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PartI. FINANCIAL INFORMATION

Item 1. Financial Statements

CONSOLIDATED STATEMENT OF INCOME (LOSS) (UNAUDITED)

Three Months Ended March 31, 2012 2011
(in millions)
Finance and other interest iNCOME . . . . . ... e e e e $906 $1,092
Interest expense on debt held by:
HSBC affiliates . .. ..ottt e e e e e 40 38
Non-affiliates . ... ... e 459 609
INEEIESE EXPEIISE - .« . o v v vttt ettt e e e e e e e e e 499 647
NetIRtereSt iNCOME . . . . .. ...ttt e e e e e e e 407 445
Provision for credit 10SSES . . . ..ottt e 791 708
Net interest income (loss) after provision for creditlosses . . ............................ (384) (263)
Other revenues:
INSUTANCE TEVENUE . . . o oottt ettt e et e e e e e e e et et e et et 58 60
INVeStMENt INCOME . . . . .ottt e e e e e e 20 25
Derivative related inCOME (EXPENSE) . . v vt vttt ettt e et e et e 205 34
Gain (loss) on debt designated at fair value and related derivatives ..................... (396) 29)
Servicing and other fees from HSBC affiliates .......... .. ... .. ... .. . .. 8 7
Other INCOME (EXPETISE) .« v vt vttt et ettt et e e e e e e e et et e ettt @) 14
Total other revenues . . . ............ ... . . .. ... (109) 111
Operating expenses:
Salaries and employee benefits . . ... e 51 48
Occupancy and equipment eXPenses, NEL . .. ... vttt vttt ettt e et eeen 11 16
Real estate OWNed EXPENSES . . ..t vttt ettt e e e e 29 106
Other servicing and administrative eXpenses . . ... ....vue vt en et 90 84
Support services from HSBC affiliates . .. ....... ... . i i 73 76
Policyholders’ benefits . .. .. ... ...t e 37 41
Total operating expenses . ... ....... ... ... 291 371
Loss from continuing operations before income taX ................ .t (784) (523)
Income tax benefit . . .. ... i e 277 303
Loss from cOntinuing operations . . ......... ... ... e, (507) (220)
Discontinued Operations (Note 2):
Income from discontinued operations before income tax . .............. .. ... ... ... 548 308
INCOME tAX EXPEIISE . . o o v vttt et et e e et e e e e e e e e e 196) (109)
Income from discontinued operations . . . .............. .. ... .. ... ... 352 199
INEtloss . ... ... $155) $ (21

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME (LOSS) (UNAUDITED)

Three Months Ended March 31, 2012 2011

(in millions)
INELIOSS . .. oo $(155) $(21)
Other comprehensive income (loss), net of tax:
Net change in unrealized gains (losses), net of tax, on:

Derivatives classified as cash flow hedges . .. ...... ... .. . i i 55 65
Securities available-for-sale, not other-than-temporarily impaired ...................... 9 (1)
Foreign currency translation adjustments, netof tax .............. .o, 5 5
Other comprehensive IRCOME . ... ........ ... ... .t 51 59
Total comprehensive income (10SS) . .. ......... ... . . e $(104) $ 38

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED BALANCE SHEET (UNAUDITED)

March 31, December 31,
2012 2011

(in millions,
except share data)

Assets
Cash .. $ 219 $§ 222
Interest bearing deposits withbanks .......... ... ... .. . . . 1,307 1,143
Securities purchased under agreements toresell ......... ... ... ... ... ... .. ... 2,745 920
Securities available-for-sale .. ... ... . 1,977 2,039
Receivables, net (including $5.2 billion and $5.3 billion at March 31, 2012 and

December 31, 2011, respectively, collateralizing long-term debt) ................ 41,284 43,128
Properties and equipment, NEt . ... ...« ..t 91 92
Real estate owned . . ... ..o 263 299
Derivative financial aSSetS . ... ... .. .. ... .t 2 -
Deferred inCOme taxes, NEL . . . . . vttt t ittt e e e e e e e e 3,396 3,345
Other ASSEES . o ittt et et 1,501 1,465
Assets of discontinued OPerations ... .............oeuueuneunernenneennennenn.n 10,458 10,816
Total assets $ 63,243  $ 63,469
Liabilities
Debt:

Due to affiliates (including $461 million and $447 million at March 31, 2012 and

December 31, 2011, respectively, carried at fair value) ...................... $ 8776 $ 8,262
Commercial PAPET . . .. ..ottt 3,862 4,026

Long-term debt (including $14.1 billion and $13.7 billion at March 31, 2012 and
December 31, 2011 carried at fair value and $3.2 billion and $3.3 billion at
March 31, 2012 and December 31, 2011, respectively, collateralized by

TECEIVADICS) . . it 39,244 39,790
Total deDt . . ..o 51,882 52,078
Insurance policy and claim I€SeIrves . .............oiuiuniineniennennnenn . 957 973
Derivative related liabilities . ... ... ... i e 43 26
Liability for postretirement benefits . .. ........ ... . . 275 280
Other Habilities . . . . . oo e e e 1,817 1,710
Liabilities of discontinued Operations . ................euirmininenennenenen... 1,471 1,476
Total liabilities . . . ....... ... ... . . . @ . 56,445 56,543
Shareholders’ equity
Redeemable preferred stock:

Series B (1,501,100 shares authorized, $0.01 par value, 575,000 shares issued) .. ... 575 575
Series C (1,000 shares authorized, $0.01 par value, 1,000 shares issued) ........... 1,000 1,000

Common shareholder’s equity:
Common stock, $0.01 par value, 100 shares authorized, 68 shares issued at both
March 31, 2012 and December 31, 2011 ... ... .. - -
Additional paid-incapital . . ... 23,974 23,966

Accumulated deficit ...... ... . . (18,406)  (18,219)

Accumulated other comprehensive 1oss . .......... ... .. i (345) (396)
Total common shareholder’sequity ........ ... . . i 5,223 5,351
Total shareholders’ equity . . ... ... ... .. . . . . . . . . . . 6,798 6,926
Total liabilities and shareholders’ equity . ............... .. .. ... .. ... cuo... $ 63,243  $ 63,469

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY (UNAUDITED)

Three Months Ended March 31, 2012 2011
(in millions)
Preferred stock
Balance at beginning and end of period .. ...... ... ... . .. $ 1,575 $ 1,575

Common shareholder’s equity
Additional paid-in capital

Balance at beginning of period . . ... 23,966 23,321
Employee benefit plans, including transfers and other ......................... 8 -
Balance atend of period .. ... ... 23,974 23,321
Accumulated deficit
Balance at beginning of period . . ... (18,219) (16,685)
Nt 10SS . ot (155) 21
Dividends:
Preferred stoCK . ... ... .. . 32) (34)
Balance atend of period .. ... ... (18,406) (16,740)
Accumulated other comprehensive loss
Balance at beginning of period . ...... ... .. . (396) (491)
Other comprehensive INCOME . . ... ... ottt e 51 59
Balance atend of period .. ... ... (345) (432)
Total common shareholder’s equity at end of period . . . ........................... $ 5223 $ 6,149

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENT OF CASH FLOWS (UNAUDITED)
Three Months Ended March 31,

2012

2011

Cash flows from operating activities
Nt 0SS . ..
Income from discontinued OPErations . . .. .. ... ...ttt ettt

Loss from CONtinuing OPErations . . ... ... ..ottt ettt et e e e e et e e i
Adjustments to reconcile net loss to net cash provided by (used in) operating activities:
Provision for credit IoSSES . ... ...ttt e
Loss on sale of real estate owned, including lower of amortized cost or market adjustments .......
Insurance policy and Claim rESEIVES . . .. .. .. uu ittt e e e e
Depreciation and amOTrtization . . ... ... ..ottt e
Mark-to-market on debt designated at fair value and related derivatives .......................
Foreign exchange and derivative movements on long-term debt and net change in non-FVO related
derivative assets and liabilities . . ........ ... ... L L
Net change in Other aSSets . ... .. ...ttt e e e e e e
Net change in other liabilities . ... ... .. . e
Other, Nt . . ..o

Cash provided by (used in) operating activities-continuing operations . . . ..............c............
Cash provided by (used in) operating activities-discontinued operations . ...................c.......

Net cash provided by (used in) operating aCtivities . . ... ...ttt

Cash flows from investing activities
Securities:
Purchased . ... ... ..
Matured .. ...
10 1€
Net change in short-term securities available-for-sale ... ....... ... .. .. .. .. .. . i
Net change in securities purchased under agreements toresell . ............ ... .. ... ... ...,
Net change in interest bearing deposits withbanks . ........ .. .. .
Receivables:

Net COLIECLIONS . . . o v ottt e e e e e e e e e e e e e

Proceeds from sales of real estate owned . .......... ...
Properties and equipment:

Purchases . . ...

Cash provided by (used in) investing activities — continuing Operations . ...................c.......
Cash provided by (used in) investing activities — discontinued operations . .........................
Net cash provided by (used in) investing aCtiVities . . ... ... ..ottt ettt
Cash flows from financing activities
Debt:
Net change in commercial Paper ... .. ...ttt e
Net change in due to affiliates .. ... ... .
Long-term debt iSsued . . ... ... .. .t
Long-term debt retired . . .. ... ..ot
Insurance:
Policyholders’ benefits paid . .. ... ..ottt
Cash received from policyholders ... ... ... .
Shareholders” dividends . . . ... ...ttt

Cash provided by (used in) financing activities-continuing operations . . ...............c...c...oo...
Cash provided by (used in) financing activities-discontinued operations ....................c.......

Net cash provided by (used in) financing aCtivities . . ... ...ttt
Netchange incash .. ... .
Cash at beginning of period(D) . .. .. e

Cash at end of period® . . . . ... .. . . . . .

Supplemental Noncash Investing and Capital Activities:
Fair value of properties added to real estate owned . . ......... . i

(in millions)

$ (155)
352

(507)

791
16
(6]

4

516

52
92)
102

96

970
235

1,205

(102)
90
9
(31)
(1,825)
(164)

826
183

a)
(930)
519

(411)

(164)
500

(1,040)

(28)
16

(32)

(748)

(748)
46
318

$ 364

$ @D
199

(220)

708
62
(H
4
194

319

85
(150)

103

1,104
326

1,430

(213)
87
110

(25)

(859)
3

985
500

588
358

946

594

12

162
(3,106)

24)

14
34
(2,382)

(2,382)
(6)
175

$ 169

$ 448

(1) Cash at beginning of period includes $96 million and $9 million for discontinued operations as of January 1, 2012 and 2011, respectively.

@ Cash at end of period includes $145 million and $26 million for discontinued operations as of March 31, 2012 and 2011, respectively.

