PRESENTATION OF INFORMATION

This document comprises additional information regarding HSBC Bank plc (‘the bank’) and
its subsidiary undertakings (together ‘the group’). References to ‘HSBC’ or ‘the Group’
within this document mean HSBC Holdings plc together with its subsidiaries.
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Operating and Financial Review

Income statement data

The group measures its performance internally 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. The inclusion of
acquisitions and disposals in the underlying results is determined in the light of events each
year.

Profit before tax (reported basis)

2009 2008 2007
£m £m £m

NEL INTEIEST INCOME. ..ottt ettt bbbttt eere s s e ene, 8,091 5,697 3,854
NEE FEE INCOME ...ttt st et et e ae et e et e st e sbesbesaesaeebeereereebeens 4,077 3,957 4,184
[N o T T T T 3 TR 2,626 2,967 3,487
Net income/(expense) from financial instruments designated at fair value..........c.cccoveenene. 543 (1,097) 126
Gains less losses from financial INVESIMENTS. ..o (73) 82 552
DIVIAEN TNCOME ...ttt bbbt b b 29 85 43
Net earned INSUrANCE PIrEMIUMS ........cueueueriririeieeeiei sttt see et se st st se e sete e sssesenena. 2,716 2,891 1,921
Other OPErating INCOME........ceuiiirieteieiee ittt et et s e se e s et e e s s eteneneen, 1,093 1,593 307
Total OPErating INCOIME .....c.ciiiiieieieii ettt bbbt 19,102 16,175 14,474
Net insurance claims incurred and movement
in liabilities t0 POIICYNOIARTS..........c.cueiiiiiii e, (3,540) (1,835) (1,674)
Net operating income before loan impairment charges and other credit risk
PrOVISIONS ..ttt b ettt b bt b bbbttt bttt 15,562 14,340 12,800
Loan impairment charges and other credit
FISK PROVISIONS ...ttt bbb (3,364) (1,861) (1,043)
NEt OPEFratinNg INCOME ......eveeieiiiiiei ettt 12,198 12,479 11,757
TOtal OPErating EXPEINSES .....cueiiieietesiitieete ettt ettt bbbttt (8,198) (8,122) (7,741)
OPEratiNg PrOfIES ..ottt bbbttt 4,000 4,357 4,016
Share of profit in associates and
JOINME VBNTUIES 1.ttt ettt s et sa et st s e et st et s e s b e n e e e s nnn) 14 9 47
Profit DEFOIE TAX.....cviiiiieciice ettt ettt sttt b b e ae e eneens 4,014 4,366 4,063

2009 compared with 2008
Economic briefing

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. GDP fell by 5
per cent in 2009 — the sharpest contraction in over 60 years — after a 0.5 per cent increase in
2008. Weakness affected most sectors of the economy, and the unemployment rate hit a 13-
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 a five-year low of 1.1 per cent in September 2009 before moving towards the Bank



of England’s 2 per cent target by the end of the year. Nominal house prices appreciated
modestly during the second half of 2009, 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 throughout the economy and support expectations of future economic
activity. The eurozone economy also performed poorly during 2009, with GDP falling by 4
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
a variety of fiscal stimulus programmes and a rebuilding of inventory levels. Consumer
spending proved relatively resilient in early 2009, boosted by a number of purchase incentive
schemes, and some weakness was observed as these programmes expired. Unemployment
rose to an 11-year high of 10 per cent in December 2009, while CPI temporarily turned
negative during the third quarter of the year. The European Central Bank cut interest rates by
150 basis points to finish the year at 1 per cent.

Reconciliation of reported and underlying profit before tax:

2009 compared with 2008

2008 2008 2008 2009 2009 2009 Under-
As Adjust- Under- As Adjust- Under-  Reported lying
Reported ments lying reported ments lying change change
£m £m £m £m £m £m % %
Net interest income.................. 5,697 (37) 5,660 8,091 - 8,091 42 43
Net fee income........ccoveveenne 3,957 (33) 3,924 4,077 - 4,077 3 4
Trading income..........c.cccoveeae. 2,967 - 2,967 2,626 - 2,626 (11) (11)
Net income/(expense) from
financial instruments
designated at fair value......... (1,097) 477) (1,574) 543 439 982 149 162
Gains less losses on
financial investments..... 82 (33) 49 (73) - (73) (189) (249)
Net earned insurance
PremiumS ...cveveveeeeireereeeenens 2,891 - 2,891 2,716 - 2,716 (6) (6)
Other operating income........... 1,678 (878) 800 1,122 (180) 942 (33) 18

Net insurance claims

incurred and movement in

liabilities to policyholders.... (1,835) - (1,835) (3,540) - (3,540) (93) (93)
Net operating income before

loan impairment charges

and credit risk provisions ..... 14,340 (1,458) 12,882 15,562 259 15,821 9 23
Loan impairment charges

and other credit risk

PrOVISIONS. ......vveveieerrireininans (1,861) 3 (1,858) (3,364) - (3,364) (81) (81)
Net operating income............... 12,479 (1,455) 11,024 12,198 259 12,457 2 13
Total operating expenses......... (8,122) 39 (8,083) (8,198) - (8,198) (1) (1)
Operating profit..........c.cccvevee. 4,357 (1,416) 2,941 4,000 259 4,259 (8) 45
Share of profit in associates

and joint ventures ................. 9 - 9 14 - 14 56 56
Profit on ordinary activities

before tax.......ccccveenrinnenns 4,366 (1,416) 2,950 4,014 259 4,273 ()] 45

Review of business performance

The group reported pre-tax profit of £4,014 million in 2009, compared with £4,366 million in
2008. These results included a £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 results included a £215 million gain realised on the sale of the first tranche); and the
change in own credit spread on long-term debt which resulted in a £439 million loss in 2009
compared with a gain of £477 million for 2008. The 2008 results also included a gain of
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£644 million on disposal of the seven regional banks in France in July 2008. All of these
items are adjusted so as to arrive at the underlying basis.

The commentary that follows is on an underlying basis.

On an underlying basis pre-tax profit in 2009 was £4,273 million, against £2,950
million in 2008. The following items are significant in a comparison of 2009°s underlying
results to 2008:

e again 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;

¢ achange 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;

e aloss of £179 million for HSBC Insurance (UK) Limited, compared with a loss of £19
million in 2008. The UK motor insurance underwriter was very significantly affected
by adverse claims experienced during the year and a decision was taken to close to
new business in September 2009 with the company now in run off.

Net interest income increased by £2,431 million, or 43 per cent. Balance Sheet
Management revenues in Global Banking and Markets rose significantly due to the early
positioning of balance sheet in anticipation of decisions by central banks to preserve a low
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
reductions in late 2008 and early 2009. Mortgage balances increased as the group gained
market share in 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 group
more than met its commitment to make available £15 billion of new mortgage lending. In
Commercial Banking, net lending fell compared with 2008 as a result of muted customer
demand. Customer utilisation of committed overdraft facilities provided by the group in the
UK to commercial customers was only 40 per cent at the end of 2009 illustrating the
availability of credit when demand resumes. Across most businesses asset balances declined
reflecting reduced customer demand for credit, increased debt issuances 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 corporate and financial institutions
restructured their balance sheets by raising share capital. As part of its wealth management
strategy the group 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
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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. This reflects £956 million
of foreign exchange losses on trading assets, held as economic hedges of foreign currency
debt designated at fair value, which offset the £615 million increase in other trading income
arising from a strong performance in Global Banking and Markets.

A net gain of £982 million was recognised as Net income from financial instruments
designated at fair value, compared with a loss in 2008. This was primarily due to gains on
the fair value of assets held to meet liabilities 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 disposals in 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 alternative banking
deposit product, giving rise to a decrease in 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 is the legal owner of the
building and long leasehold interest in 8 Canada Square. In 2008, HSBC recognised a gain 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 funds in the global asset
management business.

Net insurance claims incurred and movement in liabilities to policyholders increased
by £1,705 million. The majority of the movement was due to the change in liabilities to
policyholders reported above in ‘Financial instruments designated at fair value’, and the large
one-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 claims in
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 provisions increased 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
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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 losses which the
group judges to be significantly in excess of the likely ultimate cash losses.

In Commercial Banking, loan impairment charges rose from a low base by £318
million, reflecting the general economic downturn with a small number of larger cases having
a material impact. In the personal sector loan impairments rose by £248 million, with
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 group’s share of profit in associates and joint ventures increased by £5 million.

2008 compared with 2007

Economic briefing

GDP in the UK decelerated markedly in 2008 to 0.7 per cent from 3.0 per cent in 2007, with
a technical recession of two successive quarterly contractions in GDP confirmed during the
second half of the year. Weakness proved widespread across most of the economy,
prompting a sharp deterioration in labour market conditions as unemployment hit a 9-year
high of 6.1 per cent in November 2008. CPI inflation reached a decade-long high of 5.2 per
cent in September 2008 before falling back to 3.1 per cent by the year-end, still some way
above the Bank of England’s 2 per cent target. House prices continued to fall throughout the
year and housing activity decreased sharply. The Bank of England reduced interest rates by
350 basis points during 2008, to finish the year at 2 per cent, as policymakers sought to
mitigate the worst effects of the economic slowdown.

The expansion of the eurozone economy slowed sharply in 2008, with GDP growth of
0.5 per cent following a 2.6 per cent expansion in 2007. As in the UK, conditions
deteriorated markedly as the year progressed and three successive quarterly declines in GDP
were recorded during 2008, confirming that the economy had entered a period of recession.
Consumer spending growth proved subdued following the sharp rise in oil prices during the
first of half of 2008 and a progressive increase in the unemployment rate towards the year-
end. Inflation remained a concern for much of 2008, hitting a peak of 4.0 per cent in July
before falling rapidly to 1.6 per cent in December. The European Central Bank, having
initially raised interest rates by 25 basis points in July, cut them by 175 basis points to finish
the year at 2.5 per cent.



Reconciliation of reported and underlying profit before tax:

2008 compared with 2007

2007 2008
2007 Acquisitions 2007 2008  acquisitions 2008 Re-  Under-
as and  Under- as and  Under- ported lying
reported disposals lying  reported disposals lying change change
£m £m £m £m £m £m % %
Net interest iNCOMe ..........cccoccervrvnnnne. 3,854 (206) 3,648 5,697 (119) 5,578 48 53
Net fee income 4,184 (140) 4,044 3,957 (8) 3,949 (5) 2
Trading income 3,487 2) 3,485 2,967 - 2,967 (15) (15)
Net Income/(expense) from
financial instruments designated
AEFV o 126 126 (1,097) 300 (797) (971) (733)
Gains less losses on financial
INVESIMENTS.....coeiiciceeeecs 552 (16) 536 82 2 84 (85) (84)
Net earned insurance premiums.......... 1,921 - 1,921 2,891 (385) 2,506 50 30
Other operating income...........c.cceue.. 350 (5) 345 1,678 (887) 791 379 129
Net insurance claims incurred and
movement in liabilities to
policyholders......cccccovvvivrvrvnnee. (1,674) (1,674) (1,835) 83 (1,752) (10) (5)
Net operating income before loan
impairment charges and credit
FiSK ProViSiONS ........cveevreeeerirceeireeenns 12,800 (369) 12,431 14,340 (1,014) 13,326 12 7
Loan impairment charges and other
credit risk provisions..........c.coceeeene (1,043) 17 (1,026) (1,861) 3 (1,858) (78) (81)
Net operating inCOMe...........ccceevevrenee. 11,757 (352) 11,405 12,479 (1,011) 11,468 6 1
Total operating eXpenses............c.cc..... (7,741) 224 (7,517) (8,122) 50 (8,072) (5) (7)
Operating profit........c.cccooeeeernnnen. 4,016 (128) 3,888 4,357 (961) 3,396 8 (13)
Share of profit in associates and
JOINt VENLUIES ... 47 (7) 40 9 9 (81) (78)
Profit on ordinary activities before
EBX vt s 4,063 (135) 3,928 4,366 (961) 3,405 7 (13)

Review of business performance

The group reported a pre-tax profit of £4,366 million, compared with £4,063 million in 2007,
an increase of 7 per cent. These results included gains of £644 million on the disposal of

seven regional banks in France in July 2008, and of £215 million on the sale of the card

acquiring business in the UK to a joint venture with Global Payments Inc. in June 2008. All
of these items are adjusted for to arrive at the underlying basis.

The commentary that follows is on an underlying basis.

Underlying pre-tax profits fell by 23 per cent. This primarily reflected a sharp decline
in Global Banking and Markets’ revenues in the UK and France which was mainly
attributable to the deterioration in credit markets, the continuing illiquidity in asset-backed
securities markets, which led to further write-downs, and a £585 million charge within the
equities business following the fraud at Madoff Securities. Underlying results also include a
gain of £265 million arising from the cancellation of an agreement to sell the London
headquarters building during 2008. With the exception of Personal Financial Services in
France, underlying revenue growth was delivered in the group’s Private Banking,

Commercial Banking and Personal Financial Services businesses across Europe.

Net interest income increased by 53 per cent. There was significant growth in
Balance Sheet Management revenues, which reflected favourable interest rate risk

positioning in expectation of interest rate cuts by central banks. Net interest income also



benefited from necessarily selective incremental lending as credit availability generally
contracted, and from improved spreads in Global Banking in the UK, France and Germany.

The group experienced a strong increase in customer numbers, with a corresponding
growth in liability balances across all businesses as the market turmoil intensified. The
volume benefit was partially offset by narrowing deposit spreads, as base rates were cut in the
UK, and increased funding costs, principally for trading activities, in France. Higher net
interest income from the expansion of credit card lending and commercial loan portfolio
growth in the small and mid+market customer segments in Turkey was partially offset by
narrower spreads following credit card interest rate cap reductions by the central bank.

Net fee income fell by 2 per cent, with lower fees from mergers and acquisitions and
equity capital markets due to origination and execution difficulties, coupled with a rise in
brokerage expenses in line with increased trading activity in France. Lower performance fees
in the UK and France, as the value of the funds under management reduced, reflected the
decline in global equity markets. Increased customer acquisition partly offset this with higher
packaged account and transaction fees in France and credit card fees in Turkey.

Trading income was 15 per cent lower than in 2007, falling significantly in Global
Banking and Markets due to further write-downs on legacy exposures in credit, structured
credit derivatives and leveraged and acquisition finance caused by the ongoing turmoil in the
credit markets. In addition, a £585 million charge was taken in the equities business
following the fraud at Madoff Securities. £6.0 billion and £1.6 billion of held-for-trading
financial assets were reclassified under revised IFRS rules as loans and receivables and
available-for-sale assets, respectively, preventing any further mark-to-market trading losses
on these assets.

Excluding the write-downs on legacy exposures and the charge relating to Madoff
Securities in Global Banking and Markets in UK, trading income increased by 21 per cent,
driven by a significant increase in foreign exchange revenues against the backdrop of greater
market volatility, and robust revenues in the Rates business, which was positioned to take
advantage of falling interest rates. The widening of credit spreads, particularly in the second
half of 2008, contributed to fair value gains on structured liabilities and on credit protection
bought in the form of credit default swaps.

Net income from financial instruments designated at fair value decreased by £992
million, to a net expense of £797 million, primarily from a reduction in the value of
instruments held to meet liabilities under unit-linked insurance business. The reduction in
fair value of assets held to meet liabilities under unit-linked insurance contracts was offset by
a corresponding reduction in “Net insurance claims and liabilities to policyholders”.

