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Presentation of Information

This document comprises the Annual Report and Accounts 2011 for HSBC Bank plc (‘the bank”) and its subsidiaries
(together “the group’). It contains the Report of the Directors and Financial Statements, together with the Independent
Auditor’s Report, as required by the UK Companies Act 2006. References to ‘HSBC’ or ‘the Group’ within this
document mean HSBC Holdings plc together with its subsidiaries.

With effect from 1 March 2011, the Asset Management business was moved from Global Banking and Markets to
Personal Financial Services which has been renamed ‘Retail Banking and Wealth Management’ within the UK Retail and
Continental Europe Retail business segments. All periods have been adjusted accordingly.

Cautionary Statement Regarding Forward-Looking Statements

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

Statements that are not historical facts, including statements about the group’s beliefs and expectations, are forward-
looking statements. Words such as ‘expects’, ‘anticipates’, ‘intends’, ‘plans’, ‘believes’, ‘seeks’, ‘estimates’, ‘potential’
and ‘reasonably possible’, variations of these words and similar expressions are intended to identify forward-looking
statements. These statements are based on current plans, estimates and projections, and therefore undue reliance should
not be placed on them. Forward-looking statements speak only as of the date they are made. HSBC Bank plc makes no
commitment to revise or update any forward-looking statements to reflect events or circumstances occurring or existing
after the date of any forward-looking statement.

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

For the year (Em)
Profit on ordinary activities Defore taX ...
Total OPErating INCOME .......ceviirieieieei sttt ss et sere e s
Net operating income before loan impairment charges and other credit risk provisions .....
Profit attributable to shareholders of the parent company

At year-end (Em)

Total equity attributable to shareholders of the parent company .........cccccovvveieniniccene.
RISK WEIGHTEH SSELS ....viviuveiieieieiisieieieerese sttt ettt se e senee
Loans and advances to customers (net of impairment allowances) ............cccoceecverinnnenn.
CUSEOMET BCCOUNLS ...ttt

Capital ratios® (%)

[0 =T 1= g - o TSRS
1Y o TSP
TOtal CAPITAL FALIO ...

Performance ratios (%)

Return on average invested capital (on underlying basis)?............ccoc.eeveerreerreerisesseensonns.
Return on average shareholders’ funds (equity) of the parent company?® .
Post-tax return on average total aSSets .........cccovvverievrinrienniens
Pre-tax return on average risk-weighted aSSets ..........c.ovviiieiciinnnccccess e

Credit coverage ratios (%)
Loan impairment charges as a percentage of total operating inCOme ...........c.cccocoeceiennnne.
Loan impairment charges as a percentage of average gross customer advances ................

Efficiency and revenue mix ratios (%)

COSt EFFICIBNCY FALIO®........o.cveoceeceeceece ettt
As a percentage of total operating iNCOME: .........couvveeiiirireeeie e s
= NELINEEIEST INCOME ...eiiiiiiiiiieice ettt ettt s
= NELFEE INCOME ..viiiiict bbbttt
B L= = Uo a0 TSR

Financial ratios (%)
Ratio of customer advances t0 CUStOMEr ACCOUNTS .........covrvrvvreereeriirieieeeereseseesesereseseseseeses
Average total shareholders’ equity to average total assetS........covrvreieieririrneeierinesseees

2011

3,111
16,205
14,023

2,329

31,090
227,679
288,014
346,129

9.1
10.0
14.4

4.7
7.4
0.2
15

7.5
0.4

66.2
44.6

241
9.5

83.2
3.3

2010

4,011
18,099
15,076

2,959

31,825
201,720
285,218
344,123

10.5
114
16.1

8.7
9.9
0.3
2.0

9.0
0.7

60.5
425

22.3
11.7

82.9
34

2009

4,014
19,102
15,562

3,092

217,787
203,281
274,659
332,896

10.2
11.2
15.7

9.2
13.2
0.4
1.8

13.7
11

52.7
424

21.3
13.7

82.5
2.7

1 The group’s capital ratios have been impacted by the implementation of CRDIII requirements (commonly known as Basel 2.5) which took
effect as of 31 December 2011 and resulted in an increase in the group’s credit and counterparty risk risk-weighted assets (‘RWAs’) by £5
billion and market risk RWAs, primarily due to the introduction of Stressed VAR, by £16 billion.

2 The return on average invested capital measures the return made in the business, enabling management to benchmark the group against
competitors. This ratio is defined as profit attributable to shareholders of the parent company divided by average invested capital. Average

invested capital is measured as average total shareholders’ equity after:

o deducting the average balance of the group’s revaluation surplus relating to property held for own use. This reserve was generated when
determining the deemed carrying cost of such properties on transition to IFRSs and will run down over time as the properties are sold;
o deducting average preference shares and other equity instruments issued by HSBC Bank plc (as defined in Note 36 ‘Called up share

capital and other equity instruments’); and

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

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

average total shareholders’ equity.

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

credit risk provisions.

The financial highlights are influenced by changes in the group structure over the three years.
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Products and Services

Retail Banking and Wealth Management

The group’s Retail Banking and Wealth Management
business offers products and services to customers based
on their individual needs. Premier and Advance branded
services are targeted at mass affluent and emerging
affluent customers who value international connectivity
and benefit from HSBC’s global reach and scale. For
customers who have simpler everyday banking needs, the
group offers a full range of banking products and services
reflecting local requirements.

In addition, we are one of the largest card issuers in
the world, offering HSBC branded cards, co-branded cards
with selected partners and private label (store) cards.

Typically, customer offerings include personal
banking products (current and savings accounts,
mortgages and personal loans, credit cards, debit cards and
local and international payment services) and wealth
management services (insurance and investment products
and financial planning services).

Commercial Banking

The group’s Commercial Banking business is segmented
into Corporate, to serve both Corporate and Mid-Market
companies with more sophisticated financial needs, and
Business Banking, to serve small and medium-sized
enterprises. This enables the development of tailored
customer propositions while adopting a broader view of
the entire commercial banking sector, from sole traders to
large corporations. This allows the group to provide
continuous support to companies as they grow both
domestically and internationally, and ensures a clear focus
on internationally aspirant customers, who are typically
the key to innovation and growth in market economies.

The group places particular emphasis on geographical
collaboration to meet the needs of its business customers.
HSBC aims to be recognised as the ‘Leading international
trade and business bank’ by focussing on faster-growing
markets, enhancing collaboration with Global Banking and
Markets and driving efficiency gains through adopting a
global operating model.

o HSBC Premier provides preferential banking services
and global recognition to high net worth customers and
their immediate families with a dedicated relationship
manager, specialist wealth advice and tailored solutions.
Customers can access emergency travel assistance,
priority telephone banking and an online “‘global view’ of
their Premier accounts around the world with free money
transfers between them.

e HSBC Advance provides a range of preferential
products and services customised to meet local needs.
With a dedicated telephone service, access to wealth
advice and online tools to support financial planning, it
gives customers an online ‘global view’ of their Advance
accounts with money transfers between them.

e Wealth solutions and financial planning: a
financial planning process designed around individual
customer needs to help clients to protect, grow and
manage their wealth through best-in-class investment and
wealth insurance products manufactured by in-house
partners (Global Asset Management, Global Markets and
HSBC Insurance) and by selected third party providers.

o Global Asset Management offers investment
solutions to institutions, financial intermediaries and
individual investors globally.

Customers can interact with the bank via a range of channels
such as internet banking and self-service terminals in addition
to traditional and automated branches and telephone service
centres.

e International trade: the group provides various
international trade products and services, to both buyers
and suppliers such as documentary credits, import and
export finance, guarantees, documentary collections and
forfeiting to facilitate trade payments, finance the trade
cycle and help mitigate risk throughout the supply chain.

e Receivables Finance: the group offers a market-
leading Receivables Financing proposition for domestic
and international customers through an extensive
network.

e Payments and cash management: HSBC is a
leading provider of domestic and cross-border payments
and collections, liquidity management and account
services offering local, regional and global solutions
delivered via e-enabled platforms; designed to address
the needs of the group’s clients today as well as in the
future.

e Global Markets: Commercial Banking customers
represent a key base for Global Markets products and
services, particularly cash and derivatives in foreign
exchange and rates, and debt capital markets.

e Capital markets & advisory: capital raising on debt
and equity markets and advisory services are available.

e Commercial cards: card issuing helps customers
enhance cash management, credit control and purchasing.
Card acquiring services enable merchants to accept credit
and debit card payments in person or remotely.

e Insurance: Commercial Banking offers business
protection, financial protection, trade insurance,
employee benefits, corporate wealth management and a
variety of other commercial risk insurance products.

e Direct channels: these include online, and direct
banking offerings such as telephone banking, automated
teller machines, HSBCnet, Business Internet Banking
and smart phone applications (iApp).
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Products and Services (continued)

Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and institutional
clients and private investors worldwide. Managed as a
global business, Global Banking and Markets operates a
long-term relationship management approach to build a
full understanding of clients’ financial requirements.
Sector-focused client service teams comprising
relationship managers and product specialists develop
financial solutions to meet individual client needs.

Global Banking and Markets is managed as two
principal business lines: Global Markets and Global
Banking. This structure allows the group to focus on
relationships and sectors that best fit the group’s footprint
and facilitates seamless delivery of its products and
services to clients.

Private Banking

HSBC Private Bank is the principal marketing name of the
group’s international private banking business. Utilising
the most suitable products from the marketplace, Private
Banking works with high net-worth clients to offer both
traditional and innovative ways to manage and preserve
wealth while optimising returns.

Private Banking accesses expertise in six major
advisory centres in Hong Kong, Singapore, Geneva, New
York, Paris and London to identify opportunities which
meet clients’ needs and investment strategies.

Global Markets operations consist of treasury and
capital markets services. Products include foreign
exchange; currency, interest rate, bond, credit, equity
and other derivatives; government and non-
government fixed income and money market
instruments; precious metals and exchange-traded
futures; equity services; distribution of capital markets
instruments; and securities services, including custody
and clearing services and funds administration to both
domestic and cross-border investors.

Global Banking offers financing, advisory and

transaction services. Products include:

—  Capital raising, advisory services, bilateral and
syndicated lending, leveraged and acquisition
finance, structured and product finance, lease
finance and non-retail deposit taking;

— International, regional and domestic payments
and cash management services; and trade
services for large corporate clients.

Private Banking services comprise multi-currency
deposit accounts and fiduciary deposits, credit and
specialist lending, treasury trading services, cash
management, securities custody and clearing. HSBC
Private Bank works to ensure that its clients have full
access to other products and services available in the
group such as credit cards, internet banking, corporate
banking and investment banking.

Investment Management comprises both
advisory and discretionary investment services. A
wide range of investment vehicles is covered,
including bonds, equities, derivatives, options,
futures, structured products, mutual funds and
alternatives (hedge funds, private equity and real
estate).

Trust Solutions comprises inheritance planning,
trustee and other fiduciary services designed to
protect wealth and preserve it for future generations
through structures tailored to meet the individual
needs of each family. Areas of expertise include
trusts, foundation and company administration,
charitable trusts and foundations, insurance, family
office advisory and philanthropy.

Corporate Finance Solutions helps provide
clients with cross border solutions for their
companies, working in conjunction with Global
Banking and Markets.
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Report of the Directors: Business Review

Introduction

In 2011, eurozone debt concerns continued to dominate
European market sentiment and there remained a
challenging operating environment in most European
countries. HSBC'’s financial strength, premium customer
base and ability to leverage its brand and global network
ensured that the group remained strong and profitable.
However, a resilient performance in most business
segments, together with a gain in own credit spreads on
long-term debt, was more than offset by lower revenues
in Global Banking and Markets.

HSBC Bank plc maintained its well-funded balance
sheet and a strong capital position.

Results for 2011

The consolidated profit for the year attributable to the
shareholders of the bank was £2,329 million.

Interim dividends of £915 million (in lieu of a final
dividend in respect of the previous financial year) and
£800 million were paid on the ordinary share capital
during the year.

A second interim dividend of £200 million in respect
of 2011 was declared after 31 December 2011, payable
on 28 February 2012.

Further information about the results is given in the
consolidated income statement on page 89.

Principal activities

The group offers a comprehensive range of banking and
related financial services. The group divides its activities
into four business segments: UK Retail Banking;
Continental Europe Retail Banking; Global Banking and
Markets; and Private Banking.

As at 31 December 2011, the bank had 1,249
branches in the United Kingdom and 14 located in the
Isle of Man and the Channel Islands. The bank had
further branches in Belgium, the Czech Republic, France,
Greece, the Hong Kong Special Administrative Region,
Ireland, Israel, Italy, Netherlands, Slovakia, South Africa,
Spain and Switzerland.

The bank’s subsidiaries have banks, branches and
offices in Armenia, the Channel Islands, the Czech
Republic, France, Germany, Greece, Hong Kong Special
Administrative Region, Hungary, Ireland, Kazakhstan,
Luxembourg, Malta, Monaco, Poland, Russia, Singapore,
South Africa, Slovakia, Switzerland and Turkey.

Business segments

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

UK Retail Banking

Within the UK, the retail banking segment comprises two
Global Businesses: Retail Banking and Wealth
Management and Commercial Banking. UK Retail
Banking and Wealth Management provides current
accounts, savings, personal loans, mortgages, cards,
financial planning, as well as life and general insurance
to UK personal customers through a variety of
distribution channels under various brands, including
HSBC, first direct, Marks & Spencer Money and
partnership card™. UK Commercial Banking provides a
wide range of products and services to commercial
organisations, from sole proprietors to quoted companies.
These include current and savings accounts, payments,
electronic banking, trade finance, loans, overdrafts, asset
finance, foreign exchange and other treasury and capital
markets instruments, wealth management services and
general insurance.

Continental Europe Retail Banking

Continental Europe Retail Banking comprises two Global
Businesses: Retail Banking and Wealth Management and
Commercial Banking, providing a similar range of
services as UK Retail Banking to local and expatriate
individual customers and internationally minded
companies in Europe. The principal Continental
European Retail Banking operations are in France,
Turkey, Malta and Germany.

Global Banking and Markets

Global Banking and Markets provides tailored financial
solutions to major government, corporate and

institutional clients and private investors worldwide. The
business is managed as two principal business lines:
Global Banking and Global Markets. This structure
allows the group to focus on relationships and sectors that
best fit the Group’s footprint and facilitates seamless
delivery of HSBC’s products and services to clients.

Private Banking

Private Banking mainly reflects the operations of HSBC
Private Banking Holdings (Suisse) S.A. and its
subsidiaries. Private Banking helps high net worth
individuals and families meet their complex international
financial needs by offering product and service leadership
in areas such as credit, alternative investments, estate
planning and investment advice.