The accompanying notes are an integral part of the consolidated financial statements.
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1. Organization and Basis of Presentation

HSBC Finance Corporation is an indirect wholly owned subsidiary of HSBC North America Holdings Inc.
(“HSBC North America”), which is an indirect wholly owned subsidiary of HSBC Holdings plc (“HSBC”). The
accompanying unaudited interim consolidated financial statements of HSBC Finance Corporation and its
subsidiaries have been prepared in accordance with accounting principles generally accepted in the United States
of America (“U.S. GAAP”) for interim financial information and with the instructions to Form 10-Q and
Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes required by
generally accepted accounting principles for complete financial statements. In the opinion of management, all
normal and recurring adjustments considered necessary for a fair presentation of financial position, results of
operations and cash flows for the interim periods have been made. HSBC Finance Corporation and its
subsidiaries may also be referred to in this Form 10-Q as “we,” “us” or “our.” These unaudited interim
consolidated financial statements should be read in conjunction with our Annual Report on Form 10-K for the
year ended December 31, 2011 (the “2011 Form 10-K”). Certain reclassifications have been made to prior period
amounts to conform to the current period presentation.

The consolidated financial statements have been prepared on the basis that we will continue as a going concern.
Such assertion contemplates the significant losses recognized in recent years and the challenges we anticipate
with respect to a near-term return to profitability on a continuing operations basis under prevailing and forecasted
economic conditions. HSBC continues to be fully committed and has the capacity to continue to provide the
necessary capital and liquidity to fund continuing operations.

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates
and assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual
results could differ from those estimates. Unless otherwise noted, information included in these notes to the
consolidated financial statements relates to continuing operations for all periods presented. See Note 2,
“Discontinued Operations,” for further details. Interim results should not be considered indicative of results in
future periods.

2. Discontinued Operations

2011 Discontinued Operations:

Card and Retail Services In August 2011, HSBC, through its wholly-owned subsidiaries HSBC Finance
Corporation, HSBC USA Inc and other wholly-owned affiliates, agreed to sell its Card and Retail Services
business to Capital One Financial Corporation (“Capital One”). This transaction was completed on May 1, 2012.
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In addition to receivables, the sale included real estate and certain other assets and liabilities which were sold at
book value or, in the case of real estate, appraised value at the date of closing. Under the terms of the agreement,
facilities in Chesapeake, Virginia; Las Vegas, Nevada; Mettawa, Illinois; Volo, Illinois; Hanover, Maryland,
Salinas, California; Sioux Falls, South Dakota and Tigard, Oregon were sold or transferred to Capital One,
although we have entered into site-sharing arrangements for certain of these locations for a period of time. The
total final cash consideration expected to be allocated to us based on April 30, 2012 balances is approximately
$11.8 billion, resulting in an after-tax gain of approximately $1.4 billion which will be recorded in the second
quarter of 2012. The majority of the employees in our Card and Retail Services business transferred to Capital
One. As such, no significant one-time closure or severance costs were incurred as a result of this transaction.

The receivables and other assets sold to Capital One were transferred to held for sale during the third quarter of
2011. As a result, we stopped recording provisions for credit losses, including charge-offs, at that time. Our Card
and Retail Services business is reported as a discontinued operation.

The following summarizes the operating results of our discontinued Card and Retail Services business for the
periods presented:

Three Months Ended March 31, 2012 2011
(in millions)

Net interest income and other revenues() .. ... ... . ... . .. . .. ... $925 $891

Income from discontinued operations before income tax . ............. ... .. ... 548 311

(1 Interest expense, which is included as a component of net interest income, was allocated to discontinued operations in accordance with our
existing internal transfer pricing policy. This policy uses match funding based on the expected lives of the assets and liabilities of the
business at the time of origination, subject to periodic review, as demonstrated by the expected cash flows and re-pricing characteristics of
the underlying assets.

The following summarizes the assets and liabilities of our discontinued Card and Retail Services business at
March 31, 2012 and December 31, 2011 which are reported as a component of Assets of discontinued operations
and Liabilities of discontinued operations in our consolidated balance sheet. Of the amounts included in the table
below, assets with a balance of approximately $9.2 billion at March 31, 2012, consisting primarily of credit card
receivables with an outstanding principal balance of $8.9 billion, were sold to Capital One and liabilities of
approximately $239 million at March 31, 2012 were assumed by Capital One. The assets sold to and liabilities
assumed by Capital One were considered held for sale at March 31, 2012 and December 31, 2011.

March 31, December 31,

2012 2011
(in millions)
Cash .. $ 145 $ 96
Receivables . ..o o 8,521 9,001
Intangible aSSets . ... ...ttt 485 514
Properties and equipment, NEt .. ... ...t 93 95
Other ASSEES . o v vttt e 1,214 1,102
Assets of discontinued Operations ... .............ooueineineii e $10,458 $10,808
Long-term debt . . ... ..ot $ 211§ 211
Other Habilities . . . . . oo e e e e e e 1,260 1,257
Liabilities of discontinued operations .. ..............ouuiirinininrenenenenn... $ 1,471 $ 1,468

Intangible assets at December 31, 2011 included $29 million, net, that related to account relationships we
purchased from HSBC Bank USA, N.A. (“HSBC Bank USA”) in July 2004. All new receivable originations on
these account relationships were sold on a daily basis to HSBC Bank USA and we serviced the receivables for a
fee. In March 2012, we sold these account relationships to HSBC Bank USA resulting in a gain of $79 million
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which is included as a component of income from discontinued operations. All remaining intangible assets at
March 31, 2012 relate to cardholder relationships which were sold to Capital One on May 1, 2012.

We had secured conduit credit facilities with commercial banks which provided for secured financings of credit
card receivables on a revolving basis totaling $650 million at March 31, 2012 and December 31, 2011. At
March 31, 2012 and December 31, 2011, secured financings with a balance of $195 million were secured by
$355 million of credit card receivables. These secured financings were paid in full on April 30, 2012.

We previously entered into commitments to meet the financing needs of our credit card customers. At March 31,
2012 and December 31, 2011, we had $102.1 billion and $105.0 billion, respectively, of open consumer lines of
credit. As a result of the sale of the Card and Retail Services business, the open line of credit commitments were
transferred to Capital One on May 1, 2012.

2010 Discontinued Operations:

Taxpayer Financial Services In December 2010, it was determined that we would not offer any tax refund
anticipation loans or related products for the 2011 tax season and we exited the TFS business. As a result of this
decision, our TFS business is reported in discontinued operations. The assets and liabilities of our TFS business
as of March 31, 2012 and December 31, 2011 were not significant.

The following summarizes the operating results of our TFS business for the periods presented:

Three Months Ended March 31, 2012 2011
(in millions)

Net interest income and other revenues() . ... ... ... ... .. $- $1

Loss from discontinued operations before income tax . .. ...t - (D)

(1 Interest expense, which is included as a component of net interest income, was allocated to discontinued operations in accordance with our
existing internal transfer pricing policy. This policy uses match funding based on the expected lives of the assets and liabilities of the
business at the time of origination, subject to periodic review, as demonstrated by the expected cash flows and re-pricing characteristics of
the underlying assets.

Auto Finance In August 2010, we sold the remainder of our auto finance receivable portfolio with an outstanding
principal balance of $2.6 billion at the time of sale and other related assets to Santander Consumer USA Inc. The
aggregate sales price for the auto finance receivables and other related assets was $2.5 billion which included the
transfer of $431 million of indebtedness secured by auto finance receivables, resulting in net cash proceeds of
$2.1 billion. As a result of this transaction, our Auto Finance business is reported as discontinued operations. The
assets and liabilities of our Auto Finance business as of March 31, 2012 and December 31, 2011 were not
significant.

The following summarizes the operating results of our Auto Finance business for the periods presented:

Three Months Ended March 31, 2012 2011
(in millions)

Net interest income and other revenues() .. .. ... .. .. .. ... $- $ -

Loss from discontinued operations before income tax . .. ..., - 2)

() Interest expense, which is included as a component of net interest income, was allocated to discontinued operations in accordance with our
existing internal transfer pricing policy. This policy uses match funding based on the expected lives of the assets and liabilities of the
business at the time of origination, subject to periodic review, as demonstrated by the expected cash flows and re-pricing characteristics of
the underlying assets.

10
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3. Securities

Securities consisted of the following available-for-sale investments:

Gross Gross

Amortized Unrealized Unrealized Fair

March 31, 2012 Cost Gains Losses Value
(in millions)
U.S. TICASULY .« o ottt ettt et e e e e e e e e e et $ 12 $ - $ - $ 12
U.S. government sponsored enterprises™™ ...................... 31 4 - 35
Asset-backed securities® . . ... ... 22 1 - 23
U.S. corporate debt securities® . .......... ... .. ... ... 1,134 122 2) 1,254
Foreign debt securities™® . ....... ... .. .. . i 481 19 1) 499
Equity SECUrities . ... ..ottt e 10 - - 10
Money market funds ............ . ... ... . oo 123 - - 123
Subtotal .. ... ... 1,813 146 (®)] 1,956
Accrued investment inCOME . . . ... ... ot 21 - - 21
Total securities available-for-sale ............................ $1,834 $146 $3) $1,977
Gross Gross

Amortized Unrealized Unrealized Fair

December 31, 2011 Cost Gains Losses Value
(in millions)

U.S. TICASULY . ottt t e et e e e e e e e e it $ 92 $ - $ - $ 92
U.S. government sponsored enterprises™™ ...................... 33 5 - 38
U.S. government agency issued or guaranteed .................. 2 - - 2
Asset-backed securities@ .. ... ... 26 1 - 27
U.S. corporate debt securities® . ............. ... ... .. ..., 1,175 140 (7) 1,308
Foreign debt securities® .. ........ .. ... ... 431 20 2) 449
Equity SECUrities . . .. ... vt i e 10 - - 10
Money market funds ............. ... ... o 93 - - 93
Subtotal .. ... ... 1,862 166 ® 2,019
Accrued investment iNCOME . . . ... ...ttt 20 - - 20
Total securities available-for-sale ............................ $1,882 $166 $9)  $2,039

M Includes $6 million and $8 million of mortgage-backed securities issued by the Federal National Mortgage Association and the Federal
Home Loan Mortgage Corporation as of March 31, 2012 and December 31, 2011, respectively.

@ Includes $3 and $4 million of residential mortgage-backed securities at March 31, 2012 and December 31, 2011, respectively.

3 At March 31, 2012 and December 31, 2011, the majority of our U.S. corporate debt securities represent investments in the financial
services, consumer products, healthcare and industrial sectors.

@ There were no foreign debt securities issued by the governments of Portugal, Ireland, Italy, Greece or Spain at March 31, 2012 or
December 31, 2011.