Gains less losses from financial investments of £84 million were £452 million lower
than in 2007 as there were fewer disposal opportunities in 2008 and the significant
realisations from equity investments in the UK and France in 2007 did not recur. Gains in
2008 largely reflected the sale of MasterCard shares and certain mutual funds in France. Net
unrealised losses on financial investments of £11.6 billion were recorded directly in equity.
£10.8 billion of this amount related to debt securities, largely reflecting the fall in value of
asset-backed securities during 2008. Net unrealised losses on debt securities are excluded
from capital resources under FSA rules.

Net earned insurance premiums increased by 30 per cent, largely due to growth in the
Guaranteed Income Bond launched in June 2007 and the introduction of enhanced death
benefits to certain pension products in the UK. In France, HSBC Assurances performed well
in a declining market from the launch of a range of guaranteed rate products. However, net
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earned insurance premiums fell following a significant reinsurance transaction undertaken in
the first half of 2008.

Other operating income increased by £446 million. This was primarily due to
recognition of the gain in respect of the purchase of the subsidiary of Metrovacesa that owned
the property and long leasehold land comprising 8 Canada Square, London. The growth in
revenue also reflected the non-recurrence of a decrease in the value of the present value of in-
force long-term (“PVIF”) insurance business in 2007 following regulatory changes to the
rules governing the calculation of insurance liabilities. In addition, there was a favourable
embedded value adjustment following the group’s introduction of enhanced benefits to
existing commercial pension products in the first half of 2008. These benefits were partially
offset by costs associated with the support of money market funds in the global asset
management business.

Net insurance claims incurred and movement in liabilities to policyholders increased
by 5 per cent driven by an increase in liabilities following the rise in sales of the Guaranteed
Income Bond. This was augmented by the implementation of FSA rule changes in 2007
which led to a lower reserving requirement. This was partially offset by a reduction in
insurance liabilities due to the fall in the value of market-linked funds.

Loan impairment charges and other credit risk provisions rose by 81 per cent to
£1,858 million, primarily in Global Banking and Markets and Commercial Banking. The
deteriorating credit environment resulted in a rise in loan impairment charges, largely
reflecting an exposure to a single European property company, and additional credit risk
provisions on debt securities held within the Group’s available-for-sale portfolio, mainly in
Solitaire Funding Limited (*Solitaire’), a special purpose entity managed by HSBC. Credit
conditions worsened in Commercial Banking and specific loan impairment charges increased
in the UK, France and internationally due to the deteriorating credit environment in the
second half of 2008. In Turkey, credit card and personal loan delinquency rates were
significantly higher resulting in the implementation of tighter underwriting criteria, reduced
credit limits and revised account management policies throughout 2008.

Operating costs increased by 7 per cent to £8,072 million. Costs in the UK were
broadly in line with 2007, which included ex-gratia payments expensed in respect of
overdraft fees applied in previous years and a provision for reimbursement of certain charges
on historic will trusts and other related services. Excluding these items, costs rose as a result
of an increase in the Financial Services Compensation Scheme levy, restructuring costs and
increased rental charges following the sale and leaseback of branch properties. These were
partially offset by lower performance related pay and a reduction in the defined benefit
pension scheme costs due to a change in actuarial assumptions.

Operating costs in France were broadly in line with 2007 with lower incentive
compensation and a reduction in pension and retirement healthcare costs following the
transfer of certain obligations to a third-party offsetting the higher costs of a voluntary
retirement programme.

There was investment in premises and new staff to support business expansion in
Turkey, Russia and Central and Eastern Europe. In 2008, 112 new branches opened and staff
numbers increased by 30 per cent in these markets.

Share of profit in associates and joint ventures declined to £9 million with 2007
benefiting from an adjustment to the embedded value of HSBC Assurances, which is now a
wholly-owned subsidiary. The absence of this gain was partially offset by increased joint
venture profits following the sale of the card acquiring business in the UK.
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Business Segment Discussion

Profit on ordinary activities before tax

2009 2008 2009 2008

£m £m £m £m

Reported Reported Underlying Underlying

UK Retail Banking..........cccoeiriiririciiiniseesesesee s 988 2,139 808 1,924
Continental Europe Retail Banking ..........c.coccoeeiinnineiennnnecene 197 236 197 156
Global Banking and Markets ............cccoeoeerrreeiennseenenesesese s 2,511 122 2,511 122
Private Banking........cccoorueiierininiieiceniss s 728 726 728 726
ONET e (410) 1,143 29 22
4,014 4,366 4,273 2,950

2009 compared with 2008

HSBC Bank plc and its subsidiary undertakings reported a pre-tax profit of £4,014 million in
2009, compared with £4,366 million in 2008, a decrease of 8 per cent.

The commentary that follows is on an underlying basis for each of the principal
business segments, except for Other business segment which is on a reported basis.

On an underlying basis pre-tax profits increased by 45 per cent. Global 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
a relatively modest rise. Offsetting this, the retail businesses encountered significant liability
margin compression, and higher impairments and provisions.

UK Retail Banking

2009 2008

£m £m

INEL INTEIEST INCOIME ....vvitiieiceete ettt ettt sttt st et se et e e be st e be st ese st ese et ess et e b ebessesesneneseens 3,361 3,692
Net fee income 1,913 1,917
TrAAING INCOME ..ottt b et 28 61
(@13 T=T T oo T OSSR 241 770
Net operating income before impairments and provisions 5,543 6,440
Loan impairment charges and credit FisK ProVISIONS. ... seeees (1,600) (1,095)
N0 =T LA LT 1o 34 SRR 3,943 5,345
Total operating expenses (2,968) (3,214)
Operating Profit.......ccccoeveeinrrnneiereresrse e 975 2,131
Share of profit in associates and JOINT VENTUIES ........ccovcvrerereiiirireeeeesess e sese s 13 8
Profit on ordinary activitieS DEFOre taX .........ccceriririririceiiir et 988 2,139

The above table is on a reported 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 in the UK card acquiring joint venture with Global Payments Inc. in June
2009. The 2008 results are adjusted for the £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:
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e achange in the basis of delivering death-in-service, ill health and early retirement
benefits for some UK employees generated an accounting gain;

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

In a challenging year, and despite a domestic economy in recession, HSBC’s financial
strength enabled the group to continue to support personal and commercial customers in the
UK throughout 2009 making available £15 billion in residential mortgages, and helping
121,000 business start-ups in the Commercial sector.

HSBC continued to build its premium customer base and the number of UK based
International customers in the Commercial segment. Customer deposit levels increased
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 benefits in 2009, UK Retail Banking pre-tax
profits fell by 63 per cent. This was 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 a result of strategic
re-positioning.

Net interest income decreased by 9 per cent, mainly driven by narrowing of liability
spreads following interest rate cuts. The group has however built on its strong deposit base in
2009, despite fierce competition for liability balances. Mortgage balances also increased as
the group 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 reduced the 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 a low
interest rate environment and the pricing of corporate lending increased.

Net fee income remained flat. In line with strategy the group 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 group 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 business to a joint 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 shares in 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 provisions increased 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
significant impact. Exposure to the commercial property portfolio in the UK declined by
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£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 declines in 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 group’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 expenses in the UK Retail businesses.

Continental Europe Retail Banking

2009 2008

£m £m

INEE INEEIESE INCOME. .....eiiiiieie ittt ettt st et eete e te et e eteesseasess et e ste b e etesbeebeebeeaeebeebeessensersensesbensenteseas 1,681 1,505
Net fee income 423 532
Trading income 28 11
OBNEE INCOME ...ttt b bbbt £ bbb s e e bbbkt e b bbb et e bbbt b e s 6 (14)
Net operating income before impairments and ProVISIONS.........ccccovivieeieieiirseeee e enens 2,138 2,034
Loan impairment charges and Credit risk ProVISIONS..........ccuvueeeiriirieeieeieri s sessesesens (338) (279)
INEE OPEFALING INCOME ...ttt bbbt b bRt b bbbt b bbbt bbbt e st e bt nen 1,800 1,755
Total operating expenses (1,603) (1,519)
(@] 01T =L u 4T o0} 1 TSRS 197 236
Share of profit in associates and JOINT VENTUIES .........cccviviieeeiiririseeeessie et eseees - -
Profit on ordinary activities DEFOIe tAX .........cvcvieiiriieieee e 197 236

The above table is on a reported basis.

Continental Europe Retail Banking reported a profit of £197 million for 2009, against
£236 million in 2008.

Underlying basis does not include the £80 million operating profit from the seven
regional banks in 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 a result 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.
Despite sharp falls in 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 results in Spain, Armenia, Israel and Ireland.
Despite steady net interest income growth, Personal Banking losses increased in 2009 due to
a large re-insurance loss of £47 million in 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 spreads
improved in Commercial Banking although the impact was reduced by lower asset balances
reflecting a decline in customer demand for credit and a change in investor preference from
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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 this was 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 an increase in fee expense
due to a rise in 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. This was partially offset by higher service and arrangement fees in
Turkey due to increased Personal Banking card volumes.

Loan impairment charges and other credit risk provisions increased 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 significant
impact. Loan impairment charges were £27 million higher in the Personal Banking sector,
due in part to a £16 million write-off relating to a fraud case in France. Despite uncertainty
in European property markets, impairment charges from the residential sector remained
relatively low, benefitting from the group’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.

Global Banking and Markets

2009 2008

£m £m

INEE INEEIESE INCOMEY ...t e et se st esee s e e e et et e eseeseesseseneeseesseseseeeesenseesrnees 2,849 1,963
INBE FBE INCOMEB ...ttt ettt et ettt ettt e st et e e tesbe et e ebeeasetbese et et etestesbeetesaesbeereenis 1,060 845
TrA0ING INCOMEY ... 1,972 318
L@ 1 T=T T 470 TSP S P STSTTRT 708 (110)
Net operating income before impairments and ProviSioNS............ccceoererrrieeennsneee e 6,589 3,016
Loan impairment charges and credit risk ProViSIONS ...........coueieueieiininiiicnees e (1,405) (453)
INEt OPEIALING INCOME .....viiiiiiet ettt bbbt e bbbttt 5,184 2,563
TOtal OPErALING EXPENSES......ecvuiriirieietetete ettt ettt sttt b bbbt b bbbt e bbb et st bbbt st b bbb nan (2,674) (2,442)
(@] 1= = Ua g o] 0 1 P RSPSTTTR 2,510 121
Share of profit in associates and JOINt VENTUIES ..........ccooirireiiireees e 1 1
Profit on ordinary activities DEfOre taX ..........coceeeiiiirecei e 2,511 122

1 The group’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 on the 2009 HSBC Bank plc Financial Statements).

The above table is on a reported 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 a low base rate environment. Conversely, the payments and cash
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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 due to a rise in 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 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 gains in 2008. The tightening of credit spreads led to a reduction in the carrying value of
credit default swap transactions held as hedges in 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 provisions increased by £952 million
to £1,405 million with 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 losses which the group 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

INEL INEEIEST INCOME. ...ttt bbbt b et b bbbttt s 815 746
INEE FEE INMCOME. ... 626 627
Trading income .. . 210 212
Other income...........cccceeeene b . 28 49
Net operating income before imp 1,679 1,634
Loan impairment charges and credit risk provisions......... . (19) (31)
Net operating INCOME .......cccoouirireniirneeee e 1,660 1,603
Total operating expenses (932) (877)
OPETALING PrOTIL.....eviiieeciet bbbttt bbbttt 728 726
Share of profit in associates and JOINT VENTUIES .........cccovvieviieiiiiisieceneessee e - —
Profit on ordinary activities DEfOre X ...........ccceiiiiic e 728 726

The above table is on a reported 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.
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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 a result 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 due to 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 a reduction
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
INEL INEEIEST INCOME. ...ttt bbbt bbbt b et b b (192) (108)
INEE TEE INCOME.....cocitii bbb bbb 55 36
TrAdING TNMCOIME ... (35) 264
OENBI INCOIME ... bbbt (152) 1,082
Net operating income before impairments and ProViSiONS ............cccvieririrreieirisse e s (324) 1,274
Loan impairment charges and credit riSK ProOVISIONS ..o (2) (3)
INEt OPEIALING TNCOME ...ttt bbbt bbbt bbb bbbt b et (326) 1,271
TOtal OPEIALING EXPENSES .....cevteiiuirietrtetete sttt ettt e st se bbb et st bbb e b et e b e b e b e b e R e e ae et e b e b e e st eb et bebe e e b (84) (128)
OPEIALING PIOFIL ... ettt b et bbbt b ettt bbbt n e (410) 1,143
Share of profit in associates and JOINT VENTUIES ........c.cciiriiiciieieiiceicereee e - -
Profit on ordinary activitieS DEfOre taX ..........ocieeiriiiriece s (410) 1,143

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

Other, on a reported basis, includes:

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

e the £644 million gain on the disposal of seven regional banks in France in July 2008;
and

e the gain of £353 million on the sale of the group’s London headquarters building in
2009. In 2008 the group reported a gain of £265 million from the cancellation of an
agreement to sell this building.

Profit on ordinary activities before tax

2008 2007 2008 2007

£m £m £m £m

Reported Reported Underlying Underlying

UK Retail Banking.........ccevriverreeeeinininneeseeneeeeeens 2,139 1,744 1,924 1,744
Continental Europe Retail Banking ..........c.cccoveerininnen 236 407 134 272
Global Banking and Markets ..........c.ccceevevrrrvnrerrnnerernnnns 122 1,120 122 1,120
Private Banking.........cccooeieieinncceeesse 726 663 726 663
OEhBT .t 1,143 129 499 129
4,366 4,063 3,405 3,928
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2008 compared with 2007

HSBC Bank plc and its subsidiary undertakings reported a pre-tax profit of £4,366 million,
compared with £4,063 million in 2007, an increase of 7 per cent.

On an underlying basis pre-tax profits decreased by 21 per cent. This primarily
reflected a sharp decline in Global Banking and Markets’ revenues in the UK, which was
mainly attributable to the deterioration in credit markets, the continuing illiquidity in asset-
backed securities markets, which led to further write-downs, and a £585 million charge
within the equities business following the fraud at Madoff Securities. With the exception of
Personal Financial Services in France, underlying revenue growth was delivered in the
group’s Private Banking, Commercial Banking and Personal Financial Services businesses
across Europe.

The commentary that follows is on an underlying basis for each of the principal
business segments except for Other business segment which is on a reported basis.

UK Retail Banking

2008 2007

£m £m

INEL INEEIESE INCOME. ...ttt bbbt bbb bbbt 3,692 3,553
INEL FEE INMCOME. ..ttt bbbttt 1,917 2,042
Trading income 61 17
OBNEE INCOME ...ttt bbb bbbtttk e bbbt seen et ebenan 770 364
Net operating income before impairments and ProViSioNS...........cccccorrreerinnneseenesseseeeens 6,440 5,976
Loan impairment charges and credit risk ProviSioNS ..........ccceevririnineeisninessseneseseseseesesesens (1,095) (967)
NEt OPEratiNg INCOME .....cviuiiiieieie ettt ettt ettt et nenen 5,345 5,009
Total operating expenses (3,214) (3,265)
(@] 0 1=Y e Ua 4 o101 TSRS 2,131 1,744
Share of profit in associates and JOINt VENTUIES ..........c.cocerriniiiiicieen e 8 0
Profit on ordinary activities DEfOre taX .........coccererrieeir s 2,139 1,744

The above table is on a reported basis. UK Retail banking reported a profit of £2,139 million
for 2008, against £1,744 million in 2007.