Other

Activities or transactions which do not relate directly to
the business segments are reported in Other. Other
includes the result of certain property activities,
unallocated investment activities, movements in the fair
value of own debt and financing operations.
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Report of the Directors: Business Review (continued)

Strategic direction

HSBC is one of the few truly international banks and its
advantages lie in its network of markets relevant for
international financial flows, access and exposure to high
growth markets and businesses, and its strong balance
sheet generating a resilient stream of earnings.

Based on its competitive position, the Group strategy
has two parts:

Network of businesses connecting the world — HSBC
is ideally positioned to capture the growing international
financial flows. The Group franchise puts HSBC in a
privileged position to serve corporate clients as they grow
from small enterprises into large and international
corporates, and personal clients as they become more
affluent. Access to local retail funding and the Groups
international product capabilities allows HSBC to offer
distinctive solutions to these clients in a profitable
manner.

Wealth management and retail with local scale —
HSBC will leverage its position in faster-growing
markets to capture social mobility and wealth creation
through its Wealth Management and Private Banking
businesses. The Group will only invest in retail
businesses in markets where it can achieve profitable
scale.

In Europe the group intends to be the leading
international bank connecting Europe with the rest of the
world and capturing the region’s wealth opportunity. The
group will develop its strategy for each of the four Global
Businesses while focusing on increasing capital and cost
efficiency.

Retail Banking and Wealth Management’s strategy
will focus on selected markets where the group has scale
and growth opportunities. Selected investment will be
focused in the markets in which the group has scale,
notably the UK, France, Turkey and Malta and in
growing the group’s wealth management franchise. At
the same time the group will look to rationalise its
portfolio and exit underperforming businesses.

The strategy in Commercial Banking will be to drive
international and intra-Group connectivity leveraging the
group’s strong European footprint. Investment will be
focused on increasing the group’s share, both regional
and global, of foreign direct investment and trade-flows
and strengthening connectivity by selectively extending
the European footprint. The continuing investment in
product platforms, such as payments and cash
management, trade and receivables will enhance the
group’s product offerings.

Global Banking and Markets will build on its core
strengths, develop new capabilities and leverage
connectivity. Through the selective build out from the
hubs in London and Paris the group will optimise its
market coverage. Selective investments in systems, such
as payments and cash management, will provide seamless

global liquidity solutions across Europe. The group will
continue to increase cross-border collaboration and
integration with other Global Businesses.

Global Private Banking will look to optimise market
coverage and create synergies across Europe for domestic
and faster growing markets clients.

In improving the deployment of its capital the group
has introduced a strategic and financial framework
assessing each of its businesses on a set of five strategic
evaluation criteria, namely international connectivity,
economic development, profitability, cost efficiency and
liquidity. The results of this review determine whether
the group invests in, turns around, continues with or exits
businesses. In addition, the group is focusing on
improving cost efficiency through implementation of
consistent business models, reengineering of operational
processes and streamlining IT. These sustainable cost
savings are intended to facilitate self-funded growth in
key markets and investment in new products, processes
and technology, and provide a buffer against regulatory
and inflationary headwinds.

Group values

HSBC is putting a new emphasis on values, so that
employees are empowered to do the right thing and to act
with courageous integrity. Over the past year, the values
have been made explicit to ensure the expectations of
society, customers, regulators and investors are met.

Those values are that employees of the group are:
dependable, open to different ideas and cultures and
connected to customers, communities, regulators and
each other. By setting the highest standards of behaviour,
the aim is that all employees and customers can be proud
of the business.

UK Retail Banking

The UK Retail Banking and Wealth Management
business continues to build its position as a leading
provider of financial services to mass affluent customers
in the UK through the Premier and Advance branded
propositions. Delivery of this strategy will be achieved
through:

o the further development of wealth management and
insurance capabilities, innovating new product
propositions and increasing customer penetration;

o leveraging off the Group’s global scale and
international capabilities;

e continued focus on high value customer acquisition
and quality mortgage origination; and

o the delivery of superior service for all, facilitating
investment from sustainable cost savings.

The UK Commercial Banking strategy is to be the
leading international trade and business bank, using
HSBC'’s extensive geographical network together with
product expertise in payments, trade receivables finance
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and foreign exchange to actively support customers who
are trading and investing across borders. Delivery of this
strategy will be achieved through:

e focusing on faster-growing markets while
connecting revenue and investment flows with
developed markets;

¢ enhanced collaboration with Global Banking and
Markets, providing capital market access and a
wider range of sophisticated risk management and
liquidity products to the growing mid-market
Corporates;

e capturing growth in international small and medium-
sized enterprises; and

e driving efficiency gains through adopting a global
operating model that delivers efficiencies by sharing
systems and best practice, including customer
experience, training and product offerings, and
selectively applying a direct banking model.

Continental Europe Retail Banking

In Continental Europe, investment is being redirected
towards markets with strong group connectivity. The key
objective is to provide relationship-driven services to
selected internationally minded and emerging market
clients.

The Continental Europe Retail Banking and Wealth
Management strategy builds on its strength in mass
affluent markets by providing relevant, efficient and
sustainable propositions to Premier and Advance
customers in selected markets across the region. During
2012, the group intends to optimise further its distribution
platform and develop its wealth management capabilities
to widen product offerings and increase net new money
in deposits and long—term investments.

In Commercial Banking, the strategy is to strengthen
HSBC’s position as leading international trade and
business bank, underpinned by focusing on driving
returns across the region, collaborating with Global
Banking and Markets to capture market opportunities and
by driving efficiency gains.

Global Banking and Markets

Global Banking and Markets continues to pursue its now
well established ‘emerging markets-led and financing-
focused’ strategy, encompassing its objective to be a
leading wholesale bank by:

e utilising the Group’s extensive distribution network;

e developing Global Banking and Markets’ hub-and-
spoke business model; and

e continuing to build capabilities in major hubs to
support the delivery of an advanced suite of services
to corporate, institutional and government clients
across the HSBC network.

The combination of product depth and distribution
strength to meet the needs of both existing and new
clients is expected to allow Global Banking and Markets
to achieve its strategic goals.

Private Banking

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

HSBC’s brand, capital strength, extensive global
network and positioning provides a foundation from
which Private Banking continues to attract and retain
clients. Product and service leadership in areas such as
alternative investments, foreign exchange, estate
planning, credit and investment advice helps meet the
complex international financial needs of high net worth
individuals and families.

Through continuing investment in people, integrated
IT solutions, and focusing on domestic operations in
emerging markets, HSBC believes Private Banking is
positioned for sustainable long-term growth.

Key Performance Indicators

The Board of Directors monitors the group’s progress
against its strategic objectives on a regular basis. Progress
is assessed by comparison with the group strategy,
operating plan targets and historical performance using
both financial and non-financial measures.

Following a review of the group’s high-level key
performance indicators (‘KPI’s) and reflecting the
increased focus on the quality of the capital base, it was
decided to adopt a core tier 1 capital ratio instead of a tier
1 capital ratio as the primary indicator of the strength of
the group’s capital base and its ability to support the
growth of the business and meet regulatory requirements.

Management remains focused on improving the
group’s capital deployment to support the achievement of
its return targets. In order to support this aim, the Group
has developed and applied a five filter analysis across its
portfolio of businesses. This looks at the strategic
relevance of each country, and each business in each
country, in terms of connectivity and economic
development, and its current returns, in terms of
profitability, cost efficiency and liquidity. In 2011, the
group announced a number of closures and disposals as a
result of using the five filter analysis and will continue to
evaluate businesses during 2012 using this methodology.

Financial KPIs
2011 2010 2009

% % %

Risk adjusted revenue growth ... (5.5) 7.6 (2.3)

Cost efficiency .......ccccocovvvnrinnnes 66.2 60.5 52.7
Pre-tax return on average risk-

weighted assets 15 2.0 18

Core tier 1 capital 9.1 10.5 10.2
Advances to core funding ratio ...  91.2 95.7 96.5
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Risk-adjusted revenue growth is measured as the
percentage change in reported net operating income after
loan impairment and other credit risk charges since last
year. The group seeks to deliver consistent growth in
risk-adjusted revenues.

Outcome: Reported risk-adjusted revenue decreased
primarily due to lower revenues in Global Banking and
Markets as turmoil in eurozone sovereign debt markets
escalated, particularly in the second half of 2011.

Cost efficiency is measured as total operating expenses
divided by net operating income before loan impairment
and other credit risk provisions.

Outcome: The cost efficiency ratio was outside the
target range in part due to lower revenues in Global
Banking and Markets and higher costs, most notably
from customer redress programmes, restructuring costs
and an increase in staff costs reflecting higher average
FTEs and wage inflation in key markets.

Return on risk-weighted assets is measured as pre-tax
profit divided by average risk-weighted assets. The group
targets a return in the medium term of between 1.8 and
2.0 per cent.

Outcome: The return on average risk-weighted assets
of 1.5 per cent was below the target range.

Core tier 1 capital comprises shareholders’ equity and
related non controlling interests less regulatory
deductions and adjustments. The group seeks to maintain
a strong capital base to support the development of its
business and meet regulatory capital requirements at all
times.

Outcome: The decrease in core tier 1 capital to 9.1
per cent reflected an increase in risk-weighted assets due
primarily to the impact of the introduction of the Basel
2.5 requirements.

Advances to core funding ratio comprises loans and
advances to customers as a percentage of the total core
customer deposits and term funding with a remaining
term to maturity in excess of one year. The lower the
percentage, the stronger the funding position.

Outcome: The strong funding position has allowed
the group to take advantage of loan growth opportunities
during the year.

Non-financial KPIs

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

Employee engagement

Employee engagement is a measure of employees’
emotional and intellectual commitment to an
organisation. At HSBC, engagement is measured through
a Global People Survey (‘GPS’) which is carried out
annually in July. In 2011, nearly 57,000 colleagues from
HSBC's UK and European businesses shared their views
on what works well and what needs to change to create a

working environment where people can perform at their
best. Compared with 2010, employee engagement rose
by 3 per cent to 67 per cent for 2011.

Management have discussed the results of the GPS
with their respective teams and formulated action plans to
address key focus areas. Actions will centre upon team
effectiveness, creating a value-led environment and
enhancing career development.

Brand perception

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

HSBC monitors the strength of its brand through an
index of brand measures, derived through market
research from independent agencies, benchmarked
against competitors.

The brand health index in both Retail Banking and
Wealth Management and Commercial Banking were the
most favourable in the market amongst their key
competitors.

Customer recommendation

In addition to tracking the strength of its brand, HSBC
closely tracks through independent market research, how
satisfied customers are and how likely they are to
recommend the bank to others.

The resulting scores are benchmarked against
competitors. The bank does this by aggregating data from
accredited independent organisations.

The brand remains the clear leader for customer
satisfaction amongst Premier or equivalent customers in
the UK. In Commercial Banking, HSBC's competitive
position on recommendation improved in the second half
of the year to a position above the market average.

Awards
HSBC was recognised in several industry awards
throughout 2011. A small selection of those follows:

e  ‘Best High Street Mortgage Provider’ and “First
Time Mortgage Buyers’ Choice’ - Moneyfacts
(HSBC)

e  ‘Most Trusted Financial Provider’ - Moneywise
(first direct)

e  ‘Best Current Account’ — Moneynet Personal
Finance (first direct)

e  ‘Best Student Account Provider’ — the Sunday Times
(HSBC)

e  ‘Best Business Bank for Service’ and ‘Best Online
Banking Provider’ - Moneyfacts

e 'Best Bank for FX for corporate clients' — FX Week
Best Banks Awards
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e  ‘Best Debt House in Western Europe’ — (Euromoney
Awards for Excellence 2011)

Economy

Reconciliation of reported and
underlying profit before tax

After growing by 2.1 per cent in 2010, UK Gross
Domestic Product (“GDP”) growth eased to 0.9 per cent
in 2011. The unemployment rate rose to 8.4 per cent in
December 2011. Despite the weakness in the domestic
economy, an increase in the rate of value added tax and
rising oil prices early in the year pushed the annual rate
of Consumer Price Index (‘CPI’) inflation to 5.2 per cent
in September 2011 before moderating to 3.6 per cent in
December 2011. The Bank of England maintained the
base rate at 0.5 per cent throughout the year and
expanded the size of its Asset Purchase Programme by
£75 billion to £275 billion in October 2011.

The eurozone economy grew by 1.5 per cent in 2011,
on the back of a recovery in global trade in the first half
of 2011 and domestic fixed investment growth. Within
the region, Germany saw the strongest recovery with
GDP growing by 3 per cent. The German unemployment
rate, as measured by the International Labour
Organisation, fell during the year, touching 5.5 per cent
in December, but for the eurozone as a whole joblessness
rose further to 10.4 per cent in December. Concerns
about sovereign debt sustainability persisted in 2011,
leading to banking sector strains. The European Central
Bank cut interest rates to 1 per cent and introduced
several new measures to ease strains in the banking sector
including long-term refinancing operations of 36 months
maturity and easing of commercial banks’ collateral
requirements for use in these liquidity operations.

The group measures its performance internally on a like-
for-like basis by eliminating acquisitions, disposals of
subsidiaries and businesses, and fair value movements on
own debt designated at fair value attributable to credit
spread where the net result of such movements will be
zero upon maturity of the debt, all of which distort
period-on-period comparisons. The group refers to this as
its underlying performance. Reported results include the
effects of the above items. They are excluded when
monitoring progress against operating plans and past
results because management believes that the underlying
basis more accurately reflects operating performance.

Underlying performance

The tables below compare the group’s underlying
performance in 2011, 2010 and 2009 with reported
profits in those years.