11
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A summary of gross unrealized losses and related fair values as of March 31, 2012 and December 31, 2011,
classified as to the length of time the losses have existed follows:

Less Than One Year Greater Than One Year
Number Gross Aggregate Number Gross Aggregate
of Unrealized Fair Value of Unrealized Fair Value
March 31, 2012 Securities Losses of Investments  Securities Losses of Investments

(dollars are in millions)

U.S. Treasury ................... 11 $ - $ 8 - $ - $ -
Asset-backed securities . ........... - - - 1 - -
U.S. corporate debt securities . ...... 62 a 75 11 (@8] 22
Foreign debt securities ............ 68 (€)) 95 - - -
Equity Securities ................. 1 - 5 - - -
142 $@ $183 12 @ $22
Less Than One Year Greater Than One Year
Number Gross Aggregate Number Gross Aggregate
of Unrealized Fair Value of Unrealized Fair Value of
December 31, 2011 Securities Losses of Investments  Securities Losses Investments

(dollars are in millions)

US.Treasury .................... 4 $ - $ 4 - $- $ -

U.S. government sponsored
enterprises ..................... 1 - 5 - - -
Asset-backed securities . ............ - - - 1 - -
U.S. corporate debt securities . . . ... .. 134 @) 191 3 - 13
Foreign debt securities ............. 71 2) 91 - - -
Equity Securities .................. 1 - 5 - - -
211 $09) $296 4 $- $13

Gross unrealized gains decreased during the first quarter of 2012 primarily due to an increase in long-term U.S.
interest rates since December 31, 2011 which decreased the value of our securities. We have reviewed our
securities for which there is an unrealized loss in accordance with our accounting policies for other-than-
temporary impairment (“OTTI”). As a result of this review, during the first quarter of 2012 no OTTI losses were
recognized in the statement of income (loss). During the first quarter of 2011, OTTI losses of less than $1 million
were recognized in earnings on certain debt securities.

We do not consider any securities to be other-than-temporarily impaired because we expect to recover the entire
amortized cost basis of the securities and we neither intend to nor expect to be required to sell the securities prior
to recovery, even if that equates to holding securities until their individual maturities. However, additional other-
than-temporary impairments may occur in future periods if the credit quality of the securities deteriorates or if we
make additional changes in our overall investment strategy.

On-Going Assessment for Other-Than-Temporary Impairment On a quarterly basis, we perform an assessment
to determine whether there have been any events or economic circumstances to indicate that a security with an
unrealized loss has suffered other-than-temporary impairment. A debt security is considered impaired if the fair
value is less than its amortized cost basis at the reporting date. If impaired, we then assess whether the unrealized
loss is other-than-temporary.

An unrealized loss is generally deemed to be other-than-temporary and a credit loss is deemed to exist if the
present value of the expected future cash flows is less than the amortized cost basis of the debt security. As a
result, the credit loss component of an other-than-temporary impairment write-down for debt securities is
recorded in earnings while the remaining portion of the impairment loss is recognized net of tax in other
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comprehensive income (loss) provided we do not intend to sell the underlying debt security and it is more-likely-
than-not that we would not have to sell the debt security prior to recovery.

For all our debt securities as of the reporting date, we do not have the intention to sell these securities and believe
we will not be required to sell these securities for contractual, regulatory or liquidity reasons.

We consider the following factors in determining whether a credit loss exists and the period over which the debt
security is expected to recover:

e The length of time and the extent to which the fair value has been less than the amortized cost basis;

e The level of credit enhancement provided by the structure which includes, but is not limited to, credit
subordination positions, overcollateralization, protective triggers and financial guarantees provided by
monoline wraps;

e Changes in the near term prospects of the issuer or underlying collateral of a security, such as changes in
default rates, loss severities given default and significant changes in prepayment assumptions;

e The level of excess cash flows generated from the underlying collateral supporting the principal and
interest payments of the debt securities; and

* Any adverse change to the credit conditions of the issuer or the security such as credit downgrades by the
rating agencies.

At March 31, 2012, approximately 90 percent of our corporate debt securities are rated A- or better and
approximately 91 percent of our asset-backed securities, which totaled $23 million are rated “AAA.” At
December 31, 2011, approximately 88 percent of our corporate debt securities are rated A- or better and
approximately 91 percent of our asset-backed securities, which totaled $27 million are rated “AAA.” Other-than-
temporary impairments may occur in future periods if the credit quality of the securities deteriorates.

Although the fair value of a particular security is below its amortized cost for more than 12 months, it does not
necessarily result in a credit loss and hence other-than-temporary impairment. The decline in fair value may be
caused by, among other things, the illiquidity of the market. To the extent we do not intend to sell the debt
security and it is more-likely-than-not we will not be required to sell the security before the recovery of the
amortized cost basis, no other-than-temporary impairment is deemed to have occurred.

Proceeds from the sale, call or redemption of available-for-sale investments totaled $94 million and $110 million
during the three months ended March 31, 2012 and 2011, respectively. We realized gross gains of $2 million and
$3 million during the three months ended March 31, 2012 and 2011, respectively. We realized gross losses of
less than $1 million during each of the three months ended March 31, 2012 and 2011.

Contractual maturities and yields on investments in debt securities for those with set maturities were as follows:

Due After 1 After 5
Within  but Within  but Within After
March 31, 2012 1 Year 5 Years 10 Years 10 Years  Total
(dollars are in millions)
U.S. Treasury:
Amortized COSt ... oot $ 4 $ 8 $ - $ - $ 12
Fairvalue ......... ... . . . . . 4 8 - - 12
YieldD .38% .94% - - 75%
U.S. government sponsored enterprises:
Amortized COSE .. ..o v i $ 5 $ 5 $ 2 $ 19 §$ 31
Fairvalue ......... ... . ... . . 5 6 2 22 35
YieldD .26% 4.39% 5.57% 4.64% 3.96%
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Due After 1 After 5
Within  but Within  but Within After
March 31, 2012 1 Year 5 Years 10 Years 10 Years Total
(dollars are in millions)
Asset-backed securities:
Amortized coSt .. ... ... $ - $ 19 $ 2 $ 1 $ 22
Fairvalue ......... ... . ... . . . . . . . ... - 20 2 1 23
YieldD - 4.85% 6.23% 5.01%  5.00%
U.S. corporate debt securities:
AMOTHZEd COSt v v v e e e e e e e $ 57 $ 328 $204 $545 $1,134
Fairvalue ......... ... . .. .. . . . 58 341 226 629 1,254
Yield®D o 321%  3.18% 4.92% 532%  4.53%
Foreign debt securities:
Amortized COSt ... ..o $ 45 $327 $ 69 $ 40 $ 481
Fairvalue ......... ... ... .. . .. .. . . 45 336 72 46 499
YieldD 391%  2.80% 4.14% 5.79%  3.34%
() Computed by dividing annualized interest by the amortized cost of respective investment securities.
4. Receivables
Receivables consisted of the following:
March 31, December 31,
2012 2011

(in millions)
Real estate secured:

FIrst e . ..o $37,021 $38,235

Second LIEN . . ..o 4,222 4,478

Total real estate secured . . ... .. ...ttt 41,243 42,713
Personal non-creditcard . ......... ... ... . 4,794 5,196
Commercial and other . ......... . ... . 4 27
Total receivables . . . ..o 46,041 47,936
HSBC acquisition purchase accounting fair value adjustments ... .................. 54 36
Accrued finance INCOME . . . . ..ttt e e e e e e 1,125 1,184
Credit loss reserve for owned receivables . ............ ... ... ... .. ... .. ... ... ... (5,865) (5,952)
Unearned credit insurance premiums and claims reserves .. .............c..c.. .o, (71) (76)
Total receivables, NEt . . ... ... $41,284 $43,128

HSBC acquisition purchase accounting fair value adjustments represent adjustments which have been “pushed
down” to record our receivables at fair value at the date of acquisition by HSBC.

Deferred origination fees totaled $246 million and $254 million at March 31, 2012 and December 31, 2011,
respectively.

Net unamortized premium on our receivables totaled $153 million and $169 million at March 31, 2012 and
December 31, 2011, respectively. Unearned income on personal non-credit card receivables totaled $5 million
and $8 million at March 31, 2012 and December 31, 2011, respectively, and is included in the receivable balance
in the table above.

Collateralized funding transactions Secured financings previously issued under public trusts with a balance of
$3.2 billion at March 31, 2012 are secured by $5.2 billion of closed-end real estate secured receivables. Secured
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financings previously issued under public trusts with a balance of $3.3 billion at December 31, 2011 were
secured by $5.3 billion of closed-end real estate secured receivables.

Age Analysis of Past Due Receivables The following tables summarize the past due status of our receivables at
March 31, 2012 and December 31, 2011. The aging of past due amounts is determined based on the contractual
delinquency status of payments made under the receivable. An account is generally considered to be
contractually delinquent when payments have not been made in accordance with the loan terms. Delinquency
status may be affected by customer account management policies and practices such as re-age or modification.
Additionally, delinquency status is also impacted by payment percentage requirements which vary between
servicing platforms.

Days Past Due

Total Total
March 31, 2012 1-29days 30-89days 90+days PastDue Current Receivables®)
(in millions)

Real estate secured:

Firstlien ......................... $5,201 $3,167 $6,278 $14,646 $22,375 $37,021

Secondlien ....................... 652 321 257 1,230 2,992 4,222

Total real estate secured® . ........... 5,853 3,488 6,535 15,876 25,367 41,243
Personal non-creditcard ............... 552 277 236 1,065 3,729 4,794
Commercial andother ................. - - - - 4 4
Total receivables ..................... $6,405 $3,765  $6,771 $16,941 $29,100  $46,041

Days Past Due
Total Total
December 31, 2011 1-29days 30-89days 90+ days PastDue Current Receivables®
(in millions)

Real estate secured:

Firstlien ......................... $5,828 $4,028 $6,248 $16,104 $22,131 $38,235

Secondlien ....................... 754 416 329 1,499 2,979 4,478

Total real estate secured® .. .......... 6,582 4,444 6,577 17,603 25,110 42,713
Personal non-creditcard ............... 686 388 315 1,389 3,807 5,196
Commercial andother ................. - - - - 27 27
Total receivables ..................... $7,268 $4,832 $6,892 $18,992 $28,944  $47,936

() The receivable balances included in this table reflects the principal amount outstanding on the loan and various basis adjustments to the
loan such as deferred fees and costs on originated loans, purchase accounting fair value adjustments and premiums or discounts on
purchased loans. However, these basis adjustments to the loans are excluded in other presentations regarding delinquent account balances.

@ At both March 31, 2012 and December 31, 2011, approximately 57 percent of our real estate secured receivables have been either
modified and/or re-aged.
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Nonaccrual receivables Nonaccrual consumer receivables are all receivables which are 90 or more days
contractually delinquent as well as second lien loans where the first lien loan that we own or service is 90 or
more days contractually delinquent. Nonaccrual receivables do not include receivables which have made
qualifying payments and have been re-aged such that the contractual delinquency status has been reset to current.
If a re-aged loan subsequently experiences payment default and becomes 90 or more days contractually
delinquent, it will be reported as nonaccrual. Nonaccrual receivables are summarized in the following table.

March 31, December 31,
2012 2011

(in millions)

Nonaccrual receivables:

Real estate secured(D . . ... . $6,529 $6,544

Personal non-credit card . . ... ... ... 247 330

Total nonaccrual receivables . ... ... ... $6,776 $6,874
Credit loss reserves as a percent of nonaccrual receivables ....................... 86.6 % 86.6%

(M At March 31, 2012 and December 31, 2011, nonaccrual real estate secured receivables include $5.0 billion and $4.7 billion, respectively,
of receivables that are carried at the lower of amortized cost or fair value less cost to sell.