Underlying basis is adjusted for a £215 million gain on the sale of a 51 per cent
interest in the point-of-sale card payment business in the UK to a joint venture with Global
Payments Inc. in June 2008. There is no difference between reported and underlying basis in
2007. On an underlying basis, UK Retail Banking pre-tax profits increased by 10 per cent
over the year in 2008.

Net interest income increased by 4 per cent. Net interest income benefited from
selective incremental lending as credit availability generally contracted, and from improved
asset spreads. Mortgage balances increased following the launch of the Rate Matcher
campaign in April 2008. Falling confidence in the UK banking sector necessitated
government intervention in a number of competitor banks. The group experienced a strong
increase in customer numbers with corresponding growth in liability balances. The volume
benefit was partially offset by narrowing deposit spreads as base rates were cut.

Net fee income decreased by 6 per cent. UK GDP declined in the second half of the
year, with weakness widespread across the economy. House prices continued to fall while
unemployment hit a nine year high. A fall in consumer confidence and demand led to lower
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transaction and new business volumes across lending, protection, and investment products,
thereby resulting in lower fee income.

Other operating income increased by 52 per cent. The growth in revenue reflected the
non-recurrence of a decrease in the value of PVIF business in 2007 following regulatory
changes to the rules governing the calculation of insurance liabilities. In addition, there was a
favourable embedded value adjustment following HSBC’s introduction of enhanced benefits
to existing commercial pension products in the first half of 2008.

Loan impairment charges and other credit risk provisions increased by 13 per cent.
The credit risk environment deteriorated significantly against 2007, and this led to increased
impairments. This was particularly evident in commercial banking, where specific loan
impairment charges increased and a large number of customers were impacted by difficult
trading conditions. Delinquency rates in cards were marginally higher, partly offset by action
taken to mitigate risk through the continued application of strict lending criteria and the sale
of non-core credit card portfolios.

Operating expenses were broadly in line with 2007, which included ex-gratia
payments expensed in respect of overdraft fees applied in previous years and a provision for
reimbursement of certain charges on historic will trusts and other related services. Excluding
these items, costs rose as a result of an increase in the FSCS levy, restructuring costs, and
increased rental charges following the sale and leaseback of branch properties. This was
offset by constrained investment and a reduction in the defined benefit pension scheme costs
due to a change in actuarial assumptions.

Share of profit in associates and joint ventures in 2008 reflects the joint venture
profits following the sale of the UK card acquiring business.

Continental Europe Retail Banking

2008 2007

£m £m

NEE INTEIEST INCOME.......ociiiiiiccci e 1,505 1,266
Net fee income.............. 532 577
Trading income 11 48
OBNEE INCOME ...ttt bbbttt b e (14) (26)
Net operating income before impairments and ProvisSions............cccccvevrrreeienissssereneseneeens 2,034 1,866
Loan impairment charges and credit risk ProViSiONS.............ccccceinnnnicciiceen s (279) (87)
NEt OPEIatiNGg INCOME .....veuiiiiieeteiee ettt ettt n st 1,755 1,779
Total operating expenses... (1,519) (1,379)
Operating profit 236 399
Share of profit in associates and JOINt VENTUIES ..o - 8
Profit on ordinary activities DEfOre taX ... 236 407

The above table is on a reported basis.

Continental Europe Retail Banking reported a profit of £236 million for 2008, against
£407 million in 2007.

Underlying basis is adjusted for £80 million and £128 million operating profit in 2008
and 2007 respectively, relating to the seven regional banks in France which were sold in July
2008. In addition the group’s acquisition of the remaining 50 per cent in HSBC Assurances
in France completed in March 2007 is excluded from underlying basis, and operating profit is
consequently adjusted by £22 million in 2008 and by £7 million in 2007.
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On an underlying basis, profit before tax decreased by £138 million or 51 per cent.
Adjusting for the impact of foreign exchange movements, profit before tax decreased by 59
per cent. With the exception of Personal Financial Services in France, underlying revenue
growth was delivered in the Commercial Banking and Personal Financial Services businesses
across Continental Europe Retail Banking. However, this was more than offset by an
increase in impairments and operating expenses.

Net interest income increased by 31 per cent to £1,386 million. Adjusting for the
impact of foreign exchange movements net interest income increased by 12 per cent. Income
growth in Turkey, Central and Eastern Europe and Russia was due to increased volumes from
new business activity following investment spend throughout 2008. Net interest income in
France, Germany and Malta was also favourable as a result of higher liability volumes. The
group experienced a strong increase in customer numbers, with corresponding growth in
liability balances across Continental Europe as the market turmoil intensified. Higher net
interest income from the expansion of credit card lending and commercial loan portfolio
growth in the small and mid-market customer segments in Turkey was partially offset by
narrower spreads following credit card interest rate cap reductions by the central bank.

Interest rates were cut aggressively in many countries during 2008, as central banks
reduced their reference rates as part of stimulus programmes introduced in response to
deteriorating economic conditions. This contributed to a decline in asset yields. The cost of
funding also fell, but this was less significant than the decline in yields as spreads narrowed
overall. Net interest income also benefited from selective incremental lending as credit
availability generally contracted. Average interest-earning assets increased led by growth in
average loans and advances to customers. This was mainly due to an increase in average term
lending balances in Europe.

Net fee income increased by 20 per cent to £524 million. Adjusting for foreign
exchange movements, net fee income increased by 2 per cent driven by an increase in
customer levels with higher packaged account and transaction fees in France and credit card
fees in Turkey.

Loan impairment charges and other credit risk provisions increased 232 per cent to
£276 million, or 195 per cent after adjusting for foreign exchange movements, due to a
deteriorating credit environment as economies across Continental Europe slowed. Credit
conditions worsened in Commercial Banking and specific loan impairment charges increased
particularly in France, Turkey, Russia and the Czech Republic due to the deteriorating credit
environment in the second half of 2008. The largest increase in impairments in Personal
Banking was seen in Turkey where credit card and personal loan delinquency rates were
significantly higher, resulting in the implementation of tighter underwriting criteria, reduced
credit limits and revised account management policies throughout 2008.

Operating expenses increased by 27 per cent to £1,471 million, or 9 per cent after
adjusting for the impact of foreign exchange movements. The increase in operating expenses
was mainly due to the cost of growth in Turkey, Central and Eastern Europe and Russia, with
investment in premises and new staff to support business expansion. In 2008, 112 new
branches opened and staff numbers increased by 30 per cent in these markets. Operating costs
in France were broadly in line with 2007 with lower incentive compensation and a reduction
in pension and retirement healthcare costs following the transfer of certain obligations to a
third-party offsetting the higher costs of a voluntary retirement programme.
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Global Banking and Markets

2008 2007

£m £m

INEE INTEIESE INCOME. ... vttt ettt st re st et et s et e b e e se st ere st esesbessabe s areas 1,963 693
Net fee income.............. 845 1,040
Trading income 318 926
OLNBI INCOME ...t bbbttt (110) 870
Net operating income before impairments and ProViSioNS...........cccoeorreeeninnreeenee e 3,016 3,530
Loan impairment charges and credit risk ProviSioNS............ccceeiririereeieinnnssesese s sesesesseeens (453) 15
INEt OPEIAtING INCOME ....vviviiiieiei ettt ettt s ettt bbbt e s e 2,563 3,545
Total operating expenses (2,442) (2,426)
Operating profit................. 121 1,119
Share of profit in associates and joint venture 1 1
Profit on ordinary activities DEfOre taX .........occeiiirrreieee e 122 1,120

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

Global Banking and Markets reported a profit of £122 million for 2008, against
£1,120 million in 2007. Adjusting for the impact of foreign exchange movements, profit
before tax declined by £1,109 million. The sharp decline in revenues was mainly attributable
to the deterioration in credit markets, the continuing illiquidity in asset-backed securities
markets which led to further write-downs, and a significant charge within the equities
business following the fraud at Madoff Securities.

Net interest income increased by £1,270 million. There was significant growth in
Balance Sheet Management revenues, which reflected favourable interest rate risk
positioning in expectation of interest rate cuts by central banks. In Global Banking, net
interest income was boosted by improved spreads against the backdrop of a weakening credit
environment.

Net fee income fell by 19 per cent. Excluding the impact of foreign exchange
movements, net fee income decreased by 23 per cent, with lower fees from mergers and
acquisitions and equity capital markets due to origination and execution difficulties, coupled
with a rise in brokerage expenses in line with increased trading activity in France. Lower
performance and management fees in the UK and France, as the value of funds under
management reduced, reflected the decline in global equity markets.

Trading income decreased by 66 per cent due to further write-downs on legacy
exposures in credit, structured credit derivatives and leveraged and acquisition finance caused
by the ongoing turmoil in the credit markets. In addition, a £585 million charge was recorded
in equities following the fraud at Madoff Securities in December 2008. £6.0 billion and £1.6
billion of held-for-trading financial assets were reclassified under revised IFRS rules as loans
and receivables and available-for-sale assets. This was partly offset by a significant increase
in foreign exchange revenues against the backdrop of greater market volatility. Robust
revenues were recorded in the Rates business, which was positioned to take advantage of
falling interest rates. The widening of credit spreads, particularly in the second half of 2008,
contributed to fair value gains on structured liabilities and on credit protection bought in the
form of credit default swaps.

Other income fell by £980 million as there were fewer disposal opportunities in 2008
and the significant realisations from equity investments in the UK and France in 2007 did not
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recur. In addition, costs associated with the provision of support to certain money market
funds in the global asset management business resulted in lower revenues.

Loan impairment charges and other credit risk provisions increased by £468 million.
The deteriorating credit environment resulted in a rise in loan impairment charges, largely
reflecting an exposure to a single European property company, and additional credit risk
provisions on debt securities held within the Group’s available-for-sale portfolio, mainly in
Solitaire Funding Limited (“Solitaire’), a special purpose entity managed by HSBC.

Operating expenses were broadly in line with 2007. Excluding the impact of foreign
exchange movements, operating expenses decreased by £89 million in 2008. Higher costs in
line with volume increases in selective businesses were offset by lower performance costs.

Private Banking

2008 2007

£m £m

NET INEEIEST INCOME. ... s 746 477
Net fee income....... 627 599
TrAAING TNCOME ..ot bbbttt 212 256
OENEI INCOIME ...t bbb 49 62
Net operating income before impairments and ProViSiONS...........cccovrivrreeereresireseesessseseeee e esenens 1,634 1,394
Loan impairment charges and credit risk ProViSIONS ..........cciceeiinniiiicieen e (31) (2)
INEt OPEIALING INCOME ...ttt ettt b bbb bbbt st b bbbt b bt 1,603 1,392
TOtal OPErAtING EXPENSES ........cveviiieirietetertie sttt b et b bttt b b st eb bbbt n bt es (877) (729)
OPETALING PrOTIt ...ttt bbbttt 726 663
Share of profit in associates and JOINt VENTUIES ...t - 1
Profit on ordinary activities DEfOre taX ..........coeeeiiiireieii e 726 663

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

Private Banking reported a profit of £726 million for 2008, against £663 million in
2007. Excluding foreign exchange movements, profit before tax increased by £23 million.
Client-related income increased as a result of flight-to-quality customer acquisition and
balance sheet expansion. However, this was offset in part by narrowing of margins on
deposits following the sharp reductions in base rates, and by increased competition from the
nationalised or state guaranteed banks over client liabilities towards the end of the year.

Net interest income increased by 56 per cent to £746 million, mainly driven by
balance sheet growth. Deposit balances increased as customers reduced risk in response to
market turbulence, choosing HSBC for its strength and switching investment securities to
cash deposits. Moreover, asset spreads improved as interest rates declined sharply

Net fee income increased by 5 per cent to £627 million. Adjusting for the impact of
foreign exchange movements, net fee income declined by 4 per cent due to lower client
activity.

Trading income decreased by 17 per cent to £212 million. Adjusting for the impact of
foreign exchange movements, trading income decreased by 23 per cent, mainly as a result of
difficult and volatile market conditions particularly in relation to income from forward
accumulators and bond trading.
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Loan impairment charges and credit risk provisions increased by £29 million to £31
million, due to losses on Washington Mutual bonds and higher impairment provisions
associated with the deterioration in the credit environment.

Operating expenses increased by 20 per cent to £877 million. Excluding foreign
exchange movements, operating expenses increased by 10 per cent, mainly driven by an
increase in headcount and compensation to support business growth and performance, and the
non-recurrence of a pension fund gain realised in the prior year. Staff numbers increased in
Asia and Europe in late 2007 and the first half of 2008, leading to higher costs, although
these reduced in the second half of the year.

Other
2008 2007
£m £m
INEL INEEIEST IMCOMIE. ...ttt (108) (65)
INEL FEE INCOME. ...ttt 36 (74)
TrAAING INCOIME ...ttt bbbttt 264 11
OhEr INCOME ...ttt ettt ettt st b st e 1,082 211
Net operating income before impairments and provisions............ccccoevreeieiennninens 1,274 83
Loan impairment charges and credit risSk ProviSions............coceverinnreecninnnseeens 3) (2)
NEt OPErating INCOME .....c.vvvveieieeieirie et ssenesenn 1,271 81
Total OPErating EXPENSES ........ivvrieeieieriierriet ettt (128) 10
OPEIALING PrOFIL......cvceiiiiee ettt bbbttt 1,143 91
Share of profit in associates and JOINT VENTUIES .........cccovvieureeriiiireee e, - 37
Profit on ordinary activities DEfOre taX .........cveueeiiriieece s 1,143 129

Reported profit before tax in Other was £1,143 million, compared with a profit of £129
million in 2007.

Other, on a reported basis, includes:

e the £644 million gain on the disposal of seven regional banks in France in July 2008;

e the gain of £265 million from the cancellation of an agreement to sell group’s London
headquarters building in 2008;

e the change in own credit spread on long-term debt which resulted in a £477 million gain
in 2008 compared with a gain of £205 million for 2007.

21



Capital and performance ratios

2009 2008 2007
% % %

Capital ratios

Tier Lratio* ... 11.2 6.8 75

TOtal CAPITAL FALIO ...t 15.7 10.5 10.8

Performance ratios

Return on average invested capital (on underlying basis)? ...........cccoovvervecreeererrecrerieriennnn. 9.2 7.8 12.9

Return on average total shareholders’ funds (equity) of the parent company °.............ccco........ 13.2 145 145

Post-tax return on average total 8SSetS..........ccovovrreieniinieee e 0.4 0.5 0.6

Post-tax return on average risk-weighted assets 14 15 1.6

Credit coverage ratios

Loan impairment charges as a percentage of total operating inCOMe ...........ccccoeverenirrncienns 13.7 10.6 7.2

Loan impairment charges as a percentage of average gross customer advances..............c.c...... 11 0.7 0.6

Total impairment allowances outstanding as a percentage of impaired loans at the year-
=111 OO TSSOSO 55.1 68.0 60.7

Efficiency and revenue mix ratios

Cost efficiency ratio*

As a percentage of total operating income: 52.7 56.6 60.5
— ML INEEIESE INCOME ... s eese s eesee e 42.4 35.2 26.6
NBEFEE INCOME ....ovveeoeveeeee e 213 24.5 28.9
— TrAAING INCOME ..ottt bbbttt 13.7 18.3 241

Financial ratios

Loans and advances to customers as a percentage of CUStOMer acCounts..........c.cocvvicvcecievinnens 82.5 80.6 84.9

Average total shareholders’ equity to average total assetS........overieririrreieieiirirseereresereeeees 2.7 3.0 4.3

1 2007 capital balances and ratios are stated on a Basel | basis; pro-forma figures as at 31 December 2007 calculated under Basel Il are:
total capital ratio: 10.6 per cent; Tier 1 capital ratio: 7.6 per cent.

