—  stresstesting results and recommendations.

e Where appropriate, establishing specialist units to provide intensive management and control to support
customersin financial difficulty and maximise recoveries of doubtful debts.

e Managing and directing credit risk management systems initiatives.

e Providing advice and guidance to offices and subsidiaries to promote best practice on credit-related matters such
as.

regulatory developments;
— risk modelling;
— collective impairment alowances;
— new products, and
— credit risk reporting.
e Acting on behalf of the group as the primary interface, for credit-related issues, with external parties including
the Bank of England, the FSA, rating agencies, corporate analysts, trade associations etc.
Credit quality

The group’s credit risk rating systems and processes differentiate exposures in order to highlight those with greater
risk factors and higher potential severity of loss. In the case of individually significant accounts, risk ratings are
reviewed regularly and any amendments are implemented promptly. Within the group’ s retail business, risk is
assessed and managed using a wide range of risk and pricing models to generate portfolio data.

A credit review and risk identification team has been established reporting directly to the European CRO, and it
reviews the robustness and effectiveness of key risk measurement, monitoring and control activities.

Impairment Assessment

When impairment losses occur, the group reduces the carrying amount of loans and advances through the use of an
alowance account. When impairment of available-for-sale financial assets and held-to-maturity financial investments
occurs, the carrying amount of the asset is reduced directly. For further details on the accounting policy for
impairment of available-for-sale debt and equity securities, see accounting policies on pages 49 and 50.

Impairment allowances may be assessed and created either for individualy significant accounts or, on a collective
basis, for groups of individually significant accounts for which no evidence of impairment has been individually
identified or for high-volume groups of homogeneous |oans that are not considered individually significant. It isthe
group’s policy that each operating company creates allowances for impaired loans promptly and consistently.

Management regularly evaluates the adequacy of the established allowances for impaired loans by conducting a
detailed review of the loan portfolio, comparing performance and delinquency statistics with historical trends and
assessing the impact of current economic condition.
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Maximum exposur e to credit risk

The following table presents the maximum exposure to credit risk from balance sheet and off-balance sheet financial
instruments, before taking account of any collateral held or other credit enhancements (unless such credit
enhancements meet offsetting requirements). For financia assets recognised on the balance sheet, the exposure to
credit risk equals their carrying amount; for financial guarantees granted, it is the maximum amount that the group
would have to pay if the guarantees were called upon. For loan commitments and other credit-related commitments
that are irrevocable over the life of the respective facilities, the maximum exposure to credit risk is the full amount of
the committed facilities.

The group
At 31 December 2009 At 31 December 2008
Maximum Offset Exposure Maximum Offset Exposure
exposure to credit exposure to credit
risk (net) risk (net)
£m £m £m £m £m £m
Cash and balances at central banks........ 14,274 - 14,274 9,470 - 9,470
Items in the course of collection from
Other DANKS ....vvverveerieeieeesiesseessean: 2,082 - 2,082 1,917 - 1,917
Trading @SSetsS .....cceveveeevverinereeeeeeeenn, 145,604 (3,800) 141,804 158,900 (6,945) 151,955
— treasury and other digiblehills......... 789 - 789 21 - 21
— debt securities ........ccceoevrnenene . 75,566 - 75,566 77,241 - 77,241
— loans and advances to banks 30,857 - 30,857 37,898 - 37,898
— loans and advances to customers ..... 38,392 (3,800) 34,592 43,740 (6,945) 36,795
Financial assets designated at fair value 9,480 - 9,480 8,073 - 8,073
— treasury and other eligiblebills......... 35 - 35 43 - 43
— debt securities .......ccccoeevene 8,706 - 8,706 7,380 - 7,380
— loans and advances to banks 214 - 214 153 - 153
— loans and advances to customers....... 525 - 525 497 - 497
DENVALiVES ..o 118,516 (81,508) 37,008 243,084 (173,522) 69,562
Loans and advances held at amortised
[0 SRR 321,653 (52,530) 269,123 349,023 (54,890) 294,133
— loans and advancesto banks............. 46,994 (67) 46,927 50,719 (82) 50,637
— loans and advances to customers....... 274,659 (52,463) 222,196 298,304 (54,808) 243,496
Financial investments........c.cccevueveeenen. 84,379 - 84,379 100,843 - 100,843
— treasury and other similar hills.......... 2,349 - 2,349 10,562 - 10,562
— debt Securities.......cooeeecernenenes 82,030 - 82,030 90,281 - 90,281
Other @SSELS......covveveieeeieierireeeeeee e, 9,449 - 9,449 12,616 - 12,616
— endorsements and acceptances ......... 352 - 352 370 - 370
— accrued income and other ................. 9,097 — 9,097 12,246 — 12,246
Financial guarantees .........cccovvveviceneee. 17,992 - 17,992 20,293 - 20,293
Loan commitments and other credit-
related commitments ........cccoveeeveeeeenenen, 116,083 - 116,083 154,391 - 154,391
839,512 (137,838) 701,674 1,058,610 (235,357) 823,253
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The bank
At 31 December 2009 At 31 December 2008

Maximum Offset  Exposureto Maximum Offset  Exposureto
exposure credit risk exposure credit risk
(net) (net)
£m £m £m £m £m £m
Cash and balances at central banks ............... 13,130 - 13,130 6,779 - 6,779

Items in the course of collection from other
DANKS ... 1,071 - 1,071 692 - 692
Trading @SSELS ....c.ovvveeeeeeieieieeirisesee e 105,164 (3,800) 101,364 119,155 (6,945) 112,210
— treasury and other digiblehills.................] 741 - 741 7 - 7
— debt SECUNTIES ... 35,314 - 35,314 32,132 - 32,132
— loans and advances to banks ................... 34,111 - 34,111 45,299 - 45,299
— loans and advances to customers ............. 34,998 (3,800) 31,198 41,717 (6,945) 34,772
Financial assets designated at fair value ....... 6,592 - 6,592 4,592 — 4,592
— debt SECUMLIES ..o 6,515 - 6,515 4514 - 4,514
— loans and advancesto banks..................... 77 — 77 78 — 78
DENVAIVES ..o 100,800 (52,553) 48,247 197,128 (120,488) 76,640
Loans and advances held at amortised cost... 229,398 (38,748) 190,650 235,604 (47,501) 188,103
— loans and advancesto banks.....................] 20,729 - 20,729 18,295 - 18,295
— loans and advances to customers..............]| 208,669 (38,748) 169,921 217,309 (47,501) 169,808
Financial investments..........cccoceevevvervreeeinnenns 26,452 - 26,452 45,519 — 45,519
— treasury and other similar hills. 799 - 799 9,818 - 9,818
— debt SECUNTIES ... 25,653 - 25,653 35,701 - 35,701
Other @SSELS......ceveeeieieirieiriree e 4,696 - 4,696 5,700 — 5,700
— endorsements and acceptances ................. 191 - 191 224 - 224
— accrued income and other ... 4,505 — 4,505 5,476 — 5,476
Financial guarantees ...........coceeeenereririnenencns 12,181 - 12,181 11,032 - 11,032

Loan commitments and other credit-related
COMMITMENES ..vveveeeeieeee e 83,531 - 83,5631 103,487 — 103,487
583,015 (95,101) 487,914 729,688 (174,934) 554,754
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Collateral and other credit enhancements

Collateral held against financial instruments presented above in the maximum exposure to credit risk tableis
described in more detail below.

Itemsin the cour se of collection from other banks

Settlement risk arises in any situation where a payment in cash, securities or equities is made in the expectation of a
corresponding receipt in cash, securities or equities. Daily settlement limits are established for counterparties to cover
the aggregate of group’s transactions with each one on any single day. Settlement risk on many transactions,
particularly those involving securities and equities, is substantially mitigated by settling through assured payment
systems, or on adelivery-versus-payment basis.

Treasury, other eligible billsand debt securities

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

Derivatives

The ISDA Master Agreement is the group’s preferred agreement for documenting derivatives activity. It provides the
contractua framework within which dealing activity across afull range of over-the-counter products is conducted,
and contractually binds both parties to apply close-out netting across all outstanding transactions covered by an
agreement if either party defaults or other pre agreed termination events occur. It is common, and the group’s
preferred practice, for the parties to execute a Credit Support Annex (*CSA’) in conjunction with the ISDA Master
Agreement. Under aCSA, collatera is passed between the parties to mitigate the market-contingent counterparty risk
inherent in the outstanding positions.

L oans and advances

It isthe group’s policy, when lending, to do so within the customer’s capacity to repay, rather than rely primarily on
the value of security offered. Depending on the customer’s standing and the type of product, facilities may be
provided unsecured. Whenever available, collateral can be an important mitigant of credit risk.

The guidelines applied by operating companies in respect of the acceptability of specific classes of collateral or credit
risk mitigation, and the determination of valuation parameters are subject to regular review to ensure that they are
supported by empirical evidence and continue to fulfil their intended purpose. The principal collateral types
employed by the group are as follows:

e inthe personal sector, mortgages over residentia properties;
e inthecommercia and industrial sector, charges over business assets such as premises, stock and debtors;
e inthecommercia real estate sector, charges over the properties being financed; and

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

In addition, credit derivatives, including credit default swaps and structured credit notes, and securitisation structures

are used to manage credit risk in the group’ s loan portfolio.

The group does not disclose the fair value of collateral held as security or other credit enhancements on loans and
advances past due but not impaired, or on individually assessed impaired loans and advances, asit is not practicable
to do so.
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Concentrations of credit risk exposure

Concentrations of credit risk arise when a number of counterparties or exposure have comparable economic

characteristics, or such counterparties are engaged in similar activities, or operate in the same geographical areas or

industry sectors, so that their collective ability to meet contractual obligationsis uniformly affected by changesin

economic, political or other conditions.

The group
2009 2008
% %
L T2 (= I ST g o (o o 47 42
FFBINCE ..o 16 16
GEIMEBNY .ottt et se e e s e st s e et s s e e ss et et e e b et eseneenesae st seenentenenteneane 6 6
Rest of Continental EUFOPE ........coceieeiiueriiriiistcecsieie et 17 20
CONtINENLAl EUIMOPE .....veuiiiieieieeeirie ettt 39 42
UNITEA SEAEES ...ttt bbbttt 6 8
RESt Of thEWOITA ... s 8 8
14 16
100 100

The bank

2009 2008
% %
United KiNGOOM ...ttt 63 58
FPBNCE .ot 4 3
GEIMANY .t 2 2
Rest of CoNtiNENtal EUFOPE .......covvveurueiiririeieeee et 16 20
COoNtiNENLAl BEUIMOPE ......veuiiiieeieeceisisie ettt 22 25
UNITEA SEAEES ...ttt 4 7
RESt Of tEWOITA ... s 11 10
15 17
100 100

The group provides a diverse range of financial services both in the United Kingdom and internationally. As aresult,

its portfolio of financial instruments with credit risk is diversified, with no exposures to individual industries or
economic groupings totalling more than 10 per cent of consolidated total assets, except as follows:

the bank’ s position as one of the principal UK clearing banks means that the majority of the group’s exposure to

credit risk is concentrated in the United Kingdom. Within the United Kingdom, the group’s credit risk is

diversified over awide range of industrial and economic groupings; and

the group’ s position as part of amajor international banking group means, that it has a significant concentration
of exposure to banking counterparties. The majority of credit risk to the banking industry at 31 December 2009

and 31 December 2008 was concentrated in Europe (including the United Kingdom).
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L oans and advances to customers by industry sector

The group

Per sonal
Residential MOrtgages .........ccoovereeveureererennns
Other personal .........cccoeevrnneecicecreisnnenens

Corporate and commer cial
Commercial, industrial and international

Commercid real estate .
Other property-related ..........ccccoovrerevenene.
[CT0V7= 101007 0| S
Other commercial .......ccocoeeveveeeeenreieeeene

Financial
Non-bank financial institutions ..........cccccccvuee..
Settlement accounts ..........cccceeveveevieveeeeeereenene

Asset-backed securities reclassified ................

Total grossloans and advances ...........c.cccceuee.

The bank

Per sonal
Residential mortgages ..........coocevvreniecernennn
Other persona .........cccceeeeevreeeeenneneeeenes

Corporate and commer cial
Commercial, industrial and international

Commercia real estate .......ccccoevevvvereeennnne.
Other property-related ..
GOVEINMENT ..ot
Other commercial .........coooeveveveverierieene

Financial
Non-bank financial institutions ............cccco.......
Settlement acCouNts .........cccceevvevereresereensene

Asset-backed securities reclassified .................

Total grossloans and advances .............ccceenee.

At 31 December 2009

At 31 December 2008

Grossloans by

Gross loans by

Grossloansand  industry sector as Grossloansand  industry sector as
advancesto a% of total advances to a% of total
customers grossloans customers gross loans
£m % £m %
68,028 24.45% 60,240 20.03%
33,588 12.07% 38,412 12.77%
101,616 36.52% 98,652 32.80%
69,211 24.88% 83,163 27.65%
20,987 7.54% 22,563 7.50%
3,840 1.38% 5,301 1.76%
1,357 0.48% 1,275 0.41%
29,858 10.73% 38,915 12.94%
125,253 45.01% 151,217 50.26%
47,008 16.89% 45,891 15.26%
502 0.18% 754 0.25%
47,510 17.07% 46,645 15.51%
3,872 1.40% 4,292 1.43%
278,251 100.00% 300,806 100.00%

At 31 December 2009 At 31 December 2008

Grossloans and

Grossloans by
industry sector as

Gross loans and

Gross loans by
industry sector as

advancesto a% of total advances to a% of total
customers grossloans customers gross loans
£m % £m %
60,642 28.66% 52,230 23.88%
11,097 5.25% 12,396 5.67%
71,739 33.91% 64,626 29.55%
51,242 24.22% 60,957 27.87%
12,981 6.13% 13,660 6.25%
2,852 1.35% 4,057 1.86%

858 0.41% 757 0.35%
21,115 9.98% 28,428 13.00%
89,048 42.09% 107,859 49.33%
46,839 22.15% 41,489 18.97%

47 0.02% 411 0.19%

46,886 22.17% 41,900 19.16%
3,872 1.83% 4,292 1.96%
211,545 100.00% 218,677 100.00%

There are no special collateral requirements relating to industrial concentrations, with the exception of exposuresto
the property sector. The majority of exposures to the property and construction industry and the residential mortgage
market are secured on the underlying property.
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Renegotiated loans

Restructuring activity is designed to manage customer relationships, maximise collection opportunities and, if
possible, avoid foreclosure or repossession. Such activities include extended payment arrangements, lower interest
rates, approved external debt management plans, deferring foreclosure, modification, |oan rewrites and/or deferral of
payments pending a change in circumstances. Restructuring is most commonly applied to consumer finance
portfolios.

Following restructuring, an overdue consumer account is normally reset from delinquent to current status.
Restructuring policies and practices are based on indicators or criteriawhich, in the judgement of local management,
indicate that repayment will probably continue. These policies are required to be kept under continual review and
their application varies according to the nature of the market, the product, and the availability of empirically based
data. Criteriavary between products, but typically include receipt of two or more qualifying payments within a
certain period, a minimum lapse of time from origination before restructuring may occur, and restrictions on the
number and/or frequency of successive restructurings. When empirical evidence indicates an increased propensity to
default on restructured accounts, the use of roll rate methodology ensures this factor is taken into account when
calculating impairment allowances.

Renegotiated loans that would otherwise be past due or impaired

The group
At 31 December
2009 2008
£m £m
Loans and advanCes tO CUSLOMELS .......cccviveiiuerierieereseesie e saee st ae e sa e s sseseenenas 1,545 1,298
The bank
At 31 December
2009 2008
£m £m
Loans and advanCes t0 CUSLOMEN'S .......cccuvveereueerereseruesesesesessssssessessssssesssessssssssesssenses 1,423 1,181

Credit quality of financial instruments

The five credit quality classifications set out and defined below describe the credit quality of the group’s lending,
debt securities portfolio and derivatives. Since 2009, the medium classification has been subdivided into “ medium-
good” and medium-satisfactory” to provide further granularity. These classifications each encompass a range of more
granular, internal credit rating grades assigned to wholesale and retail lending business, as well as the external rating,
attributed by external agencies to debt securities. There is no direct correlation between the internal and external
ratings at granular level, except to the extent each falls within asingle quality classification.