Interest income on nonaccrual receivables that would have been recorded if the nonaccrual receivables had been
current in accordance with contractual terms during the period was approximately $213 million and $190 million
during the three months ended March 31, 2012 and 2011, respectively. Interest income that was recorded on
these nonaccrual receivables was approximately $19 million and $23 million during the three months ended
March 31, 2012 and 2011, respectively, of which portions have been written-off as a result of the process to
record receivables greater than 180 days delinquent at the lower of amortized cost or fair value less cost to sell.

Troubled Debt Restructurings Troubled debt restructurings (“TDR Loans”) represent receivables for which the
original contractual terms have been modified to provide for terms that are less than what we would be willing to
accept for new receivables with comparable risk because of deterioration in the borrower’s financial status.

Modifications for real estate secured and personal non-credit card receivables may include changes to one or
more terms of the loan, including, but not limited to, a change in interest rate, an extension of the amortization
period, a reduction in payment amount and partial forgiveness or deferment of principal. A substantial amount of
our modifications involve interest rate reductions which lower the amount of finance income we are contractually
entitled to receive in future periods. By lowering the interest rate and making other changes to the loan terms, we
believe we are able to increase the amount of cash flow that will ultimately be collected from the loan, given the
borrower’s financial condition. Re-aging is an account management action that results in the resetting of the
contractual delinquency status of an account to current which generally requires the receipt of two qualifying
payments. TDR Loans are reserved for based on the present value of expected future cash flows discounted at the
loans’ original effective interest rate which generally results in a higher reserve requirement for these loans.
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The following table presents information about receivables which as a result of an account management action
taken during the three months ended March 31 2012 became classified as TDR Loans. During the three months
ended March 31, 2012, substantially all of the actions reflect re-aging of past due accounts or loan modifications
involving interest rate reductions.

Three Months Ended March 31, 2012

(in millions)
Real estate secured:

FIrst e . .o oot $1,268
Second Hen .. ... e 187
Total real estate SECUred . . ... ..ottt 1,455
Personal non-credit card .. ...... ... ... 172
TOtal . oo $1,627

The following table presents information about our TDR Loans:

March 31, December 31,

2012 2011
(in millions)

TDR Loans(H@:
Real estate secured:

First Hen . ... $14,031 $13,186

Second HEN . . .o 1,149 1,057
Total real estate secured® ... ... .. ... 15,180 14,243
Personal non-creditcard .. ...... ... ... ... 1,339 1,341
Total TDR LOANS . . . v ov e et et e e e e e e e e e e e $16,519 $15,584

March 31, December 31,
2012 2011

(in millions)
Credit loss reserves for TDR Loans:
Real estate secured:

First en . ..ot $3,278 $3,169
Second HEN . .. oot 549 534
Total real estate secured . ... ...ttt 3,827 3,703
Personal non-credit card . .. ...... . ... 656 706
Total credit loss reserves for TDR Loans® .. ........ .. ... . . $4,483 $4.,409

(" TDR Loans are considered to be impaired loans regardless of accrual status.

@ The TDR Loan balances included in the table above reflect the current carrying amount of TDR Loans and includes all basis adjustments
on the loan, such as unearned income, unamortized deferred fees and costs on originated loans and premiums or discounts on purchased
loans as well as any charge-off recorded in accordance with our existing charge-off policies. The following table reflects the unpaid
principal balance of TDR Loans:
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March 31, December 31,
2012 2011

(in millions)
Real estate secured:

FArSt LN . o ottt e $15,977 $14,813
Second Hen . .. ..o 1,268 1,125
Total real estate SECUIed . . .. . ...ttt et 17,245 15,938
Personal non-credit card . . .. ... .. e 1,340 1,341
Total TDR LOANS . ..ot o ettt et e e e e e e e e e e e e e e e e e $18,585 $17,279

3 At March 31, 2012 and December 31, 2011, TDR Loans totaling $3.1 billion and $2.5 billion, respectively, are recorded at the lower of
amortized cost or fair value less cost to sell.

@ Included in credit loss reserves.

The following table discloses receivables which were classified as TDR Loans during the previous 12 months
which became sixty days or greater contractually delinquent during the three months ended March 31, 2012:

Three Months Ended March 31, 2012

(in millions)
Real estate secured:

First Hen . ... $ 821
Second HEN . ..ot 85
Total real estate SECUred . .. ... it 906
Personal non-credit card . . ....... ... . e 128
TOtaAl . oot $1,034

Additional information relating to TDR Loans is presented in the table below:

Three Months Ended March 31, 2012 2011™

(in millions)
Average balance of TDR Loans:
Real estate secured:

FIrst HEn . . . oot $13,722  $8,602
Second ien ... ... . 1,131 628
Total real estate SECUred . ... ...ttt 14,853 9,230
Personal non-credit card .. ........ ... .. ... 1,357 674
Total average balance of TDR Loans . ......... ... .. $16,210 $9,904

Interest income recognized on TDR Loans:
Real estate secured:

First Hen . .. oo $ 176 $ 97
Second lHen .. ... 22 8
Total real estate SECUred . .. ... ...ttt e 198 105
Personal non-credit card .. ......... ... .. 41 13
Total interest income recognized on TDR Loans ........... .. .. .. .. ... ... $ 239 $ 118

M As discussed in our 2011 Form 10-K, during the third quarter of 2011, we adopted a new Accounting Standards Update which provided
additional guidance to determine whether a restructuring of a receivable meets the criteria to be considered at TDR Loan. This new
Accounting Standards Update was applied retrospectively to restructurings occurring on or after January 1, 2011 and reported in our TDR
disclosures prospectively beginning in the third quarter of 2011. Therefore, the TDR activity reported for the three months ended
March 31, 2011 are based on our previous definition of TDR Loans and as such are not directly comparable to the current period amounts.
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Consumer Receivable Credit Quality Indicators Credit quality indicators used for consumer receivables include
a loan’s delinquency status, whether the loan is performing and whether the loan is considered a TDR Loan.

Delinquency The following table summarizes dollars of two-months-and-over contractual delinquency and as a
percent of total receivables (“delinquency ratio”) for our loan portfolio:

March 31, 2012 December 31, 2011

Dollars of  Delinquency Dollars of  Delinquency
Delinquency Ratio Delinquency Ratio

(dollars are in millions)
Real estate secured:

Firstlien ... ... ... $7,342 19.83% $7,605 19.89%

Second lien .......... .. 391 9.26 500 11.16
Total real estate secured® . . ........ .. ... . ... . ... .. 7,733 18.75 8,105 18.98
Personal non-creditcard .............. ... ... ......... 360 7.50 486 9.35
Total ... $8,093 17.58 % $8,591 17.93%

(At March 31, 2012 and December 31, 2011, dollars of real estate secured receivable delinquency include $5.1 billion and $4.8 billion,
respectively, of receivables that are carried at the lower of amortized cost or fair value less cost to sell.

Nonperforming The status of our consumer receivable portfolio is summarized in the following table:

Performing Nonperforming
Loans Loans Total

(in millions)

At March 31, 2012:
Real estate secured™® .. ... ... ... . .. . ... $34,714 $6,529 $41,243
Personal non-creditcard ............ ... ... ... ... . ... 4,547 247 4,794
Total® L $39,261 $6,776 $46,037
At December 31, 2011:
Real estate secured® . ... ... $36,169 $6,544 $42.713
Personal non-creditcard ........ ... ... ... 4,866 330 5,196
Total® L. $41,035 $6,874 $47,909

(M At March 31, 2012 and December 31, 2011, nonperforming real estate secured receivables include $5.0 billion and $4.7 billion,
respectively, of receivables that are carried at the lower of amortized cost or fair value less cost to sell.

@ At March 31, 2012 and December 31, 2011, nonperforming receivables include $3.4 billion and $2.9 billion, respectively, which are TDR
Loans, some of which may also be carried at the lower of amortized cost or fair value less cost to sell.

Troubled debt restructurings See discussion of TDR Loans above for further details on this credit quality
indicator.

Concentrations of Credit Risk We have historically served non-conforming and non-prime consumers. Such
customers are individuals who have limited credit histories, modest incomes, high debt-to-income ratios or have
experienced credit problems caused by occasional delinquencies, prior charge-offs, bankruptcy or other credit
related actions. The majority of our secured receivables have high loan-to-value ratios. Our receivable portfolios
include the following types of loans:

e Interest-only loans — A loan which allows a customer to pay the interest-only portion of the monthly
payment for a period of time which results in lower payments during the initial loan period. However,
subsequent events affecting a customer’s financial position could affect their ability to repay the loan in
the future when the principal payments are required.
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» Stated income loans — Loans underwritten based upon the loan applicant’s representation of annual
income, which is not verified by receipt of supporting documentation.

The following table summarizes the outstanding balances of interest-only loans and stated income loans in our
receivable portfolios at March 31, 2012 and December 31, 2011:

March 31, December 31,

2012 2011
(in billions)
Interest-only loans() .. ... .. $9 $1.0

Stated INCOME JOANS . . . ..ot 2.0 2.2

(I Receivable classification as an interest-only loan is based on the classification at the time of receivable origination and does not reflect any
changes in the classification that may have occurred as a result of any loan modification or because the interest-only period has expired.

At both March 31, 2012 and December 31, 2011, interest-only and stated income loans comprised 7 percent of
real estate secured receivables.

Because we primarily lend to individual consumers, we do not have receivables from any industry group that
equal or exceed 10 percent of total receivables at March 31, 2012 and December 31, 2011. The following table
reflects the percentage of receivables by state which individually account for 5 percent or greater of our portfolio
as of March 31, 2012 and December 31, 2011.