2 The return on average invested capital measures the return on the capital investment made in the business, enabling management to
benchmark HSBC against competitors. This ratio is defined as profit attributable to ordinary shareholders divided by average invested
capital. Average invested capital is measured as average total shareholders’ equity after:

e  adding back the average balance of goodwill amortised pre-transition to IFRSs or subsequently written-off, directly to reserves
(less goodwill previously amortised in respect of the French regional banks sold in 2008);

e deducting the average balance of HSBC’s revaluation surplus relating to property held for own use. This reserve was generated
when determining the deemed carrying cost of such properties on transition to IFRSs and will run down over time as the
properties are sold;

e  deducting average preference shares and other equity instruments issued by HSBC Bank plc, and;

e  deducting average reserves for unrealised gains / (losses) on effective cash flow hedges and available-for-sale securities.

3 The return on average total shareholders’ equity is defined as profit attributable to shareholders of the parent company divided by the
average total shareholders’ equity.

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

Balance sheet data
At 31 December

2009 2008 2007

£m £m £m

Loans and advances t0 CUSIOMENS (NEL) ....civvivrvereririirieieieeiseseeieee et serese e sssssssesesessssssesenens 274,659 298,304 227,687

Loans and advances t0 Danks (NEL)........cooiirriniiriricieeesires et 46,994 50,719 60,764
Trading assets, financial assets designated at

fair value and financial investments 268,138 289,432 237,703

TOAI ASSELS......viiviitierieietecte ettt ettt ettt ettt s e et eete et et eebeeat et e nt e etesbeebeeteebeebeeaeerbent et e ntenbeereeas 751,928 924,231 622,280

DEPOSILS DY DANKS ..o 57,729 61,431 48,786

(10 (o] 1< g (ot oTo U ] SRS 332,896 369,880 268,269

Average balance sheet and net interest income
Average balances are based on daily averages of the group’s banking activities with monthly
or less frequent averages used elsewhere.

Net interest margin numbers are calculated by dividing net interest income as reported in the
income statement by the average interest-earning assets from which interest income is
reported within the “Net interest income” line of the income statement. Interest income and
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interest expense arising from trading assets and liabilities and the funding thereof is included
within “Net trading income” in the income statement.

Assets
2009 2008 2007
Average Interest Average Interest Average Interest
Balance  Income Yield Balance Income Yield Balance Income Yield
£m £m % £m £m % £m £m %
Total interest-earning
assets (itemised below)... 396,784 12,643 3.19 374,203 18,998 5.08 264,424 16,439 6.22
Trading assets.......c.c.ceeuene. 150,491 3,548 2.36 163,239 6,376 3.91 110,546 4,899 4.43
Financial assets
designated at fair value... 8,763 285 3.25 8,219 192 2.34 4,820 110 2.28
Impairment provisions ...... (3,302) - - (1,965) - - (1,735) - -
Non-interest-earning
ASSELS v 311,518 - - 237,028 - - 143,223 - -
Total assets and interest
iNCOME .....cocveiirrcicrenee, 864,254 16,476 1.91 780,723 25,566 3.27 521,278 21,448 411
Short-term funds and
loans and advances to
banks.....ccooveeeiiiiie, 61,378 1,307 2.13 70,342 2,508 3.57 54,301 2,247 4,51
Loans and advances to
customers............. .. 242,776 8,720 3.59 226,366 13,089 5.78 164,484 11,609 7.06
Financial investments........ 91,624 2,604 2.84 75,168 3,375 4.49 43,872 2,301 5.24
Other interest-earning
ASSEES v 1,006 12 1.19 2,327 26 112 1,767 82 4.64
Total interest-earning
ASSELS e 396,784 12,643 3.19 374,203 18,998 5.08 264,424 16,439 6.22
Total equity and liabilities
2009 2008 2007
Average Interest Average Interest Average Interest
Balance Income Cost Balance Income Cost Balance Income Cost
£m £m % £m £m % £m £m %
Total interest-bearing
liabilities (itemised below)... 417,613 4,552 1.09 393,091 13,301 3.38 290,747 12,585 4.33
Trading liabilities .........ccco....... 91,033 1,892 2.08 112,233 4,574 4.08 71,815 3,110 4.33
Financial liabilities
designated at fair value
(excluding own debt
[S01T0 ) 9,002 185 2.06 10,251 181 1.77 7,937 101 1.27
Non-interest bearing current
ACCOUNTS ...ovvevevereie e 32,520 - - 21,296 - - 16,329 - -
Total equity and other non-
interest-bearing liabilities..... 314,086 - - 243,852 - - 134,450 - -
Total equity and liabilities....... 864,254 6,629 0.77 780,723 18,056 2.31 521,278 15,796 3.03
Deposits by banks............ccce.... 62,187 928 1.49 65,264 2,263 3.47 44,298 2,105 475
Financial liabilities
designated at fair value
own debt issued .................... 8,233 211 2.56 5,840 331 5.67 4,962 277 5.58
Customer Accounts..... . 283,204 2,412 0.85 247,462 7,944 3.21 192,402 1,774 4.04
Debt securities in issue............ 62,744 947 1.51 69,713 2,690 3.86 46,825 2,356 5.03
Other interest-bearing
liabilities .......ccccovvvvveecennnnn. 1,245 54 4.34 4,812 73 1.52 2,260 73 323
Total interest-bearing
liabilities .....ccoovvvrvrierecinnn, 417,613 4,552 1.09 393,091 13,301 3.38 290,747 12585 4.33
Net interest margin
2009 2008 2007
% % %
Net iNtereSt MArgiN.........cocoiiireieeie e 2.04 1.52 1.46
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Analysis of changes in net interest income

The following table allocates changes in net interest income between volume and rate

for 2009 compared to 2008, and for 2008 compared to 2007.

Increase/(decrease) Increase/(decrease)
in 2009 compared with in 2008 compared
2008 with 2007
2009 Volume Rate 2008 Volume Rate 2007
£m £m £m £m £m £m £m
Interest income
Short-term funds and loans and advances
to banks.........ccoveeennne, 1,307 (320) (881) 2,508 723 (662) 2,447
Loans and advances to customers............... 8,720 949 (5,318) 13,089 4,368 (2,888) 11,609
Financial investments...........c.cccoveecinnnene. 2,604 739 (1,510) 3,375 1,641 (567) 2,301
Interest expense
Deposits by banks ..., 928 (107) (1,228) 2,263 996 (838) 2,105
CUStOMEr aCCOUNES .....cvvevrevveereieiecreere e 2,412 1,147 (6,679) 7,944 2,225 (2,055) 7,774
Financial liabilities designated at fair
value — own debt issued 211 136 (256) 331 49 5 277
Debt securities in iSSUe..........ccovvcrcicinnnens 947 (269) (1,474) 2,690 1,152 (818) 2,356

Contractual obligations

The table below provides details of the group’s known contractual obligations as at 31

December 20009.

Payments due by period
Less than More than 5
Total 1year 1-5 years years
£m £m £m £m
Long-term debt obligations.............cceeiiiiriseee e, 55,689 22,364 20,793 12,532
Term deposits and certificates of deposit..... . 105,955 101,538 4,417 -
Capital (finance) lease obligations .............. 497 22 103 372
Operating lease obligations..........c.cccccoeuene. 1,963 173 608 1,182
Purchase obligations ..........c.cooveeiniicciensens 232 174 58 -
Short positions in debt securities and equity shares. 40,876 31,255 2,709 6,912
Current tax liability 197 197 - -
Pension/healthcare obligatio 6,545 502 2,273 3,770
211,954 156,225 30,961 24,768

Deposits

The following table summarises the average amount of bank deposits, customer deposits and
certificates of deposit (“CDs”) and other money market instruments (which are included
within “Debt securities in issue” in the balance sheet), together with the average interest rates
paid thereon for each of the past three years. The “Other” category includes securities sold

under agreements to repurchase.

2009 2008

Average Average Average Average
balance rate balance rate
£m % £m %

Deposits by banks...........ccccovrrcieniinnnecienns 66,330 70,471
Demand and other — non-interest bearing.... 4,143 - 5,207 -
Demand — interest bearing ............ccccceevevee 9,019 1.0 11,361 2.9
19,169 1.7 26,149 35
33,999 15 27,754 3.7

CUStOMEr ACCOUNTS...c.vevvveirieriiieiee e ierneaenns 320,010 271,804
Demand and other — non-interest bearing.... 36,806 - 24,342 -
Demand — interest bearing ............ccccccevevee. 141,965 0.4 125,634 2.7
Savings 36,642 2.2 41,377 4.2
Time ... 56,013 1.3 58,621 35
Othe ., 48,584 0.6 21,830 3.1
CDs and other money market instruments....... 41,564 1.0 43,237 4.2
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2007

Average Average
balance rate
£m %

47,909
3,611 -
5,521 3.8
19,355 4.6
19,422 5.1

209,997
17,595 -
106,451 35
31,211 4.6
43,535 4.9
11,205 4.8
33,173 5.0



Certificates of deposit and other time deposits

At 31 December 2009, the maturity analysis of CDs and other wholesale time deposits, by
remaining maturity, was as follows:

After 3 After 6
months but months but
3 months within 6 within 12 After 12
or less months months months Total
£m £m £m £m £m
Certificates of deposit 11,099 2,348 2,314 - 15,761
Time deposits

- banks ..o 18,358 1,269 5,893 2,467 27,987
= CUSEOMENS .ottt 51,990 4,044 4,223 1,950 62,207

Critical accounting policies

Introduction

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 Note 2 on the
HSBC Bank plc 2009 Financial Statements.

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 items to which the policy is applied, and 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
advances is described in Note 2(g) on the HSBC Bank plc 2009 Financial Statements. Loan
impairment allowances represent management’s best estimate of losses incurred in the loan

portfolios at the balance sheet date.

Management is required to exercise judgement in making assumptions and estimates
when calculating loan impairment allowances on both individually and collectively assessed
loans and advances. The most significant judgemental area is the calculation of collective
impairment allowances. Of the group’s total loans and advances to customers before
impairment allowances of £278,251 million (2008 £300,806 million), £ 5,438 million or 2 per
cent (2008 £2,902 million; 1 per cent) were individually assessed for impairment, and
£272,813 million or 98 per cent(2008 £297,904 million; 99 per cent) were collectively
assessed for impairment.

The group’s most significant areas of exposure to collectively assessed loans and
advances are the personal industry sector and the corporate and commercial sector which
comprised 37 per cent (2008:33 per cent) and 44 per cent (2008:50 per cent) respectively of
the group’s collectively assessed loans.
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The group uses two alternative methods to calculate collective impairment allowances on
homogeneous groups of loans that are not considered individually significant:

. When appropriate empirical information is available, the group utilises roll-rate
methodology. This methodology 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 original effective interest rate of the
portfolio, and the carrying amount of the portfolio; and

. In other cases, when the portfolio size is small or when information is insufficient or
not reliable enough to adopt a roll-rate methodology, the group adopts a basic
formulaic approach which allocates progressively higher percentage loss rates the
longer the customer’s loan is overdue. Loss rates are based on historical experience.

Both methodologies 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 losses is 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 loss in a given portfolio at the balance sheet date, for
example, where there have been changes in economic, regulatory or behavioural conditions
which result in the most recent trends in the portfolio risk factors being 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,
geographical 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 countries to
reflect the variation in economic conditions, laws and regulations. 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 loss 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 homogenous 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 a whole are particularly sensitive. It is possible that the outcomes within the
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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.

Valuation of financial instruments

The group’s accounting policy for valuation of financial instruments is described in Note
2(d) on the HSBC Bank plc 2009 Financial Statements. The best evidence of fair value is a
quoted price in an actively traded market. In the event that the market for a financial
instrument is not active, a valuation technique is used. The majority 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. Valuation
techniques that rely to a greater extent on unobservable inputs require a higher level of
management judgement to calculate a fair value than those based wholly on observable
inputs.

Valuation techniques used to calculate fair values include comparisons with similar
financial 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
comparable 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:

. the likelihood 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 terms is in doubt. Future cash flows
may be sensitive to changes in market rates;

. 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

. 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
uncertainties in fair values resulting from a lack of market data inputs, for example, as a
result of illiquidity in the market. For these instruments, the fair value measurement is less
reliable. Inputs into valuations based on unobservable data are inherently uncertain because
there is 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 is 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.
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The value of financial assets and liabilities measured at fair value that use a valuation
technique was £229,092 million (2008: £381,090 million) and £187,591 million (2008:
£312,172 million) or 60 per cent (2008: 72 per cent) and 73 per cent (2008: 82 per cent) of
total financial assets and total financial liabilities measured at fair value, respectively.

Disclosures of types and amounts of fair value adjustments made in determining the
fair value of financial instruments measures at fair value using valuation techniques is
provided in Note 31 on the HSBC Bank plc 2009 Financial Statements. In addition a
sensitivity analysis of fair value for financial instruments with significant observable inputs to
reasonably possibly alternative assumptions and a range of assumptions can be found in Note
31 on the HSBC Bank plc 2009 Financial Statements. Given the uncertainty and subjective
nature of valuing financial instruments at fair value, it is possible that the outcomes in the
next financial year could differ from the assumptions used, and this could result in a material
adjustment to the carrying amount of financial instruments measured at fair value.

Impairment of available-for-sale financial assets

The group’s accounting policy for impairment on available-for-sale financial assets is
described in Note 2(j) on the HSBC Bank plc 2009 Financial Statements.

At 31 December 2009, the group’s total available for sale assets amounted to £81,844
million (2008: £103,486 million), of which £ 77,179 million (2008: £90,256 million) were
debt securities. The available-for-sale reserve relating to debt securities amounted to a deficit
of £6,388 million (2008: deficit £11,965 million).

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 loss is measured with reference to the fair value of the
asset. More information on assumptions and estimates requiring management judgement
relating to the determination of fair values of financial instruments is provided above in
‘Valuation of financial instruments’.

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

The most significant judgements concern more complex instruments, such as asset-
backed securities (“ABS’s), 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 uncertainties when the assessment is based on historical
information on pools of assets, and judgement is required to determine whether historical
performance is likely to be representative of current economic and credit conditions. Further
details of the nature and extent of the group’s exposures to ABSs classified as available-for-
sale are provided on page 65.

There is no single factor to which the group’s charge for impairment of available-for-
sale debt securities is particularly sensitive, because of the range of different types of
securities held, the range of geographical areas in 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.
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It is 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 a result 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 losses in the next financial year.
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Risk
UK regulation and supervision

UK banking and financial services institutions are subject to multiple regulations. The
primary UK statute is the Financial Services and Markets Act 2000 (“FSMA”). Additionally,
data privacy is regulated by the Data Protection Act 1998. Other UK financial services
legislation is derived from EU directives relating to banking, securities, insurance,
investments and sales of personal financial services.