Credit quality of HSBC' s debt securities and other bills

External credit rating
(based on ratings of
Standard & Poor’s)
Quality classification

B 0] o TR OO TO SRR PRSP RRTOTTI A- and above
IMIEOIUM = GOOM ...ttt bbbt s e e A bR se bbb R e A s e b e b et e e b e b e b et e b et b e ne st s st et e be e BBB+ to BBB-
Medium — Satisfactory BB+ to B+ and unrated
Sub —standard ..........c.c..... B and below
[H00] o= T (= o [OOSR Impaired
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Credit quality of HSBC' s wholesale lending and derivatives

Internal credit rating  Probability of default %
Quality classification

SHTONG . bbb bbb CRR1to CRR2 0-0.169
MEAIUM = GOOU......cooiiiiiiiic s CRR3 0.170-0.740
Medium — SatiSFACIONY .......cuveerereierrerrree e CRR4 TO CRR5 0.741-4.914

SUD — SEBNAAI.......co s CRR6 TO CRR8 4.915 -99.999
IMPAITEA........ciiii e CRR9 TO CRR10 100

Credit quality of HSBC' s retail lending

Internal credit rating* Expected loss %
Quality classification
SETONQ vttt sttt ettt b b h e e bR bt h e Rt ettt ne e nne e EL1TOELZ2 0-0.999
MEAIUM = GOOU.......cueiieiiiieiirieeeieee ettt st st et e be e be e sse e ene e seaese s EL3 1.000 —4.999
MEIUM — SALISFACLONY .....vevevreeiieieeeieies et se e senees EL4TOELS 5.000 — 19.999
SUD — SEANAAIT. ...ttt sttt b e a e saene s EL6 TOELS8 20.000 —99.999
TMPBITEA ...ttt EL9TOEL10 100 or more

1 HSBC observes the disclosure convention that, in addition to those classified as EL9 to EL 10, retail accounts classified asEL1 to EL8
that are delinquent by 90 days or more are considered impaired, unless individually they have been assessed as not impaired.

Quality classification definitions

‘Strong’: Exposures demonstrate a strong capacity to meet financial commitments, with negligible or low probability
of default and/or low levels of expected loss. Retail accounts operate within product parameters and only
exceptionally show any period of delinquency.

‘Medium - Good': Exposures require closer monitoring and demonstrate a good capacity to meet financial
commitments, with low default risk. Retail accounts typically show only short periods of delinquency, with any
losses expected to be minimal following the adoption of recovery processes.

‘Medium - Satisfactory’: Exposures require closer monitoring and demonstrate an average to fair capacity to meet
financial commitments, with moderate default risk. Retail accounts typically show only short periods of delinquency,
with any losses expected to be minor following the adoption of recovery processes.

‘Sub-standard’ : Exposures require varying degrees of specia attention and default risk is of greater concern. Retail
portfolio segments show longer delinquency periods of generally up to 90 days past due and/or expected losses are
higher due to areduced ability to mitigate these through security realisation or other recovery processes.

‘Impaired’: Exposures have been assessed, individually or collectively, asimpaired.

Risk rating scales

Compared with previous years, the basis of reporting has been changed to replace the former uniform seven grade
portfolio quality scale, in order both to extend range of financial instruments covered in the presentation of portfolio
quality to reflect the more risk-sensitive rating systems introduced under the group’s Basel 11 programme.

The Customer Risk Rating (‘CRR’) 10-grade scale above summarises a more granular underlying 22-grade scale of
obligor probability of default (‘PD’). All distinct customers Group-wide are rated using one of these two PD scales,
depending on the degree of sophistication of the Basel |1 approach adopted for the exposure.

The Expected Loss (‘EL") 10-grade scale for retail business summarises a more granular underlying EL scale for
these customer segments; this combines obligor and facility/product risk factorsin a composite measure.

For debt securities and certain other financia instruments, external ratings have been aligned to the five quality
classifications. The ratings of Standard and Poor’ s are cited, with those of other agencies being treated equivalently.
Debt securities with short-term issue ratings are reported against the long-term rating of the issuer of those securities.
If major rating agencies have different ratings for the same debt securities, a prudent rating selection ismadein line
with regulatory requirements.
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For the purpose of the following disclosure, retail loans which are past due up to 89 days and are not otherwise
classified as EL9 or EL 10, are separately classified as past due but not impaired. The following tables set out the
group’ s distribution of financial instruments by measures of credit quality.

Distribution of financial instruments by credit quality

The group
31 December 2009
Neither past due nor impaired
Past
Medium Sub- due not I mpair ment
Strong Good  Satisfactory Standard impaired Impaired  allowances Total
£m £m £m £m £m £m £m £m
Cash and balances at
central banks ............... 14,274 - - - - - - 14,274
Items in the course of
collection from other
banks ......ccccceeeieieieienn, 2,082 - - - - - - 2,082
Trading assets ..o 115,484 13,436 16,202 482 — — - 145,604
— treasury and other
eligiblehills ........... 747 42 - - - - - 789
— debt securities .......... 66,516 2,781 5,877 392 - - - 75,566
— loans and advances
tobanks ... 22,268 5,754 2,807 28 - - - 30,857
— loans and advances
to customers ........... 25,953 4,859 7,518 62 — — — 38,392
Financial assets
designated at fair value. 5,217 63 4,200 - - - - 9,480
— treasury and other
ligiblehills ........... 35 - - - - - - 35
— debt securities ......... 4,450 63 4,193 - - - - 8,706
— loans and advances
tobanks ......ccceeevenn: 207 - 7 — - — - 214
— loans and advances
to customers ............ 525 - - — - — — 525
Derivatives ........cccceeevnnne 82,706 27,368 6,465 1,977 - - - 118,516
Loans and advances held
at amortised cost .......... 186,225 69,142 49,533 11,625 2,154 6,623 (3,649) 321,653
— loans and advances
tobanks .......ccueuee. 36,545 7,546 2,443 420 - 97 (57) 46,994
— loans and advances
to customers ............ 149,680 61,596 47,090 11,205 2,154 6,526 (3,592) 274,659
Financial investments ...... 76,591 1,790 3,260 1,336 — 1,402 — 84,379
— treasury and other
eligiblebills ........... 2,345 - - 1 - 3 - 2,349
— debt securities .......... 74,246 1,790 3,260 1,335 - 1,399 - 82,030
Other assets.......coceeveevenenee, 5,846 894 2,238 405 16 50 9,449
— endorsements and
acceptances ............. 190 64 98 - - - - 352
— accrued income and
(01141 SR 5,656 830 2,140 405 16 50 - 9,097
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The group
31 December 2008
Neither past due nor impaired
Past
Medium Sub- due not I mpairment
Strong Good  Satisfactory Standard impaired Impaired alowances Total
£m £m £m £m £m £m £m £m
Cash and balances at
central banks.............. 9,470 - — - — — — 9,470
Items in the course of
collection from other
banks ......cccoeereuienn 1,917 - - - - - - 1,917
Trading assets ................ 117,335 17,614 23,208 743 — — — 158,900
— treasury and other
eligiblehills........... - 21 - - - - - 21
— debt securities ....... 66,272 1,580 9,389 - - — - 77,241
— loans and advances
to banks ................ 32,006 3,480 2,412 - - - - 37,898
— loans and advances
to customers ......... 19,057 12,533 11,407 743 — — — 43,740
Financial assets
designated at fair
AVZ: 111 T 1,649 1,611 4,813 - — — — 8,073
— treasury and other
eligiblehills........... 22 21 - - - - - 43
— debt securities ....... 977 1,590 4,813 - - - - 7,380
— loans and advances
to banks ................ 153 - - - - - — 153
— loans and advances
to customers ......... 497 — — — — — — 497
Derivatives .......ccouvununn. 201,340 28,406 12,930 408 - - - 243,084
Loans and advances
held at amortised cost 195,187 73,656 65,180 11,462 2,339 3,744 (2,545) 349,023
— loans and advances
to banks ................ 41,824 5,998 2,658 240 - 42 (43) 50,719
— loans and advances
to customers ......... 153,363 67,658 62,522 11,222 2,339 3,702 (2,502) 298,304
Financial investments..... 94,540 1,419 4,099 521 — 264 — 100,843
— treasury and other
eligiblebills........... 10,551 - - 11 - - - 10,562
— debt securities ....... 83,989 1,419 4,099 510 — 264 — 90,281
Other assets........ccceevenne 4,705 1,752 5,572 586 — 1 — 12,616
— endorsements and
acceptances .......... 165 186 5 13 - 1 - 370
— accrued income
and other ............... 4,540 1,566 5,567 573 — — - 12,246
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The bank

31 December 2009

Neither past due nor impaired

Cash and balances at
central banks................

Items in the course of
collection from other

Trading assets .....cccoeveeeee
— treasury and other
digiblehills ...........
— debt securities .........
— loans and advances

— loans and advances
to customers ...........

Financial assets
designated at fair value
— debt securities .........
— loans and advances
tobanks ......cccuu..

Derivatives ......ccoceeveveea.

Loans and advances held
at amortised cost .........
— loans and advances

— loans and advances
to customers ...........

Financial investments ......
— treasury and other
similar bills ............

— endorsements and
acceptances ............

— accrued income and
01101 QR

) Past

Medium Sub- duenot I mpair ment
Strong Good  Satisfactory Standard impaired  Impaired allowances Total
£m £m £m £m £m £m £m £m
13,130 - - - - - - 13,130
1,071 - — — — - - 1,071
80,457 11,015 13,224 468 — — — 105,164
699 42 - - - - - 741
29,121 1,443 4,360 390 - - - 35,314
26,657 4,844 2,594 16 — - - 34,111
23,980 4,686 6,270 62 - - — 34,998
2,788 77 3,727 — — — — 6,592
2,788 - 3,727 - - - - 6,515
— 77 — — — - - 77
80,403 14,782 3,964 1,651 - - - 100,800
139,798 44,485 32,231 9,985 797 4,293 (2,191) 229,398
14,882 4,261 1,254 324 - 35 27) 20,729
124,916 40,224 30,977 9,661 797 4,258 (2,164) 208,669
24,246 266 1,600 221 — 119 — 26,452
799 - - - - - - 799
23,447 266 1,600 221 - 119 - 25,653
3,338 779 573 6 - - - 4,696
33 61 97 - - - - 191
3,305 718 476 6 — — — 4,505

144




HSBC BANK PLC

Notes on the Financial Statements (continued)

The bank
31 December 2008
Neither past due nor impaired
Past
Medium Sub- due not Impairment
Strong Good  Satisfactory Standard impaired Impaired allowances Total
£m £m £m £m £m £m £m £m
Cash and balances at
central banks............. 6,779 — - — — - - 6,779
Items in the course of
collection from other
banks......cccceeevviereiennne 692 - - - - - - 692
Trading assets ............... 86,776 16,839 14,797 743 — — — 119,155
— treasury and other
eligiblehills.......... 7 - - - - - - 7
— debt securities ...... 26,552 1,519 4,061 - - - - 32,132
— loans and advances
tobanks ............... 40,333 3,025 1,941 - - - - 45,299
— loans and advances
to customers ........ 19,884 12,295 8,795 743 — — — 41,717
Financial assets
designated at fair
ATz 1V T 502 — 4,090 — — — — 4,592
— debt securities ...... 424 — 4,090 — — — - 4,514
— loans and advances
to banks ............... 78 — - — — — - 78
Derivatives.......coeueunne. 173,828 18,593 4,304 394 - 9 - 197,128
Loans and advances
held at amortised cost 141,771 42,634 40,846 7,758 1,220 2,786 (1,411) 235,604
— loans and advances
to banks ............... 16,125 1,243 780 149 - 41 (43) 18,295
— loans and advances
to customers ........ 125,646 41,391 40,066 7,609 1,220 2,745 (1,368) 217,309
Financial investments ... 43,851 36 1,579 — — 53 — 45,519
— treasury and other
similar bills ......... 9,818 - - - - - - 9,818
— debt securities ...... 34,033 36 1,579 — — 53 - 35,701
Other assets.......coveeeeene 3,387 1,496 786 30 — 1 — 5,700
— endorsements and
acceptances ......... 34 178 - 11 - 1 - 224
— accrued income
and other .............. 3,353 1,318 786 19 — — - 5,476

145




HSBC BANK PLC

Notes on the Financial Statements (continued)

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

Examples of exposures past due but not impaired include overdue loans fully secured by cash collateral; mortgages
that are individually assessed for impairment and that are in arrears more than 90 days, but where the value of
collateral is sufficient to repay both the principal debt and all potential interest for at least one year; and short-term
trade facilities past due more than 90 days for technical reasons such as delays in documentation, but where thereis
no concern over the creditworthiness of the counterparty.

The group
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2009
Loans and advances held at amortised
COSES..vvereuieieretee ettt 1,518 366 235 19 16 2,154
Other assets......ccoovevveveierieieseeseneinens 4 — 8 3 1 16
1,522 366 243 22 17 2,170
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Tota
£m £m £m £m £m £m
At 31 December 2008
Loans and advances held at amortised
COSES..uvrerenieereretee et rebenas 1,220 437 257 198 227 2,339
1,220 437 257 198 227 2,339
The bank
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2009
L oans and advances held at amortised
(00 U 440 204 152 1 — 797
440 204 152 1 — 797
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Tota
£m £m £m £m £m £m
At 31 December 2008
L oans and advances held at amortised
(601 555 266 191 191 17 1,220
555 266 191 191 17 1,220

Collateral and other credit enhancements obtained

The group obtained assets by taking possession of collateral held as security, or calling upon other credit
enhancements, as follows:

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Nature of assets
Residential Property ........coceceeeeevvesersrerereseinens 75 67 72 67

Repossessed properties are made available for sale in orderly fashion, with the proceeds used to reduce or repay the
outstanding indebtedness. If excess funds arise after the debt has been repaid, they are made available either to repay
other secured lenders with lower priority or are returned to the customer. The group does not generally occupy the
repossessed properties for its business use.
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Impairment allowances as a per centage of gross loans and advances to banks and customers'

The group
At 31 December
2009 2008
% %
Banks
Individually assessed impairment allOWaNCeS ..........c.ccuvreueueenrneeeereneeeeseseeene 0.26 0.17
Customers
Individually assessed impairment allOWaNCES ...........cccoeueuriririicrcieieeeeseeecnieees 0.95 0.50
Collectively assessed impairment allOWaNCES .........ooueueueererenieireneninieee e 0.52 041
1.73 1.08
1 Net of reverse repo transactions, settlement accounts and stock borrowings.
The bank
At 31 December
2009 2008
% %
Banks
Individually assessed impairment allOWanCeS ...........ccoceuemrnniciceceeensseecreeas 0.19 0.33
Customers
Individually assessed impairment allOWanCeS ..........c.cocorerreeinnnsceeneeseeeeseeee 117 0.31
Collectively assessed impairment allOWaNCES .........oueueueeerererenereienereseesese s eesennns 0.31 0.27
1.67 0.91
Movement in impair ment allowances
The group
Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m £m £m £m
At 1January 2009 .........ccooveereernenieenneeeeens 43 1,380 1,122 2,545
Amounts written off (21 (440) (1,119) (1,580)
Recoveries of loans and advances written off in
PreVIOUS YEAI'S ......oveveieireeeeeeseseneeseseesensenas 4 40 126 170
Charge to income statement 35 1,408 1,176 2,619
Foreign exchange and other movements .......... (4) (76) (25) (105)
At 31 December 2009 57 2,312 1,280 3,649
At 1January 2008 .........ccoreerrenieemreireeneeerreenns 3 920 873 1,796
Amounts written off .........cccovvrvciiccnine - (222) (928) (1,150)
Recoveries of loans and advances written off in
PreVIOUS YEAIS ......vveevecveereeesessessseesensesnenes - 22 135 157
Charge to income statement® ................ 35 656 1,025 1,716
Foreign exchange and other movements 5 4 17 26
At 31 December 2008 .........ccoveererreecrrerieerreennes 43 1,380 1,122 2,545
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The bank
Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m £m £m £m
At 1 January 2009 ........ccorereirieinennenereneeneees 43 808 560 1,411
Amountswritten off ... (20) (314) (964) (1,298)
Recoveries of loans and advances written off in
PreVIOUS YEAI'S .....covreveeieerinerieieneeseseseesenenens 4 49 132 185
Charge to income statement ..........cccovveeveenene 5 1,754 883 2,642
Foreign exchange and other movements .......... (4) (30) 3) (37)
At 31 December 2009 28 2,267 608 2,903
At 1 January 2008 .........ccoeereeeemeenerirenerenienneens 3 356 478 837
Amounts written off - (160) (825) (985)
Recoveries of loans and advances written off in
PrevioUS YEAIS' .......oooeeveerveeeeeeeeeeereeereeseeeneas - 19 143 162
Charge to income statement” ...........c.cocevvennnee 35 543 764 1,342
Foreign exchange and other movements .......... 5 50 - 55
At 31 December 2008 ..........ccoceurerieieinireniniennns 43 808 560 1,411

1 Prior period balances have been re-presented on a consistent basis with the current year presentation.

Liquidity and funding management

Liquidity risk isthe risk that the group does not have sufficient financial resources to meet its obligations as they fall
due, or will haveto do so at an excessive cost. Thisrisk arises from mismatches in the timing of cash flows. Funding
risk (aform of liquidity risk) arises when the liquidity needed to fund illiquid asset positions cannot be obtained on
the expected terms and when required.