The following items comprise the underlying
adjustments:

e the change in own credit spread on long-term debt
which resulted in a gain of £832 million in 2011; a
loss of £122 million in 2010 and a loss of £439
million in 2009 in Net income/(expense) from
financial instruments designated at fair value;

e the operating results of HSBC International Trustee
Limited since its acquisition in July 2011,

e the operating results for 2010 and the £114 million
impact of the disposal of Eversholt Rail Group in
December 2010 (footnote 2);

e the operating results to date of disposal of HSBC
Insurance Brokers Limited in April 2010 and the
gain on disposal of £83 million;

e the £180 million gain on the disposal of the residual
49 per cent stake in a UK merchant acquiring
business in June 20009.
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Reconciliation of reported and underlying profit before tax

2011 compared with 2010

2011 2011 2011 2010 2010 2010  Reported Under-
reported adjust- under- reported adjust- under-  change % lying
£m ments lying £m ments lying change %
£m £m
Net interest incOMe .........coceevenee. 7,223 ®3) 7,220 7,694 23 7,717 (6%) (6%)
Net fee income 3,900 (29) 3,871 4,040 (31) 4,009 (3%) (3%)
Trading iNCOME ..o 1,536 - 1,536 2,117 151 2,268 (27%) (32%)
Net income from financial
instruments designated at fair
VAIUE™ .. 433 (832) (399) 276 122 398 57% (200%)
Gains less losses from financial
investments 292 - 292 537 - 537 (46%) (46%)
Net earned insurance premiums.....
2,580 - 2,580 2,635 (4) 2,631 (2%) (2%)
Other operating income 241 (7 234 800 (475) 325 (70%) (28%)
Total operating income 16,205 (871) 15,334 18,099 (214) 17,885 (10%) (14%)
Net insurance claims incurred
and movement in liabilities to
policyholders........ccccccoocvvnnnne. (2,182) (26) (2,208) (3,023) 4 (3,019) 28% 27%
Net operating income before
impairments and provisions .. 14,023 (897) 13,126 15,076 (210) 14,866 (7%) (12%)
Loan impairment charges and
other credit risk provisions......... (1,623) _ (1,623) (1,951) _ (1,951) 17% 17%
Net operating income ................. 12,400 (897) 11,503 13,125 (210) 12,915 (6%) (11%)
Total operating expenses................ (9,288) 22 (9,266) (9,119) 156 (8,963) (2%) (3%)
Operating profit .......ccccoceevrienn. 3,112 (875) 2,237 4,006 (54) 3,952 (22%) (43%)
Share of profit in associates and
joint ventures..........ccocoeevniennes O _ o 5 _ 5 _ _
Profit before tax .........ccooooo.coo.. 3,111 (875) 2,236 4,011 (54) 3,957 (22%) (43%)
2010 compared with 2009
2010 2010 2010 2009 2009 2009 Reported Under-
reported adjust- under- reported adjust- under-  change % lying
£m ments lying £m ments lying change %
£m £m
Net interest iNCOME ........cvvverreennees 7,694 - 7,694 8,091 (€] 8,090 (5%) (5%)
Net fee iNCOmMe ........oocvverevverernrennn. 4,040 (31) 4,009 4,077 (185) 3,892 (1%) 3%
Trading iNCOME ......c.ccevvreverireinnes 2,117 - 2,117 2,626 - 2,626 (19%) (19%)
Net income / (expense) from
financial instruments
designated at fair value'............. 276 122 398 543 439 982 (49%) (59%)
Gains less losses from financial
INVESEMENTS ...c.cvvviviirirniiciies 537 - 537 (73) - (73) 836% 836%
Net earned insurance premiums..... 2,635 - 2,635 2,716 - 2,716 (3%) (3%)
Other operating income.................. 800 (246) 554 1,122 (182) 940 (29%) (41%)
Total operating income .................. 18,099 (155) 17,944 19,102 71 19,173 (5%) (6%)
Net insurance claims incurred
and movement in liabilities to
policyholders.........c.ccoceiveeennne. (3,023) - (3,023) (3,540) - (3,540) 15% 15%
Net operating income before
impairments and provisions .. 15,076 (155) 14,921 15,562 71 15,633 (3%) (5%)
Loan impairment charges and
other credit risk provisions........ (1,951) - (1,951) (3,364) - (3,364) 42% 42%
Net operating income ... 13,125 (155) 12,970 12,198 71 12,269 8% 6%
Total operating expenses. (9,119) 52 (9,067) (8,198) 176 (8,022) (11%) (13%)
Operating profit ........cccoecvvveenn. 4,006 (103) 3,903 4,000 247 4,247 - (8%)
Share of profit in associates and
JOINt VENTUIES.....ecveeiierccine 5 - 5 14 1) 13 (64%) (61%)
Profit DEfOre tax .......cccooveeeeeneee 4,011 (103) 3,908 4,014 246 4,260 - (8%)

1 Changes in fair value due to movements in own credit spread on long-term debt issued. This does not include the fair value changes due to
own credit spread on structured notes issues and other hybrid instruments included within trading liabilities.
2 In the 2010 compared with 2009 table, underlying results include the trading results of Eversholt Rail Group in both years. These are
excluded from the 2010 underlying position in the 2011 compared with 2010 table.



HSBC BANK PLC

Report of the Directors: Business Review

Financial summary

Summary consolidated income statement

2011 2010 2009

£m £m £m

Net INtEreSt INCOME. ..ottt 7,223 7,694 8,091
NEEFEE INCOME ..ottt sttt et et e s rebesaesaeebeens 3,900 4,040 4,077
TrAGING INCOME .o.vivieiieieieeeis et ss sttt ne e e et esenenens 1,536 2,117 2,626
Net income / (expense) from financial instruments designated at fair value..... 433 276 543
Gains less losses from financial INVEStMENTS.........cccccvvveereiereriverceeesee s 292 537 (73)
Net earned insurance premiums................... 2,580 2,635 2,716
Other operating income............ 241 800 1,122
Total OPerating iNCOME .........ceuruiiiiririiieeieiet bbb 16,205 18,099 19,102
Net insurance claims incurred and movement in liabilities to policyholders.... (2,182) (3,023) (3,540)
Net operating income before impairments and provisions............cccccceevnnneae. 14,023 15,076 15,562
Loan impairment charges and other credit risk provisions............ccccoeoevrreveiinnnenns (1,623) (1,951) (3,364)
Net OPErating INCOME ........cciuiiiiiriiriiccicere e 12,400 13,125 12,198
Total operating expenses... (9,288) (9,119) (8,198)
OPErating PrOFit .......oiiiiiiii e 3,112 4,006 4,000
Share of profit in associates and jOINt VENTUIES ..........cccccvviiniiicieinrcsceins 1) 5 14
PIOFIE DEFOIE TAX vvvrvvererveeeseeeeeeeeeeesseeesseesesseeeseesseessesesees s esesseesesesseesseesesseeseneseseees 3,111 4,011 4,014
Tax expense (734) (996) (856)
Profit fOr the YEAr ..o 2,377 3,015 3,158
Profit attributable to shareholders of the parent COmMpPany.........cccoveererrneciiisnnnenes 2,329 2,959 3,092
Profit attributable to non-controlling INtErests...........cccvevrrnnccnceese s 48 56 66

Review of business performance

2011 compared with 2010

HSBC Bank plc and its subsidiary undertakings
reported profit before tax of £3,111 million, 22 per cent
lower than 2010. Underlying profit before tax decreased
by 43 per cent as eurozone debt concerns continued to
dominate European market sentiment resulting in
markedly lower revenues in Global Banking and
Markets.

During the year, the group started to reshape its
business portfolio, announcing the closure of the retail
banking businesses in Poland and Russia, the exit of
operations from Georgia, and the disposal of the UK
motor insurance business. In order to improve cost
efficiency, measures were also taken to streamline
processes while maintaining high standards of service.
As a result of both of these initiatives, total
restructuring costs of £237 million were incurred across
the region in 2011.

Retail Banking in both the UK and Continental
Europe recorded resilient financial performances in
challenging economic conditions. In Continental
Europe there was strong demand in term lending and
growth in the deposit base, whilst in the UK, the bank
increased its share of new mortgage lending to 10 per
cent with an average loan to value ratio of 53 per cent.

Commercial Banking made progress in its strategy
of becoming the leading international trade and
business bank, delivering enhanced Trade and
Receivables Finance and Payments and Cash
Management product offerings in Continental Europe.
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In the UK, term lending grew despite an overall market
contraction, and the bank exceeded its 2011 lending
intentions under the Project Merlin agreement both in
terms of total and SME facilities.

Global Banking and Markets continued to focus on
cross-border initiatives to position the business to
leverage trade flows, and also invested in technology
platforms, including Equities and Prime Services, to
capture medium-term opportunities in the region. In
Payments and Cash Management, enhanced network
capabilities together with innovative liquidity, channel
and payables solutions allowed the group to win
substantial business across the corporate and financial
institution business segments.

In Private Banking, revenue growth was driven by
increased net new money and client activity, although
this was offset by a rise in impairment charges and
higher costs primarily due to the strengthening of the
Swiss franc against sterling.

The following items are significant in a comparison
of 2011’s underlying results to 2010:

e provisions of £507 million in 2011, for customer
redress programmes including the estimated
redress for the possible mis-selling of PPI policies
in previous years and redress in relation to advice
given to some customers of NHFA;

e an accounting gain of £360 million resulting from
legislative change in the inflation measure used to
calculate the defined benefit obligation in the UK
for deferred pensions recognised in May 2011,
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e operating expenses of £237 million in 2011 in
relation to restructuring;

e the sale and leaseback of the Paris headquarters
building in February 2010 resulted in a gain of
£125 million being reported as an increase in Other
operating income in 2010; and

e one-off payroll and bonus taxes amounting to £218
million in respect of certain 2009 bonuses was
recognised and paid in 2010 reported as an increase
in Total operating expenses;

The commentary that follows is on an underlying
basis.

Net interest income decreased by £497 million or 6
per cent reflecting the decline in Balance Sheet
Management revenues as higher yielding positions
matured and opportunities for reinvestment were
limited by the prevailing low interest rate environment.
This was coupled with a fall in Credit and Lending
revenues as a result of lower lending balances.
Revenues from the group’s legacy credit portfolio also
declined due to a reduction in effective yields and lower
holdings. The above factors were partly offset by
increased spreads on term lending and personal lending
in the UK, along with a growth in term balances across
the region and mortgages in the UK.

Net fee income decreased by £138 million or 3 per
cent as income from management services generated
from investment conduits was lower, together with
higher intercompany fees payable on intragroup
referrals. This was partly offset by higher levels of
client activity and growth in assets under management
in Group Private Banking.

Trading income decreased by £732 million or 32
per cent primarily due to significantly lower secondary
trading revenues in Rates and Credit, as turmoil in
eurozone sovereign debt markets escalated, particularly
in the second half of 2011, resulting in trading losses as
increased risk aversion and limited client activity let to
a significant widening of credit spreads on certain
sovereign and corporate bonds. In addition, a sharp
reduction in revenues from the group’s legacy credit
portfolio reflected the non-recurrence of the prior year
price appreciation and lower asset holdings.

Lower favourable foreign exchange movements
were reported on trading assets held as economic
hedges of foreign currency debt designated at fair value.
These offset lower adverse movements on foreign
currency debt which is reported in ‘Net expense from
financial instruments designated at fair value’.

Trading income from structured liabilities included
favourable fair value movements in 2011 as credit
spreads widened compared with adverse fair value
movements in 2010. In the Equities business, revenues
rose as investment in platforms improved the group’s
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competitive positioning and helped capture increased
client flows. This was coupled with lower losses on
portfolio hedges in Global Banking compared with the
prior year.

Net income from financial instruments designated
at fair value decreased by £797 million, primarily due
to losses on the fair value of assets held to meet
liabilities under insurance and investment contracts as
equity markets fell, notably in the second half of 2011,
compared with gains reported in 2010. To the extent
that these losses accrued to policyholders holding unit-
linked insurance policies and insurance or investment
contracts with Discretionary Participation Features
(‘DPF’), there was a corresponding decrease in ‘Net
insurance claims incurred and movement in liabilities to
policyholders’.

These losses were partly offset by lower adverse
foreign exchange movements on foreign currency debt
designated at fair value, issued as part of our overall
funding strategy, with an offset reported in Trading
income.

Gains less losses from financial investments were
£292 million compared to £537 million in 2010, as a
deterioration in market confidence resulted in fewer
disposal opportunities and lower gains from the
disposal of private equity investments. This was partly
offset by gains on certain securitised debt portfolios in
2011.

Net earned insurance premiums decreased by £51
million or 2 per cent driven by the non-renewal and
transfer to third parties of certain contracts in our Irish
business, and the run-off and sale of the legacy motor
business in the UK. This was partly countered by
increased revenues from targeted sales campaigns in
Retail Banking and Wealth Management, notably for
investment contracts with DPF in France and unit-
linked products in the UK.

Other operating income decreased by £91 million
driven by the non-recurrence of the £125 million gain
on the sale and leaseback of our Paris headquarters in
2010. A net decrease in the present value of in-force
(‘PVIF’) long-term insurance business reflected the
impact from experience and assumption updates. This
was partially offset by a one-off gain recognised upon
the refinement of the calculation of the PVIF asset and
strong sales of insurance products notably in France.

Net insurance claims incurred and movement in
liabilities to policyholders decreased by £811 million in
2011. Investment losses, which contrasted with
investment gains in 2010, led to a lower increase in
the movement in liabilities to policyholders. Further,
the non-renewal and transfer to third parties of certain
contracts in the Irish business and the sale of the legacy
motor book in the UK also resulted in a decrease in net
insurance claims incurred and movement in liabilities to
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policyholders. Partly offsetting this, were reserves
established for new business written, consistent with the
increase in net earned insurance premiums.

Loan impairment charges and other credit risk
provisions decreased by £328 million or 17 per cent.
Loan impairment charges in UK Retail were
significantly lower than in 2010 driven by improved
delinquencies across both the secured and unsecured
lending portfolios due to improved collections and the
low interest environment. In Continental Europe Retail,
impairments increased slightly, with a provision on the
insurance assets portfolio due to the depressed financial
markets and higher provisions on a small number of
Commercial Banking exposures in Greece. Global
Banking and Markets recorded a charge of £90 million
on available-for-sale Greek sovereign debt now judged
to be impaired, however this was partly offset by lower
charges on asset-backed securities as the impact of
losses in the underlying collateral pools generated lower
charges on asset-backed securities. In addition,
impairments of £55 million were included in Private
Banking in relation to specific charges in the UK and
Channel Islands, as well as a provision on Greek
available-for-sale debt securities.

Total operating expenses increased by £303 million
or 3 per cent. This included provisions of £507 million
relating to UK customer redress programmes, including
a charge in respect of the possible mis-selling of
Payment Protection Insurance (PPI) in previous years,
and restructuring provisions across the region of £237
million. This was partly offset by a credit of £360
million resulting from a legislative change in the
inflation measure used to calculate the defined benefit
obligation in the UK for deferred pensions. 2010
included one-off payroll and bonus taxes of £218
million in the UK and France. Operating expenses also
rose due to investment in strategic initiatives including
the development of Prime Services and equity market
capabilities and the expansion of the Rates and Foreign
Exchange e-commerce platforms. In addition, the
strengthening of the Swiss franc, which accounts for a
significant proportion of the Group Private Banking
cost base, also led to a rise in expenses. Global Banking
and Markets continued to invest in strategic initiatives
including the development of Prime Services and equity
market capabilities and the expansion of the Rates and
Foreign Exchange e-commerce platforms. Performance-
related awards, however, were substantially lower than
in the prior year, reflecting the decline in net operating
income, although this was mostly offset by higher
amortisation charges for previous years’ performance
shares and accelerated expense recognition for current
year deferred bonus awards.

The effective tax rate was 23.6 percent (2010: 24.8
per cent). This is lower than the UK statutory tax rate of
26.5 per cent (2010: 28 per cent). The main driver of
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the lower effective tax rate is the effect of non-taxable
income.

2010 compared with 2009

HSBC Bank plc and its subsidiary undertakings
reported profit before tax of £4,011 million, in line with
the £4,014 million in 2009, but 8 per cent lower on an
underlying basis. The differences between reported and
underlying results are explained on page 10. The fall in
underlying profits was largely due to lower levels of
Global Banking and Markets income, where the
exceptional results of 2009 were not repeated.