The bank is HSBC Holdings’ principal authorised institution in the UK. In addition
to its role as the bank’s lead regulator, the FSA is responsible for authorising and supervising
all of the bank’s businesses in the UK that require authorisation under FSMA. These include
deposit-taking, retail banking, life and general insurance, pensions, investments, mortgages,
custody and share dealing businesses, and treasury and capital markets activity.

FSA rules establish the minimum criteria for authorisation for banks and financial
services businesses in the UK. They also set out reporting (and, as applicable, consent)
requirements with regard to large individual exposures and large exposures to related
borrowers. In its capacity as supervisor of HSBC Holdings on a consolidated basis, the FSA
receives information on the capital adequacy of, and sets requirements for, HSBC Holdings
as awhole. The FSA’s approach to capital requirements for UK insurers is to require
minimum capital to be calculated on two bases. First, firms must calculate their liabilities on
a prudent basis and add a statutory solvency margin (“pillar 1”). Secondly, firms must
calculate their liabilities on a realistic basis then add to this their own calculation of risk-
based capital. The sum of realistic reserves and risk-based capital (“pillar 2”) is agreed with
the FSA. Insurers are required to maintain capital equal to the higher of pillars 1 and 2. The
FSA has the right to object, on prudential grounds, to persons who hold, or intend to hold, 10
per cent or more of the voting power of a financial institution.

The regulatory framework of the UK financial services system has traditionally been
based on co-operation between the FSA and authorised institutions. The FSA monitors
authorised institutions through ongoing supervision and the review of routine and ad hoc
reports relating to financial and prudential matters. The FSA may periodically obtain
independent reports, usually from the auditors of the authorised institution, as to the adequacy
of internal control procedures and systems as well as procedures and systems governing
records and accounting. The FSA meets regularly with the bank’s senior executives to
discuss its adherence to the FSA’s prudential guidelines. They also regularly discuss
fundamental matters relating to the bank’s business in the UK, including areas such as
strategic and operating plans, risk control, loan portfolio composition and organisational
changes, including succession planning. In light of current conditions, the bank has
experienced an increased level of ongoing interaction with the FSA.

Risk management

All the group’s activities involve, 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.
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The management of these various risk categories is 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 is the risk of financial loss if a customer 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 risks in 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 group, the Credit Risk function is headed by the European Chief Risk Officer and
reports to the Chief Executive Officer, with a functional reporting line to the Group Chief
Risk Officer. Its responsibilities include:

e Formulating and recording detailed credit policies and procedures, consistent with HSBC
policy.

e Issuing 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 commercial 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.
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e Maintaining and developing the governance and operation of HSBC’s risk rating
framework and systems, to classify exposures.

e Stress testing oversight, economic capital measurement and the refinement and reporting
of key risk indicators.

e Reporting to senior executives on aspects of the group’s credit risk portfolio. These
executives, as well as the Risk Management Meeting, 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;

- specific 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 Group’s credit rating systems employing Basel 2 metricsa and

- stress testing results and recommendations.

e Where appropriate, establishing specialist units to provide intensive management and
control to support customers in 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 allowances;
- new productsee 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 Chief Risk Officer, and it reviews the robustness and effectiveness of key risk
measurement, monitoring and control activities.
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Impairment assessment

When impairment losses occur, the group reduces the carrying amount of loans and advances
through the use of an allowance 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 of the group’s
2009 annual report and accounts.

Impairment allowances may be assessed and created either for individually 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 loans that are not considered individually significant. It is the 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
conditions.

Maximum exposure 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
financial 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.

33



At 31 December 2009 At 31 December 2008

Exposure Exposure
Maximum to credit Maximum to credit
exposure Offset risk (net) exposure Offset 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 2,082 - 2,082 1,917 - 1,917
other banks............cccco....
Trading @SSELS ....cvovrvrveeereiiriereiee e 145,604 (3,800 141,804 158,900 (6,945 151,955
— treasury and other eligible bills ...................... 789 - 789 21 - 21
— debt SECUTtIeS ..vovvvveverereeieecieee 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 eligible bills 35 - 35 43 - 43
— debt securities ........cccceceeeveireenenne, 8,706 - 8,706 7,380 - 7,380
— loans and advances to banks ............ccccceveuenee. 214 - 214 153 - 153
— loans and advances to customers ................... 525 - 525 497 - 497
DErVALIVES ...t 118,516 (81,508 37,008 243,084 (173,522 69,562
Loans and advances held at amortised cost ...... 321,653 (52,530 269,123 349,023 (54,890 294,133
— loans and advances to banks ............ccccceveueneee 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.ccoceveveevvevicceiieinens 84,379 - 84,379 100,843 - 100,843
— treasury and other similar bills ....................... 2,349 - 2,349 10,562 - 10,562
— debt SECUNLIES .....coveveiiiiiiececre s 82,030 - 82,030 90,281 - 90,281
Other @SSELS ...vccveeveieiireereeeecieeece e 9,449 - 9,449 12,616 - 12,616
— endorsements and acceptances ..........ccovvueees 352 - 352 370 - 370
—accrued income and other 9,097 - 9,097 12,246 - 12,246
Financial guarantees ............ 17,992 - 17,992 20,293 - 20,293
Loan commitments and other credit- related
commitments ... 116,083 - 116,083 154,391 - 154,391
839,512 (137,838 701,674 1,058,610 (235,357, 823,253

Collateral and other credit enhancements

Collateral held against financial instruments presented above in the maximum exposure to
credit risk table is described in more detail below.

Items in the course 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 a delivery-versus-payment basis.

Treasury, other eligible bills and 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.
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Derivatives

The ISDA Master Agreement is the group’s preferred agreement for documenting derivatives
activity. It provides the contractual framework within which dealing activity across a full
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 a CSA, collateral is passed between the parties to
mitigate the market-contingent counterparty risk inherent in the outstanding positions.

Loans and advances

It is the 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 in the personal sector, mortgages over residential properties;

e in the commercial and industrial sector, charges over business assets such as premises,
stock and debtors;

e in the commercial real estate sector, charges over the properties being financed; and

e in the financial 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, as it is not practicable to do so.

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 obligations is uniformly affected by changes in economic, political or other
conditions.
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United Kingdom .......
France ......cceovveeene.
GErmany ....cceevvererereeereeeneenes
Rest of Continental Europe .......
Continental EUrope ..........cccoceuu.
United States .............

RESt OF the WOIIA ..o

2009 2008
% %
47 42
16 16

6 6
17 20
39 42

6 8

8 8
14 16

100 100

The group provides a diverse range of financial services both in the United Kingdom and

internationally. As a result, its portfolio of financial instruments with credit risk is

diversified, with no exposures to individual industries or economic groupings totalling more

than 10 per cent of consolidated total assets, except as follows:

e the bank’s position as one of the principal UK clearing banks means that the group’s
exposure to credit risk is concentrated in the United Kingdom. Within the United
Kingdom, the group’s credit risk is diversified over a wide range of industrial and

economic groupings; and

e the group’s position as part of a major international banking group means, that it has a
significant concentration of exposure to banking counterparties. The majority of credit
risk to the banking industry at 31 December 2009 and 31 December 2008 was

concentrated in Europe (including the United Kingdom).

Loans and advances to customers by industry sector

2009 2008 2007 2006 2005
£m £m £m £m £m
Personal
Residential MOrtgages .........ccoceeeereernreienenniseeesereniis 68,028 60,240 47,997 46,661 43,145
Other PEISONAL .......cveveeveeeeeeeeieiesee et senenes 33,588 38,412 36,496 33,458 31,361
101,616 98,652 84,493 80,119 74,506
Corporate and commercial
Commercial, industrial and international
TFAAR vt 69,211 83,163 60,036 50,339 44,355
Commercial real estate 20,987 22,563 18,372 14,773 12,878
Other property-related 3,840 5,301 5,656 4,927 4,437
Government .................. 1,357 1,275 1,137 1,198 1,082
Other COMMETCIA <o, 29,858 38,915 27,310 29,041 24,469
125,253 151,217 112,511 100,278 87,221
Financial
Non-bank financial institutions ............cccceeevveieevievieiieenenn, 47,008 45,891 31,663 21,008 22,055
Settlement ACCOUNES ........ccvvvevecrcreeeree et 502 754 813 773 727
47,510 46,645 32,476 21,781 22,782
Asset-backed securities reclassified ...........cccoeeeerrerrnnnne. 3872 4292 _ - -
Total gross 10ans and a0VANCES ...............coovverervrerrrerriines 278,251 300,806 229,480 202,178 184,509
Loans and advances to banks
At 31 December 47,051 50,762 60,767 44,432 31,583

Mortgage lending products

There are no special collateral requirements relating to industrial concentrations, with the
exception of exposures to the property sector. The majority of exposures to the property and

construction industry and the residential mortgage market are secured on an underlying

property.

The following table shows the levels of mortgage lending products in the various

portfolios in the UK and the rest of Europe.
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Rest of the

UK world
£m £m
At 31 DECEMDEE 2009 ...ttt sttt bbbt b et bbbt
RESIAENTIAL MOFTGAYES ... et eivieieiei ettt sttt sttt s ettt ebeses e st ebenenene 62,037 5,991
Total MOrtgage IENAING.........c.cviviieeieeeieeeceee ettt sttt esee e 62,037 5,991
Interest-only (including eNdOWMENt) MOTTYAGES .......vveveveuiiririiieieiei sttt 28,024 47
Affordability mortgages, including adjustable rate mortgages ..........cccvveeererinrnieenenensiseeenes 1,566 668
(1 -1 TSSOSO 71 -
Total interest-only and affordability MOrtgagES.........cccovvveeveveveieeeeee et 29,661 715
As a percentage of total mortgage [ENAING ..o s 47.8% 11.9%
Negative equity MoOrtgages’ ...........cco.oeveerveereeereerrrerneenn. 74 3
Other loan to value ratios greater than 90 per cent’ 3,062 -
3,136 3
-as a percentage of total Mortgage 1eNdiNg ........cccciviiiiireiiiiice e 5.1% 0.1%
At 31 December 2008
RESIABNLIAL MOMGAGES ...v.vvvveveieisrieisieieiss ettt s st s et s st s et s s snsesnsnens 53,706 6,534
Total MOMGAGE IENAING ...c..ocveereeceeceeceeeee e 53,706 6,534
Second lien as a percentage of total mortgage 1ending............c.ccoeoviviiiciiciccce 0.0% 0.0%
Interest-only (including endowment) mortgages......... . 23,161 437
Affordability mortgages, including ARMs..... 3,127 565
[ 13T OSSOSO 76 -
Total interest-only and affordability MOIGAQES ..........ccceeviveeveecieiereeieesessestee et 26,364 1,002
As a percentage of total mortgage IENdiNg ........ccovvireriiiiniceee e 49.1% 15.3%
NEgative eQUILY MOMGAGES" .......c..cveevecveeeveeeseeeseeeseesseesseess s s s s s s s s s s sennen 116 -
Other loan to value ratios greater than 90 PEr CENE............coouuevecveeceeeeeeeeeeseeeeieeesess s seessesssesssesssesnsens 4,027 73
4,143 73
- as a percentage of total mortgage IENAING .....c.ovvveveueiiiiceee e 7.7% 1.1%

1 Negative equity arises when the value of the loan exceeds the value of available equity, generally based on values at origination date.

2 Loan to value ratios are generally based on values at origination date.

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, loan 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
criteria which, 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. Criteria vary 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.

37



Renegotiated loans that would otherwise be past due or impaired

At 31 December

2009 2008
£m £m
(010 (0] 1T TSSOSO 1,545 1,298

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 a single quality classification.

Credit quality of HSBC’s debt securities and other bills

External credit rating (based on
ratings of Standard & Poor’s)
Quality classification

S 0] 2o PSR PR A- and above
Medium - Good ............ BBB+ to BBB-
Medium — Satisfactory .. BB+ to B+ and unrated
Sub - standard................ B and below
TMIPAITE. ...t bbb e bbb £ bbbt b bbbt e e e bbb R et b bbbt n e Impaired
Credit quality of HSBC’s wholesale lending and derivatives
Internal credit rating Probability of default %

Quality classification
£ (0] 1o [T CRR1 to CRR2 0-0.169
Medium - Good ............ CRR3 0.170-0.740
Medium — Satisfactory .. CRR4 TO CRR5 0.741-4.914
Sub - standard................ CRR6 TO CRR8 4.915 - 99.999
IMPAITEL......ooceicce s CRR9 TO CRR10 100
Credit quality of HSBC’s retail lending

Internal credit rating® Expected loss %
Quality classification
SEIONQ o EL1 TOEL2 0-0.999
Medium - Good ............ EL3 1.000 — 4.999
Medium — Satisfactory .. EL4 TO EL5 5.000 —19.999
Sub - standard ............... EL6 TO EL8 20.000 —99.999
IMPAITEA. ... et EL9 TOEL10 100 or more

! HSBC observes the disclosure convention that, in addition to those classified as EL9 to EL10, retail accounts
classified as EL1 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.
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‘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 special 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 a reduced ability to mitigate
these through security realisation or other recovery processes.

‘Impaired’: Exposures have been assessed, individually or collectively, as impaired.
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 Il 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 Il 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 factors in a composite measure.

For debt securities and certain other financial 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 is
made in line with regulatory requirements.

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 EL10, 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.
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Distribution of financial instruments by credit quality

Cash and balances at
central banks.............

Items in the course of
collection from other

Trading assets
— treasury and other
eligible bills .............
— debt securities...........
— loans and advances to

- loans and advances to
CUStOMENS..cvvvvererrnnne

Financial assets
designated at fair

— treasury and other

eligible bills............... .

— debt securities...........
— loans and advances to

— loans and advances to
CUSLOMENS....cvvererinene
Derivatives............c......
Loans and advances
held at amortised cost
— loans and advances to

- loans and advances to
CUStOMENS..cvvvvererenne
Financial investments..
— treasury and other
eligible bills ..............
— debt securities... .
Other assets..........ccc....
- endorsements and
acceptances..............
—accrued income and

31 December 2009

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
14,274 - - 14,274
2,082 - - - - - - 2,082
115,484 13,436 16,202 482 - - - 145,604
747 42 - - - - - 789
66,516 2,781 5,877 392 - - - 75,566
22,268 5,754 2,807 28 - - - 30,857
25,953 4,859 7,518 62 - - - 38,392
5,217 63 4,200 - - - - 9,480
35 - - - - - - 35
4,450 63 4,193 - - - - 8,706
207 - 7 - - - - 214
525 - - - - - - 525
82,706 27,368 6,465 1,977 - - - 118,516
186,225 69,142 49,533 11,625 2,154 6,623 (3,649) 321,653
36,545 7,546 2,443 420 - 97 (57) 46,994
149,680 61,596 47,090 11,205 2,154 6,526 (3,592) 274,659
76,591 1,790 3,260 1,336 - 1,402 - 84,379
2,345 - - 1 - 3 - 2,349
74,246 1,790 3,260 1,335 - 1,399 - 82,030
5,846 894 2,238 405 16 50 9,449
190 64 98 - - - - 352
5,656 830 2,140 405 16 50 - 9,097
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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...... 9,470 - - - - - - 9,470
Items in the course
of collection from
other banks............. 1,917 - - - - - - 1,917
Trading assets............ 117,335 17,614 23,208 743 - - - 158,900
— treasury and other
eligible bills ........... - 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..........c..... 19,057 12,533 11,407 743 - - - 43,740
Financial assets
designated at fair
value......ccooevevevneen. 1,649 1,611 4,813 - - - - 8,073
— treasury and other
eligible bills ........... 22 21 - - - - - 43
— debt securities......... 977 1,590 4,813 - - - - 7,380
—loans and
advances to banks .. 153 - - - - - - 153
— loans and
advances to
CUStOMErS.......cccv... 497 - - - - - - 497
Derivatives................ 201,340 28,406 12,930 408 - - - 243,084
Loans and advances
held at amortised
[+01S) S 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
CUStOmMers................ 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
eligible bills ........... 10,551 11 - - 10,562
— debt securities......... 83,989 1,419 4,099 510 - 264 - 90,281
Other assets............... 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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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 there is
no concern over the creditworthiness of the counterparty.