The objective of the group’s liquidity and funding management framework is to ensure that all foreseeable funding
commitments, including deposit withdrawals, can be met when due, and that access to the wholesale markets is co-
ordinated and cost-effective. To this end, the group maintains a diversified and stable funding base comprising core
retail and corporate customer deposits and institutional balances. This is augmented with wholesale funding and
portfolios of highly liquid assets diversified by currency and maturity which are held to enable the group to respond
quickly and smoothly to unforeseen liquidity requirements.

The group requires its operating entities to maintain strong liquidity positions and to manage the liquidity profiles of
their assets, liabilities and commitments with the objective of ensuring that their cash flows are balanced
appropriately and that al their obligations can be met when due.

The group adapts its liquidity and funding risk management framework in response to changes in the mix of business
that it undertakes, and to changes in the nature of the markets in which it operates. The group has continuously
monitored the impact of recent market events on the group’ s liquidity positions and introduced more conservative
assumptions where justified. The liquidity and funding risk management framework will continue to evolve as the
group assimilates knowledge from the recent market events.

Maturity analyses of assets and liabilities are provided in Note 32.

Policies and procedures

The management of liquidity and funding is primarily undertaken locally in the group’ s operating entitiesin
compliance with practices and limits set by the Group’s Risk Management Meeting (‘RMM’). These limits vary
according to the depth and liquidity of the market in which the entities operate. It isHSBC' s general policy that each
banking entity should be self-sufficient when funding its own operations. Exceptions are permitted for certain short-
term treasury requirements and start-up operations or branches which do not have access to local deposit markets.
These entities are funded under limits from the group’ s largest banking operations and clearly defined internal and
regulatory guidelines and limits which serve to place formal limitations on the transfer of resources between group
entities and are necessary to reflect the range of currencies, markets and time zones within which the group operates.
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The group’ s liquidity and funding management process includes:

e projecting cash flows by major currency under various stress scenarios and considering the level of liquid assets
necessary in relation thereto;

e monitoring balance sheet liquidity and advances to deposits ratios against internal and regulatory requirements;
e maintaining a diverse range of funding sources with adequate back-up facilities;

e managing the concentration and profile of debt maturities;

e managing contingent liquidity commitment exposures within pre-determined caps;

e maintaining debt financing plans;

e monitoring depositor concentration in order to avoid undue reliance on large individual depositors and ensure a
satisfactory overall funding mix; and

e maintaining liquidity and funding contingency plans. These plans identify early indicators of stress conditions
and describe actions to be taken in the event of difficulties arising from systemic or other crises, while
minimising adverse long-term implications for the business.

Primary sources of funding

Current accounts and savings deposits payable on demand or at short notice form a significant part of the group’s
funding, and the group places considerable importance on maintaining their stability.

For deposits, which are a primary source of funding, stability depends upon preserving depositor confidence in the
group’s capital strength and liquidity, and on competitive and transparent pricing.

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

Of total liabilities of £724 billion at 31 December 2009, funding from customers amounted to £333 hillion, of which
£329 hillion was contractually repayable within one year.

An analysis of cash flows payable by the group and bank under financial liabilities by remaining contractual
maturities at the balance sheet date isincluded in Note 32.

Assets available to meet these liabilities, and to cover outstanding commitments to lend (£752 billion), included cash,
central bank balances, items in the course of collection and treasury and other bills (£20 billion); loans to banks (£47
billion, including £45 billion repayable within one year); and loans to customers (£275 billion, including £139
billion repayable within one year). In the normal course of business, a proportion of customer loans contractually
repayable within one year will be extended. In addition, the group held debt securities marketable at a value of £166
billion. Of these assets, some £108 billion of debt securities and treasury and other bills had been pledged to secure
liabilities.

Advances to deposits ratio

The group emphasi ses the importance of core current accounts and savings accounts as a source of funds to finance
lending to customers, and discourages reliance on short-term professional funding. Thisis achieved by placing limits
on group banking entities which restrict their ability to increase |oans and advances to customers without
corresponding growth in current accounts and savings accounts. This measure is referred to as the ‘ advances to
deposits’ ratio. The ratio describes |oans and advances to customers as a percentage of the total of core customer
current and savings accounts and term funding with a remaining term to maturity in excess of one year. Loans and
advances to customers which are part of reverse repurchase arrangements, and where the group receives securities
which are deemed to be liquid, are excluded from the advances to deposits ratio, as are current accounts and savings
accounts from customers deemed to be ‘ non-core’. The definition of a non-core deposit includes a consideration of
the size of the customer’ stotal deposit balances. The distinction between core and non-core deposits means that the
group’ s measure of advances to deposits is more restrictive than that which could be inferred from the published
financial statements. For example, the group consolidated advances to deposits measure at 31 December 2009 based
only on published information was 82.5 per cent (2008: 82.6 per cent)
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Advances to deposits ratios

Thegroup The bank
2009 2008 2009 2008
% % % %
YEAr-eNd ...t 89.3 88.9 102.3 106.0
Maximum 91.7 93.4 107.7 106.7
Minimum 88.8 86.4 101.7 97.5
AVEIAGE ..ottt 90.1 90.6 105.1 101.5

Advances to depositsratio limits are set by the RMM.

The group would meet any unexpected net cash outflows by selling securities and accessing additional funding
sources such as interbank or collateralised lending markets.

The group aso uses measures other than the advances to deposits ratio to manage liquidity risk, including the ratio of
net liquid assets to customer liabilities and projected cash flow scenario analyses.

Ratio of net liquid assets to customer liabilities

Net liquid assets are liquid assets less all funds maturing in the next 30 days from wholesale market sources and from
customers who are deemed to be professional. For this purpose, the group defines liquid assets as cash bal ances,
short-term interbank deposits and highly-rated debt securities available for immediate sale and for which a deep and
liquid market exists. Customers are deemed ‘ professional’ according to the size of their deposits.

Limitsfor the ratio of net liquid assets to customer liabilities are set for each bank operating entity.

Ratio of net liquid assets to customer liabilities

Thegroup The bank
2009 2008 2009 2008
% % % %
16.0 15.4 8.8 7.1
194 17.9 13.6 14.1
14.8 12.9 6.5 6.9
17.3 15.1 10.2 10.0

Projected cash flow scenario analyses

The group uses a number of standard projected cash flow scenarios designed to model both group-specific and
market-wide liquidity crises, in which the rate and timing of deposit withdrawals and drawdowns on committed
lending facilities are varied and the ability to access interbank funding and term debt markets and generate funds
from asset portfoliosis restricted. The scenarios are modelled by all group banking entities. The appropriateness of
the assumptions under each scenario is regularly reviewed. In addition to the group’ s standard projected cash flow
scenarios, individual entities are required to design their own scenarios tailored to reflect specific local market
conditions, products and funding bases.

Limits for cumulative net cash flows under stress scenarios are set for each banking entity.

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

Contingent liquidity risk

In the normal course of business, the group provides customers with committed facilities, including committed
backstop lines to conduit vehicles sponsored by the group and standby facilities to corporate customers. These
facilities increase the funding requirements of the group when customers choose to raise drawdown levels over and
above their normal utilisation rates. The liquidity risk consequences of increasing levels of drawdown are analysed in
the form of projected cash flows under different stress scenarios. The RMM also sets total notional limits for non-
cancellable contingent funding commitments by group entity after due consideration of the entity’ s ability to fund
them. The limits are split according to the borrower, the liquidity of the underlying assets and the size of the
committed line.
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The group’s contractual exposures as at 31 December monitored under the contingent liquidity risk limit structure

Thegroup The bank
2009 2008 2009 2008
£bn £bn £bn £bn
Conduits
Client-originated assets'
—total INES ...cvoveeerieceee e 4.6 3.8 31 21
—largest individual lines 0.6 0.7 0.6 0.7
Assets managed by the group? 17.9 239 17.9 23.9
Single-issuer liquidity facilities
—fiVelargest®......oveeeeeeeeeeeeeeee e 2.8 41 28 34
—largest market Sector” ..........co.cooveeeeveerueene. 48 5.0 48 5.0

1 These exposures relate to consolidated multi-seller conduits. These vehicles provide funding to group customers by issuing debt secured
by a diversified pool of customer-originated assets.

2 These exposures relate to consolidated securities investment conduits, primarily Solitaire and Mazarin. These vehicles issue debt
secured by highly-rated asset-backed securities which are managed by the group.

3 Thesefiguresrepresent the five largest committed liquidity facilities provided to customers other than those facilities to conduits.

4 Thesefiguresrepresent the total of all committed liquidity facilities provided to the largest market sector other than those facilitiesto
conduits.

In times of market stress, the group may choose to provide non-contractual liquidity support to certain group-
sponsored vehicles or group-promoted products. This support would only be provided after careful consideration of
the potentia funding requirement and the impact on the entity’ s overall liquidity, and is not included in the group’s
liquidity risk measures until such time as the support becomes legally binding.

Market risk management

The objective of the group’s market risk management is to manage and control market risk exposuresin order to
optimise return on risk while maintaining a market profile consistent with the group’s status as a premier provider of
financial products and services. Market risk is the risk that movementsin market risk factors, including foreign
exchange rates and commodity prices, interest rates, credit spreads and equity prices will reduce the group’ sincome
or the value of its portfolios.

The group separates exposures to market risk into trading or non-trading portfolios. Trading portfolios include those
positions arising from market-making, position-taking and other marked-to-market positions so designated. Non-
trading portfolios include positions that arise from the interest rate management of the group’ s retail and commercial
banking assets and liabilities, financial investments designated as available-for-sale and held-to-maturity, and
exposures arising from the group’ s insurance operations. For market risk arising in the group’ s insurance business,
refer to page 162.

The management of market risk is principally undertaken in Global Markets using risk limits approved by the HSBC
Group Management Board. Limits are set for portfolios, products and risk types, with market liquidity being a
principal factor in determining the level of limits set. Group risk, an independent unit within the Group Management
Office of HSBC Holdings plc, develops HSBC' s market risk management policies and measurement techniques.
Each major operating entity has an independent market risk management and control function which is responsible
for measuring market risk exposures in accordance with the policies defined by Group risk, and monitoring and
reporting these exposures against the prescribed limits on adaily basis.

Each operating entity is required to assess the market risks which arise on each product in its business and to transfer
these risks to either itslocal Global Markets unit for management, or to separate books managed under the
supervision of the local Asset and Liability Management Committee (fALCO’). The aimisto ensure that al market
risks are consolidated within operations which have the necessary skills, tools, management and governance to
manage such risks professionally. In certain cases where the market risks cannot be adequately captured by the
transfer process, simulation modelling is used to identify the impact of varying scenarios on valuations and net
interest income.

The group uses a range of tools to monitor and limit market risk exposures. These include value at risk (‘VAR'),
sensitivity analysis and stress testing.
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Sensitivity analysis

Sensitivity measures are used to monitor the market risk positions within each risk type, for example, present value
of abasis point movement in interest rates, for interest rate risk. Sensitivity limits are set for portfolios, products and
risk types, with the depth of the market being one of the principal factorsin determining the level of limits set.

Valueat risk (‘"VAR’)

VAR isatechnique that estimates the potential losses that could occur on risk positions as aresult of movementsin
market rates and prices over a specified time horizon and to a given level of confidence.

The VAR models used by the group are predominantly based on historical simulation. The historical simulation
models derive plausible future scenarios from historical market rate and price time series, taking account of inter-

rel ationships between different markets and rates, for example between interest rates and foreign exchange rates. The
models also incorporate the impact of option features in the underlying exposures.

The historical simulation models used by the group incorporate the following features:
e potential market movements are calculated with reference to data from the last two years,

e historical market rates and prices are calcul ated with reference to foreign exchange rates and commodity prices,
interest rates, equity prices and the associated volatilities;

e VARiscaculated to a99% per cent confidence level; and
e VARiscaculated for aone-day holding period.

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

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

e theuse of historical data as a proxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

e theuse of aone-day holding period assumes that all positions can be liquidated or the risks offset in one day.
Thismay not fully reflect the market risk arising at times of severeilliquidity, when aone-day holding period
may be insufficient to liquidate or hedge al positions fully;

o theuse of a99% per cent confidence level, by definition, does not take into account losses that might occur
beyond thislevel of confidence;

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

e VARisunlikely to reflect |oss potential on exposures that only arise under significant market movements.

Stress testing

In recognition of the limitations of VAR, the group augments VAR with stress testing to evaluate the potentia impact
on portfolio values of more extreme, although plausible, events or movementsin a set of financial variables.

The processis governed by the ‘ Stress Testing Review Group’ forum. This co-ordinates the group’s Stress testing
scenarios in conjunction with the regional risk managers. Considering actual market risk exposures and market
events in determining the stress scenarios to be applied at portfolio and consolidated level, as follows:

e sensitivity scenarios, which consider the impact of market movement on any single risk factor or a set of factors.
For example, the impact resulting from a break of a currency peg that is unlikely to be captured within the VAR
models;

e technical scenarios, which consider the largest move in each risk factor, without consideration of any underlying
market correlation;

152



HSBC BANK PLC

Notes on the Financial Statements (continued)

e hypothetical scenarios, which consider potential macro economic events including the * Global Pandemic’
scenario; and

e historical scenarios, which incorporate historical observations of market movement during previous periods of
stress which would not be captured within VAR.

Stress testing results provide senior management with an assessment of the financial impact such events would have
on the profit of the bank. The daily losses experienced during 2009 were within the stress |oss scenarios reported to
Ssenior management.

Sensitivity analysis

The following table provides an overview of the reporting of risks within this section:

Portfolio
Trading Non-trading
Risk type
Foreign exchange and commodity VAR VAR!
INtEreSt rate .....ccoovevvveereeireeeeeee e VAR VAR
Equity VAR Sensitivity
Credit spread VAR VAR?

1 Thereporting of commodity risk is consolidated with foreign exchange risk and is not applicable to non-trading portfolios.
2 Non-Trading Credit Spread for AFS positions only.

Value at risk of the trading and non-trading portfolios

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

£m

Total
At 3L DECEMDET 2009 ........ooviieieieeeiieetee ettt ettt se ettt ese st e st e e s e e b e et e b b et esesaeae et eseebe et e s ebe et eaesrene et eneerenes 535
At 3L DECEMDET 2008 ......ceeveieierieiiieeeeeee et st et ete et st e e ste e teseste st sseseeseeesesees e sesessesessese et eseete e et et eRenaeneeaeneeseneetenen 144.5
Average Minimum Maximum
£m £m £m
2009 ... e 89.6 49.7 166.1
2008 ...t e 61.2 225 151.6

The VAR for the overal trading and non-trading as at 31 December 2009 is lower than in 2008. The decrease has
been driven primarily by the interest rate component due to reduced levels of underlying exposure in both the trading
and non-trading books.