Global Banking and Markets results remained
strong by historical standards. However Global Banking
and Markets income decreased in 2010 due to the more
difficult market conditions and a reduced contribution
from Balance Sheet Management. In Private Banking,
reported profit before tax decreased as the impact on
revenues persisted in the low interest rate environment
and higher costs from increased investment in systems
and compliance costs.

Retail Banking in both the UK and Continental
Europe recorded a resilient financial performance in a
challenging economic environment. In Retail Banking
and Wealth Management, sustainable long term
relationships continued to be built with the Premier and
Advance customer segments, focusing on wealth
management and secured lending. During 2010, the
group increased its market share of UK mortgage
lending while maintaining a conservative loan to value
ratio. In Commercial Banking, progress continued to be
made on the group’s strategy of becoming the leading
international business bank and the group actively
supported corporates and SMEs in response to changing
economic circumstances.

The following items are significant in a comparison
of 2010’s underlying results to 2009:

o the sale and leaseback of the Paris headquarters
building in February 2010 resulted in a gain of
£125 million being reported as an increase in Other
operating income in 2010;

e one-off payroll and bonus taxes amounting to £218
million in respect of certain 2009 bonuses was
recognised and paid in 2010 reported as an increase
in Total operating expenses;

e aloss of £179 million, booked across various lines,
for HSBC Insurance (UK) Limited in 2009 (as the
UK motor insurance underwriter was significantly
affected by adverse claims experience during the
year) compared with £7 million profit in 2010. The
motor insurance underwriting business was placed
into run-off during 2009 with no new customer
business written in 2010;

e again of £322 million related to a change in the
delivery of certain staff benefits in the main UK
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pension scheme reported as a reduction in Total
operating expenses in 2009; and

e again of £353 million on the sale of the Group’s
London headquarters building reported as an
increase in Other operating income in 2009.

The commentary that follows is on an underlying
basis.

Net interest income decreased by £396 million or 5
per cent. Net interest income in Balance Sheet
Management decreased, as expected, from the strong
levels in 2009 as higher yielding positions taken in prior
years matured and opportunities for reinvestment at
equivalent yields were limited by prevailing low
interest rates and flatter yield curves. The fall in income
from interest-earning assets was driven by the group
repositioning its lending portfolios towards lower
yielding but higher quality secured assets. In Private
Banking, the continuing low interest rate environment
impacted customer deposit margins resulting in lower
net interest income. These reductions were offset, in
part, by a £6 billion increase in average mortgage
balances in the UK and improved asset margins.

Net fee income increased by £117 million or 3 per
cent. Higher fee income from sales of investment
products was driven by a stronger investment
performance in funds and improved customer
sentiment. There was also an increase in fee income
from credit facilities in line with higher customer
volumes. Fees were also received for management
services provided by the bank to structured investment
conduits. Partially offsetting these increases were
reductions in the level of fees from equity capital
markets due to reduced client activity.

Trading income decreased by £509 million or 19
per cent. Credit and Rates revenues were adversely
affected by the unfavourable market conditions caused
by the impact of the European sovereign debt crisis.
Foreign exchange reported lower revenues reflecting
spread compression resulting from increased
competition. This was partly offset by lower net fair
value losses on structured liabilities and a net release of
previous write-downs on legacy positions as asset
prices improved.

In addition, Trading income included foreign
exchange gains on trading assets held as economic
hedges of foreign currency debt designated at fair value,
compared to losses reported in 2009. An offsetting
amount is reported in Other income.

Net income from financial instruments designated
at fair value decreased by £584 million. The growth in
equity markets in 2010 was lower than 2009 resulting in
lower investment gains recognised on the fair value of
assets held to meet liabilities under insurance and
investment contracts. To the extent that these gains
accrued to policyholders holding unit-linked insurance
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policies and insurance or investment contracts with
discretionary participation features (‘DPF’), there was a
corresponding decrease in Net insurance claims
incurred and movement in liabilities to policyholders.

In addition, foreign exchange losses were reported in
the year on foreign currency debt designated at fair
value, issued as part of our overall funding strategy with
an offset from trading assets held as economic hedges
reported in Trading income.

Gains less losses from financial investments were
£537 million, compared to a £73 million loss
recognised in 2009. This reflected gains on sale of
private equity investments as market conditions
improved and higher net gains in Balance Sheet
Management on disposal of available-for-sale debt
securities. There was also a reduction in the level of
write-downs required on equity investments.

Net earned insurance premiums decreased by £81
million following the decision in 2009 to place the UK
motor insurance business into run-off; no new
premiums were written in 2010 in this business. The
decision taken during 2010 not to renew certain
contracts in the Irish business resulted in a further
decrease in premiums. This was partly offset by strong
sales activity in the UK Life and French insurance
businesses.

Other operating income decreased by £386 million
or 41 per cent, as the non-recurrence of the gain on the
sale and leaseback of the Group’s London headquarters
building in 2009 was only partly offset by the £125
million gain recorded on the sale and leaseback of the
Paris headquarters in 2010.

Net insurance claims incurred and movement in
liabilities to policyholders decreased by £517 million in
2010. This was in line with the movement in liabilities
to insurance and investment with DPF policyholders
reported above in Net income from financial
instruments designated at fair value. In addition, the
non-recurrence of the strengthening of reserves in 2009,
on the now-closed UK motor insurance book and the
decision not to renew certain contracts in the Irish
business also resulted in lower claims.

Loan impairment charges and other credit risk
provisions decreased by £1,413 million or 42 per cent
reflecting the more stable credit environment and the
risk mitigation actions taken by management. In Global
Banking and Markets, loan restructuring activity and
the non-recurrence of specific charges taken in relation
to a small number of customers in 2009 contributed to a
decline in loan impairment charges. Credit risk
provisions on certain available-for-sale asset backed
securities also decreased due to a slowing in the rate of
anticipated losses on the underlying collateral pools.

The loan impairment charges in both UK and
Continental Europe Retail Banking were significantly
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lower than in 2009. In Retail Banking and Wealth
Management, lower loan impairment charges were
driven by improved delinquencies across both the
secured and unsecured lending portfolios due to
enhanced credit risk management practices and
improved collections. In UK Commercial Banking, loan
impairments were lower, with the improvement spread
across most industry sectors. Reductions were also seen
across the Commercial Banking business in Continental
Europe.

Total operating expenses increased by £1,045
million or 13 per cent. Included in 2010 was a one-off
payroll and bonus tax levied on certain 2009 bonuses in
the UK and France amounting to £218 million,
primarily in Global Banking and Markets. Operating
expenses in 2009 included an accounting gain of £322
million relating to a change in the basis of delivering of

Summary consolidated balance sheet

certain staff benefits in the main UK pension scheme.
Excluding these items, operating expenses were £505
million higher than the prior year. This was mainly
driven by continued strategic investments in Global
Banking and Markets capabilities and operational
infrastructure to drive future growth. In addition, there
were also increases in rental expenses, following the
sale and leaseback of the London and Paris
headquarters, and litigation provisions.

The effective tax rate was 24.8 per cent (2009: 21.3
per cent). This is lower than the UK statutory tax rate of
28 per cent (2009: 28 per cent). The major items of note
are the benefit of tax free capital gains and profits
earned in lower tax jurisdictions, partially offset by the
non-deductibility of the one-off bonus tax paid in the
UK.

2011 2010 2009

£m £m £m

Total assets......cccovvevvevevcreiiieiies 827,970 798,494 751,928
Cash and balances at central banks.. 56,460 24,495 14,274
TTAING ASSELS 1.v.vvvvvieiites ettt ettt s ettt et b st b bbb bbb e s s st e bbb b s se et s s b e s e bbb s s et enebena 126,598 159,552 165,008
Financial assets designated at fair VAIUE ...t 15,332 15,467 16,435
Derivative assets 176,993 129,158 118,516
L.0ans and adVANCES 10 DANKS .........ccvcvieveriieeiiteecece ettt sttt ettt sa et sttt ettt eaete e be et nee 44,603 57,027 46,994
L.0ans and adVanCES t0 CUSIOMELS .......cuueirieueiererireetsteiese et tetesesesestsasse e s ssebesesesesessesesese e s eseseseenessasees 288,014 285,218 274,659
Financial investments 93,112 102,086 86,695
[ 11T TR 26,858 25,491 29,347
TOLAL TIADIIITIES ...ttt sttt e et st st et e ettt e b e b e s st et e et eb e s e st atebesas 796,366 766,137 723,500
DEPOSILS DY DANKS. ..o 41,032 48,287 57,729
CUSTOMET ACCOUNES .....vvvvieieveiete et sttt ettt et et et ebe st ese st etesaesesbese st eseste e esessebessebessesessenessensesensebensabeseasens 346,129 344,123 332,896
TrAdING HADITIES ©..vcvvveiieicec bbbttt bbb s et setena 119,211 132,360 118,881
Financial liabilities designated at fair VAIUE ..............cccciiiiiiiiicice s 31,992 27,935 18,164
[T Y2 EAVZ=T Lo TE L= 178,121 129,204 118,689
DDt SECUITIES TN ISSUB ......vveviveiicieteteteecee ettt ettt ettt sttt sese st et et esesese st e tesetesn s senane 42,688 48,119 39,340
Liabilities under inSUranCe CONEIaCES ISSUBM ...........cveveieieieiieciecte ettt ettt ettt st sbeereeaeeneas 16,347 17,116 16,505
[ 11T TR 20,846 18,993 21,296
TOLAI BOUILY .ottt bbb s et bbb b se s s bbb b s s s et neaena 31,604 32,357 28,428
Total ShArehOIAEIS” EQUILY .......c.iuiiiiiriiirii bbb 31,090 31,825 27,787
NON-CONEIOIING TNEEIESES.......cucuiiieictet ettt bbbttt ettt 514 532 641

Movements in 2011

Total reported assets were £828 billion, 4 per cent
higher than at 31 December 2010.

Strong growth in deposits enabled the group to
continue to support its customers’ borrowing
requirements, leading to higher term lending and
mortgage balances in the UK. In addition, the fair value
of derivative contracts increased markedly, as the result
of an increase in the fair value of interest rate contracts
and an increase in balances with other HSBC
companies.

The group maintained a strong and liquid balance
sheet with the ratio of customer advances to customer
accounts at 83.2 percent (2010: 82.9 per cent).
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The group’s reported tier 1 ratio stood at 10.0
percent (2010: 11.4 percent). The implementation of the
CRD I11I requirements was the principal reason for the
decline. CRDIII increased the group’s credit and
counterparty risk risk-weighted assets by £5 billion and
market risk risk-weighted assets, primarily due to the
introduction of Stressed VAR, by £16 billion.

Assets

Cash and balances at central banks rose by 130 per
cent. The increasingly prominent role played by western
central banks in the functioning of the money markets
resulted in a larger portion of the group’s excess
liquidity being held with central banks in Europe.
Particular focus was placed on transferring surplus
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liquidity away from sovereign and bank-issued debt
securities and money market placements with banks to
placements with central banks in the most highly-rated
European countries.

Trading assets decreased by 21 per cent. Economic
uncertainty led to a decline in market activity. As a
result, the group reduced its holdings of government
and highly-rated corporate debt securities and equity
positions and did not replace maturities in the reverse
repo book. This was partly offset by higher cash
collateral posted with external counterparties as the fair
value of derivative liabilities rose.

Financial assets designated at fair value were in
line with 2010.

Derivative assets increased by 37 per cent, due to a
significant rise in the fair value of interest rate
contracts. The increase was driven by the downward
movements of yield curves in major currencies
following the global monetary response to continued
economic weakness, including quantitative easing
measures. There was also a customer-driven increase in
the notional value of outstanding contracts during the
period. The increase in the fair value of derivative
assets was partly offset by higher netting as a result of
increased trading through clearing houses.

Loans and advances to banks declined by 22 per
cent, as funds from maturing term loans and reverse
repo balances were deposited with central banks in
Europe.

Loans and advances to customers were broadly in
line with the prior year. Growth in commercial lending
as a result of targeted marketing campaigns and
residential mortgages due to competitive pricing, were
offset by a reduced levels of unsecured customer
overdrafts and reverse repo balances.

The bank in the UK exceeded its 2011 lending
intentions under the Project Merlin agreement with the
UK Government in respect of both total and SME
facilities.

Financial investments decreased by 9 per cent as
the group took the decision to place a portion of the
proceeds from sales and maturities of financial
investments with central banks.

Liabilities
Deposits by banks fell by 15 per cent due to a reduction

in repo balances as a result of lower market activity and
money market deposits, primarily in the UK.
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Customer accounts were in line with prior year as
increased levels of customer deposits were offset by
lower levels of repo balances.

Trading liabilities fell by 10 per cent. Net short
bond and equity positions decreased in line with the
reduction in holdings of debt and equity securities,
which fell as a result of lower market activity. Repo
balances also declined, reflecting lower funding
requirements as trading assets fell. These declines were
offset in part by a rise in cash collateral posted by
external counterparties in line with the increase in the
fair value of derivative contracts.

Financial liabilities designated at fair value
increased by 15 per cent. Funding from new debt
issuances were partly offset by maturities.

Derivative assets increased by 37 per cent. The
derivative businesses are managed within market risk
limits and, as a consequence, the increase in the value
of derivative liabilities broadly matched that of
derivative assets.

Debt securities in issue fell by 11 per cent
reflecting maturity without replacement as a result of
lower funding requirements.

Liabilities under insurance contracts fell by 4 per
cent. The increase driven by reserves established for
new business premiums written, in France and the UK
was more than offset by the effect of a fall in equity
markets, which resulted in a decline in the fair value of
assets held to support unit-linked and investment and
insurance contracts with DPF. In addition, the fall
reflects the non-renewal and transfer to third parties of
certain contracts in the group’s Irish businesses and the
impact of the sale of the motor business in the UK
during 2011.

Equity

Total shareholders’ equity fell by 2 per cent. The
decrease arose from the repayment of £1,750 million of
perpetual subordinated debt reported as Other equity
instruments. At the same, to replace this funding, the
bank issued US$2,862 million of perpetual
subordinated debt which is reported within
Subordinated liabilities. This fall was partially offset by
the retention of profits generated during the year and
actuarial gains arising in the defined benefit pension
plans.
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Performance and Business Review

Profit on ordinary activities before tax

2011 2010 2009 2011 2010 2009

£m £m £m £m £m £m

Reported Reported Reported  Underlying Underlying Underlying

UK Retail Banking®...........ccocorevvrerrvrenionnn, 1,547 1,321 997 1,518 1,273 800
Continental Europe Retail Banking® 314 374 234 314 374 234
Global Banking and Markets® .................. (94) 1,816 2,465 (95) 1,688 2,469
Private Banking ........c.c.coeeveenee 528 616 728 497 616 728
Other/Intersegment 816 (116) (410) 2 6 29
3,111 4,011 4,014 2,236 3,957 4,260

1 Restated to reflect the transfer of the Asset Management business

HSBC Bank plc and its subsidiary undertakings
reported a pre-tax profit of £3,111 million, £900 million
or 22 per cent lower than 2010 or 43 per cent lower on
an underlying basis.