Up to 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 cost ................ 1,518 366 235 19 16 2,154
Oher @SSELS......cvcvevrireiiierieesieeeee e 4 - 8 3 1 16
1,522 366 243 22 17 2,170
Up to 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2008
Loans and advances held at amortised cost ............... 1,220 437 257 198 227 2,339
1,220 437 257 198 227 2,339

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:

2009 2008
£m £m

Nature of assets
RESIAENTIAL PrOPEITY .....oviiii et 75 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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Impaired loans and advances

Impaired loans and advances to customers and banks by industry sector

Impaired loans and advances at Impaired loans and advances at
31 December 2009 31 December 2008
Individually Collectively Individually Collectively

assessed assessed Total assessed assessed Total
£m £m £m £m £m £m
Banks ......cocoovviinrnneenne 97 - 97 42 - 42
CUSLOMENS ...cvecvveeeceeieieienns 5,438 1,088 6,526 2,902 800 3,702
Personal .........ccccovvvninne 801 1,035 1,836 451 744 1,195
Corporate and commercial . 4,280 53 4,333 2,383 56 2,439
Financial .........ccooveinne 357 - 357 68 - 68
5,535 1,088 6,623 2,944 800 3,744

Impairment allowances and charges on loans and advances to customers

The table below analyses the impairment allowances recognised for impaired loans and
advances that are either individually assessed or collectively assessed, and collective
impairment allowances on loans and advances classified as not impaired.

At 31 December 2009 At 31 December 2008
£m £m

Gross loans and advances
Individually assessed impaired 108NS™............c..ccocoeevererereeeceecieceeeecee e 5,438 2,902
COlIECHIVELY BSSESSEU? ... 272,813 297,904
Impaired loans'................ 1,088 800
Non-Impaired loans® ............... 271,725 297,104
Total gross loans and advances 278,251 300,806
Impairment allowances
INAIVIAUAITY BSSESSEA........vveeeiiieieieieie ettt 2,312 1,380
Collectively assessed........... 1,280 1,122
Total impairment allowances 3,592 2,502
Individually assessed allowances as a percentage of individually assessed loans

AN AAVANCES. ...ttt bbbt 42.5% 47.6%
Collectively assessed allowances as a percentage of collectively assessed loans

AN AAVANCES.....veveeieeeieieeerie ettt ettt sttt ettt sttt ettt enes 0.5% 0.4%

! Impaired loans and advances are those classified as CRR 9, CRR 10, EL 9 or EL 10 and all retail loans 90
days or more past due.

2 Collectively assessed loans and advances comprise homogeneous groups of loans that are not considered
individually significant, and loans subject to individual assessment where no impairment has been identified on
an individual basis, but on which a collective impairment allowances has been calculated to reflect losses which
have been incurred but not yet identified.

® Collectively assessed loans and advances not impaired are those classified as CRR1 to CRR8 and EL1 to EL8
but excluding retail loans 90 days past due.

43



Impairment allowances on loans and advances to customers and banks by industry sector

At 31 December 2009 At 31 December 2008
Individually Collectively Individually Collectively

assessed assessed Total assessed assessed Total
allowances allowances allowances allowances allowances allowances
£m £m £m £m £m £m
Banks 57 - 57 43 - 43
Customers... . 2,312 1,280 3,592 1,380 1,122 2,502
Personal ........ccooveeevinninnnns 246 969 1,215 148 847 995
Corporate and commercial .. 1,926 306 2,232 1,182 264 1,446
Financial ..........ccccevvvveviinenne 140 5 145 50 11 61
2,369 1,280 3,649 1,423 1,122 2,545

Impairment allowances as a percentage of gross loans and advances to banks and
customers®

At 31 December

2009 2008
% %
Banks

Individually assessed impairment alloWances ..........ccooveeerernririseeeresesseees 0.26 0.17

Customers
Individually assessed impairment allowances 0.95 0.50
Collectively assessed impairment allowances 0.52 0.41
1.73 1.08

! Net of reverse repo transactions, settlement accounts and stock borrowings
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Movement in impairment allowances

The tables below describe details of the movements in HSBC’s loan impairment allowances

(1) for loans and advances and (ii) by industry segment for each of the past 5 years.

Movement in impairment allowances on loans and advances

Banks Customers
Individually Individually Collectively
assessed assessed Assessed Total
£m £m £m £m
At 1January 2009 ......ccccccoeeinininiiieeeeee s 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 YEAIS ....cvevvieicieieierienireni et 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 ........ccoceuririrnininieeieeeisee e 3 920 873 1,796
Amounts written off ... - (222) (928) (1,150)
Recoveries of loans and advances written off in
PreVIOUS YEAIS...........ovveeeeeeeeeeeeeseessiensesseenseennen - 22 135 157
Charge to income statement ............ccoovvveeervenrnnenes 35 656 1,025 1,716
Foreign exchange and other movements .................. 5 4 17 26
At 31 December 2008 ..ooveiieeeeee 43 lv380 lv122 2v545
Movement in impairment allowances by industry sector
2009 2008 2007 2006 2005
£m £m £m £m £m
Impairment allowances at 1 January ...........cccococeeveennnnene. 2,545 1,796 1,766 1,885 2,373
Amounts Written off ... (1,580) (1,150) (1,297) (1,238) (1,351)
PEISONAL ... (1,012) (859) (1,031) (880) (1,059)
— residential mortgages .. (25) (2) (1) 1) @)
— Other PErSONAl ......ccovvvveeeeiiiiricee s (987) (857) (1,030) (879) (1,052)
Corporate and COMMErcial .........ccccoovvviniciccninnneee (508) (280) (264) (348) (290)
— commercial, industrial and international trade............... (275) (200) (183) (245) (193)
— commercial real estate and other property-related......... (93) (42) (36) 37) (36)
— other commercial . (140) (38) (45) (66) (61)
FINANCIAL .o (60) (11) (2) (10) )
Recoveries of amounts written off in previous years ............. 170 157 268 227 45
Personal .........ccoooiiiiiice e 133 150 231 194 33
- residential mortgages .. 17 - - - -
— Other PErSONAl .......cccoveieieiiieeee e 116 150 231 194 33
Corporate and cOMMErcial .......c.ccooveerererireeierirrseereens 32 7 34 33 12
— commercial, industrial and international trade............... 30 4 8 13 6
— commercial real estate and other property-related......... 2 3 9 8 1
— other commercial " - - 17 12 5
FINANCIAL ... 5 - 3 - -
Charge to iNCome StatemMent ...........ccccoverrreerirrineceesreeienes 2,619 1,716 1,043 935 807
PErsonal .......ooviuiieiiiiii e 1,130 876 789 776 613
- residential mortgages .. 100 11 4 13 5
— Other PErSONAl ......ccovovvieieiiiiiree e 1,030 865 785 763 608
Corporate and cOMMErcial ..........cccoveeieiinnneieieirneeeens 1,329 749 248 169 202
— commercial, industrial and international trade..... 543 304 176 133 192
— commercial real estate and other property-related......... 626 304 60 20 31
— other commercial .... . 160 141 12 16 (21)
FINANCIAL ..o e 160 91 7 3) (12)



GOVEIMMENLS ...t - - (@) (@) 3
Exchange and other MOVEMENLS ...........ccoc..ovrvveererrorerrrinnenns (105) 26 16 (43) 11
Impairment allowances at 31 December 3,649 2,545 1,796 1,766 1,885
Impaired allowances against banks:

— individually assesSed .........cvrurueeierinninineerieirrisieeens 57 43 3 4 5
Impaired allowances against customers?
—individually assessed 2,312 1,380 920 878 905
— collectively assessed 1,280 1,122 873 884 975
Impairment allowances at 31 December ..........ccccvvecrennene. 3,649 2,545 1,796 1,766 1885
Impairment allowances as a percentage of loans and
advances % % % % %
— individually asSeSSed .........cccurrururureririnirinieereririsieeens 0.84 0.46 0.40 0.44 0.50
— collectively assessed.............ovwvvrrerrenresressessesnennees 0.47 0.38 0.38 0.44 0.53
AL 3L DECEMDEE oo 131 0.84 0.78 0.88 1.03
Individually and collectively assessed charge to impairment allowances by industry
Seg ment
2009
Individually Collectively
assessed assessed Total
£m £m £m
BaNKS ...t s 35 - 35
Personal .........cccccovvvevinnen. 125 1,005 1,130
— Residential mortgages .. 89 11 100
— Other personal .............. 36 994 1,030
Corporate and commercial ...........cccccovvvnneinicnenas 1,153 176 1,329
— Commercial, industrial and international trade ... 434 109 543
— Commercial real estate and other property-related. 559 67 626
— Other commercial .........ccovvveieiincrereree 160 - 160
FINANCIal ......coooiiii s 130 (5) 125
Total charge to INCOME StAtEMENt ..........ccoveueiiiiireee e 1,443 1,176 2,619
2008
Individually Collectively
assessed assessed Total
£m £m £m
BaNKS ...ttt s 35 - 35
Personal ..........ccccoeevnirinnnee. 25 851 876
— Residential mortgages .. 10 1 11
— Other personal .............. 15 850 865
Corporate and commercial ..........ccooeveieinrirreennns 586 163 749
— Commercial, industrial and international trade ...... 198 106 304
— Commercial real estate and other property-related. 282 22 304
— Other commercial ..........ccoeevvvnnnnicciees 106 35 141
FINANCIAL ..o s 45 11 56
Total charge to INCOME StAtEMENT .......ccoovoveueeiriieeee e 691 1,025 1,716
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Net loan impairment charge to the income statement

2009 2008 2007 2006 2005
£m £m £m £m £m
Individually assessed impairment allowances

NEW AlIOWANCES ......oovecveiiiieicie et 1,654 893 390 388 564
Release of allowances no longer required............ccvreeeieiennineeens (167) (180) (194) (240) (354)
Recoveries of amounts previously written off............ccccccceeveenenne. (44) (22) (21) (19) (12)
1,443 691 175 129 198

Collectively assessed impairment allowances .........c..oovreerererereneenns
New allowances net of allowance required ........ 1,445 1,266 1,228 1,123 824
Release of allowances no longer required .............. (143) (106) (113) (109) (182)
Recoveries of amounts previously written off (126) (135) (247) (208) (33)
1,176 1,025 868 806 609
Total charge for impairment 10SSES .........cccoeerivirreeieriirseecas 2,619 1,716 1,043 935 807
Banks........cccoovne.. . 35 35 - - 3)
CUSTOIMEIS .ttt et te e be e ste e be e nteebeenbaen 2,584 1,681 1,043 935 810

Charge for impairment losses as a percentage of closing gross loans
AN AAVANCES.....vevereireeieiireiseee e ses et sessss s e eessssesens 0.81 0.49 0.36 0.38 0.37
At 3L DECEMDET........cuiiieiiiieieiceetee ettt e £m £m £m £m £m
IMPAITEd 10ANS ..o s 6,623 3,744 2,959 2,773 2,722
Impairment allOWaNCES ........cccvvveveeiiirieseee e 3,649 2,545 1,796 1,766 1,885

Charge for impairment losses as a percentage of average gross loans and advances to
customers

2009 2008 2007 2006 2005

% % % % %

Net allowances net of allowances releases ..........ccocevvvveiererineieserisiennns 1.11 0.78 0.72 0.71 0.54
RECOVEITES.....veoveeveeveeeeeeeeseeseeseesseeseserenees (0.07) (0.07) (0.15) (0.14) (0.03)
Total charge for impairment losses ...... 1.04 071 0.57 0.57 0.51
Amount written off net of recoveries 0.63 0.48 0.71 0.75 0.85

Liquidity and funding management

Liquidity risk is the risk that the group does not have sufficient financial resources to meet its
obligations as they fall due, or will have to do so at an excessive cost. This risk arises from
mismatches in the timing of cash flows. Funding risk (a form 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 coordinated 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 all 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
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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 on the HSBC Bank
plc 2009 Financial Statements.

Policies and procedures

The management of liquidity and funding is primarily undertaken locally in the group’s
operating entities in 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 is HSBC’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.

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.
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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 billion, of which £329 billion 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 is included in Note 32 on the
HSBC Bank plc 2009 Financial Statements.

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 emphasises 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. This is achieved by placing limits on group banking entities which
restrict their ability to increase loans 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 loans 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’s total 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)

Advances to deposits ratios

2009 2008

% %

Year-end 89.3 88.9
Maximum 91.7 93.4
Minimum 88.8 86.4
AAVETAJE .ottt bbbttt h b bRt h bbbttt 90.1 90.6

Advances to deposits ratio 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.
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The group also 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 balances, 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.

Limits for the ratio of net liquid assets to customer liabilities are set for each bank
operating entity.

Ratio of net liquid assets to customer liabilities

2009 2008

% %

Year-end 16.0 15.4
Maximum 194 17.9
Minimum . 14.8 12.9
Average ... 17.3 15.1

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 portfolios is
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 limits is 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

2009 2008
£bn £bn
Conduits
Client-originated assets*
— 0TI TINES o 4.6 38
— largest individual lines ........... 0.6 0.7
Assets managed by the group? 17.9 23.9
Single-issuer liquidity facilities
B L 1 =L OO 2.8 41
— 1argest MArket SECLOI ...........ooveeveeeeeeeeee e nenens 4.8 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 These figures represent the five largest committed liquidity facilities provided to customers other than those facilities to conduits.

4 The;e _figures represent the total of all committed liquidity facilities provided to the largest market sector other than those facilities to
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 potential 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
exposures in order to optimise return on risk while maintaining a market profile consistent
with the group’s status as a premier provider of financial products and services. Market risk
is the risk that movements in market risk factors, including foreign exchange rates and
commodity prices, interest rates, credit spreads and equity prices will reduce the group’s
income 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.

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 a daily 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 its local Global Markets unit for
management, or to separate books managed under the supervision of the local Asset and
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Liability Management Committee (‘ALCQO”). The aim is to ensure that all 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.

Sensitivity analysis

Sensitivity measures are used to monitor the market risk positions within each risk type, for
example, present value of a basis 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 factors in determining the level of limits set.

Value at risk (‘VAR’)

VAR is a technique that estimates the potential losses that could occur on risk positions as a
result of movements in market rates and prices over a specified time horizon and to a given
level of confidence.

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 interrelationships 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 calculated with reference to foreign exchange rates
and commaodity prices, interest rates, equity prices and the associated volatilities;

e VAR is calculated to a 99 per cent confidence level; and
¢ VAR is calculated for a one-day holding period.