The figuresin the tables above exclude non-trading credit VAR. Including non-trading credit VAR for AFS positions
only, the total VAR at 31 December 2009 was £222.5 million (2008: £238.7 million).
Trading portfolios

The group’s control of market risk is based on a policy of restricting individual operations to trading within alist of
permissible instruments authorised for each site by Group Risk, of enforcing rigorous new product and approval
procedures, and of restricting trading in the more complex derivative products only to offices with appropriate levels
of product expertise and robust control systems.

Market-making and position-taking is undertaken within Global Markets. The VAR for such trading activity at 31
December 2009 was £42 million (2008: £67.7 million). Thisis analysed below by risk type:
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Total trading VAR by risk type

Foreign
exchange and
commodity Interest rate Equity Credit Total®
£m £m £m £m £m
At 31 December 2009 11.0 344 11.3 254 420
At 31 December 2008 17.4 44.2 11.6 27.1 67.7
Average
2009 ..o e 12.0 37.1 7.1 285 489
2008 ..o s 10.0 257 8.0 26.2 35.1
Minimum
2009 ..o 6.4 24.1 29 14.5 28.4
2008 ..ot 4.2 9.2 4.0 13.7 13.0
Maximum
2009 ..o s 33.0 68.6 134 55.3 85.7
2008 ..ot 57.6 103.8 20.4 63.1 80.0

1 Thetotal VAR is non-additive acrossrisk types due to diversification effects.

The VAR for the overall trading activity as at 31 December 2009 is lower than in 2008. The decrease has been driven
primarily by the interest rate component due to reduced levels of underlying exposure in the trading book.

Gap risk

For certain transactions which are structured so that the risk to the group is negligible under awide range of market
conditions or events, but there exists a remote possibility that a significant gap event could lead to loss. A gap event
could arise from a change in market price from one level to another with no accompanying trading opportunity where
the price change breaches the threshold beyond which the risk profile changes from having no open risk to having
full exposure to the underlying structure. Such movements may occur for example, when adverse news
announcements turn the market for a specific investment illiquid, making hedging impossible.

Given the characteristics of these transactions, they will make little or no contribution to VAR or to traditional

market risk sensitivity measures. The group captures the risks for such transactions within the stress testing scenarios.
Gap risk arising is monitored on an ongoing basis, and the group incurred no gap |osses arising from movementsin
the underlying market price on such transactions in 2009.

ABSMBS positions

The ABS/MBS exposures within the trading portfolios are managed within sensitivity and VAR limits, as described
on page 152.

Non-trading portfolios
The principal objective of market risk management of non-trading portfoliosis to optimise net interest income.

Interest rate 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 embedded optionality within certain product areas, such as the incidence of mortgage prepayments,
and from behavioura assumptions regarding the economic duration of liabilities which are contractually repayable on
demand such as current accounts. The prospective change in future net interest income from non-trading portfolios
will be reflected in the current realisable value of these positions should they be sold or closed prior to maturity. In
order to manage this risk optimally, market risk in non-trading portfoliosis transferred to Global Markets or to
separate books managed under the supervision of the local the ALCO.

The transfer of market risk to trading books managed by Global Markets or supervised by the ALCO is usually
achieved by a series of internal deals between the business units and these books. When the behavioural
characteristics of a product differ from its contractual characteristics, the behavioural characteristics are assessed to
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determine the true underlying interest rate risk. Local ALCOs regularly monitor all such behavioural assumptions
and interest rate risk positions, to ensure they comply with interest rate risk limits established by the HSBC Group
Management Board.

In certain cases, the non-linear characteristics of products cannot be adequately captured by the risk transfer process.
For example, both the flow from customer deposit accounts to alternative investment products and the precise
prepayment speeds of mortgages will vary at different interest rate levels. In such circumstances simulation
modelling is used to identify the impact of varying scenarios on valuations and net interest income.

Once market risk has been consolidated in Global Markets or ALCO managed books, the net exposure is typically
managed through the use of interest rate swaps within agreed limits. The VAR for these portfolios isincluded within
the group VAR.

Fixed-rate securities

The principal non-trading risk which is not included in the VAR reported for Global Banking and Markets arises out
of Fixed Rate Subordinated Notes. The VAR related to these instruments was £30.6 million at 31 December 2009
(2008: £34.2 million); whilst the average, minimum and maximum during the year was £31.6 million, £29.4 million
and £34.7 million respectively (2008: £17.7 million, £13.3 million and £34.4 million).

Equity securities held as available-for-sale

Market risk arises on equity securities held as available-for-sale. The fair value of these securities at 31 December
2009 was £2,316 million (2008: £2,668 million) and included private equity holdings of £1,125 million (2008:
£1,183 million). Investments in private equity are primarily made through managed funds that are subject to limits on
the amount of investment. Potential new commitments are subject to risk appraisal to ensure that industry and
geographical concentrations remain within acceptable levels for the portfolio as awhole. Regular reviews are
performed to substantiate the valuation of the investments within the portfolio, and Finance is responsible for
reviewing the carrying value of the investments. Money market funds represented £75 million (2008: £151 million)
and typically related to funds held for short-term cash management. Investments held to facilitate ongoing business,
such as holdings in government-sponsored enterprises and local stock exchanges, represented £186 million (2008:
£187 million).

Thefair value of the constituents of equity securities held as available-for-sale can fluctuate considerably. A 10 per
cent reduction in the value of the available-for-sale equities at 31 December 2009 would have reduced equity by
£203 million (2008: £231 million). For details of the impairment incurred on available-for-sale equity securities see
the accounting policiesin Note 2(j).

Defined benefit pension scheme

Market risk also arises within the group’ s defined benefit pension schemes to the extent that the obligations of the
schemes are not fully matched by assets with determinable cash flows. Pension scheme obligations fluctuate with
changes in long-term interest rates, inflation, salary increases and the longevity of scheme members. Pension scheme
assets will include equities and debt securities, the cash flows of which change as equity prices and interest rates
vary. There are risks that market movementsin equity prices and interest rates could result in assets which are
insufficient over time to cover the level of projected obligations and these, in turn, could increase with arisein
inflation and members living longer. Management, together with the trustees who act on behalf of the pension
scheme beneficiaries, assess these risks using reports prepared by independent external actuaries and takes action
and, where appropriate, adjust investment strategies and contribution levels accordingly.

The present value of the group’s defined benefit pension schemes' liabilities was £14.1 billion at 31 December 2009
compared with £11.3 billion at 31 December 2008. Assets of the defined benefit schemes at 31 December 2009
comprised: equity investments 17 per cent (15 per cent at 31 December 2008); debt securities 70 per cent (73 per cent
at 31 December 2008) and other (including property) 13 per cent (11 per cent at 31 December 2008).

Sensitivity of net interest income

A principal part of the group’s management of market risk in non-trading portfoliosis to monitor the sensitivity of
projected net interest income under varying interest rate scenarios (simulation modelling). The group aims, through
its management of market risk in non-trading portfolios, to mitigate the impact of prospective interest rate
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movements which could reduce future net interest income, while balancing the cost of hedging such activities on the
current revenue stream.

For simulation modelling, businesses use a combination of scenarios relevant to local businesses and local markets
and standard scenarios which are required throughout the group. The standard scenarios are consolidated to illustrate
the combined proforma effect on the group’ s consolidated portfolio valuations and net interest income.

Structural foreign exchange exposur es

Structural foreign exchange exposures represent net investments in subsidiaries, branches or associated undertakings,
the functional currencies of which are currencies other than the sterling.

Exchange differences on structural exposures are recorded in the consolidated statement of recognised income and
expense. The main operating (or functional) currencies of the group’s subsidiaries are sterling, euro, US dollars,
Swissfrancsand Turkish lira.

The group’s policy is to hedge structural foreign currency exposures only in limited circumstances. The group’s
structural foreign currency exposures are required to be managed with the primary objective of ensuring, where
practical, that the group’s consolidated capital ratios and the capital ratios of individual banking subsidiaries are
protected from the effect of changes in exchange rates. Thisis usually achieved by ensuring that, for each subsidiary
bank, the ratio of structural exposuresin a given currency to risk-weighted assets denominated in that currency is
broadly equal to the capital ratio of the subsidiary in question.

Concentrations of market risk exposures

Analysis of asset backed securities

During the period atotal valuation increase of £4,666 million on available for sale assets was recognised in other
comprehensive income. This primarily relates to valuation gains on asset backed securities. The table shows the
group’s market risk exposure to asset backed securities (including those carried at fair value through profit and loss
and those classified as available for sale).
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Asset Backed Securities

31 December 2009 31 December 2008
Net Net
Gross CDSgross  Principal Carrying Gross CDSgross Principal Carrying
principal®> protection® exposure*® Amount®®  principal  protection exposure’®  Amount™
£m £m £m £m £m £m £m £m
—High grade’ ................. 28,161 5,367 22,794 18,466 38,161 (2,917) 35,244 24,917
—rated CtOA ..o 14,696 564 14,132 6,832 10,328 (409) 9,919 4,055
—not publicly rated ........ 121 - 121 62 3,629 (3,498) 131 90
Total asset-backed
SECUNMTIES.....ceceeiirene 42,978 5,931 37,047 25,360 52,118 (6,824) 45,294 29,062
Grossfair value Reclassified from
movements equity on
Grossfair value Other Realised impairment,
movements comprehensive gaing/(losses) in the disposal or
Income statement® income®  income statement’ payment®
£m £m £m £m
—High grade’ .....o.oovvveeeeeeeeeeeeeeeeee e 106 1,671 26 783
—rated Cto A 54 451 (200) 1,658
—not publicly rated ........ccoveveeiererreeeene 8 (13) 2 (9)
Total asset-backed securities.........cocceevrvrererennns 168 2,109 (172) 2,432
1 Highgrade assetsrated AA or AAA.
2 Thegrossprincipal isthe redemption amount on maturity or, in the case of an amortising instrument, the sum of the future redemption
amounts through the residual life of the security.
3 ACDSisacredit default swap. CDS protection principal isthe gross principal of the underlying instrument that is protected by CDSs.
4 Net principal exposure isthe gross principal amount of assets that are not protected by CDSs. It includes assets that benefit from

8

9

monoline protection, except where this protection is purchased with a CDS

Carrying amount of the net principal exposure.

Gains and losses on the net principal exposure (see footnote 4) recognised during the year in the income statement as a result of
changesin the fair value of the asset.

Realised gains and losses on the net principal exposure (see footnote 4) recognised during the year in the income statement as a result
of the disposal of asset or the receipt of cash flows from assets.

Includes impairment losses recognised in the income statement in respect of the net principal amount (see footnote 4) of available-for-
sale and held-to-maturity assets. Payments are receipt of the contractual cash flows on the assets.

Fair value gains and losses on the net principal exposure (see footnote 4) recognised in equity during the year as a result the changes
in the fair value of available-for-sale assets.

10 The asset backed securities are primarily USdollar (‘USD’) denominated. Principal and carrying amounts are converted into sterling

(‘GBP’) at the prevailing exchange rates at 31 December (2009: 1GBP:USD 1.623; 2008: 1GBP:USD 1.459).

Included in the above tableis carrying amount of £8,642 million held through SPEs that are consolidated by the
group. Although the group includes these assets in full on its balance sheet, significant first loss risks are borne by
third party investors, through the investors' holdings of capital notes subordinate to the group’s holdings.
Impairments losses recognised by capital note holders for the year ended 31 December 2009 amounted to £408
million (2008: £160 million).
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Risk management of insurance operations

The group operates a bancassurance model which provides insurance products for customers with whom the group
has a banking relationship. Many of these products are manufactured by group subsidiaries, but where the group
considersit operationally more effective, third parties are engaged to manufacture insurance products for sale through
the group’ s banking network. The group works with alimited number of market-leading partners to provide these
products. These arrangements earn the group a commission. When manufacturing products, the group underwrites
the insurance risk and retains the risks and rewards associated with writing insurance contracts, retaining both the
underwriting profit and the commission paid by the manufacturer to the bank distribution channel within the group.
Where the group chooses to manage its exposure to insurance risk through the use of third party reinsurers, the
associated revenue and manufacturing profit will be passed on. The group’s exposure to risks associated with
manufacturing insurance contractsin its subsidiaries and its management of these risks are discussed below.

The group sells insurance products across al its customer groups, mainly utilising its retail branches, the internet and
phone centres. Personal Financial Services customers attract the majority of sales and comprise the majority of
policyholders. The group offers its customers a wide range of insurance and investment products, many of which
complement other bank and consumer finance products.

The group’ s bancassurance business operates across Europe with 9 legal entities manufacturing insurance products.
The majority of these insurance operations are subsidiaries of banking legal entities, which set their management
control procedures. In addition to local management requirements, the insurance operations follow guidelines issued
by the HSBC Group Insurance Head Office. The role of Group Insurance Head Office includes forming and
communicating the strategy for Insurance, setting the control framework for monitoring and measuring insurance risk
in line with Group practices, and drawing up insurance-specific policies and guidelines for inclusion in the Group
Instruction Manuals.

The Regional Insurance Head Office (UK, Europe & Middle East) is headed by the Regional Chief Executive Officer
(‘CEQ’), supported by a Deputy Regional CEO, Regional Chief Financia Officer (' CFO’) and Regional Chief Risk
Officer (‘CRO’). Therole of the Regional Insurance Head Office includes overseeing the effective implementation of
HSBC palicies and guidelines and monitoring and measuring Insurance Risk in line with HSBC practices.

The control framework for monitoring risk includes the HSBC Group Insurance Risk Committee, which oversees the
status of the significant risk categories in the insurance operations. Five sub-committees report to the Committee,
focusing on products and pricing, market and liquidity risk, credit risk, operationa risk and insurancerisk. The
group’s framework and the Regional Risk Committee mirror this HSBC framework. All insurance products, whether
internally manufactured or provided by athird party manufacturer, are required to follow a detailed product approval
process.

The processes and controls employed to monitor individual risks are described under their respective headings below.

Insurancerisk of insurance operations

Insurance risk isarisk, other than financial risk, transferred from the holder of a contract to the issuer. The principal
insurance risk faced by the group isthat, over time, the combined cost of claims, benefits administration and
acquisition of the contract may exceed the aggregate amount of premiums received and investment income. The cost
of claims and benefits can be influenced by many factors, including mortality and morbidity experience, lapse and
surrender rates and, if the policy has a savings element, the performance of the assets held to support the liabilities.
Performance of the underlying assets is affected by changesin both interest rates and equity prices. Thisrisk is
discussed further in the Market Risk section below.

Life and non-life business insurance risks are controlled by high level policies and procedures set centrally,
supplemented as appropriate with measures which take account of specific local market conditions and regulatory
requirements. Specifically, the group manages its exposure to insurance risk by applying formal underwriting,
reinsurance and claims-handling procedures designed to ensure compliance with regulations. This is supplemented
with stress-testing. In addition, manufacturing entities are required to obtain authorisation from the HSBC Group
Insurance Head Office to write certain classes of business, with restrictions applying particularly to commercia and
liability non-life insurance.

The insurance contracts sold by the group relate, primarily, to core underlying banking activities, such as savings,
investment or lending products. The group’ s manufacturing focuses on personal lines, i.e. contracts written for
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individuals. The focus on the higher volume, lower individual value personal lines contributes to diversifying
insurance risk.

Reinsurance is also used as a means of mitigating exposure, in particular to aggregations of catastrophe risk.
Although reinsurance provides a means of managing insurance risk, such contracts expose the group to counterparty
risk, therisk of default by the reinsurer. Thisrisk is discussed further in the Credit Risk section below.

A principal tool used by the group to manage its exposure to insurance risk, in particular for life insurance contracts,
is asset and liability matching. Of particular importance is the need to match the expected pattern of cash inflows
with the benefits payable on the underlying contracts, which can extend for many years.