Percentage of Receivables At Percentage of Receivables At

March 31, 2012 December 31, 2011
Real Estate Real Estate

Secured Other Total Secured Other Total
California .......... ... .. . i 9.5% 49% 9.0% 9.5% 51% 9.1%
New YOrK . ... e 7.3 6.8 7.2 7.2 6.8 7.2
Pennsylvania......... ... . .. . 6.2 6.8 6.2 6.1 6.7 6.2
Florida ......... .. . . . . . . 5.9 5.7 5.9 5.9 5.8 5.9
ORIO ..o 5.5 6.3 5.6 5.5 6.3 5.6
5. Credit Loss Reserves
An analysis of credit loss reserves was as follows:
Three Months Ended March 31, 2012 2011

(in millions)

Credit loss reserves at beginning of period . ......... ... . . . i $5,952 $ 5,512
Provision for credit 10SSes . ... ... . 791 708
Charge-0ffS . ... 979) (1,417
RECOVEIIES . ..o 101 141
Credit loss reserves atend of period ............ .. .. .. . $5,865 $ 4,944

During the third quarter of 2011, we adopted an Accounting Standards Update which provided additional
guidance to determine whether a restructuring of a receivable meets the criteria to be considered a troubled debt
restructuring for purposes of the identification and disclosure of TDR Loans as well as for recording impairment.
This new accounting guidance continues to impact our provision for credit loss in periods post-adoption, as loans
that otherwise would not have qualified for such reporting in the past are now meeting the criteria under the new
accounting guidance to be reported and reserved for as TDR Loans which will continue in future periods.
Therefore, credit loss reserves at March 31, 2012 and the provision for credit losses during the three months
ended March 31, 2012 are not comparable to the three months ended March 31, 2011.
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The following table summarizes the changes in credit loss reserves by product/class and the related receivable
balance by product during the three months ended March 31, 2012 and 2011:

Real Estate Secured Comm’l
Personal Non- and

First Lien Second Lien Credit Card Other Total

(in millions)
Three Months Ended March 31, 2012:
Credit loss reserve analysis:

Credit loss reserve balances at beginning of period . .. ... $ 4,089 $ 823 $1,040 $ - $ 5952
Provision for creditlosses . ........... ... .. .. .. ... 642 131 18 - 791
Charge-offs ........ ... ... i, (568) (190) (221) - 979)
Recoveries . ..........oiiiiiii 8 15 78 - 101
Net charge-offs . ......... ... .. . ... . i (560) 75) (143) - (878)
Credit loss reserve balance at end of period . ........... $ 4,171 $ 779 $ 915 $ - $ 5865
Reserve components:
Collectively evaluated for impairment ................ $ 679 $ 228 $ 259 $ - $ 1,166
Individually evaluated for impairment™®™ .............. 3,074 549 656 - 4,279
Receivables carried at the lower of amortized cost or fair
value less costtosell ............. ... .. ... ... ... 410 1 - - 411
Loans acquired with deteriorated credit quality ......... 8 1 - - 9
Total credit 10SS TESEIVES ... ..o $ 4171 $ 779 $ 915 $ - $ 5865
Receivables:
Collectively evaluated for impairment . ............... $19,855 $3,037 $3,455 $4 $26,351
Individually evaluated for impairment™®™ . ............. 10,999 1,108 1,339 - 13,446
Receivables carried at the lower of amortized cost or fair
valuelesscosttosell ........................... 6,132 72 - - 6,204
Receivables acquired with deteriorated credit quality . . .. 35 5 - - 40
Total receivables . ............................ $37,021 $4,222 $4,794 $4  $46,041

Three Months Ended March 31, 2011:
Credit loss reserve analysis:

Credit loss reserve balances at beginning of period . .. ... $ 3,355 $ 832 $1,325 $ - $5512
Provision for creditlosses . ............. .. ... ...... 585 105 18 - 708
Charge-offs ........ o (783) (260) (374) - (1,417)
Recoveries ............ . ... 10 17 114 - 141
Net charge-offs ......... ... ... .. .. .. (773) (243) (260) - (1,276)
Credit loss reserve balance at end of period . ........... $ 3,167 $ 694 $1,083 $ - $4944
Reserve components:
Collectively evaluated for impairment . ............... $ 1,189 $ 440 $ 717 $ - $ 2,346
Individually evaluated for impairment™® . ............. 1,847 249 366 - 2,462
Receivables carried at the lower of amortized cost or fair
value less costtosell ........................... 116 2 - - 118
Loans acquired with deteriorated credit quality ......... 15 3 - - 18
Total credit [0SS TESEIVES ... oo v e $ 3,167 $ 694 $1,083 $ - $ 4,944
Receivables:
Collectively evaluated for impairment . ............... $29,747 $4,440 $5,857 $26 $40,070
Individually evaluated for impairment™®™ .............. 6,986 598 649 - 8,233
Receivables carried at the lower of amortized cost or fair
valuelesscosttosell ........................... 5,299 106 - - 5,405
Receivables acquired with deteriorated credit quality . . .. 34 6 - - 40
Total receivables . . ... $42.066 $5,150 $6,506 $26 $53,748

() These amounts represent TDR Loans for which we evaluate reserves using a discounted cash flow methodology. Each loan is individually
identified as a TDR Loan and then grouped together with other TDR Loans with similar characteristics. The discounted cash flow
impairment analysis is then applied to these groups of TDR Loans. The receivable balance above excludes TDR Loans that are carried at
the lower of amortized cost or fair value less cost to sell which totaled $3.1 billion and $1.6 billion at March 31, 2012 and 2011,
respectively. The reserve component above excludes credit loss reserves for TDR Loans that are carried at the lower of amortized cost or
fair value less cost to sell which totaled $204 million and $27 million at March 31, 2012 and 2011, respectively.
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6. Derivative Financial Instruments

Our business activities involve analysis, evaluation, acceptance and management of some degree of risk or
combination of risks. Accordingly, we have comprehensive risk management policies to address potential
financial risks, which include credit risk, liquidity risk, market risk, and operational risks. Our risk management
policy is designed to identify and analyze these risks, to set appropriate limits and controls, and to monitor the
risks and limits continually by means of reliable and up-to-date administrative and information systems. Our risk
management policies are primarily carried out in accordance with practice and limits set by the HSBC Group
Management Board. The HSBC Finance Corporation Asset Liability Committee (“ALCQO”) meets regularly to
review risks and approve appropriate risk management strategies within the limits established by the HSBC
Group Management Board. Additionally, our Risk Committee receives regular reports on our interest rate and
liquidity risk positions in relation to the established limits. In accordance with the policies and strategies
established by ALCO, in the normal course of business, we enter into various transactions involving derivative
financial instruments. These derivative financial instruments primarily are used as economic hedges to manage
risk.

Objectives for Holding Derivative Financial Instruments Market risk (which includes interest rate and foreign
currency exchange risks) is the possibility that a change in interest rates or foreign exchange rates will cause a
financial instrument to decrease in value or become more costly to settle. Prior to our ceasing originations in our
Consumer Lending business and ceasing purchase activities in our Mortgage Services business, customer
demand for our loan products shifted between fixed rate and floating rate products, based on market conditions
and preferences. These shifts in loan products resulted in different funding strategies and produced different
interest rate risk exposures. Additionally, the mix of receivables on our balance sheet and the corresponding
market risk is changing as we manage the liquidation of all of our receivable portfolios. We maintain an overall
risk management strategy that utilizes interest rate and currency derivative financial instruments to mitigate our
exposure to fluctuations caused by changes in interest rates and currency exchange rates related to our debt
liabilities. We manage our exposure to interest rate risk primarily through the use of interest rate swaps with the
main objective of managing the interest rate volatility due to a mismatch in the duration of our assets and
liabilities. We manage our exposure to foreign currency exchange risk primarily through the use of cross
currency interest rate swaps. We do not use leveraged derivative financial instruments.

Interest rate swaps are contractual agreements between two counterparties for the exchange of periodic interest
payments generally based on a notional principal amount and agreed-upon fixed or floating rates. The majority of
our interest rate swaps are used to manage our exposure to changes in interest rates by converting floating rate
debt to fixed rate or by converting fixed rate debt to floating rate. We have also entered into currency swaps to
convert both principal and interest payments on debt issued from one currency to the appropriate functional
currency.

We do not manage credit risk or the changes in fair value due to the changes in credit risk by entering into
derivative financial instruments such as credit derivatives or credit default swaps.

Control Over Valuation Process and Procedures A control framework has been established which is designed to
ensure that fair values are either determined or validated by a function independent of the risk-taker. To that end,
the ultimate responsibility for the determination of fair values rests with the HSBC Finance Valuation
Committee. The HSBC Finance Valuation Committee establishes policies and procedures to ensure appropriate
valuations. Fair values for derivatives are determined by management using valuation techniques, valuation
models and inputs that are developed, reviewed, validated and approved by the Quantitative Risk and Valuation
Group of an HSBC affiliate. These valuation models utilize discounted cash flows or an option pricing model
adjusted for counterparty credit risk and market liquidity. The models used apply appropriate control processes
and procedures to ensure that the derived inputs are used to value only those instruments that share similar risk to
the relevant benchmark indices and therefore demonstrate a similar response to market factors. In addition, a
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validation process is followed which includes participation in peer group consensus pricing surveys, to ensure
that valuation inputs incorporate market participants’ risk expectations and risk premium.

Credit Risk By utilizing derivative financial instruments, we are exposed to counterparty credit risk.
Counterparty credit risk is the risk that the counterparty to a transaction fails to perform according to the terms of
the contract. We manage the counterparty credit (or repayment) risk in derivative instruments through established
credit approvals, risk control limits, collateral, and ongoing monitoring procedures. We utilize an affiliate, HSBC
Bank USA, as the primary provider of domestic derivative products. We have never suffered a loss due to
counterparty failure.

At March 31, 2012 and December 31, 2011, substantially all of our existing derivative contracts are with HSBC
subsidiaries, making them our primary counterparty in derivative transactions. Most swap agreements require
that payments be made to, or received from, the counterparty when the fair value of the agreement reaches a
certain level. Generally, non-affiliate swap counterparties provide collateral in the form of cash which is recorded
in our balance sheet as derivative related liabilities. At March 31, 2012 and December 31, 2011, we provided
third party swap counterparties with $12 million and $10 million of collateral, respectively, in the form of cash.
When the fair value of our agreements with affiliate counterparties requires the posting of collateral, it is
provided in either the form of cash and recorded on the balance sheet, consistent with third party arrangements,
or in the form of securities which are not recorded on our balance sheet. At March 31, 2012 and December 31,
2011, the fair value of our agreements with affiliate counterparties required the affiliate to provide collateral of
$902 million and $584 million, respectively, all of which was provided in cash. These amounts are offset against
the fair value amount recognized for derivative instruments that have been offset under the same master netting
arrangement and recorded in our balance sheet as a component of derivative financial assets or derivative related
liabilities. At March 31, 2012, we had derivative contracts with a notional value of approximately $38.7 billion,
including $38.3 billion outstanding with HSBC Bank USA. At December 31, 2011, we had derivative contracts
with a notional value of approximately $40.9 billion, including $40.4 billion outstanding with HSBC Bank USA.
Derivative financial instruments are generally expressed in terms of notional principal or contract amounts which
are much larger than the amounts potentially at risk for nonpayment by counterparties.

To manage our exposure to changes in interest rates, we entered into interest rate swap agreements and currency
swaps which have been designated as fair value or cash flow hedges under derivative accounting principles, or
are treated as non-qualifying hedges. We currently utilize the long-haul method to assess effectiveness of all
derivatives designated as hedges. In the tables that follow below, the fair value disclosed does not include swap
collateral that we either receive or deposit with our interest rate swap counterparties. Such swap collateral is
recorded on our balance sheet at an amount which approximates fair value and is netted on the balance sheet
against the fair value amount recognized for derivative instruments.