Strong performance was reported by UK Retail
Banking, with profit before tax of £226m higher than
2010. Continental Europe Retail Banking and Private
Banking both recorded lower levels of profit than 2010.
Revenues in Global Banking and Markets were
markedly lower in 2011 due to the turmoil associated
with the impact of the European sovereign debt crisis.

The figures in the following tables are on a reported
basis.

UK Retail Banking'

2011 2010 2009
£m £m £m
Net interest income ................. 3,602 3,536 3,362
Net fee income ........ccceevvvverinne 1,776 1,866 1,927
Trading iNCOME .....c.covvvririeeennne 54 10 29
Other inCOMe........cccovvvrveennnne. 194 255 241
Net operating income before
impairments and
PrOVISIONS.....cvcveivriirierrennes 5,626 5,667 5,559
Loan impairment charges
and other credit risk
PrOVISIONS. ...c.oveviverriririeenee (796)  (1,221)  (1,600)
Net operating income . 4,830 4,446 3,959
Total operating expenses......... (3,282) (3,128)  (2,975)
Operating profit ................. 1,548 1,318 984
Share of profit in associates
and joint ventures.................... 1) 3 13
Profit before tax ................... 1,547 1,321 997

1 Restated to reflect the transfer of the Asset Management business

2011 compared with 2010
Overview

The challenging economic environment continued to
impact the UK and eurozone economies, however the
diversification of the group enabled it to continue to
support its personal and commercial customers,
resulting in a resilient financial performance.
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UK Retail Banking reported a profit before tax of
£1,547 million compared with £1,321 million in 2010,
an increase of 17 per cent.

On an underlying basis, profit before tax was
£1,518 million, an increase of 19 per cent. This was
primarily due to significantly lower loan impairment
charges in both the personal and commercial sectors
resulting from continued focus on collections activity,
together with the ongoing change in mix of new
business towards secured lending. The continuing low
interest rate environment in the UK has also allowed
many customers to continue to reduce their debt levels.

For UK Retail Banking, the following items are
significant in making a comparison of 2011’s results
against 2010:

e provisions of £507 million in 2011, for customer
redress programmes, including the estimated
redress in respect of the possible mis-selling of PPI

policies;

an accounting gain of £292 million resulting from
legislative change in the inflation measure used to
calculate the defined benefit obligation in the UK
for deferred pensions.

In Retail Banking and Wealth Management, further
progress was made towards the strategy of building
long-term sustainable relationships with Premier
customers and growing the value of new investment
business. The Wealth Management business continued
to develop, with HSBC World Selection assets under
management increasing by 21 per cent in the period to
total £2.5 billion, and £1.2 billion of assets invested via
the Portfolio Investment Management Service since its
launch in late 2010. The Global Investment Centre
service was successfully launched in November 2011,
enabling investors to hold and trade a wide range of
funds on-line.

The group’s share of new UK residential mortgage
lending in 2011 was 10 per cent, above the group’s total
market share of 6 per cent and its 9 per cent share of
new lending achieved in 2010. The average loan to
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value ratio of this new lending was 53 per cent. The group
continued to support the UK housing market during 2011,
helping over 160,000 customers arrange mortgage finances,
including 29,000 first time buyers.

Commercial Banking made further progress in building
out its strategy of becoming the leading international trade
and business bank, launching a full service Renminbi
proposition to help customers doing business in China
along with developing a “Key Partner Countries” strategy
with eight countries to improve customer experience and
increase cross border income and activity. The number of
international customers grew 19 per cent in 2011, with
related international product income up 14 per cent. Trade
business revenues increased 18 per cent as the value of
import and export transactions grew by 19 per cent and 33
per cent respectively over the prior year.

Commercial Banking also continued to support UK
businesses through the economic recovery; with a particular
emphasis on those with international aspirations.
Commercial Banking grew its deposit base by 10 per cent,
and total net lending to UK businesses grew by 6 per cent
despite market contraction. New lending to SMEs in the UK
grew by 15 per cent, and the bank exceeded its 2011
lending intentions under the Project Merlin agreement with
the UK Government in respect of both total and SME
facilities.

Commercial Banking continued to strengthen its
partnership with Global Banking and Markets, growing its
international customer base. Foreign exchange and
derivative income particularly deliver strong growth
compared with 2010.

Financial performance

The commentary that follows is on an underlying basis, but
does not adjust for the significant items detailed above.

Net interest income increased by £63 million or 2 per
cent, driven by the growth in mortgage balances,
commercial lending and wider asset margins. Despite the
continued low base rate environment and strong
competition for customer deposits, the group built on its
strong deposit base, resulting in income growth compared
to 2010.

Net fee income decreased by £66 million or 4 per cent.
Of the decrease, £40 million relates to fees previously
received from another Group company in respect of the
provision of travel money services. In 2011, this business
was brought in-house and the revenue was recognised as
trading income. Income from Retail Banking and Wealth
Management overdraft fees declined due to reduced
customer appetite for debt. This was partially offset by a
strong Commercial Banking performance following growth
in Trade, Receivables Finance and Global Markets
business.

Trading income increased by £44million.
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Other income decreased by £26 million or 14 per cent
due to the impact of winding down of the Insurance Brokers
business.

Loan impairment charges and other credit risk
provisions decreased by £425 million or 35 per cent. In
Retail Banking and Wealth Management, loan impairment
charges decreased by £366 million due to lower levels of
delinquencies across both the secured and unsecured
portfolios as a result of continued focus on improving
collections performance and the quality of new business
booked. In Commercial Banking loan impairment charges
were 12 per cent lower with improvements noted across the
majority of industry sectors.

Given the weakened state of some commercial and
consumer customers, continuing positive impairment trends
remain sensitive to general economic activity, potential
impact from the eurozone crisis, interest rates and
employment levels and changes in house prices.

Total operating expenses increased by £191 million or
6 per cent. Excluding the accounting gain arising from the
change in indexation of certain pension liabilities of £292
million, the provisions for PP1 and other customer redress
programmes of £507 million, and restructuring costs of £43
million, operating expenses were £67 million lower than the
prior year. Cost savings were achieved by delivering
sustainable long-term reductions in the cost base by re-
engineering business processes, funded strategic investment
in people and infrastructure to support customers.

2010 compared with 2009
Overview

The year remained a challenging period for the UK
economy and, in this environment, the group’s financial
strength and diversification enabled it to continue to support
its personal and commercial customers in managing their
financial challenges and planning for the future. This
resulted in a resilient financial performance.

UK Retail Banking reported strong profit before tax of
£1,321 million in the period, compared with £997 million in
2009, an increase of 32 per cent. This was primarily as a
result of significantly lower loan impairment charges in
both the personal and commercial sectors. The lower charge
was as a result of actions taken to improve collections
performance, together with the change in mix of new
business towards secured and away from unsecured lending.
The continuing low interest environment in the UK has also
allowed many customers to reduce debt levels.

On an underlying basis, adjusting for the disposal of
the residual stake in the UK card acquiring joint venture in
June 2009 and UK Retail Banking’s element of the disposal
of the Insurance Brokers business in April 2010, profit
before tax was £1,273 million in 2010, an increase of 59 per
cent.
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In understanding the comparison for UK Retail
Banking, the following items are significant:

e achange in the basis of delivering death-in-service, ill
health and early retirement benefits which generated an
accounting gain of £264 million in June 2009;

e aloss of £179 million for HSBC Insurance (UK)
Limited in 2009, as the motor insurance underwriter
was adversely impacted by claims experience,
compared with a £7 million profit in 2010.

In UK Retail Banking and Wealth Management,
Premier customers increased by 18 per cent, while Advance
attracted 55,000 new customers to the group as the business
focused on building long term sustainable relationships and
wealth management revenues with these customer groups.
The investment business continued to grow and increased
its sales of HSBC World Selection which rose by 112 per
cent to £2 billion in the year. The group’s share of new UK
residential mortgage lending in 2010 was 9 per cent, above
the group’s total market share of 5 per cent. The average
loan to value ratio of this new lending was 54 per cent. The
group continued to support the UK housing market,
advancing funds to allow 63,000 customers to purchase
properties, including 29,000 first time buyers.

In Commercial Banking, progress continued to be
made towards becoming the leading bank of choice for
international business. The number of UK based customers
managed through the international proposition grew by 25
per cent and related income grew 14 per cent. The number
of import and export transactions increased by 5 per cent
and 10 per cent respectively, with international trade
income increasing 23 per cent on prior year. The group
opened accounts for over 125,000 customers starting new
businesses, and increased gross new lending to SMEs by 19
per cent over 2009.

Financial performance
The commentary that follows is on an underlying basis.

Net interest income increased by £175 million or 5 per
cent mainly driven by growth in mortgage balances and
wider asset margins. This was partly offset by a narrowing
of liability spreads. The group built on its strong deposit
base, despite fierce competition for liability balances,
with personal customer deposits increasing by 9 per cent.
In Commercial Banking, net lending balances grew 3 per
cent, with new advances up 17 per cent, despite
increased customer propensity to reduce borrowing.

Net fee income increased by £58 million or 3 per cent
as the group earned higher levels of fee income from
insurance and both domestic and international payments
flows. This was partially offset by reduced income from
overdraft fees as the portfolio mix continued to move away
from unsecured lending.

Other income was £131 million higher primarily due to the
non-recurrence of losses in HSBC Insurance (UK)
Limited in 2009 relating to the deterioration of motor
claims experience.

Loan impairment charges and other credit risk
provisions decreased by £379 million or 24 per cent. In
the personal sector, loan impairment charges decreased
by £257 million due to lower levels of delinquencies
across both the secured and unsecured portfolios as a
result of actions taken to improve collections
performance and improve the quality of new business
booked, coupled with the effect of low interest rates. In
Commercial Banking, loan impairment charges
decreased by £121 million with the improvement spread
across most industry sectors.

Given the weakened state of some commercial and
consumer customers, continuing positive impairment
trends remain sensitive to general economic activity,
interest rates, employment levels and house prices.

Total operating expenses increased by £242 million or
9 per cent but were broadly flat against prior year after
adjusting for the accounting gain of £264 million resulting
from the change in delivery of certain staff benefits in the
UK main pension scheme. Cost savings achieved by
delivering sustainable long-term reductions in the cost base
by re-engineering business processes funded strategic
investment in people and infrastructure to support
customers. In Retail Banking and Wealth Management, the
group recruited additional wealth advisors, provided a new
range of financial planning tools and continued to invest in
the branch network, with 243 branches refurbished in 2010.
In Commercial Banking, 160 new international relationship
managers and 180 new local business manager roles were
created.

Continental Europe Retail Banking'
2011 2010 2009

£m £m £m
Net interest income ................... 1,775 1,726 1,684
Net fee income............. 766 684 623
Trading income ... ) 21 28
Other inCoOmMe.......ccocevvereeerrerenne, (90) 14 14

Net operating income before
impairments and

PrOVISIONS.....c.cvvvriririiicieneens 2,449 2,445 2,349
Loan impairment charges and

other credit risk provisions... (212) (195) (338)
Net operating income............... 2,237 2,250 2,011
Total operating expenses........... (1,923) (1,876) (1,777)
Operating profit ........ccoevnee. 314 374 234
Share of profit in associates

and joint ventures - - -
Profit before tax 314 374 234
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Profit on ordinary Activities before tax - by country

2011 2010 2009
£m £m £m
163 177 109

68 44 36
93 135 125
64 60 58
(74) (42) (94)
314 374 234

1 Restated to reflect the transfer of the Asset Management business
2011 compared with 2010
Overview

Continental Europe Retail Banking reported a profit of £314
million, 16 per cent lower than 2010, as a strong
performance in Commercial Banking was offset by the
impact of restructuring costs as the group began to reshape
its business portfolio. Based on the Group’s strategic
approach there were announced closures of retail banking
businesses in Poland and Russia and the exit of operations
from Georgia.

Following the restructuring of a number of the group’s
retail banking businesses in 2011, focus has increasingly
centred on wealth management with strong emphasis on
deepening customer relationships at the core of the group’s
strategy for the region. In Commercial Banking, progress
continued to be made in expanding relationships and
aspiring to become the leading international trade and
business bank. Enhanced product offerings resulted in an
increase in gross revenues from Trade and Receivables
Finance and Payments and Cash Management. The number
of international customers increased by 19 per cent, whilst
the value of export transactions financed in 2011 increased
by 33 per cent.

Commercial Banking also launched a Renminbi
proposition in a number of European countries to support
customers doing business with China. HSBC Group
completed a number of landmark transactions in 8 markets.
Successful referrals made to other parts of the Group
increased by 46 per cent, the majority of those to faster
growing markets, underlining the increased connectivity of
the Global Commercial Banking business in Continental
Europe.

Financial Performance
The comments that follow are on an underlying basis.

Net interest income for Retail Banking & Wealth
Management was £30 million or 3 per cent lower than
2010. Asset margins were negatively impacted by additional
regulatory caps and restrictions on business growth in
Turkey while liability margins improved across the region.

In Commercial Banking, net interest income increased
by £79 million or 11 per cent compared to 2010, driven by
higher asset and deposit volumes. Corporate lending
increased in a number of markets including France, Turkey
and Germany. Growth in Trade and Receivables Finance
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advances was four times higher than the overall growth in
the lending book. VVolume growth was partially offset by a
reduction in loan margins as banks defended their market
share by reducing rates and customers utilised excess
liquidity instead of funding through borrowings.

Net fee income increased by £82 million or 12 per cent
per cent compared with 2010. Fee income in Retail Banking
& Wealth Management was 16 per cent higher mainly due
to growth in Asset Management in Switzerland, and lower
levels of commissions paid following the winding down of
the reinsurance business in Ireland. In Commercial Banking
growth was driven by Trade and Receivables Finance and
Payments and Cash Management.

Other Income decreased by £102 million following the
winding down of the reinsurance business in Ireland.

Loan impairment charges and other credit risk
provisions increased by £17 million or 9 per cent in 2011.
In Retail Banking and Wealth Management, impairments
were in line with 2010 despite a £16 million impairment on
Greek available for sale sovereign debt in the insurance
assets portfolio.

In Commercial Banking, loan impairment charges
increased by £15 million driven by higher provisions in
Greece, Turkey, Kazakhstan and Spain.

Total operating expenses increased by £47 million or 3
per cent and include restructuring costs of £120 million.
These costs arose as the group began to reshape its business
portfolio and exited operations in Georgia, announced the
closure of retail businesses in Poland and Russia, and
refocused the business in France, Malta, Turkey and
Greece. Adjusting for these restructuring costs, total
operating expenses decreased by 4 per cent, driven in part
by the winding down of the reinsurance business in Ireland.