The following tables provide an analysis of the group’sinsurance risk exposures by type of business.

Life business tends to be longer-term in nature than non-life business and frequently involves an element of savings
and investment in the contract. Accordingly, separate tables are provided for life and non-life businesses, reflecting
their distinctive risk characteristics. The life insurance risk table provides an analysis of insurance liabilities asthe
best available overall measure of insurance exposure, because provisions for life contracts are typically set by
reference to expected future cash outflows relating to the underlying policies. The table for non life business uses
written premiums as the best available measure of risk exposure because policies are typically priced by reference to
the risk being underwritten.

Analysis of life insurance risk — liabilities to policyholders

2009 2008
£m £m

Life (non-linked)
Insurance CoNtractS With DPF % ..o sssssssssesssesssnees 695 696
Credit life 247 173
Annuities 278 260
Term assurance and other [0Ng-term CONtracts .........ccoeeeeeerneeeeenrseeeesesenes 286 902
Total life (NON-IINKEA) ....ooovieeiiiiiee s 1,506 2,031
Lif@ (IINKEA) <.veeeeiieeet ettt bbbt 1,310 1,061
Investment Contracts With DPF 22 ... ... seseseseses e sesesesssesesesesens 12,930 12,157
Insurance liabilitiesto POliCYNOIAENS ........ceueeiririeirieicererre e 15,746 15,249

1 Insurance contracts and investment contracts with discretionary participation features ( DPF") give policyholders the contractual right
to receive, as a supplement to their guaranteed benefits, additional benefits that are likely to be a significant portion of the total
contractual benefits, but whose amount or timing is contractually at the discretion of the group. These additional benefits are
contractually based on the performance of a specified pool of contracts or assets, or the profit of the company issuing the contracts.

2 Although investment contracts with DPF are financial investments, the group continues to account for them as insurance contracts as
permitted by IFRS 4.

The most significant products are investment contracts with DPF issued in France, and unit-linked contractsissued in
the UK.

The liabilities for long-term contracts are set by reference to arange of assumptions which include lapse and
surrender rates, mortality and expense levels. These assumptions typically reflect each entity’s own experience.
Economic assumptions, such as investment returns and interest rates, are usually based on observable market data.
Changes in underlying assumptions affect the liabilities. The sensitivity of profit after tax and shareholders’ equity to
changes in both economic and non-economic assumptions are considered below in ‘ Sensitivity of the group’s
insurance subsidiaries to risk factors' and ‘ Sensitivity to changes in hon-economic assumptions'.

Insurance risk arising from life insurance depends on the type of business, and varies considerably. The principal
risks are mortality, morbidity, lapse, surrender and expense levels.

The main contracts which generate exposure to mortality and morbidity risks are term assurance contracts and
annuities. These risks are monitored on aregular basis, and are primarily mitigated by medical underwriting and by
retaining the ability in certain cases to amend premiums in the light of experience. The risk associated with lapses
and surrendersis generally mitigated through management actions such as managing the level of bonus payments to
policyholders. Expenserisk is generally managed through pricing. The level of expensesin the contract will be one
of the factors considered when setting premium rates.
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Analysis of non-life insurance risk — net written insurance premiums

2009 2008

£m £m

Accident and hEaAITN ..........cccciiiic 60 8
VOO <. 82 190
Fire and Other damage .........cveueeiririeieeeers et nenens 46 80
Credit (NON-TTE) ...ttt bbbt 22 51
Marine, aviation and traNSPOMT .........ccoevreeueeeririririe et 5 -
(011 g (0o a1 1= TR RRSTRN 17 26
Total net written iNSUranCe PremMiUMS ...t 232 355
Net insurance claims incurred and movement in liabilities to policyholders.............. (473) (306)

1 Net written insurance premiums represent gross written premiums less gross written premiums ceded to reinsurers.

The above table of non-life net written insurance premiums provides an overall summary of the non life insurance
activity of the group. Motor business is written predominantly in the UK, however following the decision to close to
new business in the second half of 2009, the UK motor book is now in run off.

The main risks associated with non-life business are underwriting risk and claims experience risk. Underwriting risk
isthe risk that the group does not charge premiums appropriate to the cover provided and claims experiencerisk is
the risk that portfolio experience differs from expectation. The group manages these risks through pricing (for
example, imposing restrictions and deductibles in the policy terms and conditions), product design, risk selection,
claims handling, investment strategy and reinsurance policy. The mgjority of non-life insurance contracts are
renewable annually and the underwriters have the right to refuse renewal or to change the terms and conditions of the
contract at the time.

Financial risks of insurance operations

The group’ s insurance businesses are exposed to arange of financial risks, including market risk, credit risk and
liquidity risk, for example when the proceeds from financial assets are not sufficient to fund the obligations arising
from non-linked insurance and investment contracts. The nature and management of these risks is described below.

In addition to policies provided for HSBC-wide application through the Group Instruction Manuals, insurance
manufacturing subsidiaries may implement additional risk management procedures which reflect local market
conditions and regulatory requirements.

Local regulatory requirements prescribe the type, quality and concentration of assets that the group’ s insurance
manufacturing subsidiaries must maintain to meet insurance liabilities. Within each subsidiary, ALCOs are
responsible for ensuring that exposures to financial risks remain within local requirements and risk mandates (as
agreed with HSBC Group Insurance Head Office), and ensure compliance with the control framework established
centrally through the Group Instruction Manuals.

The following table analyses the assets held in the group’ s insurance manufacturing subsidiaries at 31 December
2009 by type of contract, and provides a view of the exposure to financial risk:
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Financial assets held by insurance manufacturing subsidiaries
At 31 December 2009

Lifelinked Lifenon-linked Non-life

contracts contracts insurance Other assets Total
£m £m £m £m £m

Financial assets designated at fair value
Treasury DillS.......cccoovvreiieneeeereeene 28 5 - 2 35
Debt securities ... 1,145 808 - 156 2,109
Equity securities . 3,645 2,769 - 531 6,945
4,818 3,682 - 689 9,089

Financial investments available-for-sale:
Treasury bills ... - - 130 51 181
Other eligiblehills .. - 16 78 78 172
Debt SECUMLIES ....ovevevereeeee e - 9,217 - 716 9,933
Equity SECUNtIES ..o - - - 18 18
- 9,233 208 863 10,304
Derivatives............... . 185 89 - 1 275
Other financial assets ........ccocvevvreceeerisiesiennne 293 817 400 281 1,791
5,296 13,721 608 1,834 21,459

At 31 December 2008
Lifelinked Life non-linked Non-life

contracts contracts insurance Other assets Total
£m £m £m £m £m

Financial assets designated at fair value
Treasury billS ....ccoveeeeiirseceecerseeeene 21 17 - 5 43
Debt securities ... 1,578 502 - 709 2,789
Equity SECUNtIES .....ccoovereeeciireceerie 2,681 2,895 - 231 5,807
4,280 3,414 - 945 8,639

Financial investments available-for-sale:
Treasury billS ... - - 83 82 165
Other eigiblebills ... - - 187 86 273
Debt SECUNTIES ..oovvvveveieeieireiceec e - 9,044 14 5 9,063
Equity SECUNMTIES ...c.cveereeeerereeeeeeie - - - 18 18
- 9,044 284 191 9,519
DENVALIVES.....c.coveeeteeeeeeceee e 118 42 - 17 177
Other financial assets ........ccccceeeviveeerceieienns 359 1,002 387 826 2,574
4,757 13,502 671 1,979 20,909

The table demonstrates that for linked contracts, the group typically designates assets at fair value. For non-linked
contracts, the classification of the assetsis driven by the nature of the underlying contract, for example, by taking into
consideration whether the benefit payable to the policyholder is determined by reference to the underlying assets.

The table a so shows that approximately 56 per cent of financial assets was invested in debt securities at 31
December 2009 (2008: 57 per cent), with 32 per cent invested in equity securities (2008: 28 per cent).

In lifelinked insurance, premium income less charges levied isinvested in a portfolio of assets. The group manages
the financia risks of this product on behalf of the policyholders by holding appropriate assets in segregated funds or
portfolios to which the liabilities are linked. The group typically retains some exposure to market risk as the market
value of the linked assets influences the fees charged by the group and thereby affects the recoverability of expenses
incurred by the group in managing the product. The assets held to support life linked liabilities represented 25 per
cent of the total financial assets of the group’ s insurance manufacturing subsidiaries at the end of 2009 (2008: 23 per
cent).
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Market risk of insurance operations
Market risk includes interest rate risk, equity risk and foreign exchange risk.

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

Long-term insurance or investment products may incorporate either investment return or capital repayment
guarantees or a combination thereof. Subsidiaries manufacturing products with guarantees are usually exposed to
fallsin market interest rates as they result in lower yields on the assets supporting guaranteed investment returns
payable to policyholders.

The proceeds from insurance and investment products with DPF are primarily invested in bonds with a proportion
allocated to equity securitiesin order to provide customers with the potential for enhanced returns. Subsidiaries with
portfolios of such products are exposed to the risk of fallsin the market price of equity securities when they cannot
be fully reflected in the discretionary bonuses. An increase in market volatility could also result in an increase in the
value of the guarantee to the policyholder.

Long-term insurance and investment products typically permit the policyholder to surrender the policy or let it lapse
at any time. When the surrender value is not linked to the value realised from the sale of the associated supporting
assets, the subsidiary is exposed to market risk.

For unit-linked contracts, market risk is substantially borne by the policyholder, but the group typically remains
exposed to market risk as the market value of the linked assets influences the fees the group earns for managing
them.

The group’ s insurance manufacturing subsidiaries manage market risk by using some or all of the following
techniques:

o for products with DPF, adjusting bonus rates to manage the liabilities to policyhol ders;
e asfar aspossible, matching assetsto liabilities;
e using derivativesin alimited number of instances;

e when designing new products with investment guarantees, evaluating the cost of the guarantee and considering
this cost when determining the level of premiums or the price structure;

e periodicaly reviewing products identified as higher risk, which contain guarantees and embedded optionality
features linked to savings and investment products,

e including features designed to mitigate market risk in new products; and
e  exiting, to the extent possible, investment portfolios whose risk is considered unacceptable.

Group Insurance Head Office includes a Chief Market and Liquidity Risk Officer reporting to the Chief Risk Officer.
The Regional Insurance Head Office also includes an individua responsible for market and liquidity risk.

The group’ s insurance manufacturing subsidiaries monitor exposures against mandated limits regularly and report

these quarterly to Group Insurance Head Office. Exposures are aggregated and reported to senior risk management
forums in the Group, including the Group Insurance Market and Liquidity Risk Committee, Group Insurance Risk

Committee and the Group Stress Test Review Group.

The standard measures used to quantify the market risks are as follows:

o forinterest rate risk, the sensitivities of the net present values of asset and expected liability cash flows, in total
and by currency, to a one basis point parallel upward shift in the discount curves used to calculate the net present
values,

o for equity pricerisk, the total market value of equity holdings and the market value of equity holdings by region
and country; and

o for foreign exchangerisk, the total net short foreign exchange position and the net foreign exchange positions by
currency.

Although these measures are relatively straightforward to calculate and aggregate, there are limitations with them.
The most significant limitation is that a parallel shift in yield curves of one basis point does not capture the non-linear
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relationships between the values of certain assets and liabilities and interest rates. Non-linearity arises, for example,
from investment return guarantees and certain product features such as the ability of policyholders to surrender their
policies.

The group recognises these limitations and augments its standard measures with stress tests which examine the effect
of arange of market rate scenarios on the aggregate annual profits and total equity of the insurance manufacturing
subsidiaries. The group’ s insurance manufacturing subsidiaries report the results of their stress tests every quarter to
Group Insurance Head Office, where the reports are consolidated and reviewed by the Group Insurance Market and
Liquidity Risk Meeting and the Group Stress Test Review Group.

The following table illustrates the effect on the aggregated profit for the year and total equity under various interest
rate, equity price and credit spread scenarios. Where appropriate, the impact of the stress on the PVIF isincluded in
the results of the stress tests. The relationship between the values of certain assets and liabilities and the risk factors
may be non-linear and, therefore, the results disclosed cannot be extrapolated to measure sensitivities to different
levels of stress. The sensitivities are stated before allowance for the effect of management actions which may
mitigate changes in market rates, and for any factors such as policyholder behaviour that may change in response to
changes in market risk.

Sensitivity of the group’sinsurance subsidiariesto risk factors

2009 2008
Effect on Effect on Effect on Effect on
profit for total profit for total
the year equity the year equity
£m £m £m £m
+ 100 basis points parallel shiftinyield curves ........... 10 (12) 32 10
—100 basis points parallel shiftinyield curves ........... (19 10 (38) a7
10 per cent increase in equity prices 7 7 3 3

10 per cent decrease in equity prices
Sensitivity to credit spread increases

Q) Y] 4 4
@ ® @ ®)

The sensitivity of the net profit after tax of the group’ s insurance subsidiaries to the effects of increasesin credit
spreadsisafall of £1 million (2008: £2 million fall). The sensitivity is calculated using simplified assumptions based
on aone-day movement in credit spreads over a two-year period. A confidence level of 99 per cent, consistent with
the Group’s VAR, has been applied. There was some volatility in credit spreads but generally credit spreads have
improved during 2009.

Credit risk of insurance oper ations

Credit risk can give rise to losses through default and can lead to volatility in income statement and balance sheet
figures through movementsin credit spreads, principally on the 11.3 billion (2008: 10.7 billion) non-linked bond
portfolio. The exposure of the income statement to the effect of changesin credit spreadsis small (see table above).
91 per cent (2008: 89 per cent) of the financia assets held by insurance subsidiaries are classified as available for
sale, and consequently any changesin the fair value of these financial investments would have no impact on the
profit after tax to the extent that the financial assets are not deemed impaired.

The HSBC Group Insurance Head Office includes a Chief Credit Risk Officer reporting to the Chief Risk Officer.
The Regional Insurance Head Office also includes an individual responsible for credit risk.

The exposure to credit risk products and the management of the risks associated with credit protection products are
included in the analyses of life and non-life insurance risk in ‘Insurance risk’ above.

Management of the group’ s insurance manufacturing subsidiaries is responsible for the credit risk, quality and
performance of their investment portfolios. Investment credit mandates and limits are set locally by the insurance
manufacturing subsidiaries and approved by their local insurance ALCO and Credit Risk function before being
submitted to HSBC Group Credit Risk for concurrence. The form and content of the mandates must accord with
centrally-set investment credit risk guidance regarding credit quality, industry sector concentration and liquidity
restrictions, but allow for local regulatory and country-specific conditions. The assessment of creditworthiness of
issuers and counterpartiesis based primarily upon internationally recognised credit ratings and other publicly
available information.

Investment credit exposures are monitored against limits by the local insurance manufacturing subsidiaries, and are
aggregated by the Regional Head Office and reported to the HSBC Group Credit Risk function, the Group Insurance
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Credit Risk Meeting and the Group Insurance Risk Committee. Stresstesting is performed by the HSBC Group
Insurance Head Office on the investment credit exposures using credit spread sensitivities and default probabilities.
The stresses are reported to the HSBC Group Insurance Credit Risk Committee.

Under certain circumstances the group is able to dilute the effect of investment losses by sharing them with
policyholders. However, when, for example, a contract includes a guarantee, losses which would result in a breach of
the guaranteed benefits due to the policyholder are borne by the group.

A number of tools are used to manage and monitor credit risk. These include an Early Warning Report which is
produced on aweekly basis to identify investments which may be at risk of future impairment. Thisreport is
circulated to senior management in Group Insurance Head Office and the Regional Chief Risk Officers, and risk
reduction strategies are implemented when considered appropriate. Similarly a Watch List of investments with
current credit concernsis circulated weekly.

Credit quality

The following table presents an analysis of treasury bills, other eligible bills and debt securities within the group’s
insurance business by measures of credit quality. The definitions of the four credit quality classifications are provided
on pages 140 and 141. Only assets supporting non-linked liabilities are included in the table as financial risk on
assets supporting linked liabilities is predominantly borne by the policyholder.