The group routinely validates the accuracy of its VAR models by back-testing the
actual daily profit and loss results, adjusted to remove non-modelled items such as fees and
commissions, against the corresponding VAR numbers. Statistically, the group would expect
to see losses in excess of VAR only one per cent of the time over a one-year period. The
actual number of excesses over 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 the use of historical data as a proxy for estimating future events may not encompass all
potential events, particularly those which are extreme in nature;

e the use of a one-day holding period assumes that all positions can be liquidated or the
risks offset in one day. This may not fully reflect the market risk arising at times of
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severe illiquidity, when a one-day holding period may be insufficient to liquidate or
hedge all positions fully;

e the use of a 99 per cent confidence level, by definition, does not take into account losses
that might occur beyond this level of confidence;

e VAR is calculated on the basis of exposures outstanding at the close of business and
therefore does not necessarily reflect intra-day exposures; and

e VAR is unlikely to reflect loss 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 potential impact on portfolio values of more extreme, although plausible, events
or movements in a set of financial variables.

The process is 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;

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 group. The daily losses experienced during 2009
were within the stress loss scenarios reported to senior 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 VAR VAR
Equity VAR Sensitivity
Credit spread VAR VAR?

* The reporting 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:
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Total

£m

At 31 December 2009 53.5
At 31 December 2008 1445
Average Minimum Maximum

£m £m £m

2009 .ottt rens 89.6 49.7 166.1
2008 ..ttt rene 61.2 225 151.6

The VAR for the overall 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 figures in 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 a list 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). This

is analysed below by risk type:
Total trading VAR by risk type

Foreign
exchange and Interest

commodity rate Equity Credit Total*

£m £m £m £m £m

At 31 December 2009 .....ccccovveieiieeise e 11.0 34.4 11.3 25.4 42.0

At 31 December 2008 .........cccoveveveeereiieeeeeee e 17.4 442 11.6 27.1 67.7

Average

2009 ... 12.0 37.1 7.1 28.5 48.9

2008 ...t 10.0 25.7 8.0 26.2 35.1
Minimum

2009 ... 6.4 24.1 2.9 145 28.4

2008 ..ot 4.2 9.2 4.0 13.7 13.0
Maximum

2009 ... 33.0 68.6 13.4 55.3 85.7

2008 ..o 57.6 103.8 20.4 63.1 80.0

The total VAR is non-additive across risk 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 a

wide range of market conditions or events, but there exists a remote possibility that a
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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 losses arising from movements in the
underlying market price on such transactions in 20009.

ABS/MBS positions

The ABS/MBS exposures within the trading portfolios are managed within sensitivity and
VAR limits, as described on page 59.

Non-trading portfolios

The principal objective of market risk management of non-trading portfolios is 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 a result of interest rate changes. Analysis
of this risk is complicated by having to make assumptions on embedded optionality within
certain product areas, such as the incidence of mortgage prepayments, and from behavioural
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 portfolios is 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 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 is included within the group VAR.
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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 a whole.
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).

The fair value of the constituents of equity securities held as available-for-sale can
fluctuate considerably. A 10 per cent reduction in the value of the available-for-sale equities
at 31 December 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
policies in Note 2(j) on the HSBC Bank plc 2009 Financial Statements.

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 movements in 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 a rise in 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).
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Sensitivity of net interest income

A principal part of the group’s management of market risk in non-trading portfolios is 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 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 exposures

Structural foreign exchange exposures represent net investments in subsidiaries, branches or
associated undertakings, the functional currencies of which are currencies other than the
sterling.

Exchange differences on structural exposures are recorded in the consolidated
statement of comprehensive income. The main operating (or functional) currencies of the
group’s subsidiaries are sterling, euro, US dollars, Swiss francs and 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. This is usually achieved by ensuring that, for each subsidiary
bank, the ratio of structural exposures in a given currency to risk-weighted assets
denominated in that currency is broadly equal to the capital ratio of the subsidiary in
question.

Concentrations of market risk exposures
Analysis of asset backed securities

During the period a total 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  CDS gross Principal ~ Carrying
principal®> protection® exposure*® Amount®* principal  protection  exposure®  Amount™
£m £m £m £m £m £m £m £m
—High gradel ............... 28,161 (5,367) 22,794 18,466 38,161 (2,917) 35,244 24,917
—ratedCto A ...ccoeeee, 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
SECUNItIES oo 42,978 (5,931) 37,047 25,360 52,118 (6,824) 45,294 29,062
Gross fair value Reclassified from
movements equity on
Gross fair value Other Realised impairment,
Movements comprehensive  gains/(losses) in the disposal or
Income statement® Income®  Income statement’ payment®
£m £m £m £m
—Highgradel ........ccccoovvnniciiinnnens 106 1,671 26 783
—rated CtO A oo 54 451 (200) 1,658
—not publicly rated ...........cco..coevurrrvenn. 8 (13) 2 9
Total asset-backed securities .................. 168 2,109 1r2) 2,432

1 High grade assets rated AA or AAA.

2 The gross principal is the 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 ACDS is a credit default swap. CDS protection principal is the gross principal of the underlying instrument that is protected by CDSs.

4 Net principal exposure is the gross principal amount of assets that are not protected by CDSs. It includes assets that benefit from
monoline protection, except where this protection is purchased with a CDS.

5 Carrying amount of the net principal exposure.

6 Gains and losses on the net principal exposure (see footnote 4) recognised during the year in the income statement as a result of
changes in the fair value of the asset.

7 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.

8 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.

9 Fair value gains and losses on the net principal exposure (see footnote 4) recognised in other comprehensive income during the year as
a result the changes in the fair value of available-for-sale assets.

10 The asset backed securities are primarily US dollar (‘USD’) denominated. Principal and carrying amounts are converted into sterling
(“GBP”) at the prevailing exchange rates at 31 December (2009: 1 GBP: USD 1.623; 2008: 1 GBP: USD 1.459).

Included in the above table is 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).

Operational risk

Operational risk management is implemented at the Group level. Operational risk is relevant
to every aspect of the Group’s business and covers a wide spectrum of issues. Losses arising
through fraud, unauthorised activities, errors, omission, inefficiency, systems failure or from
external events all fall within the definition of operational risk.

The objective of HSBC’s operational risk management is to manage and control
operational risk in a cost effective manner within targeted levels of operational risk consistent
with the Group’s risk appetite, as defined by the Group Management Board.

A formal governance structure provides oversight over the management of operational
risk. A Global Operational Risk and Control Committee, which reports to the Group Risk
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Management Meeting, meets at least quarterly to discuss key risk issues and review the
effective implementation of the Group’s operational risk management framework.

In each of HSBC’s subsidiaries, business managers are responsible for maintaining an
acceptable level of internal control, commensurate with the scale and nature of operations.
They are responsible for identifying and assessing risks, designing controls and monitoring
the effectiveness of these controls. The operational risk management framework helps
managers to fulfil these responsibilities by defining a standard risk assessment methodology
and providing a tool for the systematic reporting of operational loss data.

A centralised database is used to record the results of the operational risk management
process. Operational risk self-assessments are input and maintained by the business unit. To
ensure that operational risk losses are consistently reported and monitored at Group level, all
Group companies are required to report individual losses when the net loss is expected to
exceed US$10,000.

Further details of the HSBC approach to Operational Risk Management can be found
in the Group pillar 3 disclosures.

Legal risk

Each operating company within the Group is required to implement procedures to manage
legal risk that conform to HSBC standards. Legal risk falls within the definition of
operational risk and includes contractual risk, dispute risk, legislative risk and non-
contractual rights risk.

e Contractual risk is the risk that the rights and/or obligations of an HSBC company
within a contractual relationship are defective.

e Dispute risk is made up of the risks that an HSBC company is subject to when it is
involved in or managing a potential or actual dispute.

o Legislative risk is the risk that an HSBC company fails to adhere to the laws of the
jurisdictions in which it operates.

e Non-contractual rights risk is the risk that an HSBC company’s assets are not
properly owned or are infringed by others, or an HSBC company infringes another
party’s rights.

HSBC has a global legal function to assist management in controlling legal risk. The
function provides legal advice and support in managing claims against HSBC companies, as
well as in respect of non-routine debt recoveries or other litigation against third parties.

The Group Management Office Legal department oversees the global legal function
and is headed by a Group General Manager. There are legal departments in each of the
countries in which HSBC operates.

Operating companies must notify the appropriate legal department immediately any
litigation is either threatened or commenced against HSBC or an employee. The appropriate
regional legal department must be immediately advised (and must in turn immediately advise
the Group Management Office Legal department) of any action by a regulatory authority,
where the proceedings are criminal, or where the claim might materially affect the Group’s
reputation. Further, any claims which exceed US$1.5 million or equivalent must also be
advised to the appropriate regional legal department and the regional legal department must
immediately advise the Group Management Office Legal department if any such claim
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exceeds US$5 million. All such matters are then reported to the Risk Management Meeting
of the Group Management Board in a monthly paper.

An exception report must be made to the local compliance function and escalated to
the Head of Group Compliance in respect of any breach which has given rise to a fine and/or
costs levied by a court of law or regulatory body where the amount is US$1,500 or more, and
material or significant issues are reported to the Risk Management Meeting of Group
Management Board and/or the Group Audit Committee.

In addition, operating companies are required to submit quarterly returns detailing
outstanding claims where the claim (or group of similar claims) exceeds US$10 million,
where the action is by a regulatory authority, where the proceedings are criminal, where the
claim might materially affect the Group’s reputation, or, where the Group Management
Office Legal department has requested returns be completed for a particular claim. These
returns are used for reporting to the Group Audit Committee and the Board of HSBC
Holdings, and disclosure in the HSBC Holdings plc Interim Report and HSBC Holdings plc
Annual Report and Accounts, if appropriate.

Group security and fraud risk

Security and fraud risk issues are managed at Group level by Group Security and Fraud Risk.
This unit, which has responsibility for physical risk, fraud, information and contingency risk,
and security and business intelligence, is fully integrated within the central Group
Management Office Risk function. This enables the Group to identify and mitigate the
permutations of these and other non-financial risks to its business lines across the
jurisdictions in which it operates.

Pension risk

The group operates a number of pension plans, as described in Note 7 on the HSBC Bank plc
2009 Financial Statements. Some of them are defined benefit plans, of which the largest is
the HSBC Bank (UK) Pension Scheme.

In order to fund the benefits associated with these plans, sponsoring group companies
(and, in some instances, employees) make regular contributions in accordance with advice
from actuaries and in consultation with the scheme’s trustees (where relevant). The defined
benefit plans invest these contributions in a range of investments designed to meet their long-
term liabilities.

The level of these contributions has a direct impact on the cash flow of the group and
would normally be set to ensure that there are sufficient funds to meet the cost of the accruing
benefits for the future service of active members. However, higher contributions will be
required when plan assets are considered insufficient to cover the existing pension liabilities
as a deficit exists. Contribution rates are typically revised annually or triennially, depending
on the plan. The agreed contributions to the HSBC Bank (UK) Pension Scheme are revised
triennially.

A deficit in a defined benefit plan may arise from a number of factors, including:

e investments delivering a return below that required to provide the projected plan
benefits. This could arise, for example, when there is a fall in the market value of
equities, or when increases in long-term interest rates cause a fall in the value of
fixed income securities held,;
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e the prevailing economic environment leading to corporate failures, thus triggering
write-downs in asset values (both equity and debt);

e achange in either interest rates or inflation which causes an increase in the value of
the scheme liabilities; and

e scheme members living longer than expected (known as longevity risk).

The plan’s investment strategy is determined after taking into consideration the
market risk inherent in the investments and its consequential impact on potential future
contributions.

Ultimate responsibility for investment strategy rests with either the trustees or, in
certain circumstances, a Management Committee. The degree of independence of the trustees
from HSBC varies in different jurisdictions. For example, the HSBC Bank (UK) Pension
Scheme, which accounts for approximately 88 per cent of the obligations of the group’s
defined benefit pension plans, is overseen by a corporate trustee who regularly monitors the
market risks inherent in the scheme.

Reputation risk

Reputation risk is managed at the Group level. The safeguarding of HSBC’s reputation is of
paramount importance to its continued prosperity and is the responsibility of every member
of staff.

HSBC regularly reviews its policies and procedures for safeguarding against
reputational and operational risks. This is an evolutionary process which takes account of
relevant developments and industry guidance such as The Association of British Insurers’
guidance on best practice when responding to environmental, social and governance (‘ESG”)
risks.

HSBC has always aspired to the highest standards of conduct and, as a matter of
routine, takes account of reputational risks to its business. Reputational risks can arise from a
wide variety of causes, including ESG issues and operational risk events. As a banking group,
HSBC’s good reputation depends upon the way in which it conducts its business, but it can
also be affected by the way in which clients, to whom it provides financial services, conduct
themselves. The training of Directors on appointment includes reputational matters.

A Group Reputational Risk Committee (*GRRC’) was established in 2008 at which
Group functions with responsibility for activities that attract reputational risk are represented.
The primary role of the GRRC is to consider areas and activities presenting significant
reputational risk and, where appropriate, to make recommendations to the Risk Management
Meeting and Group Management Board for policy or procedural changes to mitigate such
risk.

Standards on all major aspects of business are set for HSBC and for individual
subsidiaries, businesses and functions. Reputational risks, including ESG matters, are
considered and assessed by the Board, Group Management Board, the Risk Management
Meeting, subsidiary company boards, board committees and senior management during the
formulation of policy and the establishment of HSBC standards. These policies, which form
an integral part of the internal control system, are communicated through manuals and
statements of policy and are promulgated through internal communications and training. The
policies cover ESG issues and set out operational procedures in all areas of reputational risk,
including money laundering deterrence, counter-terrorist financing, environmental impact,
anti-corruption measures and employee relations. The policy manuals address risk issues in
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detail and co-operation between Group Management Office departments and businesses is
required to ensure a strong adherence to HSBC’s risk management system and its
sustainability practices.

Sustainability Risk

Assessing the environmental and social impacts of providing finance to the Group’s
customers has been firmly embedded into HSBC’s overall risk management processes.
Sustainability risks arise from the provision of financial services to 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. Within the Group Management
Office, a separate function, Group Corporate Sustainability, is mandated to manage these
risks globally working through local offices as appropriate. Sustainability Risk Managers
have regional or national responsibilities for advising on and managing environmental and
social risks.

Group Corporate Sustainability’s risk management responsibilities include:

e formulating sustainability risk policies. This includes oversight of HSBC’s
sustainability risk standards, management of the Equator Principles for project
finance lending, and sector-based sustainability policies covering those sectors with
high environmental or social impacts (forestry, freshwater infrastructure,
chemicals, energy, mining and metals, and defence-related lending); undertaking an
independent review of transactions where sustainability risks are assessed to be
high, and supporting HSBC’s operating companies to assess similar risks of a lower
magnitude;

¢ building and implementing systems-based processes to ensure consistent
application of policies, reduce the costs of sustainability risk reviews and capture
management information to measure and report on the effect of HSBC’s lending
and investment activities on sustainable development; and

e providing training and capacity building within HSBC’s operating companies to
ensure sustainability risks are identified and mitigated consistently to either
HSBC’s own standards, international standards or local regulations, whichever is
the higher.

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 considers it operationally more effective, third
parties are engaged to manufacture insurance products for sale through the group’s banking
network. The group works with a limited 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 contracts in its subsidiaries and its
management of these risks are discussed below.
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The group sells insurance products across all 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 Financial Officer (‘CFO’) and Regional Chief Risk Officer (“CRO’). The role of the
Regional Insurance Head Office includes overseeing the effective implementation of HSBC
policies 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, operational risk and insurance risk. The group’s
framework and the Regional Risk Committee mirror this HSBC framework. All insurance
products, whether internally manufactured or provided by a third 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.