2010 compared with 2009
Overview

Continental Europe Retail Banking reported a profit of £374
million in 2010, against £234 million in 2009, an increase
of 60 per cent. Increased revenues and lower loan
impairment charges were partly offset by rising costs,
driven largely by investment to achieve business growth.
There was no difference between profits on a reported and
underlying basis.

Following the restructuring of a number of the group’s
Retail Banking and Wealth Management businesses in
2009, focus has increasingly centred on wealth
management, reflecting the demographics of the region.
Increased investment resulted in increased customer
numbers, with 65,000 new-to-bank Premier customers
acquired in 2010. Customer growth was particularly strong
in Poland, Turkey and France, where the group opened two
of HSBC'’s largest Premier centres. The total number of
Premier customers in the region rose by 43 per cent to
518,000 by the end of 2010. During the year the Advance
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proposition was launched in Turkey, Poland, France, Malta
and Greece.

Commercial Banking continued to focus on expanding
relationships with international businesses. Growth was
seen in trade finance as the region showed tentative signs of
business revival particularly in Germany, Turkey and
Poland which resulted in an increase in transaction flows.
The group launched Business Direct, a new delivery
channel, in Poland during the first half of the year and
maintains a leading position in receivables finance across
the region.

Financial Performance
The comments that follow are on an underlying basis.

Net interest income increased by £42 million or 2 per
cent. In Retail Banking and Wealth Management, asset
margins improved in France and Malta partially offset by
narrowing margins in Turkey following the imposition of a
government-regulated cap on credit card interest rates. The
severe deposit spread compression seen in Malta in 2009
eased in 2010 and deposit spreads widened as maturing
fixed rate deposits rolled over at lower interest rates. The
strategic re-focus of the group’s personal banking business
depressed net interest income but the resultant sharp
increase in the number of target segment customers
acquired across the region provides a good revenue base
going forward.

In Commercial Banking, net interest income increased
compared with 2009. Revenue growth in France was offset
by strong competition in Turkey, where margins were lower
than in 2009. Corporate lending expanded in a number of
markets following the downturn in 2009. The pipeline of
transactions showed signs of revival, with particularly
strong growth in the last two months of the year, providing
a firm base for growth in 2011. By focusing on the shipping
business and larger international clients, revenue grew in
Greece and a number of smaller European sites.

Net fee income increased £61 million or 10 per cent
compared with 2009. Fee income in Retail Banking and
Wealth Management was 30 per cent higher as growth in
France, Turkey and Malta reflected the success of the
penetration of the target segment and wealth management
business. Growth in Greece, Ireland, Czech Republic and
Spain boosted fee income in Commercial Banking.

Loan impairment charges and other credit risk
provisions decreased by £143 million or 42 per cent
compared with 2009. In Retail Banking and Wealth
Management, impairments were sharply lower in Turkey
where limit reductions, changes in approval thresholds and
a strong focus on collections yielded substantial
improvements in recoveries and a reduction in delinquency
rates. The closure of Consumer Finance business in
Continental Europe in 2009 also contributed to the fall in
the 2010 impairment charges.
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In Commercial Banking, lower impairment charges
were a feature of a number of markets with sharp decrease
in France, Turkey and Germany. The fall was partially
offset by the raising of a provision against a single exposure
in Ireland.

Total operating expenses increased by £99 million or 6
per cent. The higher cost levels were principally due to
expansion of the Retail Banking and Wealth Management
business in France and Turkey; and Commercial Banking
business in Turkey and Germany. The acquisition of a retail
business in Kazakhstan also added to the cost base.

Global Banking and Markets'

2011 2010 2009
£m £m £m
Net interest income?................. 1,323 1,913 2,845
Net fee income....... 598 820 847
Trading income? 1,083 1,711 1,971
Other income..........ccoccererninene. 267 909 699
Net operating income before
impairments and
ProViSIONS.....c.ccovvvvrreiriiicieens 3,271 5,353 6,362
Loan impairment charges and
other credit risk provisions.... (543) (518)  (1,405)
Net operating income ............. 2,728 4,835 4,957
Total operating expenses........... (2,822)  (3,021)  (2,493)
Operating profit ........cccccoe.e. (94) 1,814 2,464
Share of profit in associates
and joint ventures.................. - 2 1
Profit before tax ........ccccoeene. (94) 1,816 2,465

Profit on ordinary Activities before tax - by country

2011 2010 2009

£m £m £m

UK o (305) 1,222 1,515
France ... (114) 238 587
Germany .....cccceveereenreenenniens 92 115 104
Turkey ... 71 79 92
Other. ..o 162 162 167
Profit before tax ...........cccooeeu. (94) 1,816 2,465

1
2

Restated to reflect the transfer of the Asset Management business

The bank’s Balance Sheet Management business, reported within
Global Banking and Markets, provides funding to the trading
businesses. To report Global Banking and Markets Trading income
on a fully funded basis, Net interest income and Trading income are
grossed up to reflect internal funding transactions prior to their
elimination in the Inter Segment column (refer to Note 12).

2011 compared with 2010
Overview

Global Banking and Markets reported a pre-tax loss of £94
million in the period compared with a profit of £1,816
million in 2010, as eurozone uncertainty continued to
dominate European market sentiment.

On an underlying basis, the pre-tax loss in 2011 was
£95 million, compared to a pre-tax profit of £1,639 million
in 2010.
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Revenues were markedly lower in 2011 due to
significantly lower trading revenues in Credit and Rates as
turmoil in eurozone sovereign debt markets escalated,
particularly in the second half of 2011. Revenues in Balance
Sheet Management and from our legacy credit portfolio also
declined. Notwithstanding the difficult trading conditions,
there were strong performances in other lines of business,
including Global Banking and Equities.

During the year, there was continued focus on cross-
border initiatives to position Global Banking and Markets to
leverage trade flows. In addition, Payments and Cash
Management enhanced network capabilities which together
with innovative liquidity, channel and payables solutions
allowed the bank to win substantial business across its
Corporate and Financial Institutions business segments.

Financial performance
The commentary that follows is on an underlying basis.

Net interest income decreased by £612 million or 32
per cent reflecting a decline in Balance Sheet Management
revenues driven by the maturity of higher yielding
positions, limited opportunities for reinvestment in the
prevailing low interest rate environment, and flattening
yield curves. Credit and Lending revenues decreased as a
result of lower lending balances, whilst a fall in revenues
from our legacy credit portfolio reflected a reduction in
effective yields and lower holdings.

Net fee income declined by £216 million or 27 per cent
as income for management services generated from the
securities investment conduits was lower, together with
higher intercompany fees payable on intra-group referrals.

Trading income was £779 million or 42 per cent lower
than 2010 primarily due to significantly lower secondary
trading revenues in the Rates and Credit businesses as
turmoil in eurozone sovereign debt markets resulted in
trading losses as increased risk aversion and limited client
activity led to a significant widening of credit spreads on
certain eurozone sovereign and corporate bonds. In
addition, a sharp reduction in revenues from the group’s
legacy credit portfolio was driven by the non-recurrence of
the prior year price appreciation during the year and lower
asset holdings.

Trading income from structured liabilities included a
favourable fair value movement of £244 million as credit
spreads widened compared with a reported loss of £19
million in 2010. In our Equities business, revenues rose as
investment in platforms improved our competitive
positioning and helped capture increased client flows. This
was coupled with lower losses on portfolio hedges in
Global Banking compared with prior year.

Other income decreased by £234 million or 47 per cent,
primarily due to lower gains as a deterioration in market
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confidence resulted in fewer disposal opportunities and
lower gains from the disposal of private equity investments.

Loan impairment charges and other credit risk provisions
increased by £25 million or 5 per cent reflecting a charge of
£90 million in respect of available-for-sale Greek sovereign
debt now judged to be impaired. This was partly offset by
lower charges on asset-backed securities of £255 million
compared to £288 million in 2010 as the impact of losses
arising in the underlying collateral pools generated lower
charges on asset-backed securities.

Total operating expenses decreased by £85 million or 3
per cent compared to 2010. Excluding the £208 million
charge in 2010 for the one-off UK and French bonus and
payroll tax, and a £68 million pension indexation credit in
2011 arising from legislative change, operating expenses
were 7 per cent higher. The rise in costs reflected targeted
investment and restructuring costs.

The business continued to invest in strategic initiatives
including the development of equity market capabilities
together with the expansion of e-commerce platforms in
Foreign Exchange and Rates.

Performance-related awards were substantially lower
than in 2010, reflecting the decline in net operating income,
although this was mostly offset by higher amortisation for
previous years’ performance shares and accelerated expense
recognition of current year deferred bonus awards.

2010 compared with 2009
Overview

Global Banking and Markets reported a pre-tax profit of
£1,816 million in the period compared with £2,465 million
in 2009, a decrease of 26 per cent. The 2010 results,
however, remained strong by historical standards and were
second only to the exceptional performance of 2009.

On an underlying basis, adjusting for the Global
Banking and Markets’ element of the disposal of the
Insurance Brokers’ business in April 2010 and the disposal
of Eversholt Rail Group in December 2010, profit before
tax was £1,639 million or 34 per cent lower than 20009.

Revenues slowed in 2010, due to less favourable
market conditions caused by the impact of the European
sovereign debt crisis and the anticipated lower revenues in
Balance Sheet Management. Operating expenses included a
£208 million charge from the one-off UK and French bonus
and payroll taxes applied on certain 2009 bonus payments.

Loan impairment charges and other credit risk
provisions decreased significantly by £887 million. The fall
reflected improved credit conditions which, together with
capital raising and debt restructuring activity, strengthened
the credit quality of the portfolio. Credit risk provisions on
certain available-for-sale asset backed securities also
decreased due to a slowing in the rate of anticipated losses
in the underlying collateral pools.
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Financial performance
The commentary that follows is on an underlying basis.

Net interest income decreased by £933 million, or 33
per cent against 2009. As anticipated, Balance Sheet
Management revenues fell against the exceptional
performance of 2009 driven by the maturity of higher
yielding positions, low interest rates and flatter yield curves.
In Global Banking, the continuation of margin compression
resulted in lower levels of income in the credit and lending
business.

Net fee income was broadly in line with 2009. Fee
income received for management services provided by the
group to its structured investment conduits was mostly
offset by lower fees from equity capital markets due to a
decrease in client activity.

Trading income was £260 million or 13 per cent lower
than 2009. Credit and Rates reported lower income as a
result of the unfavourable market conditions caused by the
impact of the European sovereign debt crisis. This was
partly mitigated by a net release of previous write-downs on
legacy positions and on monoline exposures. Foreign
exchange revenues declined, reflecting margin compression
from increased competition. This was partly offset by
lower net fair value losses reported on structured liabilities
of £18 million compared with losses of £215 million in
2009. Foreign exchange gains were reported on trading
assets held as economic hedges of foreign currency debt
designated at fair value, compared with losses reported in
2009. The offset is reported in Other income.

Other income increased by £30 million or 4 per cent
due to higher realisations and lower impairment charges in
Principal Investments as market conditions improved. This
was partly offset by foreign exchange losses on debt
designated at fair value, compared with a gain reported in
2009. The offset is reported in Trading income.

Loan impairment charges and other credit risk
provisions decreased by £887 million or 63 per cent. Loan
impairment charges fell by £459 million as significant loan
impairments taken in relation to a small number of clients in
2009 did not recur. Impairments on available-for-sale debt
securities fell by £428 million compared with 2009, mainly
related to asset-backed securities, due to a slowing of
anticipated losses in the underlying collateral pools.

Total operating expenses increased by £563 million or
23 per cent due to the inclusion of £208 million payroll
taxes on certain bonuses and continued investment in
strategic initiatives to drive future revenue growth,
including the development of Prime Services and equity
market capabilities and expansion of the Rates and foreign
exchange e-commerce platforms. This was compounded by
the non-recurrence of a £58 million pension accounting gain
recorded in 2009.
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Private Banking

2011 2010 2009
£m £m £m
Net interest income ................... 750 724 815
Net fee iNCOMe ..o 700 650 626
Trading iNCOME .......coovvrvviineee. 250 253 210
Other iNCOMe......c.ccovvereerinnn. 22 22 28
Net operating income before
impairments and
ProVISIONS.....ccccvrrenreicieene 1,722 1,649 1,679
Loan impairment charges and
other credit risk provisions... (72) (17) (19)
Net operating income............... 1,650 1,632 1,660
Total operating expenses........... (1,122) (1,016) (932)
Operating profit ..o 528 616 728
Share of profit in associates
and joint ventures.................. - - -
Profit before tax .........cccccceuene 528 616 728

2011 compared with 2010
Overview

Private Banking reported pre-tax profit of £528 million in
2011 compared with £616 million in 2010, a decrease of 14
per cent. Revenue growth driven by net new money inflows
and client activity, despite the uncertain economic
environment, was more than offset by higher operating
expenses and increased impairment charges.

On an underlying basis, adjusting for the acquisition of
HSBC International Trustee Limited in July 2011, profit
before tax was £497 million, 19 per cent lower than 2010.

Financial performance
The commentary that follows is on an underlying basis.

Net interest income increased by £26 million or 4 per
cent against 2010 as a result of higher average lending
balances and wider spreads following re-pricing activity.

Net fee income increased by £23 million or 4 per cent
as a result of higher transaction volumes related to higher
market volatility and net new money inflows, in part driven
by the recruitment of additional front line staff, particularly
in faster growing markets.

Loan impairment charges and other credit risk
provisions increased by £55 million due to specific
impairment charges against a small number of individual
customers and impairment charges recorded against Greek
available-for-sale debt securities.

Total operating expenses increased by £87 million or 9
per cent compared to 2010, primarily driven by the
strengthening of the Swiss Franc, in which a significant
portion of the costs are incurred, relative to Sterling. The
recruitment of additional front office staff, together with
restructuring costs of £14 million, also contributed to the
increase.
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2010 compared with 2009
Overview

Private Banking reported pre-tax profit of £616 million in
2010 compared with £728 million in 2009, a decrease of 15
per cent. This was mainly due to lower net interest income
driven by the narrowing of deposit spreads, offset by an
increase in fee and trading income in 2010.

Private Banking has continued to focus on providing
excellent client experience and global connections with the
ability to offer tailor made services including trust and
family office services. A Family Office Partnership was
launched with Global Banking and Markets, targeting ultra
high net worth clients and family offices seeking quasi-
institutional services.

Financial performance
The commentary that follows is on an underlying basis.

Net interest income decreased by £91 million or 11 per
cent against 2009 as the continued low interest rate
environment continued to effect deposit spreads.

Net fee income increased by £24 million or 4 per cent
as market sentiment drove a rise in client activity levels.
Net new money amounted to £7.1 billion resulting from
strong inflows in Asia and other emerging markets and
increased client leverage.