Treasury hills, other eligible bills and debt securities in the group’sinsurance subsidiaries

Neither past due nor impaired

Past due
Sub- not Impairment
Strong Medium standard impaired Impaired®  allowances  Total
£m £m £m £m £m £m £m
At 31 December 2009
Supporting liabilitiesunder non-linked
insurance and investment contracts
Financial assets designated at fair value .......... 430 383 - - - - 813
— treasury and other eligible bills . 5 - - - - - 5
— debt SeCUrities ... 425 383 - - - - 808
Financial investments ..........ccccoeoeeeieeinnnenene 9,164 277 - - - - 9,441
— treasury and other similar bills................ 224 - - - - - 224
— debt SECUMties ..o 8,940 277 - - - - 9,217
9,594 660 - - - — 10,254
Supporting shareholders’ funds®
Financial assets designated at fair value.......... 79 79 - - - - 158
— treasury and other eligiblebills ...... . 2 - - - - - 2
— debt securities ...... . 77 79 - - - - 156
Financial investments .. 845 — — — — — 845
— treasury and other similar bills ... . 129 - - - - - 129
— debt SECUNties ......ccoevvereeceireeccene 716 - - - - - 716
924 79 - - - - 1,003
Total
Financial assets designated at fair value.......... 509 462 — — — — 971
— treasury and other digiblebills ............... 7 - - - - - 7
— debt SECUNties ..o 502 462 - - - - 964
Financial investments ..........ccoceeeeeenneniencnenes 10,009 277 - - - — 10,286
— treasury and other similar bills ... 353 - - - - - 353
— debt securities ... 9,656 277 - - - - 9,933
10,518 739 — — — — 11,257
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Neither past due nor impaired

Past due
Sub- not Impairment
Strong Medium standard  impaired Impaired®  allowances Total
£m £m £m £m £m £m £m

At 31 December 2008

Supporting liabilities under non-linked
insurance and investment contracts

Financial assets designated at fair value. 368 151 — - — — 519
— treasury and other eligible bills...... . 17 - - — - - 17
— debt SECUMtIES.....oveveieieeeece e 351 151 — — - — 502

Financial investments.............cccoveveeeveeseennas 9,133 195 — — — — 9,328
— treasury and other similar bills.... . 270 - - - - - 270
— debt SECUNTIES.....vvvveeeereri e 8,863 195 — — - — 9,058

9,501 346 — - — — 9,847

Supporting shareholders’ funds?

Financial assets designated at fair value.......... 702 12 — — — — 714
— treasury and other eligible bills...... . 5 - - - - - 5
— debt securities.......coeevvevereennne . 697 12 — — — — 709

Financial investments..........ccceueu... . 173 — — - — — 173
— treasury and other similar hills.... . 168 - - - - - 168
— debt SECUNtieS......ccovveeereeerece e 5 — — — — — 5

875 12 — - — — 887

Total

Financial assets designated at fair value........... 1,070 163 — - - — 1,233
— treasury and other eligible bills...... . 22 - - - - - 22
— debt SECUNtIES. ..o 1,048 163 — — - — 1,211

Financial investments..........ccccovvuvveeererenereeeenns 9,306 195 — - - — 9,501
— treasury and other similar hills................. 438 - - - - - 438
— debt SECUNtiES. ..o 8,868 195 — — - — 9,063

10,376 358 — - — - 10,734

1 Impairment isnot measured for debt securities designated at fair value, as assets in such portfolios are managed according to
movements in fair value, and the fair value movement is taken directly through the income statement.
2 Shareholders’ funds comprise solvency and unencumbered assets.

Issuers of treasury bills, other eligible bills and debt securitiesin the group’ sinsurance subsidiaries

Treasury Other eligible Debt
bills bills securities Total
£m £m £m £m
At 31 December 2009
Governments ...... 106 4 3,198 3,308
Local authorities ... - - 173 173
Corporates and other ...........ccoovreeiininccieene 82 168 7,526 7,776
188 172 10,897 11,257
Treasury Other €eligible Debt
bills bills securities Total
£m £m £m £m
At 31 December 2008
GOVEINMENES ..o 187 16 2,361 2,564
Local authorities .... - - 151 151
Corporates and other . - 257 7,762 8,019
187 273 10,274 10,734
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Credit risk also rises when part of the insurance risk incurred by the group is assumed by reinsurers. The credit risk
exposure to reinsurers is monitored by the Regional Insurance Office and the HSBC Group Insurance Head Office
and is reported quarterly to the Group Insurance Risk Committee and the Group Insurance Credit Risk Meeting. The
split of liabilities ceded to reinsurers and outstanding reinsurance recoveries, analysed by credit quality, is shown
below. The definitions of the four credit quality classifications are provided on pages 140 and 141. The group’s
exposure to third parties under the reinsurance agreementsisincluded in thistable.

Reinsurers' share of liabilities under insurance contracts

Neither past due nor impaired

Past due
Sub- not Impair ment
Strong  Medium standard Impaired Impaired allowances  Total
£m £m £m £m £m £m £m
At 31 December 2009
Linked insurance Contracts ..........ccoeveeeenrennns 17 - - - - - 17
Non-linked insurance contracts ...................... 380 8 2 — - — 390
TOtAl o 397 8 2 — - — 407
Reinsurance debtors .........ccceevveeeeeeeeesecienne 9 - - 1 - - 10
At 31 December 2008
Linked insurance contracts ............ccoceeeevennene 7 - - - - — 7
Non-linked insurance contracts ...........cccco..... 602 9 - — - - 611
TOtAl e 609 9 — — - — 618
Reinsurance debtors .........ccceceeveeeeeereveseciinne 11 - - — - - 11

Liquidity risk of insurance operations

It isan inherent characteristic of aimost al insurance contracts that there is uncertainty over the amount of claims
liabilitiesthat may arise, and the timing of their settlement, and this leads to liquidity risk. There is a greater spread
of expected maturities for the life business where, in alarge proportion of cases, the liquidity risk is bornein
conjunction with policyholders (wholly in the case of unit-linked business).

To fund the cash outflows arising from claims liabilities, group’s insurance manufacturing subsidiaries primarily
fund cash outflows from the following sources:

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

e interest and dividends on investments and principa repayments of maturing debt investments;
e  cashresources; and

e thesdeof investments.

The group’ s insurance manufacturing subsidiaries manage liquidity risk by utilising some or all of the following
techniques:

e matching cash inflows with expected cash outflows using specific cash flow projections or more general asset
and liability matching techniques such as duration matching;

e  maintaining sufficient cash resources,
e investing in good credit-quality investments with deep and liquid markets to the degree to which they exist;

e monitoring investment concentrations and restricting them where appropriate, for example, by debt issues or
issuers; and

e establishing committed contingency borrowing facilities.
Every quarter, the group’ s insurance manufacturing subsidiaries are required to complete and submit liquidity risk
reports to Group Insurance Head Office for collation and review by the Group Insurance Market and Liquidity Risk

Meeting. In addition, each insurance operation is required to maintain a Liquidity Contingency Plan reviewed at |east
annually by the relevant ALCO.
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The following tables show the expected undiscounted cash flows for insurance contract liabilities and the remaining

contractual maturity of investment contract liabilities:

Expected maturity of insurance contract liabilities

Expected cash flows (undiscounted)

Within 1 year 1-5years 5-15years Over 15years Total
£m £m £m £m £m
At 31 December 2009
Non-life insurance ........cccocceceevnneccneneninenn 396 336 27 - 759
Life insurance (non-linked) 364 600 445 268 1,677
Lifeinsurance (linked) ........cccocovneeiinninninns 90 248 562 628 1,528
Tota 850 1,184 1,034 896 3,964
At 31 December 2008
NON-life iNSUrance ........cccoeeeeeverneeeencnreens 456 407 19 — 882
Lifeinsurance (non-linked) ... 732 618 570 301 2,221
Lifeinsurance (linked) ......cccocevvvvvecercrennnee 80 233 475 453 1,241
Total 1,268 1,258 1,064 754 4,344

Remaining contractual maturity of investment contract liabilities

Liabilitiesunder investment contracts by insurance underwriting subsidiaries

Linked Non-linked I nvestment
investment investment contracts
contracts contracts with DPF Total
£m £m £m £m
At 31 December 2009
Remaining contractual maturity:
—duewithin 1year .....ccccooveevvrenvccncn 287 - - 287
— due between 1 and 5 years .. 558 - - 558
— due between 5 and 10 years 400 - - 400
—due after 10 years ................ 1,290 - - 1,290
—undated® ..... 1,445 26 12,930 14,401
TOEl e 3,980 26 12,930 16,936
At 31 December 2008
Remaining contractual maturity:
—duewithin 1year .......ccococeoevnnninncicenn 117 - - 117
— due between 1 and 5 years .. 419 - - 419
— due between 5 and 10 years 330 - - 330
—due after 10 years ......cceeeee 1,123 - - 1,123
—undated" ................ 1,627 24 12,157 13,808
TOEl o 3,616 24 12,157 15,797

1 Incases, policyholders have the option to terminate their contracts at any time and receive the surrender values of their policies. These

may be significantly lower than the amounts shown above.

Present value of in-for ce long-term insurance business

The group’ s life insurance business is accounted for using the embedded value approach which, inter alia, provides a
comprehensive framework for the evaluation of insurance and related risks. The present value of the in-force long-

term (‘PVIF") asset at 31 December 2009 was £630 million (2008: 579 million). The present value of the

shareholders’ interest in the profits expected to emerge from the book of in-force policies at 31 December can be
stress-tested to assess the ability of the life business book to withstand adverse developments. A key feature of the
life insurance business is the importance of managing the assets, liabilities and risks in a coordinated fashion rather
than individually. This reflects greater interdependence of these three elements for life insurance than is generally the

case for non-life insurance.

The following table shows the effect on the PVIF of reasonably possible changes in the main economic assumptions,
namely the risk-free and risk discount rates, across all insurance manufacturing subsidiaries.
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Sensitivity of PVIF to changes in economic assumptions

PVIF at 31 December

2009 2008

£m £m

+ 100 basis points shift in Fisk-free rate ... 17 15
—100 basis points shift in risk-freerate ............ (18) (19
+ 100 basis points shift in risk discount rate (22) (26)
—100 basis points shift in risk discount rate 27 28

Due to certain characteristics of the contracts, the relationships may be non-linear and the results of the stress-testing
disclosed above should not be extrapolated to higher levels of stress. In calculating the various scenarios, all
assumptions are held stable except when testing the effect of the shift in the risk-free rate, when consequential
changes to investment returns, risk discount rates and bonus rates are also incorporated. The sensitivities shown are
before actions that could be taken by management to mitigate effects and before consequential changesin
policyholder behaviour.

Non-economic assumptions

The policyholder liabilities and PVIF are determined by reference to non-economic assumptions which include, for
non-life manufacturers, claims costs and expense rates and, for life manufacturers, mortality and/or morbidity, lapse
rates and expense rates. The table below shows the sensitivity of profit for the year to, and total equity at, 31
December 2009 to reasonably possible changes in these non-economic assumptions at that date across al insurance
manufacturing subsidiaries, with comparatives for 2008.

The cost of claimsis arisk associated with non-life insurance business. An increase in claims costs would have a
negative effect on profit.

Mortality and morbidity risk istypically associated with life insurance contracts. The effect of an increasein
mortality or morbidity on profit depends on the type of business being written. For a portfolio of term assurance
contracts, an increase in mortality usually has a negative effect on profit as the number of claimsincreases. For a
portfolio of annuity contracts, an increase in mortality rates typically has a positive effect on profit as the period over
which the benefit is being paid to the policyholder is shortened. However, when an annuity contract includes life
cover, the positive effect on profit of the increase in mortality may be offset by the benefits payable under the life
insurance.

Sensitivity to lapse rates is dependent on the type of contracts being written. For insurance contracts, the cost of
claimsisfunded by premiums received and income earned on the investment portfolio supporting the liabilities. For
aportfolio of term assurance, an increase in lapse rates typically has a negative effect on profit due to the loss of
future premium income on the lapsed policies. For a portfolio of annuity contracts, an increase in lapse rates has a
positive effect on profit as the obligation to pay future benefits on the lapsed contracts is extinguished.

Expense rate risk is the exposure to a change in expense rates. To the extent that increased expenses cannot be passed
on to policyholders, an increase in expense rates will have a negative impact on profits.

Sensitivity to changes in non-economic assumptions

Profit for Profit for

theyear to Total equity at the year to Total equity at

31 December 2009 31 December 2009 31 December 2008 31 December 2008

£m £m £m £m

20 % increase in claims costs (69) (69) (34) (34

20 % decrease in claims costs 69 69 34 34
10 % increase in mortality and/or morbidity

[ (=TSRRI (15) (15) 2 2
10 % decrease in mortality and/or morbidity

FAES ..o 15 14 4 4

50 % increase in lapserates ....... (207) (207) (84) (84)

50 % decrease in lapse rates .......... 169 170 130 130

10 % increase in expense rates (29) (20) (29) (29)

10 % decrease in expense rates ..........c.c.ccoeeene. 20 20 18 18
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Special purpose entities (including on-and off-balance sheet arrangements)

The group entersinto certain transactions with customers in the ordinary course of business which involve the
establishment of special purpose entities ( SPES’) to facilitate or secure customer transactions, some of which have
been included in the group’ s consolidated balance sheet. The group’s structures that utilise SPEs are authorised
centrally when they are established to ensure appropriate purpose and governance. The activities of SPEs
administered by the group are closely monitored by senior management.

The group sponsors the formation of entities which are designed to accomplish certain narrow and well-defined
objectives, such as securitising financial assets or affecting alease, and this requires aform of legal structure that
restricts the assets and liabilities within the structure to the single purpose for which it was established. The group
consolidates these SPEs when the substance of the relationship indicates that the group controls them. In assessing
control, all relevant factors are considered, including qualitative and quantitative aspects. The group re-assesses the
required consolidation accounting tests whenever there is a change in the substance of the relationship between the
group and an SPE. The most significant categories of SPE are discussed in more detail below.

Structured investment vehicles and conduits

Structured Investment Vehicles (‘SIVS')

SlVsare SPEswhich invest in diversified portfolios of interest-earning assets, generally funded through issues of
commercia paper (‘CP’), medium term notes (‘M TN’) and other senior debt to take advantage of the spread of
differentials between the assetsin the SIV and the funding cost. Prior to the implementation of Basel 1, it was capital
efficient to many bank investorsto invest in highly-rated investment securities in this way. The group sponsored
establishment of two SIVs, Cullinan Finance Limited (* Cullinan”) and Asscher Finance Limited (* Asscher’) which
are now in the process of voluntary liquidation following completion of the transfer of their portfolios of investment
securities and derivatives to the three new Structured investment conduits (* SIC’s) established in 2008 in order to
remove the risk of having to make forced asset sales. Mazarin funding Limited (‘Mazarin’) an asset backed CP
conduit and Barion funding Limited (‘Barion’) aterm funding vehicle were set up in respect of Cullinan; and
Malachite funding Limited (‘Malachite’) aterm funding vehicle was set up in respect of Asscher.

At 31 December 2009, all the capital notesin Cullinan and Asscher had been redeemed and replaced by capital notes
in the new SICs (2008: 8.7 per cent of Asscher’s capital notes remained outstanding).
Conduits

The group sponsors and manages two types of conduits which issue CP; multi-seller conduits and SICs. The group
has consolidated these conduits from inception because it is exposed to the majority of risks and rewards of
ownership.

Securities investment conduits

Solitaire purchases highly rated ABSsto facilitate tailored investment opportunities. The group’s other SICs,
Mazarin, Barion and Malachite, evolved from the restructuring of the group’s sponsored SIV's as discussed above.
Multi-seller conduits

These vehicles were established for the purpose of providing access to flexible market-based sources of finance for
the group’ s clients for example, to finance discrete pools of third-party originated trade and vehicle finance loan
receivables.