Fair Value Hedges Fair value hedges include interest rate swaps to convert our fixed rate debt to variable rate
debt and currency swaps to convert debt issued from one currency into U.S. dollar variable rate debt. All of our
fair value hedges are associated with debt. We recorded fair value adjustments for fair value hedges which
increased the carrying amount of our debt by $21 million and $36 million at March 31, 2012 and December 31,
2011, respectively. The following table provides information related to the location of derivative fair values in
the consolidated balance sheet for our fair value hedges.
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Asset Derivatives Fair Value Liability Derivatives Fair Value
Balance Sheet March 31, December 31, Balance Sheet March 31, December 31,
Location 2012 2011 Location 2012 2011
(in millions) (in millions)
Interest rate swaps ............ Derivative $5 $11 Derivative $12 $7
financial related
assets liabilities
Currency swaps . ............. Derivative 83 53 Derivative - -
financial related
assets liabilities
Total ... $88 $64 $12 $7

The following table presents fair value hedging information, including the gain (loss) recorded on the derivative
and where that gain (loss) is recorded in the consolidated statement of income (loss) as well as the offsetting gain
(loss) on the hedged item that is recognized in current earnings, the net of which represents hedge
ineffectiveness.

Amount of Gain (Loss) Amount of Gain (Loss)
Recognized in Income Recognized in Income
on the Derivative on the Hedged Items

Location of Gain Location of Gain Three Months Ended March 31,
(Loss) Recognized in  (Loss) Recognized in
Hedged Item Income on Derivative Income on Hedged Item 2012 2011 2012 2011

(in millions)
Interest rate swaps . . Fixed rate Derivative related Derivative related

borrowings income income $35 $® $- $10
Currency swaps . . ... Fixed rate Derivative related Derivative related

borrowings income income 10) (20) _9 E
Total ............. $(15)  $(28) $9 $26

Cash Flow Hedges Cash flow hedges include interest rate swaps to convert our variable rate debt to fixed rate
debt by fixing future interest rate resets of floating rate debt as well as currency swaps to convert debt issued
from one currency into U.S. dollar fixed rate debt. Gains and losses on current derivative instruments designated
as cash flow hedges are reported in other comprehensive income (loss) (“OCI”) net of tax and totaled a loss of
$398 million and $448 million at March 31, 2012 and December 31, 2011, respectively. We expect $266 million
($172 million after-tax) of currently unrealized net losses will be reclassified to earnings within one year.
However, these reclassified unrealized losses will be offset by decreased interest expense associated with the
variable cash flows of the hedged items and will result in no significant net economic impact to our earnings. The
following table provides information related to the location of derivative fair values in the consolidated balance
sheet for our cash flow hedges.

Asset Derivatives Fair Value Liability Derivatives Fair Value
Balance Sheet March 31, December 31, Balance Sheet March 31, December 31,
Location 2012 2011 Location 2012 2011
(in millions) (in millions)

Interest rate swaps . .. .. Derivative Derivative

financial assets  $(461) $(554)  related liabilities $- $-
Currency swaps . ....... Derivative Derivative

financial assets 485 441 related liabilities - -
Total ................ $ 24 $(113) $- $-
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The following table provides the gain or loss recorded on our cash flow hedging relationships.

Gain (Loss) Gain (Loss)

Recognized in  Location of Gain  Reclassed from X . Gain (Loss)
0OCI (Loss) Reclassified  Accumulated Location of Gain  Recognized in Income
on Derivative ~from Accumulated OCI into Income ~(L.0ss) Recognized on Derivative
(Effective Portion) OCl into (Effective Portion) in Income (Ineffective Portion)
D Income —  ontheDerivative
Three Months Ended March 31, 2012 2011 (Effective Portion) 2012 2011  (Ineffective Portion) 2012 2011

(in millions)
Derivative related

Interest rate swaps .. .... $90 $55 Interestexpense $(3) $(11) income $1 $2
Derivative related

Currency swaps . . ....... amn 28 Interest expense ﬁ) (7) income _2 9

Total ................. $79 $83 $£) $(18) $_3 $£)

Non-Qualifying Hedging Activities We may enter into interest rate and currency swaps which are not
designated as hedges under derivative accounting principles. These financial instruments are economic hedges
but do not qualify for hedge accounting and are primarily used to minimize our exposure to changes in interest
rates and currency exchange rates through more closely matching both the structure and projected duration of our
liabilities to the structure and duration of our assets. The following table provides information related to the
location and derivative fair values in the consolidated balance sheet for our non-qualifying hedges:

Asset Derivatives Fair Value Liability Derivatives Fair Value
Balance Sheet March 31, December 31, Balance Sheet March 31, December 31,
Location 2012 2011 Location 2012 2011
(in millions) (in millions)
Interest rate swaps .. ... Derivative Derivative
financial assets ~ $(681) $(926) related liabilities $8 $5

Currency swaps and

foreign exchange Derivative Derivative

forward contracts .... financial assets (6) 38 related liabilities
Total ................ $(687) $(888) $8 $9

The following table provides detail of the gain or loss recorded on our non-qualifying hedges:

Amount of Gain (Loss)
Recognized in Income
On Derivative During

Location of Gain (Loss) Three Months Ended March 31,
Recognized in

Income on Derivative 2012 2011

(in millions)
Interest rate contracts ..................c...... Derivative related income $212 $43
CUurrency CONtractS .. .........oueuenuenenenennn. Derivative related income @) -
Total . ... $208 $43

We have elected the fair value option for certain issuances of our fixed rate debt and have entered into interest
rate and currency swaps related to debt carried at fair value. The interest rate and currency swaps associated with
this debt are non-qualifying hedges but are considered economic hedges and realized gains and losses are
reported as “Gain (loss) on debt designated at fair value and related derivatives” within other revenues. The
derivatives related to fair value option debt are included in the tables below. See Note 7, “Fair Value Option,” for
further discussion.
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Asset Derivatives Fair Value

Liability Derivatives Fair Value

Balance Sheet March 31, December 31, Balance Sheet March 31, December 31,
Location 2012 2011 Location 2012 2011
(in millions) (in millions)

Interest rate swaps .. ... Derivative Derivative

financial assets $ 616 $ 693 related liabilities $- $-
Currency swaps . ....... Derivative Derivative

financial assets 829 808 related liabilities - -
Total ................ $1,445 $1,501 $- $-

The following table provides the gain or loss recorded on the derivatives related to fair value option debt,
primarily due to changes in interest rates:

Amount of Gain (Loss)
Recognized in Income On Derivative During

) . Three Months Ended March 31,
Location of Gain (Loss)

Recognized in Income on Derivative 2012 2011
(in millions)
Interest rate swaps .............. Gain on debt designated at fair
value and related derivatives $15 $ (D)
Currency swaps ................ Gain on debt designated at fair
value and related derivatives a1 (74)
Total ..o 4 $(75)

Notional Value of Derivative Contracts The following table summarizes the notional values of derivative
contracts:

March 31,
2012

December 31,
2011

(in millions)
Derivatives designated as hedging instruments:

Interest rate SWaps . ... ... ..t $ 8,216 $ 8,140
CUITENCY SWAPS .« < . o e ettt et e e e e e e e e e e e e e e e 7,485 8,195
15,701 16,335
Non-qualifying economic hedges:
Derivatives not designated as hedging instruments:
Interest rate:
W DS .« ot 9,173 10,523
Foreign exchange:
W DS ot 715 715
Forwards . ... .. 69 205
9,957 11,443
Derivatives associated with debt carried at fair value:
Interest rate SWaps . . ... ... 9,700 9,700
CUITENCY SWAPS .« . ottt et e e e e e e e e e e e e e e et 3,376 3,376
13,076 13,076
Total . $38,734 $40,854
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7. Fair Value Option

We have elected to apply fair value option (“FVO”) reporting to certain of our fixed rate debt issuances which
also qualify for FVO reporting under International Financial Reporting Standards. At March 31, 2012, fixed rate
debt accounted for under FVO totaled $14.6 billion, of which $14.1 billion is included as a component of long-
term debt and $461 million is included as a component of due to affiliates. At March 31, 2012, we had not
elected FVO for $10.8 billion of fixed rate long-term debt carried on our balance sheet. Fixed rate debt accounted
for under FVO at March 31, 2012 has an aggregate unpaid principal balance of $13.9 billion which included a
foreign currency translation adjustment relating to our foreign denominated FVO debt which increased the debt
balance by $401 million.

At December 31, 2011, fixed rate debt accounted for under FVO totaled $14.1 billion, of which $13.7 billion is
included as a component of long-term debt and $447 million is included as a component of due to affiliates. At
December 31, 2011, we had not elected FVO for $11.8 billion of fixed rate long-term debt carried on our balance
sheet. Fixed rate debt accounted for under FVO at December 31, 2011 has an aggregate unpaid principal balance
of $13.9 billion which included a foreign currency translation adjustment relating to our foreign denominated
FVO debt which increased the debt balance by $341 million.

We determine the fair value of the fixed rate debt accounted for under FVO through the use of a third party
pricing service. Such fair value represents the full market price (credit and interest rate impact) based on
observable market data for the same or similar debt instruments. See Note 14, “Fair Value Measurements,” for a
description of the methods and significant assumptions used to estimate the fair value of our fixed rate debt
accounted for under FVO.

The components of gain (loss) on debt designated at fair value and related derivatives are as follows:

Three Months Ended March 31, 2012 2011

(in millions)
Mark-to-market on debt designated at fair value(:

Interest rate COMPONENL . . . .. vttt ettt e e ettt et ettt $ 79 $219

Credit riSk COMPONENT . . . . ..ot e e e e 479) (173)
Total mark-to-market on debt designated at fair value ............ .. ... ... .. .. ... ...... (400) 46
Mark-to-market on the related derivatives() . . ... . ... . . .. (116) (240)
Net realized gains on the related derivatives ............... ..., 120 165
Gain (loss) on debt designated at fair value and related derivatives ........................ $(396) $ (29)

(O Mark-to-market on debt designated at fair value and related derivatives excludes market value changes due to fluctuations in foreign
currency exchange rates. Foreign currency translation gains (losses) recorded in derivative related income associated with debt designated
at fair value was a loss of $60 million and a loss of $176 million for the three months ended March 31, 2012 and 2011, respectively.
Offsetting gains (losses) recorded in derivative related income associated with the related derivatives was a gain of $60 million and a gain
of $176 million for the three months ended March 31, 2012 and 2011, respectively.