Insurance risk of insurance operations

Insurance risk is a risk, other than financial risk, transferred from the holder of a contract to
the issuer. The principal insurance risk faced by the group is that, 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
changes in both interest rates and equity prices. This risk 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
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business, with restrictions applying particularly to commercial 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 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, the risk of default by the
reinsurer. This risk 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’s insurance 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 as the 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 DPFL .........ccccveiiiiiiiicieeeee e 695 696
Creditlife ..o . 247 173
ANNUILIES ..o . 278 260
Term assurance and other 10Ng-term CONtraCES .........cccevvrvrvveeiernririseeee s 286 902
Total life (NON-INKEA) ......ocoviuiiiicee e 1,506 2,031
Life (linked) ...ccoovvveeiniciccenrne . 1,310 1,061
Investment contracts with DPF 1, 2 12,930 12,157
Insurance liabilities to policyholders 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 contracts issued in the UK.

The liabilities for long-term contracts are set by reference to a range 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
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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 non-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 a regular 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 surrenders is
generally mitigated through management actions such as managing the level of bonus
payments to policyholders. Expense risk is generally managed through pricing. The level of
expenses in the contract will be one of the factors considered when setting premium rates.

Analysis of non-life insurance risk — net written insurance premiums*

2009 2008

£m £m

ACCIAENt AN NEAIN ... s 60 8
IVIOTOT .ottt 82 190
Fire and Other damage .........coueueiriiririeieee ettt 46 80
(00T TL (T4 ) =) TP 22 51
Marine, aviation and transport .................... 5 -
Other (NON-life) ..o 17 26
Total net written insurance premiums 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 is the risk that the group does not charge premiums
appropriate to the cover provided and claims experience risk 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
majority 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 a range 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.
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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:

Financial assets held by insurance manufacturing subsidiaries

At 31 December 2009

Life Life
linked non-linked Non-life Other
contracts contracts insurance assets Total
£m £m £m £m £m
Financial assets designated at fair value 28 5 - 2 35
Treasury bills ......ccccoovvviiiicceieccee 1,145 808 - 156 2,109
Debt securities ....... 3,645 2,769 - 531 6,945
Equity securities 4,818 3,582 - 689 9,089
Financial investments available-for-sale:
—Treasury bills ........ccoeoevinnnniciccens - - 130 51 181
— Other eligible bills .. - 16 78 78 172
— Debt securities ........ - 9,217 - 716 9,933
— EqQUity SECUILIES ....c.cviveriirriiriccccicicne - - - 18 18
- 9,233 208 863 10,304
DEMIVALIVES. ......vviiiiciciciieieier e 185 89 - 1 275
Other financial assets ........c.ccccocvveeveveeveieieinens 293 817 400 281 1,791
5,296 13,721 608 1,834 21,459
At 31 December 2008
Life Life non-
linked linked Non-life Other
contracts contracts insurance assets Total
£m £m £m £m £m
Financial assets designated at fair value
Treasury Dills ..o 21 17 - 5 43
Debt securities ....... 1,578 502 - 709 2,789
Equity securities 2,681 2,895 - 231 5,807
4,280 3,414 - 945 8,639
Financial investments available-for-sale:
—Treasury bills .......ccoceeviniiicccee - - 83 82 165
— Other eligible bills .. - - 187 86 273
— Debt securities ........ - 9,044 14 5 9,063
— Equity SECUNILIES ....oceeveeiiiieiccere e - - - 18 18
9,044 284 191 9,519
DEriVatiVES ....ocvevivieiieceee e 118 42 - 17 177
Other financial assets ........c.ccoeoevveeieieriresenens 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 assets is driven by the nature of the
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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 also 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 life linked insurance, premium income less charges levied is invested in a portfolio
of assets. The group manages the financial 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).

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 falls in 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 securities in order to provide
customers with the potential for enhanced returns. Subsidiaries with portfolios of such
products are exposed to the risk of falls in 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
policyholders;

. as far as possible, matching assets to liabilities;

. using derivatives in a limited number of instances;
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. 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;

. periodically reviewing products identified as higher risk, which contain guarantees
and embedded optionality features linked to savings and investment products;

. including features designed to mitigate market risk in new products; and

. 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 individual
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:

. for interest 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;

. for equity price risk, the total market value of equity holdings and the market value of
equity holdings by region and country; and

. for foreign exchange risk, 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 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 a range 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 present value of the in-force long-term insurance
business asset (“PVIF”) is included 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
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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’s insurance subsidiaries to 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 shift in yield curves . 10 (12) 32 10
— 100 basis points parallel shift in yield curves . (14) 10 (38) @17
10 per cent increase in equity prices ..........c.coo.. 7 7 3 3
10 per cent decrease in equity prices ................ @) ) 4) 4)
Sensitivity to credit spread INCreases ..........coccovievivnisnisees 1) (5) ) (8)

The sensitivity of the net profit after tax of the group’s insurance subsidiaries to the effects of
increases in credit spreads is a fall of £1 million (2008: £2 million fall). The sensitivity is
calculated using simplified assumptions based on a one-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 20009.

Credit risk of insurance operations

Credit risk can give rise to losses through default and can lead to volatility in income
statement and balance sheet figures through movements in 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 changes in credit spreads is small (see table above). 91 per cent
(2008: 89 per cent) of the financial assets held by insurance subsidiaries are classified as
available for sale, and consequently any changes in 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 counterparties is 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 Credit Risk Meeting and the
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Group Insurance Risk Committee. Stress testing 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 a weekly basis to identify investments which may be
at risk of future impairment. This report 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 concerns is 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 five credit quality classifications are provided on pages 45 and 46. 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.
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Treasury bills, other eligible bills and debt securities in the group’s insurance subsidiaries

At 31 December 2009

Supporting liabilities under non-linked
insurance and investment contracts
Financial assets designated at fair value ...
— treasury and other eligible bills
— debt SeCUrities .......ccocoevievrciiiirrccee

Financial investments ..........c.ccccocevveenenenn.
— treasury and other similar bills.................
— debt SECUTILIES ...vovveverereieevee e

Supporting shareholders’ funds?

Financial assets designated at fair value ...
— treasury and other eligible bills ..............
— debt SECUTIIES .....ovvveciiicieierccee

Financial investments .............
— treasury and other similar bills
— debt SECUTLIES ....cvevevvcreicicee e

Total

Financial assets designated at fair value ...
— treasury and other eligible bills ..............
— debt securities .........ccccoevrrcieininneenes

Financial investments ..........ccccccoevevveevienne
— treasury and other similar bills ... .
— debt SECUTLIES ...vovvveerieivecccee e

Neither past due nor impaired Past due

Sub- not Impairment
Strong Medium  standard impaired Impaired®  allowances Total
£m £m £m £m £m £m £m
430 383 - - - - 813
5 - - - - - 5
425 383 - - - - 808
9,164 277 - - - - 9,441
224 - - - - - 224
8,940 277 - - - - 9,217
9,594 660 - - - - 10,254
79 79 - - - - 158
2 - - - - - 2
77 79 - - - - 156
845 - - - - - 845
129 - - - - - 129
716 - - - - - 716
924 79 - - - - 1,003
509 462 - - - - 971
7 - - - - - 7
502 462 - - - - 964
10,009 277 - - - - 10,286
353 - - - - - 353
9,656 277 - - - - 9,933
10,518 739 - - - - 11,257
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At 31 December 2008..........ccooeeeeirinnnienn.
Supporting liabilities under non-linked.......
insurance and investment contracts.............
Financial assets designated at fair value ....
— treasury and other eligible bills ...............
— debt SECUNITIES ....c.cvvveericircceciins

Financial investments ........ccccccocevveivinnnnas
— treasury and other similar bills ................
— debt SECUrities .......ccocevvvrivireeeireeene

Supporting shareholders’ funds.................
Financial assets designated at fair value ....
— treasury and other eligible bills ...............
— debt SECUNTIES ..o

Financial investments ...........ccccocevveeveenans
— treasury and other similar bills ..
— debt SECUTItIES ..ovvevveieeicece e

Total

Financial assets designated at fair value ....
— treasury and other eligible bills ...............
— debt Securities .........cccocvevrrceiciiiics

Financial investments ........cc.ccccocevveervciennns
— treasury and other similar bills ..
— debt SECUNILIES ..ovvveeceeeiseeee e

movements in fair value, and the fair value movement is taken directly through the income statement.

2 Shareholders’ funds comprise solvency and unencumbered assets.

subsidiaries

At 31 December 2009

GOVEIMMENES ...ecvvieiiieiicieese e
Local authorities ......
Corporates and other

At 31 December 2008 ..........cccoevvevvverierennn,
GOVEIMMENES ..o
Local authorities ........cccceevevvreinieriierieiienn,
Corporates and other .........ccccoeveveiinrninnn:

Neither past due nor impaired Past due
Sub- not Impairment
Strong Medium standard impaired Impaired® allowances Total
£m £m £m £m £m £m £m
368 151 - - - - 519
17 - - - - - 17
351 151 - — — - 502
9,133 195 - - - - 9,328
270 - - - - - 270
8,863 195 - - - - 9,058
9,501 346 - - - - 9,847
702 12 - — — - 714
5 - - - - - 5
697 12 - - - - 709
173 - - - - - 173
168 - - - - - 168
5 - - - - - 5
875 12 - - - - 887
1,070 163 - - - - 1,233
22 - - - - - 22
1,048 163 - - - - 1,211
9,306 195 - - - - 9,501
438 - - - - - 438
8,868 195 - - - - 9,063
10,376 338 - - - - 10,734
1 Impairment is not measured for debt securities designated at fair value, as assets in such portfolios are managed according to
Issuers of treasury bills, other eligible bills and debt securities in the group’s insurance
Treasury Other eligible Debt
bills bills securities Total
£m £m £m £m
106 4 3,198 3,308
- - 173 173
82 168 7,526 7,776
188 172 10,897 11,257
Treasury Other eligible Debt

bills bills securities Total
£m £m £m £m
187 16 2,361 2,564
- - 151 151
- 257 7,762 8,019
187 273 10,274 10,734

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
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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 45 and 46. The group’s exposure to third parties under the reinsurance
agreements is included in this table.

Reinsurers’ share of liabilities under insurance contracts

Neither past due nor impaired

Sub- Past due not Impairment
Strong Medium standard Impaired Impaired allowances Total
£m £m £m £m £m £m £m
At 31 December 2009
Linked insurance contracts ........... 17 - - - 17
Non-linked insurance contracts .... 380 8 2 - - 390
397 8 2 - - - 407
9 - 1 - - 10
7 - - - - - 7
602 9 - - - - 611
609 9 - - - - 618
11 - - - - - 11

Liquidity risk of insurance operations

It is an inherent characteristic of almost all insurance contracts that there is uncertainty over
the amount of claims liabilities that 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 a large proportion of cases, the liquidity risk is borne in 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 principal repayments of maturing debt
investments;

e cash resources; and
e the sale of 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;
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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 least annually by the

relevant ALCO.

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 Over 15
year 1-5 years 5-15 years years Total
£m £m £m £m £m
At 31 December 2009
NonN-life INSUFaNCe ......cccccevveiierice e 396 336 27 - 759
Life insurance (non-linked) .. 364 600 445 268 1,677
Life insurance (linked) ..... 90 248 562 628 1,528
TOLAl e e 850 1,184 1,034 896 3,964
At 31 December 2008 ..........cccoevevieeeeiieiiesieeenas
Non-life insurance .............. 456 407 19 - 882
Life insurance (non-linked) 732 618 570 301 2,221
Life insurance (linked) ... 80 233 475 453 1,241
0] | RS 1,268 1,258 1,064 754 4,344

Remaining contractual maturity of investment contract liabilities

Liabilities under investment contracts by insurance underwriting subsidiaries

Linked Non-linked Investment
investment investment contracts with
contracts contracts DPF Total
£m £m £m £m

At 31 December 2009
Remaining contractual maturity:
—due Within 1 Year ........cccccevevnnnnceiencereeenes 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
TOtAl e 3,980 26 12,930 16,936
At 31 December 2008
Remaining contractual maturity:
— due Within 1 Year ......cccccvveeivienivcsecie e 117 - - 117
— due between 1 and 5 years ... 419 - - 419
— due between 5 and 10 years . 330 - - 330
—due after 10 years .......cccoo.... 1,123 - - 1,123
—undated" ................... 1,627 24 12,157 13,808
TOtAl 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.
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Present value of in-force 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 insurance business 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.

Sensitivity of PVIF to changes in economic assumptions

PVIF at 31 December

2009 2008

£m £m

+ 100 basis points shift in FiSK-free rate..........ccoveeiiiiirccerirrr e 17 15
— 100 basis points shift in risk-free rate......... (18) (14)
+ 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 changes in 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 all
insurance manufacturing subsidiaries, with comparatives for 2008.

The cost of claims is a risk associated with non-life insurance business. An increase
in claims costs would have a negative effect on profit.

Mortality and morbidity risk is typically associated with life insurance contracts. The
effect of an increase in 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 claims increases. 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
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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 claims is funded by premiums received and income earned on
the investment portfolio supporting the liabilities. For a portfolio 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 the

the year to Total equity at year to Total equity at

31December 31December 31 December 31 December

2009 2009 2008 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

FALES ..o (15) (15) ) 2)
10 % decrease in mortality and/or morbidity

FALES...veeeireeceeeeereeeeenns 15 14 4 4

50 % increase in lapse rates (107) (107) (84) (84)

50 % decrease in lapse rates 169 170 130 130

10 % increase in expense rates (19) (20) (19) (19)

10 % decrease in expense rates 20 20 18 18

Special purpose entities (including on-and off-balance sheet arrangements)

The group enters into certain transactions with customers in the ordinary course of business
which involve the establishment of special purpose entities (‘SPESs’) 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 a
lease, and this requires a form 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.
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Structured investment vehicles and conduits
Structured Investment Vehicles (‘SIVs’)

SIVs are SPEs which invest in diversified portfolios of interest-earning assets, generally
funded through issues of commercial paper (‘CP’), medium term notes (“MTN’) and other
senior debt to take advantage of the spread of differentials between the assets in the SIV and
the funding cost. Prior to the implementation of Basel II, it was capital efficient to many
bank investors to 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’) a term funding vehicle were set
up in respect of Cullinan; and Malachite Funding Limited (‘Malachite”) a term funding
vehicle was set up in respect of Asscher.

At 31 December 2009, all the capital notes in 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 ABSs to facilitate tailored investment opportunities. The
group’s other SICs, Mazarin, Barion and Malachite, evolved from the restructuring of the
group’s sponsored SIVs 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.

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
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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 SPEs 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 a leveraged basis, to a reference
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 enters into
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’s risk 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 financial support for
infrastructure projects initiated 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 specialises in 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 loans 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 SIVs, conduits and securitisations have arisen
through normal banking arrangements on standard market terms.

Other off-balance sheet arrangements
Financial guarantees, letters of credit and similar undertakings

Note 38 on the HSBC Bank plc 2009 Financial Statements describes various types of
guarantees and discloses the maximum potential future payments under such arrangements.

Commitments to 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.
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Leveraged 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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