Money market funds

The group has established, manages and has investments in a number of money market funds which seek to provide
customers with tailored investment opportunities with a set of narrow and well-defined objectives. The group
consolidates a fund when the group’ s holding is of sufficient size to represent the majority of the risks and rewards of
ownership or when the substance of the relation indicates that the group controls the fund.
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Securitisations

The group uses SPES to securitise customer loans and advances it has originated, mainly in order to diversify its
sources of funding for asset origination and for capital efficiency purposes. The SPEs are not consolidated when the
group is not exposed to the majority of risks and rewards of ownership.

Other SPEs

The group also establishes, in the normal course of business for a number of purposes, for example, structured credit
transactions for customers and to provide finance to public and private sector infrastructure projects and for asset and
structured finance transactions.

Structured credit transactions

The group provides structured credit transactions to third party professional and institutional investors who wish to
obtain exposure, sometimes on aleveraged basis, to areference portfolio of debt instruments. In such structures, the
investor receives returns referenced to the underlying portfolio by purchasing notes issued by the SPEs. The group
entersinto contracts with the SPES, generally in the form of derivatives, in order to pass the required risks and
rewards of the reference portfolios to the SPEs. The group’ srisk in relation to the derivative contracts with the SPEs
is managed within the group’ s trading market risk framework.

Other uses of SPEs

The group participates in Public-Private Partnerships to provide financia support for infrastructure projectsinitiated
by government authorities. The funding structure is commonly achieved through the use of SPEs. The group
consolidates these SPEs when it is exposed to the majority of risks and rewards of the vehicles.

The group’s Asset and Structured Finance (* ASF’) business speciaisesin leasing and arranging finance for aircraft
and other physical assets, which it is customary to ring-fence through the use of SPEs, and in structured |oans and
deposits, where SPEs introduce cost efficiencies. The group consolidates these SPEs when the substance of the
relationship indicates that the group controls the SPE.

Third party sponsored SPEs

The group’ s exposure to third party sponsored SIV's, conduits and securitisations have arisen through normal banking
arrangements on standard market terms.

Other off-balance sheet arrangements

Financial guarantees, lettersof credit and similar undertakings

Note 38 describes various types of guarantees and discloses the maximum potentia future payments under such
arrangements.

Commitmentsto lend

The group generally has the right to change or terminate any conditions of a personal customer’s overdraft, credit
card or other credit line upon notification to the customer. In respect of corporate commitments to lend, in most cases
the group’ s position will be protected through restrictions on access to funding in the event of material adverse
change.

L everaged finance transactions

Loan commitments in respect of leveraged finance transactions are accounted for as derivatives where it is the
group’ s intention to sell the loan after origination.
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38 Contingent liabilities, contractual commitments and guarantees

Thegroup The bank
2009 2008 2009 2008
£m £m £m £m
Guarantees and other contingent liabilities
Guarantees and irrevocable | etters of credit
pledged as collateral security 20,971 21,310 13,507 13,787
Other contingent liabilities .........c.coccoeeerenrinenee 32 110 - -
21,003 21,420 13,507 13,787
Commitments*
Documentary credits and short-term trade-
related transactions ...........cccevvrenreneceenennn 1,515 2,204 495 861
Forward asset purchases and forward forward
depositsplaced ........ccoeevervneciieneee 492 493 - -
Undrawn formal standby facilities, credit lines
and other commitmentsto lend>................... 114,076 151,694 83,036 102,626
116,083 154,391 83,531 103,487

1 Excluding capital commitments, which are separately disclosed below.
2 Based onoriginal contractual maturity.

The table above discloses the nominal principal amounts of commitments, guarantees and other contingent liabilities.
They are mainly credit-related instruments which include both financial and non-financial guarantees and
commitments to extend credit. Nominal principal amounts represent the amounts at risk should contracts be fully
drawn upon and clients default. As a significant portion of guarantees and commitments is expected to expire without
being drawn upon, the total of these nominal principal amounts is not representative of future liquidity requirements.

Contingent liabilities arising from litigation against the group are disclosed in Note 40.

Financial Services Compensation Scheme

The Financial Services Compensation Scheme (‘' FSCS') has provided compensation to consumers following the
collapse of anumber of deposit takers such as Bradford & Bingley plc, Heritable Bank plc, Kaupthing Singer &
Friedlander Limited, Landsbanki ‘Icesave’, London Scottish Bank plc and Dunfermline Building Society. The
compensation paid out to consumers is currently funded through loans from the Bank of England and HM Treasury.
The bank could be liable to pay a proportion of the outstanding borrowings that the FSCS has borrowed from HM
Treasury which at 30 September 2009 stood at approximately £20 billion. The bank is also obligated to pay its share
of forecast management expenses based on the bank’ s market share of deposits protected under the FSCS.

The bank has expensed £142 million to date, as at 31 December 2009, in respect of the share of forecast management
expense, including interest costs, for the 2008/9, 2009/10 and 2010/11 levy years. The feein respect of the 2008/9
levy year was paid during the second half of 2009.

At 31 December 2009, the bank had accrued £112 million in respect of the 2009/10 and 2010/11 levy years, based on
the bank’ s estimated share of total market protected deposits at 31 December 2008 and 2009, respectively.

At 31 December 2008, the bank had accrued £86 million in respect of the 2008/9 and 2009/10 levy years, based on
the bank’ s estimated share of total market protected deposits at 31 December 2007 and 2008, respectively.

However, the ultimate FSCS levy to the industry as aresult of the 2008 (and 2009) collapses cannot currently be
estimated reliably asit is dependent on various uncertain factors including the potential recoveries of assets by the
FSCS and changesin the interest rate, the level of protected deposits and the population of FSCS members at the
time.
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Payment Protection Insurance Sales

On 1 July 2008 the Financial Ombudsman Service (‘FOS’) wrote to the Financial Services Authority (‘FSA’) to draw
to its attention under the “Wider Implications’ process the issues arising from past payment protection insurance
(‘PPI’) sales. The FOS considered that there was evidence of widespread and regular failure on the part of many
firms to comply with the FSA’s rules and insurance law in the sale of PPI and that, in the circumstances, simply
allowing consumers individually to bring complaints was not the right way to tackle what it regarded as a systemic
problem. The FOS therefore called upon the FSA to frame and implement an appropriate regulatory solution which
would ensure that firms took appropriate and proportionate remedial action.

On 29 September 2009, the FSA published a Consultation Paper (‘CP (09/23)’) setting out proposals, and draft Rules
and Guidance, on how firms should assess PPI complaints and, where they upheld such complaints, calculate redress.
At the same time, it also published an open letter to eight trade associations, including the British Bankers
Association, setting out what it considered to be common failings by firms in sales of PPI. When announcing the
publication of CP (09/23), the FSA also reported that it had obtained agreement from firms representing 40 per cent
of the market for face to face single premium PPI sales to review all such sales since July 2007. No HSBC company
was included in that group of firms.

The Consultation Paper anticipated new FSA rules and guidance covering how firms should deal with PPI complaints
with effect from the beginning of 2010. However, the FSA subsequently announced that, owing to the large number
of responses it had received to the Consultation Paper, this date would be deferred to give it sufficient opportunity to
fully consider those responses.

On 2 February 2010, the FSA stated that the course of action it will take in relation to PPI remains under
consideration and that no final decision on the matter has yet been taken. The precise form and content of the FSA’s
final rules and guidance in relation to PPI complaint handling therefore remains unclear at this stage. In the
circumstances, it is not possible for the bank to determine what impact, if any, the FSA’s proposals will eventually
have.

In December 2007, the bank decided to cease selling PPI (but not short-term income protection products) under its
HSBC, first direct and M&S Money brands. A phased withdrawal was completed across these brands and channels in
2008.

Data Security

HSBC Private Bank (Suisse) is currently continuing to investigate a theft of client data which was widely reported in
December 2009 as having been supplied to the French authorities. The theft appears to have taken place during a
period preceding March 2007. The bank is working closely with the Swiss authorities and its regulator to establish
the extent of data involved in the theft in order to protect the interests and rights of its clients and of the group and to
further enhance its security policies and data protection practices.

Guarantees

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
within the group. These guarantees are generally provided in the normal course of the group’s banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which the group could
be required to make at 31 December, were as follows:
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The group
At 31 December 2009 At 31 December 2008
Guarantees by the Guarantees by the
Guaranteesin  group in favour of Guaranteesin group in favour of
favour of third other group favour of third other group
parties entities parties entities
£m £m £m £m
Guaranteetype
Financial guarantee contracts® .............ccoccoe..... 10,051 927 9,972 996
Standby letters of credit which are financia
QUAraNtEE CONLIACES ......vvevveerreeereeeseeesseennes 1,791 1 791 57
Other direct credit SUDSHtULES® .........c.oorrreeennne 314 39 244 3
Performance bonds”® ...........o.coovueveeeeeceereerennss 2,048 51 2,395 43
Bid BONAS® .....oooveerreieeiieeieessee e 45 3 75 2
Standby letters of credit related to particular
tranSaCtions” ..........cooeeveeeveeereereeeeeeseeeeesinnns 444 - 486 -
Other transaction-related guarantees’ ............... 4,803 18 5,891 26
Other IEIMS ..o 468 - 439 -
TOEl e 19,964 1,039 20,293 1,127
The bank
At 31 December 2009 At 31 December 2008
Guarantees by the Guarantees by the
Guaranteesin bank in favour of Guaranteesin bank in favour of
favour of third other group favour of third other group
parties entities parties entities
£m £m £m £m
Guaranteetype
Financial guarantee contracts® ............ccoooveee... 7,535 2,311 7,057 2,693
Standby letters of credit which are financial
QUAraNtee CONLIACES? .........vvevveeeereeereeesseeeeens 5 - 5 -
Performance bonds® ... 734 48 898 36
Bid BONAS" ....cveooeeereeeeseeeeees e 12 3 17 2
Standby letters of credit related to particular
tranSactions® ..........cooeeeeeeeeeeeeeeeereeeeee e 107 - 76 -~
Other transaction-related guarantees’ . 2,290 26 2,651 24
Other items .......cccvvvrereececeieenens 436 - 328 -
TOEl oo 11,119 2,388 11,032 2,755

1 Financial guarantees contracts are contracts that require the issuer to make specified payments to reimburse the holder for aloss
incurred because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt
instrument. The amounts in the above table are nominal principal amounts.

2 Sandby letters of credit which are financial guarantee contracts are irrevocable obligations on the part of the group and/or the bank to
pay third parties when customers fail to make payments when due.

3 Other direct credit substitutes include reinsurance letters of credit and trade-related letters of credit issued without provision for the
issuing entity to retain title to the underlying shipment.

4 Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the
obligation on the group and/or the bank to make payment depends on the outcome of a future event.

The amounts disclosed in the above table reflect the group’ s maximum exposure under alarge number of individual
guarantee undertakings. The risks and exposures arising from guarantees are captured and managed in accordance
with the group’s overall credit risk management policies and procedures. Guarantees with terms of more than one
year are subject to the group’s annual credit review process.

Other commitments

In addition to the commitments disclosed above, at 31 December 2009 the group had contractual commitments to
purchase, within one year, land and buildings and other fixed assets from a number of suppliers for avalue of £239
million (2008: £368 million).

The group had no contingent liabilities or commitments in relation to joint ventures or associates, incurred jointly or
otherwise.
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39 Lease commitments

Finance lease commitments

The group leases land and buildings (including branches) and equipment from third parties under finance lease
arrangements to support its operations.

2009 2008
Total future Total future

minimum Interest Present minimum Interest Present

payments charges value payments charges value

£m £m £m £m £m £m

No later than oneyear .........ccccevevevvervevennnne. 22 (29) 3 21 (20) 1
Later than one year and no later than five

VOIS .ottt 103 77) 26 97 (92) 5

Later than five years .......ccoceceevrevveeveeennnne 372 (110) 262 504 (178) 326

497 (206) 291 622 (290) 332

At 31 December 2009 future minimum sublease payments of £315 million (2008: £314 million) were expected to be
received under non-cancellable subleases at the balance sheet date.
Operating lease commitments

At 31 December 20009, the group was obligated under a number of non-cancellable operating leases for properties,
plant and equipment for which the future minimum lease payments extend over a number of years.

Land and buildings

2009 2008
£m £m

Future minimum lease payments under hon-cancellable operating leases expiring:
— NOAEr thaN ONEYEAN ....eceeeeeee et es 173 122
— later than one year and no later than five years ... 608 394
— later than fIVE YEAIS ... 1,182 533
1,963 1,049

In 2009, £113 million (2008: £105 million) was charged to * General and administrative expenses’ in respect of lease
and sublease agreements, all of which related to minimum lease payments.

Finance lease receivables

HSBC leases avariety of assetsto third parties under finance leases, including transport assets (such as aircraft),
property and general plant and machinery. At the end of lease terms, assets may be sold to third parties or leased for
further terms. Lessees may participate in any sales proceeds achieved. Lease rentals arising during the lease terms
will either be fixed in quantum or be varied to reflect changesin, for example, tax or interest rates. Rentals are
calculated to recover the cost of assets less their residual value, and earn finance income.

2009 2008
Total Tota
future Unear ned future Unearned
minimum finance Present minimum finance Present
payments income value payments income value
£m £m £m £m £m £m
Lease receivables:
— nolater than oneyear ........cccoovueuenee. 987 (111) 876 1,209 (152) 1,057
— later than one year and no later than 2,829 (584) 2,245
fIVEYEAIS .o 2,996 (486) 2,510

— later than five years 3,264 (951) 2,313 4,367 (1,444) 2,923
7,247 (1,548) 5,699 8,405 (2,180) 6,225

At 31 December 2009, unguaranteed residual values of £110 million (2008: £108 million) had been accrued, and the
accumul ated allowance for uncollectible minimum lease payments receivable amounted to £8 million (2008: £10
million).
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In 2009, £51 million (2008: £22 million) was received as contingent rents and recognised in the income statement.

Operating lease receivables

The group leases a variety of different assetsto third parties under operating and finance |ease arrangements,
including rolling stock, property, aircraft and general plant and machinery.

Equipment
2009 2008
£m £m

Future minimum lease payments under non-cancellable operating leases expiring:

— NOAEr thaN ONEYEAN ......coiiiiieieee e 267 290
— later than one year and no later than five years 565 429
— later than fIVE YEAIS .....cooiiiececeer et 276 76
1,108 795

In 2009, £2 million (2008: Nil) was received as contingent rents and recognised in ‘ Other operating income'.

At 31 December 2009, future minimum sublease payments of Nil (2008: Nil) are expected to be received under non-
cancellable subleases at the balance sheet date.

Litigation

On 27 July 2007, the UK Office of Fair Trading (‘OFT") issued High Court legal proceedings against a number of
UK financial ingtitutions, including HSBC Bank plc, to determine the legal status and enforceability of certain of the
charges applied to their personal customersin relation to unauthorised overdrafts (the ‘ charges’). Pending the
resolution of the proceedings, the Financial Services Authority (‘FSA’) granted firms (including HSBC Bank plc) a
waiver enabling them to place relevant complaints about the charges on hold and the County Courts stayed all
individual customer claims.

In ajudgement given on 25 November 2009, the Supreme Court unanimously allowed the Banks' appeal against the
Court of Appeal ruling given on 26 February 2009 and held that, provided the relevant charges werein plain and
intelligible language, the amount of those charges could not be assessed for fairness under the Regulations by either
the OFT or the Courts. Thisis because the charges are part of the price the customer pays for the package of banking
services he receives in exchange, and hence an assessment of their amount is outside the scope of the Regulations.

While the Supreme Court left open the possibility that the terms could be challenged on some other basis HSBC
Bank plc does not believe that any other realistic basis for challenge exists.

On 22 December 2009, the OFT announced that, following detailed consideration of the Supreme Court judgement,
and discussions with consumer groups, campaigners, banks, the Government, the FSA and the Financial Ombudsman
Service, it would not be continuing the investigation it began, in March 2007, into the fairness of unauthorised
overdraft charges, as, were the investigation to continue, it would have a very limited scope and low prospects of
success. The OFT also decided not to investigate the charges using certain other enforcement tools. Itsinitial
assessment was that there were not good grounds for concluding that a collective challenge alleging breach of such
other provisions generally would have good prospects of success. The OFT also confirmed that it would address its
ongoing concerns, about the operation of the market for personal current accounts, by discussing the issues with
banks, consumer groups and other organisations, with the aim of reporting on progress by the end of March 2010.