The movement in the fair value reflected in gain (loss) on debt designated at fair value and related derivatives
includes the effect of credit spread changes and interest rate changes, including any economic ineffectiveness in
the relationship between the related swaps and our debt and any realized gains or losses on those swaps. With
respect to the credit component, as credit spreads narrow accounting losses are booked and the reverse is true if
credit spreads widen. Differences arise between the movement in the fair value of our debt and the fair value of
the related swap due to the different credit characteristics and differences in the calculation of fair value for debt
and derivatives. The size and direction of the accounting consequences of such changes can be volatile from
period to period but do not alter the cash flows intended as part of the documented interest rate management
strategy. On a cumulative basis, we have recorded fair value option adjustments which increased the value of our
debt by $632 million and $232 million at March 31, 2012 and December 31, 2011, respectively.
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The change in the fair value of the debt and the change in value of the related derivatives reflect the following:

e [Interest rate curve — Rising long-term interest rates during both the three months ended March 31, 2012
and 2011 resulted in a gain in the interest rate component on the mark-to-market of the debt and a loss on
the mark-to-market of the related derivative, although the impact was more pronounced during the three
months ended March 31, 2011. Changes in the value of the interest rate component of the debt as
compared to the related derivative are also affected by differences in cash flows and valuation
methodologies for the debt and the derivatives. Cash flows on debt are discounted using a single discount
rate from the bond yield curve for each bond’s applicable maturity while derivative cash flows are
discounted using rates at multiple points along an interest rate yield curve. The impacts of these
differences vary as short-term and long-term interest rates shift and time passes.

e Credit — Our secondary market credit spreads tightened during the first three months ended March 31,
2012 on positive economic news in the United States and as concerns with the European sovereign debt
crisis eased with the restructuring of Greek government debt. During the same period in 2011, our
secondary market credit spreads also tightened due to continued improvement in marketplace liquidity.
This tightening of credit spreads resulted in a loss in the credit component of the debt recorded at fair
value in both periods. While credit spreads tightened in both periods, the impact was more pronounced
during the three months ended March 31, 2012.

Net income volatility, whether based on changes in the interest rate or credit risk components of the
mark-to-market on debt designated at fair value and the related derivatives, impacts the comparability of our
reported results between periods. Accordingly, gain (loss) on debt designated at fair value and related derivatives
for the three months ended March 31, 2012 should not be considered indicative of the results for any future
periods.

8. Income Taxes

Effective tax rates are analyzed as follows.

Three Months Ended March 31, 2012 2011
(dollars are in millions)
Tax expense (benefit) at the U.S. Federal statutory income tax rate .......... $274) (35.0)% $(183) (35.0)%
Increase (decrease) in rate resulting from:
State and local taxes, net of Federal benefit .......................... 1) 1) (12) (2.3)
Adjustment of tax rate used to value deferred taxes .................... 7) .9 - -
Adjustment to valuation allowance on deferred tax assets ............... - - (111) (21.2)
Other .. 5 i 3 .6
Total income tax expense (benefit) ............. ... .. ..., $(277) (35.3)% $(303) (57.9)%

The effective tax rate for the three months ended March 31, 2012 was impacted by the effect of a change in state
tax rates used to value deferred taxes and purchase accounting adjustments on leveraged leases that matured in
January 2012. The effective tax rate for the three months ended March 31, 2011 was significantly impacted by a
release of valuation allowance previously established on foreign tax credits. The effective tax rate for both the
three months ended March 31, 2012 and 2011 was also impacted by state taxes, including states where we file
combined unitary state tax returns with other HSBC affiliates.

HSBC North America Consolidated Income Taxes We are included in HSBC North America’s consolidated
Federal income tax return and in various combined state income tax returns. As such, we have entered into a tax
allocation agreement with HSBC North America and its subsidiary entities (the “HNAH Group”) included in the
consolidated returns which govern the current amount of taxes to be paid or received by the various entities
included in the consolidated return filings. As a result, we have looked at the HNAH Group’s consolidated
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deferred tax assets and various sources of taxable income, including the impact of HSBC and HNAH Group tax
planning strategies, in reaching conclusions on recoverability of deferred tax assets. Where a valuation allowance
is determined to be necessary at the HSBC North America consolidated level, such allowance is allocated to the
principal subsidiaries within the HNAH Group as described below in a manner that is systematic, rational and
consistent with the broad principles of accounting for income taxes.

The HNAH Group evaluates deferred tax assets for recoverability using a consistent approach which considers
the relative impact of negative and positive evidence, including historical financial performance, projections of
future taxable income, future reversals of existing taxable temporary differences, tax planning strategies and any
available carryback capacity.

In evaluating the need for a valuation allowance, the HNAH Group estimates future taxable income based on
management approved business plans, future capital requirements and ongoing tax planning strategies, including
capital support from HSBC necessary as part of such plans and strategies. The HNAH Group has continued to
consider the impact of the economic environment on the North American businesses and the expected growth of
the deferred tax assets. This evaluation process involves significant management judgment about assumptions
that are subject to change from period to period.

In conjunction with the HNAH Group deferred tax evaluation process, based on our forecasts of future taxable
income, which include assumptions about the depth and severity of home price depreciation and the
U.S. economic environment, including unemployment levels and their related impact on credit losses, we
currently anticipate that our results of future operations will generate sufficient taxable income to allow us to
realize our deferred tax assets. However, since these market conditions have created losses in the HNAH Group
in recent periods and volatility in our pre-tax book income, our analysis of the realizability of the deferred tax
assets significantly discounts any future taxable income expected from continuing operations and relies to a
greater extent on continued capital support from our parent, HSBC, including tax planning strategies
implemented in relation to such support. HSBC has indicated they remain fully committed and have the capacity
and willingness to provide capital as needed to run operations, maintain sufficient regulatory capital, and fund
certain tax planning strategies.

Only those tax planning strategies that are both prudent and feasible, and which management has the ability and
intent to implement, are incorporated into our analysis and assessment. The primary and most significant strategy
is HSBC’s commitment to reinvest excess HNAH Group capital to reduce debt funding or otherwise invest in
assets to ensure that it is more likely than not that the deferred tax assets will be utilized.

Currently, it has been determined that the HNAH Group’s primary tax planning strategy, in combination with
other tax planning strategies, provides support for the realization of the net deferred tax assets recorded for the
HNAH Group. Such determination is based on HSBC’s business forecasts and assessment as to the most efficient
and effective deployment of HSBC capital, most importantly including the length of time such capital will need
to be maintained in the U.S. for purposes of the tax planning strategy.

During the first quarter of 2011, the HNAH Group identified an additional tax planning strategy that provided
support for the realization of the deferred tax assets recorded for its foreign tax credits and certain state related
deferred tax assets. The use of foreign tax credits is limited by the HNAH Group’s U.S. tax liability and the
availability of foreign source income. The tax planning strategy included the purchase of foreign bonds and
REMIC residual interests. These purchases are expected to generate sufficient foreign source taxable income to
allow for the utilization of the foreign tax credits before the credits expire unused and recognition of certain state
deferred tax assets.

Notwithstanding the above, the HNAH Group has valuation allowances against certain state deferred tax assets
and certain Federal tax loss carryforwards for which the aforementioned tax planning strategies do not provide
appropriate support.
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HNAH Group valuation allowances are allocated to the principal subsidiaries, including us. The methodology
allocates the valuation allowance to the principal subsidiaries based primarily on the entity’s relative contribution
to the growth of the HSBC North America consolidated deferred tax asset against which the valuation allowance
is being recorded.

If future results differ from the HNAH Group’s current forecasts or the tax planning strategies were to change, a
valuation allowance against some or all of the remaining net deferred tax assets may need to be established which
could have a material adverse effect on our results of operations, financial condition and capital position. The
HNAH Group will continue to update its assumptions and forecasts of future taxable income, including relevant
tax planning strategies, and assess the need for such incremental valuation allowances.

Absent the capital support from HSBC and implementation of the related tax planning strategies, the HNAH
Group, including us, would be required to record a valuation allowance against the remaining deferred tax assets

HSBC Finance Corporation Income Taxes We recognize deferred tax assets and liabilities for the future tax
consequences related to differences between the financial statement carrying amounts of existing assets and
liabilities and their respective tax bases, and for tax credits and net operating and other losses. Our net deferred
tax assets, including deferred tax liabilities and valuation allowances, totaled $3.4 billion and $3.3 billion as of
March 31, 2012 and December 31, 2011, respectively.

During the second quarter of 2011, we reached a pending resolution of an issue with the Internal Revenue
Service (“IRS”) Appeals Office covering the tax periods 1998 through 2005. We anticipate finalizing the
resolution of this matter within the next twelve months. There is no resulting impact to our uncertain tax reserves.

The IRS began its audit of our 2006 and 2007 income tax returns in 2009, with an anticipated completion in
2012. The IRS began their examination of our 2008 and 2009 income tax returns during the third quarter of 2011,
with an anticipated completion in 2013.

We remain subject to state and local income tax examinations for years 1998 and forward. We are currently
under audit by various state and local tax jurisdictions. Uncertain tax positions are reviewed on an ongoing basis
and are adjusted in light of changing facts and circumstances, including progress of tax audits, developments in
case law and the closing of statute of limitations. Such adjustments are reflected in the tax provision.

It is reasonably possible that there could be a change in the amount of our unrecognized tax benefits within the
next 12 months due to settlements or statutory expirations in various state and local tax jurisdictions. The total
amount of unrecognized tax benefits that, if recognized, would affect the effective tax rate was $91 million and
$96 million at March 31, 2012 and December 31, 2011.

It is our policy to recognize accrued interest related to unrecognized tax positions in interest expense in the
consolidated statement of income (loss) and to recognize penalties related to unrecognized tax positions as a
component of other servicing and administrative expenses in the consolidated statement of income (loss). We had
accruals for the payment of interest and penalties associated with uncertain tax positions of $86 million and
$88 million at March 31, 2012 and December 31, 2011.
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9.  Accumulated Other Comprehensive Income (Loss)

Accumulated other comprehensive income (loss) (“AOCI”) includes certain items that are reported directly
within a separate component of shareholders’ equity. The following table presents changes in accumulated other
comprehensive income balances.

Three Months Ended March 31, 2012 2011

(in millions)
Unrealized gains (losses) on cash flow hedging instruments:

Balance at beginning of period . . ... .. $(494) $(575)
Other comprehensive income for period:
Net gains arising during period, net of tax of $29 million and $31 million, respectively . . .. 50 53
Reclassification adjustment for losses realized in net income, net of tax of $3 million and
$7 million, respectively . ... ... 5 12
Total other comprehensive income for period .......... ... .. ... .. .. .. ... .. . ... 55 65
Balance at end of period . . . ... .o e 439) (510)

Unrealized gains (losses) on securities available-for-sale, not other-than temporarily
impaired:
Balance at beginning of period . . ... ... .. $102 $ 78
Other comprehensive income for period:
Net unrealized holding losses arising during period, net of tax of $(5) million and $(5)
million, respectively . ... ... ... 8 ©))
Reclassification adjustment for (gains) losses realized in net income, net of tax of $- million

and $(1) million, reSpectively . . ...ttt 1) (2)
Total other comprehensive income for period . ......... ... ... .. .. ... .. ... ... ) 11)
Balance atend of period .. ... ... i 93 67

Unrealized gains (losses) on other-than-temporarily impaired debt securities
available-for-sale:
Balance at beginning of period . .. ....... ... .. $ - $ @
Other comprehensive income for period:
Other-than-temporary impairment on debt securities available-for-sale recognized in other
comprehensive income, net of tax of $- million and $- million, respectively ........... -
Reclassification adjustment for (gains) losses realized in net income, net of tax of $- million
and $- million, reSpectively ... ... .. .. -

Total other comprehensive loss for period . .......... ... .. . . -
Balance atend of period . . . ... .. - 4)