Trading income increased by £43 million or 20 per cent
in 2010 driven by higher client transaction volumes as
client risk appetite returned, particularly in foreign
exchange and debt securities trading.

Total operating expenses increased by £84 million
compared to 2009 reflecting the hiring of front-line staff to
cover emerging markets as part of a long-term strategy to
further the international network and higher compliance
costs resulting from the evolving regulatory environment.
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Other
2011 2010 2009
£m £m £m
Net interest inCOME ..........c.ce..... (93) (100) (192)
Net fee iNCOME .......c.vvvvevrerrienne 60 20 55
Trading income .........cccocviennec. @ (8) (35)
Change in credit spread on
long-term debt ..........ccooo..n.... 832 (122) (439)
Other iNCOME ..o 232 195 287
Net operating income before
impairments and
ProViSIONS.....c.covvviniiricicieen 1,024 (15) (324)
Loan impairment charges and
other credit risk provisions.... - - (2)
Net operating income ............. 1,024 (15) (326)
Total operating expenses........... (208) (101) (84)
Operating profit ..........ccco..... 816 (116) (410)
Share of profit in associates
and joint ventures.................. - - -
Profit before tax 816 (116) (410)

2011 compared with 2010

The reported pre-tax profit in Other was £816 million,
compared to a pre-tax loss of £116 million in 2010.

Other includes:

o the change in own credit spread on long-term debt
which resulted in a gains of £832 million in 2011

compared with losses of £122 million in 2010;

the gain of £125 million on the sale and leaseback of
the Paris headquarters building in February 2010; and

other operating income and operating expenses
increased as a result of higher intra-group recharges in
line with the increase in costs from centralised
operational and migrated activities.

2010 compared with 2009

The reported loss before tax in Other was £116 million,
compared with a loss of £410 million in 20009.

Other includes:

e the change in own credit spread on long-term debt
which resulted in losses of £122 million in 2010

compared with losses of £439 million in 2009;

the gain of £125 million on the sale and leaseback of
the Paris headquarters building in February 2010; and

the gain of £353 million on the sale of the Group’s
London headquarters building in 20009.
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Other information

Average balance sheet and net interest income assets from which interest income is reported within the
Net interest income line of the income statement. Interest
income and interest expense arising from trading assets
and liabilities and the funding thereof is included within
Net trading income in the income statement.

Average balances are based on daily averages of the
group’s banking activities with monthly or less frequent
averages used elsewhere. Net interest margin numbers are
calculated by dividing net interest income as reported in
the income statement by the average interest-earning

Assets
2011 2010 2009
Average Interest Average Interest Average Interest
balance income Yield balance income Yield balance income Yield
£m £m % £m £m % £m £m %
Short-term funds and loans
and advances to banks ......... 86,330 1,102 1.28 76,665 1,111 1.45 61,378 1,307 2.13
Loans and advances to
CUSLOMENS ...vveveevrereviecreeve 272,379 8,262 3.03 244,544 7,891 3.23 242,776 8,720 3.59
Financial investments .... 100,543 1,979 1.97 97,264 2,101 2.16 91,624 2,604 2.84
Other interest-earning assets.... 578 8 1.38 642 7 1.09 1,006 12 1.19

Total interest-earning assets .... 459,830 11,351 247 419,115 11,110 2.65 396,784 12,643 3.19

Trading assets 154,775 3,026 1.96 138,639 2,492 1.80 150,491 3,548 2.36
Financial assets designated

at fair value ......cooevvvecennne 9,084 238 2.62 7,558 253 3.35 8,763 285 3.25
Impairment provisions............. (3,402) - - (4,134) - - (3,302) - -
Non-interest-earning assets...... 341,685 - - 313,626 - - 311,518 - -
Total assets and interest

INCOME....coiiiiciceee, 961,972 14,615 152 874,804 13,855 1.58 864,254 16,476 1.91

Total equity and liabilities

2011 2010 2009
Average Interest Average  Interest Average Interest
balance expense Cost balance  expense Cost balance expense Cost
£m £m % £m £m % £m £m %
Deposits by banks .................... 57,544 729 1.27 62,060 553 0.89 62,187 928 1.49
Financial liabilities
designated at fair value
own debt issued ................... 20,999 396 1.89 14,431 247 1.71 8,233 211 2.56
Customer accounts.............. 289,398 2,280 0.79 268,034 1,834 0.68 283,204 2,412 0.85
Debt securities in issue............. 48,948 672 1.37 54,427 725 1.33 62,744 947 1.51
Other interest-bearing
liabilities ..........cccovireenee. 1,287 51 3.96 1,423 57 4.01 1,245 54 4.34
Total interest-bearing
liabilities .........cccovrierniennn. 418,176 4,128 0.99 400,375 3,416 0.85 417,613 4,552 1.09
Trading liabilities .............c....... 106,364 2,081 1.96 72,690 1,585 2.18 91,033 1,892 2.08
Financial liabilities
designated at fair value
(excluding own debt
ISSUED) ..o 10,847 187 1.72 10,580 181 171 9,002 185 2.06
Non-interest bearing current
ACCOUNTS ..o 39,402 - - 36,831 - - 32,520 - -
Total equity and other non-
interest-bearing liabilities.... 387,183 - - 354,328 - - 314,086 - -
Total equity and liabilities.......
961,972 6,396 0.66 874,804 5,182 0.59 864,254 6,629 0.77
Net interest margin
2011 2010 2009
% % %
NEL INTEIEST MAIGIN....ectetieiisieieeei sttt a et s et a b e s e s e e e s e s et e e e s s esnsennnens 1.57 1.84 2.04

24



HSBC BANK PLC

Report of the Directors: Business Review (continued)

Analysis of changes in net interest income

The following table allocates changes in net interest income between volume and rate for 2011 compared to 2010, and for
2010 compared to 2009.

Increase/(decrease) Increase/(decrease)
in 2011 compared in 2010 compared
with 2010 with 2009
2011  Volume Rate 2010 Volume Rate 2009
£m £m £m £m £m £m £m
Interest income
Short-term funds and loans and advances to
DANKS .vvvoovveeeeveeeesseeseeseeesseesssssessss s 1,102 140 (149) 1,111 326 (522) 1,307
Loans and advances to customers... 8,262 899 (528) 7,891 64 (893) 8,720
Financial investments ...........cccoverneennnninienes 1,979 71 (193) 2,101 160 (663) 2,604
Interest expense
Deposits by banks ... 729 (40) 216 553 2 (373) 928
CUStOMEr ACCOUNTS.......vveviniriiieicie e 2,280 146 300 1,834 (129) (449) 2,412
Financial liabilities designated at fair value —
OWN debt ISSUET .....cvveicieiiieieeeeeae 396 112 37 247 159 (123) 211
Debt Securities in iSSUE .........ccoeeerierririeverereririnienes 672 (73) 20 725 (126) (96) 947
Deposits
The following table summarises the average amount of balance sheet), together with the average interest rates paid
bank deposits, customer deposits and certificates of thereon for each of the past three years. The Other
deposit (‘CDs’) and other money market instruments category includes securities sold under agreements to
(which are included within Debt securities in issue in the repurchase.
2011 2010 2009
Average Average Average Average Average Average
balance rate balance rate balance rate
£m % £m % £m %
Deposits by banks ... 66,759 80,944 66,330
Demand and other — non-interest bearing ..... 4,791 4,360 4,143
Demand - interest bearing 10,396 0.7 8,913 0.6 9,019 1.0
THME ot 12,542 2.2 18,310 0.9 19,169 17
Oher ..o 39,030 1.3 49,361 0.7 33,999 15
Customer accounts .......c.cceeevevevereerierieniennn 334,471 296,930 320,010
Demand and other — non-interest bearing ..... 49,497 43,419 36,806
Demand - interest bearing 146,641 0.4 140,666 0.4 141,965 0.4
SAVINGS v 35,784 1.7 33,514 1.8 36,642 2.2
THME o 52,069 1.3 49,017 1.1 56,013 1.3
Oher ..o 50,480 0.8 30,314 0.6 48,584 0.6
CDs and other money market
INSEFUMENTS ... 29,633 0.6 37,006 0.4 41,564 1.0

Certificates of deposit and other time deposits

At 31 December 2011, the maturity analysis of CDs and other wholesale time deposits, by remaining maturity, was as
follows:

After 3 After 6
months but months but
3 months within 6 within 12 After 12
or less months months months Total
£m £m £m £m £m
Certificates of deposit.... ‘ 9,444 3,908 122 - 13,474
Time deposits............ ‘

S DANKS o 21,144 413 368 5,641 27,566
= CUSEOMETS ...t 48,694 7,362 5,268 2,262 63,586
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Contractual obligations

The table below provides details of selected known contractual obligations of the group as at 31 December 2011.
Payments due by period

More than 5

Total Less than 1 year 1-5 years years

£m £m £m £m

Long-term debt obligations...........cc.ccoveviiinnnee 69,795 22,836 22,258 24,701

Term deposits and certificates of deposit............ 104,626 96,723 7,327 576

Capital (finance) lease obligations...................... 291 8 56 227

Operating lease obligations............cccccovrerennne 2,021 193 685 1,143

Purchase obligations ...........c.cccceevevrvisecinnnnnnnns 5 5 - -
Short positions in debt securities and equity

SNAIES ..o 30,485 21,087 1,875 7,523

Current tax Hability ........cccoceevivrreeeieieieeiees 131 131 - -

Pension/healthcare obligation...........c.c.cccceennnne. 4,695 196 1,279 3,220

212,049 141,179 33,480 37,390
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Risk Management

(Unaudited)

The group’s risk management framework is designed to
provide appropriate risk monitoring and assessment. The
bank's Risk Committee focuses on risk governance and
provides a strong forward-looking view of risks and their
mitigation.

The Risk Committee is accountable to the Board and
has responsibility for oversight and advice to the Board
on, inter alia, the Bank’s risk appetite, tolerance and
strategy, systems of risk management, internal control
and compliance, the alignment of the Bank’s risk appetite
and reward structures and the maintenance and
development of a supportive culture, in relation to the
management of risk, appropriately embedded through
procedures, training and leadership actions.

In carrying out its responsibilities, the Risk
Committee is closely supported by the Chief Risk
Officer, the Chief Financial Officer, the Head of Internal
Audit and the Head of Compliance, together with other
business functions on risks within their respective areas
of responsibility.

Challenges and Uncertainties

(Unaudited)
Macro-economic and geopolitical

Eurozone - risk of sovereign and counterparty
defaults

Exposures to the eurozone have received increasing focus
given the continued instability in the area and the
potential for contagion spreading from the periphery to
core eurozone countries.

There is an increasing risk of sovereign defaults by
the peripheral eurozone countries which will place further
pressure on banks, within the core European countries,
exposed to these. Although the group’s exposure to the
peripheral eurozone countries is relatively limited,
exposure to counterparties in the core European countries
can be impacted by any sovereign crisis. The group’s
eurozone exposures are described in more detail on pages
41 to 43. Potential impacts on the group are as follows:

e  The group’s exposures to European banks may come
under stress, heightening the potential for credit and
market risk losses, if the sovereign debt crisis in the
region increases the need to recapitalise parts of the

sector;

trade and capital flows may contract as a result of
banks deleveraging, protectionist measures being
introduced in certain markets or on the emergence of
geopolitical risks which in turn might curtail
profitability;

a prolonged period of low interest rates due to policy
actions taken to address the eurozone crisis will
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constrain, for example, through spread compression
and low returns on assets, the interest income we
earn from investing excess deposits; and

the group’s ability to borrow from other financial
institutions or to engage in funding transactions may
be adversely affected by market dislocation and
tightening liquidity, for example in the event of
contagion from stress in the peripheral eurozone
sovereign and financial sectors.

Through the year the group actively managed,
through reduction of exposures and other measures, to
mitigate the risk of sovereign defaults.

Eurozone member departing from the currency union

The risk of a eurozone member departing from the
currency union is a possible scenario. Should it
materialise it would have a significant impact on the
entire financial sector and the wider economy. It would
crystallise sovereign risks and those to the bank and
corporate sectors, and the disruption caused would affect
consumer activity.

Potential losses to the group include:

e  The group could incur significant losses stemming
from the exit of one or more countries from the

eurozone and the return to their local currencies.

Should such an event occur in a disorderly manner, it
could trigger defaults in companies with which we
do business and have a knock-on effect on the global
banking system.

Against this backdrop, in seeking to manage and
mitigate this risk, the group has prepared and tested
detailed operational contingency plans to deal with such a
scenario. The group are keeping these plans under close
review as events develop.

Increased geopolitical risk in certain regions

The group is subject to geopolitical risks in the countries
in which it operates.

The group’s results are subject to the risk of loss
from unfavourable political developments, currency
fluctuations, social instability and changes in government
policies on matters such as expropriation, authorisations,
international ownership, interest-rate caps, foreign
exchange transferability and tax in the jurisdictions in
which it operates.

In mitigation, the group has increased its monitoring
of the geopolitical and macro-economic outlook, in
particular in countries where there are material exposures.
The internal credit risk rating of sovereign counterparties
takes these factors into account and drives the appetite for
conducting business in those countries. Where necessary,
country limits and exposures are adjusted to reflect this
appetite and mitigate these risks as appropriate.
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Macro-prudential and regulatory

Financial service providers face increasingly stringent
and costly regulatory and supervisory requirements,
particularly in the areas of capital and liquidity
management, conduct of business, operational structures
and the integrity of financial services delivery. Increased
government intervention and control over financial
institutions, together with measures to reduce systemic
risk, may significantly alter the competitive landscape.
These measures may be introduced as formal
requirements in a superequivalent manner and to
differing timetables across regulatory regimes.

Regulatory developments affecting the business model
and Group profitability

The key regulatory changes which are likely to have an
effect on the activities of the group. These are set out
below:

e Basel lll/Capital Requirements Directive IV (‘CRD
1vV?)

(i) Derivatives and central counterparty clearing
measures have been introduced to give effect to
the G20 commitments designed to reduce
systemic risk and volatility relating to
derivatives trading. The G20 agreed that all
standardised over-the-counter (‘OTC”)
derivatives were to be exchange traded where
appropriate, reported to trade repositories and
centrally cleared by the end of 2012. Higher
capital requirements under Basel 111 will be
imposed for bilateral (uncleared) transactions to
incentivise the use of central clearing.

(if) Quality of capital: CRD IV requires a further
strengthening and harmonisation of the criteria
for eligibility of capital instruments with an
emphasis on common equity as the principal
component of tier 1 capital.

(iii) Capital buffers: CRD IV proposals include a
capital conservation buffer of 2.5 % of risk
weighted assets to be built up during periods of
economic growth, aimed at ensuring the
capacity to absorb losses in stressed periods that
may span a number of years.