The Supreme Court judgment means that the legal proceedings between the OFT and the banks relating to
unauthorised overdraft charges are concluded. Accordingly, the FSA confirmed, on 25 November 2009, the waiver
enabling firms to place relevant charges on hold had therefore lapsed. Normal complaint handling rules therefore

applied.

On 11 December 2008, Bernard L. Madoff (‘Madoff’) was arrested and charged in the United States District Court
for the Southern District of New Y ork with one count of securities fraud. That same day, the Securities and Exchange
Commission (‘SEC’) filed securities fraud charges against Madoff and his firm Bernard L. Madoff Investment
Securities LLC (‘Madoff Securities'), a broker dealer and investment advisor registered with the SEC. The criminal
complaint and SEC complaint each alleged that Madoff had informed senior Madoff Securities employees, in
substance, that his investment advisory business was a fraud. On 15 December 2008, on the application of the
Securities Investor Protection Corporation, the United States District Court for the Southern District of New Y ork
appointed atrustee for the liquidation of the business of Madoff Securities, and removed the liquidation proceeding
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to the United States Bankruptcy Court for the Southern District of New Y ork. The Madoff Securities trustee has
begun processing claimsfiled by investors allegedly damaged by the Madoff fraud. On 9 February 2009, on

Madoff’ s consent, the United States District Court for the Southern District of New Y ork entered a partial judgment
in the SEC action, permanently enjoining Madoff from violating certain antifraud provisions of the U.S. securities
laws, ordering Madoff to pay disgorgement, prejudgment interest and a civil penalty in amounts to be determined at a
later time, and continuing certain other relief previously imposed, including a freeze on Madoff’ s assets. On 12
March 2009, Madoff pleaded guilty to 11 felony charges, including securities fraud, investment advisor fraud, mail
fraud, wire fraud, three counts of money laundering, false statements, perjury, false filings with the SEC, and theft
from an employee benefit plan. On 29 June 2009, Madoff was sentenced to 150 yearsin prison, The relevant US
authorities are continuing their investigations into the fraud, and have bought charges against others, including
several Madoff Securities employees as well asits external auditor. Some details of the fraud have cometo light as a
result of these and other investigations and proceedings; however, significant uncertainty remains as to the facts of
the fraud and the total amount of assets that will ultimately be available for distribution by the Madoff Securities
trustee.

Various non-US HSBC group companies provide custodial, administration and similar services to a number of funds
incorporated outside the United States of America whose assets were invested with Madoff Securities. Based on
information provided by Madoff Securities, as at 30 November 2008, the aggregate net asset value of these funds
(which would include principal amountsinvested and unreslised gains) was £5.2 billion.

Proceedings concerning Madoff and Madoff Securities have been issued by different plaintiffs (including funds, fund
investors, and the Madoff Securities trustee) in various jurisdictions against numerous defendants and the group
expects further proceedings may be brought. Various group companies have been named as defendantsin suitsin the
United States, Ireland, Luxembourg, and other jurisdictions. All of the cases where group companies are named as a
defendant are at a very early stage. The group considersthat it has good defences to these claims and will continue to
defend them vigorously. The group is unable to reliably estimate the liability, if any, that might arise as aresult of
such claims.

Various group companies have also received requests for information from various regulatory and law enforcement
authorities and from the Madoff Securities trustee, in connection with the aleged fraud by Madoff. The group
companies are co-operating with these requests for information.

Related party transactions

The ultimate parent company of the group is HSBC Holdings plc, which isincorporated in England.
Copies of the Group financial statements may be obtained from the following address:

HSBC Holdings plc
8 Canada Square
London

E14 5HQ

The group’ s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for HSBC employees, key management personnel, close family members of Key Management
Personnel and entities which are controlled, jointly controlled or significantly influenced by Key Management
Personnel or their close family members.

(a) Transactions with Directors and other Key Management Personnel

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of HSBC Bank plc and the group and includes members of the Board of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Directors of HSBC Holdings plc.
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Compensation of Key Management Personnel

The following represents the compensation paid to the Key Management Personnel of the bank in exchange for
services rendered to the bank.

2009 2008
£000 £000
Short-term employee DENEFILS ..o 1,900 4,231
Post-employment DENEFILS ........c.ceiiric e - 65
Termination benefits - -
Share-based PAYMENLS ... 1,177 2,357
3,077 6,653

Shareholdings and options of Directors’ and other Key Management Personnel

Balance at Balance at
31 December 31 December
2009 2008
Number of share options from equity participation plans held by Directors and other
key management personnel (and their connected Persons) ..........ccoceeveeveeecenenennns 1,033,662 1,033,747
Number of shares held by Directors and other key management personnel
(and their CONNECLEA PEISONS).......oveveuerrerererieieent st sestsee e sesesss e e e e eeseneneas 20,094,864 17,498,156

Transactions, arrangements and agreements including Directors and other Key Management
Personnel

The table below set out transactions which fall to be disclosed under IAS 24 ‘ Related Party Disclosures between the
group and the Key Management Personnel of both the bank and its parent company, HSBC Holdings plc, and their
connected persons or controlled companies.

2009 2008
Highest Highest
balance during Balance at balance during Balance at
theyear® 31 December? the year* 31 December*
£000 £000 £000 £000
Key Management Personnel and connected
persons and companies controlled by them
Loans ............ 877,944 453,707 103,594 49,776
Credit cards .. 3,453 224 452 196
GUAMANEES ..eoereeeeeeeereseeeesenseseseseesensesessssenensens 20,984 19,589 6,753 5,684

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The above transactions were made in the ordinary course of business and on substantially the same terms, including
interest rates and security, as for comparable transactions with persons of asimilar standing or, where applicable,
with other employees. The transactions did not involve more than the normal risk of repayment or present other
unfavourable features.

Transactions, arrangements and agreements including Directors (Companies Act 2006)

In addition to the requirements of 1AS 24, particulars of transactions, arrangements and agreements entered into by
HSBC Bank plc and its subsidiaries with Directors of HSBC Bank plc are required to be disclosed pursuant to section
413 of the Companies Act 2006. Under the Companies Act there is no requirement to disclose transactions with the
Key Management Personnel of the bank’s parent company, HSBC Holdings plc.

The table below sets out transactions which fall to be disclosed under section 413 of Companies Act 2006.
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The group
2009 2008
Balance at Balance at
31 December 31 December
£000 £000
Directors
LOBINS ...ttt ettt ettt ettt ettt se bbb e ae st ettt eae e ettt eae ettt ebenenen s 2,242 1,690
Credit cards . 52 65
GUEIAINEEES ....veveeteneeteeeueseeneseeseeteseete s sesesseseeseseesetesesse e sae e et eneeteneesessenesaeneseenensenenseneann - -
(b) Transactions with other related parties
Associates and joint ventures
The group
2009 2008
Highest Highest
balance during Balance at balance during Balance at
theyear® 31 December 2009* theyear' 31 December 2008
£m £m £m £m
Amounts due from joint ventures
— unsubordinated .........cccoceeeririrreeeneens 170 170 202 110
Amounts due from associates
— unsubordinated ..........cccceeceeeveiieeeienne 45 45 - -
Amounts due to joint VeNtures .............coceveeeenee 12 8 20 12
Amounts due to assOCIaeS ........ceeveeeeererererereenns - - 1 -
1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.
The bank
2009 2008
Highest Highest
balance during Balance at balance during Balance at
theyear® 31 December 2009* theyear' 31 December 2008
£m £m £m £m
Amounts due from joint ventures
— unsubordinated ...........cccoeereniniinieeins 170 170 161 110
Amounts due from associates
— unsubordinated .........ccceeerirerreenens 45 45 - -
Amounts due to joint VENtUres ..........ccceeveveeenes 10 - 12 10
Amounts due to assOCIateS .........ceeeererererereenns - - 1 -

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.
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Transactions of the group with HSBC Holdings plc and fellow subsidiaries of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Holdings plc.

2009 2008
Highest Highest
balance during Balance at balance during Balance at
theyear® 31 December 2009" theyear’ 31 December 2008"
£m £m £m £m
Assets
Trading @SSELS ......coveverereeeiiririee s 53 39 214 53
Financial assets designated at fair value ......... 28 20 21 21
Loans and advances to CUStOMEr'S ..........c.c..... 798 102 343 56
Financial investments ..........cccovveeccienniniceene 68 63 58 58
Liabilities
Trading l1aDilitIes ......c.cceeinerreeereece 40 15 22 17
CUSLOMEr @CCOUNLS ....c.cvieeeireereereereeeeeeenes 15,020 8,693 8,582 3,406
Subordinated amountsdue ............coeeeeeririrennns 3,047 - 3,047 3,047
GUENBNEEES ......ceerireeiriee s - - - -
For theyear ended For the year ended
31 December 2009 31 December 2008
£m £m
Income Statement
INEEIESE INCOMIE ...ttt 1 1
Interest expense .. 117 117
DIVIAENA INCOIME .....cuviiiitiriree ettt bbbt 13 6
TradiNg INCOITIE ...ttt 5 -
Other operating income 17 18
General and admiNiStrative EXPENSES .......ccoreueierririeieere st ssie st sssseeseeas 114 82

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

Transactions detailed below include amounts due to/from fellow subsidiaries of HSBC Holdings plc

2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
theyear® year end* the year’ year end*
£m £m £m £m
Assets

Trading 8SSELS ......cccovvvveeeeeeirirree s 8,369 4,473 9,718 8,369
DEFIVALIVES ..o 30,669 11,770 72,434 30,669
Loans and advancesto banks ...... 9,881 4,093 5,444 5,267
Loans and advances to customers ... 3,252 1,757 3,252 3,252
Financial investments .................. 7,484 5,685 7,277 7,277
(0101 = S (RN 2,282 1,307 7,497 212

Liabilities
Trading liabilities ........cccovneeernecnriereere 29,662 10,562 25,241 25,241
Financial liabilities designated at fair vaue ..... 34 34 - -
Deposits by banks .........ccevernienecineneenenes 8,632 4,176 9,116 7,594
Customer accounts . 1,585 952 1,715 559
DEFVALIVES ... 29,022 12,218 70,444 29,022
GUAMANTEES ....vrereeeerresere e 1,009 927 996 996
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Income Statement

INEETESE INCOME ...vvieieeeeeeece sttt e s
INLENESE EXPENSE ...t

Feeincome

FEE EXPENSE ...t s
Trading iINCOME ....vviiiiiiciriciete bbbt

Other operating income ..................

General and adminiStrative EXPENSES .......ccccvvveereeeernreneseeesesesesesessesesesesensenes

For theyear ended
31 December 2009
£m

263
156
175
197

42

13
206

For the year ended
31 December 2008
£m

495
269

81
188
392

15
142

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,

including interest rates and security, as for comparable transactions with third party counterparties.

Transactions between HSBC Bank plc and its subsidiaries, HSBC Holdings plc and fellow

subsidiaries of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Bank plc and its subsidiaries.

2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
the year® year end* the year* year end"
£m £m £m £m
Assets

Trading assets 34,081 16,390 36,824 27,184
Derivatives ......ccccoeeeeeennnne 32,375 20,311 56,747 32,375
Loans and advancesto banks ..........cccccceeeennene 6,595 4,046 4,982 2,521
Loans and advances to CUStOMEr'S ..........c.cueu... 21,106 21,106 18,397 18,313
Financial investments .........c..ccooeveeeneeesienennens 2,670 1,680 851 851

Liabilities
Trading liabilities ......ccooveierceeeececees 18,683 14,222 19,690 11,479
Deposits by banks .........ccocevvnneniccnnnsne 21,560 12,918 21,560 21,560
Customer accounts . 11,849 11,243 11,876 11,580
DENVALIVES ..ot 33,368 18,255 56,143 33,368
Subordinated amounts due............ccoeeveverereeeenns 622 - 622 622
GUAMANEEES .....vvveeeeeiee ettt 2,139 1,474 1,761 1,761

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

Transactions detailed below include amounts due to/from HSBC Bank plc and HSBC Holdings plc.

2009 2008
Highest Highest
balance during Balance at the balance during Balance at the
theyear® year end* the year* year end*
£m £m £m £m
Assets

Trading @SSELS .....coveveeveerirerieieeere e 53 39 214 53
Loans and advances to customers 798 102 137 56

Liabilities
Trading liabilities ....ccccoveeeeverirseeeceerine 40 15 22 17
CUStOMEY BCCOUNES ....veveeeieeereeieeeeee et 15,011 8,378 3,680 3,398
Subordinated amountS due.............cccoveerereeeeenene 3,047 - 3,047 3,047
GUENANEEES .....oueveieiieree e - - - -

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.
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Transactions detailed below include amounts due to/from HSBC Bank plc and fellow subsidiaries of HSBC
Holdings plc.

2009 2008
Highest Highest
balance during Balanceat the balance during Balance at the
theyear® year end* the year year end"
£m £m £m £m
Assets

Trading @SSELS ......ccceueveeeireriririereeee e 7,486 4,166 9,258 7,486
Derivatives .......ccccoevveerererennnns 24,290 11,220 43,907 23,192
Loans and advances to banks 8,437 2,763 4,557 3,662
Loans and advances to customers .................... 3,085 1,640 3,085 3,085
Other @SSELS ...cvcvereereiereeieese e 437 28 3,561 231

Liabilities
Trading liabilities ........ccoooeerrnninceeccieerene 27,857 10,348 23,613 23,613
Deposits by banks ....... 5,130 3,585 5,980 3,146
CUSLOMET BCCOUNLES ...cvveuveeesieireeie s 1,371 819 1,418 378
DENVALIVES ..o 21,559 11,435 38,799 21,559
GUAINANEEES ...ovveveienereeereeeeresee st seenes 933 837 931 931

1 Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantialy the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

Pension funds

At 31 December 20009, fees of £5 million (2008: £10.9 million) were earned by group companies for management
services related to the group’ s pension funds held under management. The group’s pension funds had placed deposits
of £531 million (2008: £281 million) with its banking subsidiaries.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

In the first half of 2009, a gain of £322 million was recognised by the bank following a restructuring of the basis of
delivery of death in service and ill health early retirement benefits to certain UK employees. These benefits were
provided by the HSBC Bank (UK) Pension Scheme (the * Scheme’) but will now be provided outside of the scheme.

The Scheme entered into swap transactions with the bank to manage the inflation and interest rate sensitivity of the
liabilities. At 31 December 2009, the gross notional value of the swaps was £14,617 million (2008: £12,132 million),
the swaps had a negative fair value of £647 million to the bank (2008: negative fair value of £1,220 million) and the
bank had delivered collateral of £1,729 million (2008: £1,682 million) to the Scheme in respect of these swaps. All
swaps were executed at prevailing market rates and within standard market bid/offer spreads.

In order to satisfy diversification requirements, the Trustee has requested special collateral provisions for the swap
transactions between the bank and the Scheme. The collateral agreement stipul ates that the Scheme never posts
collateral to the bank. Collateral is posted to the Scheme by the bank at an amount that the Trustee is highly confident
would be sufficient to replace the swaps in the event of default by the bank. Under the terms of the agreement,
increases in collateral when required, are posted by the bank on a daily basis and any reductions of collateral are
repaid to the bank on a monthly basis.

With the exception of the special collateral arrangements detailed above, all other aspects of the swap transactions
between the bank and the Scheme are on substantially the same terms as comparabl e transactions with third party
counterparties.

In March 2009, the group purchased the minority interestsin HSBC Private Bank (Suisse) SA which was owned by
HSBC Investor PBRS Corporation (Delaware) a direct subsidiary of HSBC Bank USA, National Association for a
cash consideration of £247m.
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42 Events after the balance sheet date

There have been no material events after the balance sheet date which would require disclosure or adjustment to the
31 December 2009 financial statements.

These accounts were approved by the Board of Directors on 1 March 2010 and authorised for issue.
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