Pension and postretirement benefit plan liability:
Balance at beginning of period . . ... ... (11)
Other comprehensive income for period:

Pension and postretirement benefit plan adjustment, net of tax of $- million and $- million,
TESPECHIVELY . o .o

Total other comprehensive income for period . ........... .. .. .. i

Balance at end of period . . . ... .o e 1) -
Foreign currency translation adjustments:

Balance at beginning of period . . ... ... .. 7 10

Other comprehensive loss for period:

Translation gains (losses), net of tax of $1 million and $1 million, respectively .......... 5 5
Total other comprehensive income for period . ......... ... .. .. . .. i .. 5 5
Balance at end of period . .. ... ... 12 15

Total accumulated other comprehensive loss atend of period . . ......... ... ... ... .. ..... $(345) $(432)

31



HSBC Finance Corporation

10. Pension and Other Postretirement Benefits

The components of pension expense for the defined benefit pension plan reflected in our consolidated statement
of income (loss) are shown in the table below and reflect the portion of the pension expense of the combined
HSBC North America Pension Plan (either the HSBC North America Pension Plan” or the “Plan”) which has
been allocated to HSBC Finance Corporation:

Three Months Ended March 31, 2012 2011
(in millions)
Service cost — benefits earned during the period . . ......... ... . . $ 1 $1
Interest cost on projected benefit obligation . .......... .. .. .. . 9 8
Expected return On @SSELS . .. ..ottt et e e e e e 10) ()
Recognized [0SSES . . ..ottt 5 4
PENSION EXPEIISE . . . o o ottt et et e e e e e e e e $ 5 $5

Pension expense was flat during the three months ended March 31, 2012 as higher expected returns on plan
assets due to higher asset levels, including additional contributions to the Plan during March 2011, were offset by
higher interest costs and recognized losses.

Components of the net periodic benefit cost for our postretirement medical plan benefits other than pensions are
as follows:

Three Months Ended March 31, 2012 2011
(in millions)
Service cost — benefits earned during the period . ......... .. .. .. .. $- $-
INTETESE COSL . . . vttt et 1 1
Net periodic postretirement benefit cost ............. ... ... .. ... . $1 $1
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11. Related Party Transactions

In the normal course of business, we conduct transactions with HSBC and its subsidiaries. These transactions occur
at prevailing market rates and terms and include funding arrangements, derivative execution, purchases and sales of
receivables, servicing arrangements, information technology and some centralized support services, item and
statement processing services, banking and other miscellaneous services. The following tables present related party

balances and the income and (expense) generated by related party transactions for continuing operations:

March 31,

2012

December 31,

2011

(in millions)

Assets:
Cash . $ 212 $ 214
Interest bearing deposits withbanks . .. ... ... .. .. . i 4 3
Securities purchased under agreements toresell ........... ... ... .. .. ... .. ... .. 2,645 920
Derivative related assets . .. ... .v ittt 2 -
OtRET ASSELS . . o v vt ettt e e e e 144 124
TOtAl ASSELS -« o v v v e e e e e e e e $3,007 $1,261
Liabilities:
Due to affiliates (includes $461 million and $447 million at March 31, 2012 and

December 31, 2011, respectively, carried at fair value) . ........................ $8,776 $8,262
Derivative related liability . ........ ... 34 25
Other liabilities() ... ... (96) 47
Total HADIIIES . . . v oot e e e e e e e e e e e e $8,714 $8,334

(1 Other liabilities includes $136 million and $55 million at March 31, 2012 and December 31, 2011, respectively, related to accrued interest

receivable on derivative positions and other amounts with affiliates.

2011

Three Months Ended March 31, 2012
Income/(Expense):

Interest income from HSBC affiliates .. ..............uiiuniiieie e, $
Interest expense paid to HSBC affiliates() . . ....... ... ... .. . ... .. . i (139)
Net interest income (10SS) . . . .. oottt e e e (138)
Gain/(loss) on FVO debt with affiliate . ... ......... ... . ... . . i, (14)
HSBC affiliate income:

Servicing and other fees from HSBC affiliates:
Real estate secured servicing and related fees from HSBC Bank USA ................
Other servicing, processing, origination and SUppOIt revenues . .....................
HSBC Technology and Services (USA) Inc. (“HTSU”) administrative fees and rental
TEVENMUCD) . L Lottt et e e

Total servicing and other fees from HSBC affiliates ............ ... .. .. .. .. .. .. ..

Support services from HSBC affiliates ........... .. .. .. ... .. .. . (73)

Stock based compensation expense with HSBC . ........ ... ... ... . ... ... ... .....
Insurance commission paid to HSBC Bank Canada . ............... ... ... ... ........

(In millions)

$ 2
(153)

(151)
(12)

7
_ 9
)
_ @

(M Includes interest expense paid to HSBC affiliates for debt held by HSBC affiliates as well as net interest paid to or received from HSBC

affiliates on risk management positions related to non-affiliated debt.

@ Rental revenue from HTSU totaled $3 million and $1 million during the three months ended March 31, 2012 and 2011, respectively.
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Transactions with HSBC USA Inc., including HSBC Bank USA:

In 2003 and 2004, we sold approximately $3.7 billion of real estate secured receivables to HSBC Bank USA.
We continue to service these receivables for a fee. At March 31, 2012 and December 31, 2011, we were
servicing receivables totaling $1.3 billion. Servicing fees for these receivables totaled $1 million during each of
the three months ended March 31, 2012 and 2011.

Under multiple service level agreements, we also provide various services to HSBC Bank USA, including real
estate secured receivable servicing and processing activities and other operational and administrative support.
Fees received for these services are reported as Servicing and other fees from HSBC affiliates.

In the fourth quarter of 2009, an initiative was begun to streamline the servicing of real estate secured
receivables across North America. As a result, certain functions that we had previously performed for our
mortgage customers were being performed by HSBC Bank USA for all North America mortgage customers,
including our mortgage customers. Additionally, we began performing certain functions for all North America
mortgage customers where these functions had been previously provided separately by each entity. During
2011, we began a process to separate these functions so that each entity will be servicing its own mortgage
customers when the process is completed. During each of the three months ended March 31, 2012 and 2011,
we paid $2 million for services we received from HSBC Bank USA and received $2 million during each of the
three months ended March 31, 2012 and 2011 for services we provided to HSBC Bank USA.

In July 2010, we transferred certain employees in our real estate secured receivable servicing department to a
subsidiary of HSBC Bank USA. These employees continue to service our real estate secured receivable
portfolio and we pay a fee to HSBC Bank USA for these services. During the three months ended March 31,
2012 and 2011, we paid $14 million and $17 million, respectively, for services we received from HSBC Bank
USA.

During the fourth quarter of 2011, we executed a $3.0 billion 364-day uncommitted revolving credit agreement
with HSBC USA Inc. which allows for borrowings with maturities of up to 15 years. As of March 31, 2012 and
December 31, 2011 there were no amounts outstanding under this loan agreement

HSBC Bank USA extended a secured $1.5 billion uncommitted secured credit facility to certain of our
subsidiaries in December 2008. This is a 364 day credit facility which currently matures in November 2012.
There were no balances outstanding at March 31, 2012 or December 31, 2011.

Transactions with HSBC USA Inc. and HSBC Bank USA involving our Discontinued Operations:

As it relates to our discontinued credit card operations, in January 2009 we sold our GM and UP portfolios to
HSBC Bank USA with an outstanding principal balance of $12.4 billion at the time of sale but retained the
customer account relationships. In December 2004, we sold our private label receivable portfolio (excluding
retail sales contracts at our Consumer Lending business) to HSBC Bank USA and also retained the customer
account relationships. In July 2004, we purchased the account relationships associated with $970 million of
credit card receivables from HSBC Bank USA. In each of these transactions, we agreed to sell on a daily basis
all new receivable originations on these account relationships to HSBC Bank USA and service these
receivables for a fee.

Intangible assets of our discontinued credit card operations at December 31, 2011 included $29 million, net, that
related to the account relationships we purchased from HSBC Bank USA in July 2004 as discussed above. In
March 2012, we sold these account relationships to HSBC Bank USA resulting in a gain of $79 million which is
included as a component of income from discontinued operations.
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The following table summarizes the receivable portfolios we are servicing for HSBC Bank USA at March 31,
2012 and December 31, 2011 as well as the cumulative amount of receivables sold on a daily basis during the
three months ended March 31, 2012 and 2011:

Credit Cards

Private General  Union
Label = Motors Privilege Other Total

(in billions)

Receivables serviced for HSBC Bank USA:

March 31,2012 ... $11.6 $3.8 $3.3 $1.9 $20.6

December 31,2011 . ... .o 12.8 4.1 3.5 20 224
Total of receivables sold on a daily basis to HSBC Bank USA

during:

Three months ended March 31,2012 ........................ $ 33 $29 $ .7 $1.0 $79

Three months ended March 31,2011 ........................ 3.2 3.1 7 9 7.9

Gains on the daily sales of the receivables discussed above, which are included as a component of income from
discontinued operations in the consolidated statement of income (loss), totaled $79 million and $113 million
during the three months ended March 31, 2012 and 2011, respectively. Fees received for servicing these
receivable portfolios, which are included as a component of income from discontinued operations in the
consolidated statement of income (loss), totaled $157 million and $149 million during the three months ended
March 31, 2012 and 2011, respectively.

The GM and UP credit card receivables as well as the private label receivables were sold to HSBC Bank USA on
a daily basis at a sales price for each type of portfolio determined using a fair value calculated semi-annually in
April and October by an independent third party based on the projected future cash flows of the receivables. The
projected future cash flows were developed using various assumptions reflecting the historical performance of
the receivables and adjusted for key factors such as the anticipated economic and regulatory environment. The
independent third party used these projected future cash flows and a discount rate to determine a range of fair
values. We used the mid-point of this range as the sales price. If significant information became available that
altered the projected future cash flows, an analysis was performed to determine if fair value rates needed to be
updated prior to the normal semi-annual cycles. With the announcement of the Capital One transaction, an
analysis was performed and an adjustment to the fair value rates was made effective August 10, 2011 to reflect
the sale of the receivables to a third party during the first half of 2012.

* HSBC Bank USA extended a $1.0 billion committed unsecured credit facility to HSBC Bank Nevada
(“HOBN”) which is part of our credit card operations. This is a 364-day credit facility which matures in
November 2012. There were no balances outstanding at March 31, 2012 or December 31, 2011.

* We have extended revolving lines of credit to subsidiaries of HSBC Bank USA for an aggregate total of
$1.0 billion. No balances were outstanding under any of these lines of credit at either March 31, 2012 or
December 31, 2011.

Transactions with HSBC Holdings plc:

* We have a commercial paper back-stop credit facility of $1.1 billion at March 31, 2012 and December 31,
2011 from HSBC supporting our domestic issuances of commercial paper of which $600 million matures in
September 2012 and $500 million matures in September 2014. No balances were outstanding under these credit
facilities at either March 31, 2012 or December 31, 2011. Th