(iv) Counterparty credit risk requirements for
managing and capitalising counterparty credit
risk are to be strengthened. In particular, an
additional capital charge for potential losses
associated with the deterioration in the
creditworthiness of individual counterparties,
capital variation adjustment, will be introduced.

(v) Liquidity and funding: a new minimum
standard, the liquidity coverage ratio, designed

to improve the short-term resilience of a bank’s
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liquidity risk profile, will be introduced after an
observation and review period in 2015.

e UK Independent Commission on Banking: the
forthcoming legislation arising from the report of the
Independent Commission on Banking (‘ICB’) is
likely to require the group to make major changes to
its corporate structure and the business activities
conducted in the UK through the bank. This includes
the likelihood that the retail banking activities
currently carried out within the bank may have to be
spun-off into a ringfenced retail bank. These changes
would take an extended period to implement with a
significant impact on costs to both implement the
changes and run the ongoing operations as
restructured.

The proposals relating to capital and liquidity will
impact the capital adequacy and liquidity frameworks
under which financial institutions operate and result in
increased capital and liquidity requirements, although the
nature, timing and effect of many of the changes remain
unclear. Increases in capital and liquidity requirements
could have a material effect on the group’s future
financial condition or the results of its operations.

The proposed leverage ratio could cause the bank as
an institution with a relatively low-risk portfolio overall,
to constrain business activity in areas which are well
collateralised or possess sufficient risk mitigants.

If either the quality or amount of the group’s capital
were to fall outside of the proposed regulations, it could
be required to raise more capital or reduce its level of
risk-weighted assets to meet these requirements. Such
actions and any resulting transactions may not be within
the operating plans of the group and may not be
conducted on the most favourable terms. This could lead
to lower returns on equity and cause some business
activities and products to be less profitable and, in some
instances, to fail to cover their cost of equity.

Proposed changes in regulations such as the rules
relating to derivatives and central counterparties
regulation, the UK ICB ‘Ring-fencing’ proposals and
recovery and resolution plans may affect the manner in
which the group conducts its activities and structures
itself, with the potential to both increase the costs of
doing business and curtail the types of business carried
out, with the risk of decreased profitability as a result.
Due to the stage of development and implementation of
these various regulations, it is not possible to estimate the
impact on the group’s operations.

The group is ensuring that its capital and liquidity
plans take into account the potential effects of the
changes. Capital allocation and liquidity management
disciplines have been expanded to incorporate future
increased capital and liquidity requirements and to drive
appropriate risk management and mitigating actions.
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Regulatory investigations and requirements relating
to conduct of business and financial crime negatively
impacting the brand

Financial service providers are at risk of regulatory
sanctions or fines related to conduct of business and
financial crime. The incidence of regulatory proceedings
and other adversarial proceedings against financial
service firms is increasing.

It is inherently difficult to predict the outcome of the
regulatory proceedings. An adverse outcome could lead
to material adverse effect on the group’s results and
brand.

In response to this risk, the group is progressing a
number of initiatives which seek to address the issues
identified and enhance governance and oversight.

Business operations, governance and control

Challenges to achieving the group’s strategy in a
downturn

The external environment remains challenging and the
structural changes which the financial sector is going
through are creating obstacles to the achievement of
strategic objectives. This, combined with the prolonged
global macroeconomic slowdown, could affect the
achievement of the strategic targets for the group as a
whole and its global businesses.

The downturn may also put pressure on the group’s
ability to earn returns on equity in excess of its cost of
equity while operating within the overall parameters of its
risk appetite.

Through key strategic initiatives, which have
heightened the focus on capital allocation and cost
efficiency, the group is actively seeking to manage and
mitigate this risk.

Internet crime and fraud

The group is exposed to potentially fraudulent and
criminal activities, in particular from a growing threat
from internet crime which can result in the loss of
customer data and sensitive information. The threat of
external fraud may increase during adverse economic
conditions especially in retail and commercial banking.

The group also faces breakdowns in processes or
procedures and systems failure or unavailability and is
subject to the risk of disruption to businesses arising from
events that are wholly or partially beyond the group’s
control, such as internet crime and acts of terrorism.

Internet crime and fraud may give rise to losses in
service to customers and/or economic loss to the group.
These risks equally apply when the group relies on
external suppliers or vendors to provide services to it and
its customers.
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The group has increased its monitoring and has
implemented additional controls such as two-factor
authentication to mitigate the possibility of losses arising
from these risks.

Social media risk

The scale and profile of social media networks (‘SMNs’)
have grown both in terms of customer demographic and
geographical reach to represent a significant potential
reputational risk to the group, given that these networks
can be used as powerful broadcasting tools with the
capability to reach large numbers of people in a very
short time frame.

SMNSs can be used to exacerbate the effect of
customer complaints and service failures, and provide a
means for employees to publicise confidential
information. SMNs present significant risks to the
group’s reputation and brand.

To reduce exposure to these risks, a group presence
has been created in several of the larger SMNs in order to
provide an official point of contact for our customers and
stakeholders. Monitoring has also been implemented in
some entities to protect the brand and to understand
general sentiment towards the group and, in some cases,
our specific products and initiatives.

Level of change creating operational complexity and
heightened operational risk

There are many drivers of change across the group and
the banking industry including change driven by new
banking regulation, the increased globalisation of the
economy and business needs, new products and delivery
channels, and organisational change.

Operational complexity has the potential to heighten
all types of operational risk across our activities. This
includes the risk of process errors, systems failures and
fraud. Operational complexity can also increase
operational costs across the group.

The implementation of the group’s strategy, based
on the application of strategic criteria, may involve the
withdrawal from certain markets which presents disposal
risks which must be carefully managed.

Critical systems failure, and a prolonged loss of
service availability could cause serious damage to the
group’s ability to serve its clients, breach regulations
under which it operates and cause long-term damage to
our business, reputation and brand. The group seeks to
ensure that its critical systems infrastructure is constantly
monitored and properly resourced to mitigate against
systems failures.

The potential effect of disposal risks include
regulatory breaches, industrial action, loss of key
personnel and interruption to systems and processes
during business transformation, and can have both
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financial and reputational implications. Management
actions to manage these risks proactively include a close
dialogue with regulators and customers and the proactive
engagement with HR, legal, compliance and other
functional experts.

Information security risk

The reliability and security of the group’s information
and technology infrastructure and customer databases and
their ability, for example, to combat internet fraud are
crucial to maintaining the group’s banking applications
and processes and to protecting the HSBC brand.

These risks give rise to potential financial loss and
reputational damage which could adversely affect
customer and investor confidence. Loss of customer data
would also result in regulatory breaches which would
result in fines and penalties being incurred.

The group has invested significantly in addressing
this risk through increased training to raise staff
awareness of the requirements, enhanced controls around
data access and heightened monitoring of information
flows.

Regulation and Supervision

(Unaudited)

The group is subject to regulation and supervision by a
large number of regulatory and other agencies. In
addition to changes being pursued at a local level,
changes are also being pursued globally through the
actions of bodies such as the G-20, FSB and Basel
Committee on Banking Supervision, as well as regionally
through the European Union. Key areas include the work
of the FSB on global systemically important financial
institutions (‘G-SIFI’), the Basel Committee’s Basel 111
capital requirements, the EU’s measures to implement
Basel 11 (referred to as ‘CRD 1V’), and the EU’s
proposed Crisis Management Directive.

The FSB has been designated by the G-20 as the
body responsible for co-ordinating the delivery of a
global reform programme following the financial crisis, a
key element of which is that no firm should be too big or
too complicated to fail, and that taxpayers should not bear
the cost of resolution. HSBC has been classified by FSB
as a G-SIFI and therefore will be subject to what the FSB
refers to as a “multi-pronged and integrated set of
policies’. These include proposals that would place an
additional capital buffer on HSBC, impact the group and
require enhanced reporting.

In December 2010, the Basel Committee issued two
documents: A global regulatory framework for more
resilient banks and banking systems and International
framework for liquidity risk measurement, standards and
monitoring, which together are commonly referred to as
‘Basel I11”. This will be given effect across the EU via a
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recasting of CRD. The Proposals have been issued for a
new Regulation and Directive, which collectively, are
known as CRD IV. Finalised CRD IV rules are not
expected until mid-2012 but draft proposals include:

e Quality of capital: CRD IV requires a further
strengthening and harmonisation of the criteria for
eligibility of capital instruments with an emphasis on
common equity as the principal component of tier 1

capital;

Capital buffers: proposals comprise a capital
conservation buffer of 2.5 per cent of risk-weighted
assets to be built up during periods of economic
growth, aimed at ensuring the capacity to absorb
losses in stressed periods that may span a number of
years; and a countercyclical capital buffer of up to an
additional 2.5 per cent to be built up in periods in
which credit growth exceeds GDP growth;

Derivatives and central counterparty clearing:
higher capital requirements to be imposed for
bilateral (uncleared) transactions, to incentivise the
use of central clearing;

Counterparty credit risk: requirements for managing
and capitalising counterparty credit risk are to be
strengthened. In particular, an additional capital
charge for potential losses associated with the
deterioration in the creditworthiness of individual
counterparties (Credit Valuation Adjustment or
CVA) will be introduced; and

Liquidity and funding: a new minimum standard, the
Liquidity Coverage Ratio, designed to improve the
short-term resilience of a bank’s liquidity risk
profile, will be introduced after an observation and
review period in 2015.

In addition, the EU continues to work on a Crisis
Management Directive. This is intended to provide a
harmonised framework for the resolution of credit
institutions across the EU. It appears that the Directive
has been delayed and recent communications from the
EU suggest that publication will not now take place until
later in 2012. The potential impact of this Directive
cannot therefore presently be estimated. However, as
with most of the initiatives already highlighted, there is
some risk of inconsistency or duplication with other
measures already in hand at the national level, both
within and outside the EU. The EU also continues to
work on its review of existing directives such as the
Market Abuse Directive and the Markets in Financial
Instruments Directive, the revisions to which may affect
at least some of the investment markets in which the
group operates and the instruments in which it trades.

The European Banking Authority, the European
Insurance and Occupational Pensions Authority and the
European Securities and Markets Authority, as new
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European Supervisory Authorities since 2011 are also
likely to have greater influence on regulatory approaches
across the EU. This could lead to changes in how the
group is regulated and supervised on a day-to-day basis
as each of these authorities develops its powers having
regard to some of the regulatory initiatives highlighted in
this report.

UK Regulation and Supervision

The FSA is the supervisor of the bank and lead
supervisor of the group. In addition, each operating bank,
finance company or insurance operation within the group
is regulated by local supervisors. UK banking and
financial services institutions are subject to multiple
regulations. The primary UK statute is the Financial
Services and Markets Act 2000 (‘FSMA”). Other UK
financial services legislation includes that derived from
EU directives relating to banking, securities, insurance,
investments and sales of personal financial services.

The FSA is responsible for authorising and
supervising the group’s businesses in the UK which
require authorisation under FSMA. These include deposit
taking, retail banking, life and general insurance,
pensions, investments, mortgages, custody and share
dealing businesses, and treasury and capital markets
activity. HSBC Bank plc is the group’s principal
authorised institution in the UK.

The UK financial services regulatory structure is
currently in the process of substantial reform, with the
UK Government’s proposals to abolish the FSA and
establish three new regulatory bodies by the end of 2012
now well advanced. These three bodies will comprise the
Financial Policy Committee (‘FPC’), the Prudential
Regulation Authority (‘PRA’) and the Financial Conduct
Authority (‘FCA’). The FPC will not directly supervise
firms, being responsible for macro-prudential regulation
and considering macro issues affecting economic and
financial stability. The PRA and the FCA will inherit the
majority of the FSA’s existing functions and HSBC will
be a ‘dual regulated’ firm, subject to prudential regulation
by the PRA and to conduct regulation by the FCA.

FSMA will be substantially revised during the
course of 2012 to reflect this regulatory reform.

There are a substantial number of other ongoing
regulatory initiatives affecting the group and driven by or
from the UK. These include the UK bank levy, ongoing
rule making regarding remuneration and recovery and
resolution plans (‘RRP’) and the implementation of the
recommendations of the Independent Commission on
Banking (*ICB’). Whilst not strictly a legislative or
regulatory matter, certain banks in the UK, including
HSBC, have established an accord with the UK
Government, referred to as Project Merlin.
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The Financial Services Act 2010, amongst other
things, empowered the FSA to make rules about
remuneration requiring all authorised firms to
operate a remuneration policy which is consistent
with the effective management of risks and the
Financial Stability Board's (‘FSB’) Implementation
Standards for Principles for Sound Compensation
Practices and requiring authorised firms to prepare
and keep up-to-date RRP. The FSA has continued,
during 2011, to consult on the rules made under
these powers and HSBC continues to discuss RRP
with the FSA. The Group expect the FSA’s rules on
RRP to be finalised and effective during 2012.

In 2011, the FSA also implemented the requirements
of CRD IlI, which requires certain financial
institutions, including banks and investment firms, to
have in place remuneration policies that are
consistent with effective risk management. In
addition to the rules required by the FSA for the
group, individual legal entities may also be subject
to their own local requirements.

The ICB published its Final Report on 12 September
2011. The UK Government is now considering how
it will implement the recommendations in the report.
If the ICB’s reform proposals were to be adopted as
legislation in substantially the form presented, they
would have wide ranging implications for the
structure and costs of UK-headquartered globally
systemically important banks (‘G-SIBs’), and the
UK banking industry.

The ICB proposed that large G-SIBs (which would
include HSBC) should have primary loss-absorbing
capacity (‘PLAC’) equal to at least 17% of risk-
weighted assets (‘RWA’s) calculated under Basel

I11. This capacity should be satisfied by issuance of
additional equity and/or debt that is loss-absorbing at
the point where the G-SIB is no longer viable. The
UK supervisor would retain the power to increase
this minimum loss-absorbing capacity to 20% of
RWA:s if it has concerns about the ability to
restructure or liquidate the G-SIB at the point of
failure. The Government have indicated that, where
the activities outside the ring-fence of a large UK
headquartered bank were demonstrably resolvable
without adverse impact on UK financial stability, the
higher PLAC ratio need not apply Group wide.

The Chancellor of the Exchequer expressed broad
approval of the ICB’s Final Report and indicated that
the UK Government endorses in principle the
proposals to establish a ring-fenced bank and greater
primary loss absorbing capacity. The Government is
not, however, bound to adopt the Commission’s
recommendations and is proposing to undertake
extensive consultation in two stages during 2012.
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In respect of UK universal banks, including HSBC
Bank plc, the ICB has proposed a separation of the
UK retail and wholesale banking operations through
the creation of a ring-fenced retail bank. The ICB
recommends that a large ring-fenced bank should be
required to maintain an equity ‘ring-fence buffer’ of
at least 3 per cent of RWASs above the Basel Il base
requirement of 7 per cent of RWAs. Following on
from this, the ICB also recommended that the
minimum leverage ratio of equity-to-total assets
should be adjusted from 3 per cent (as it is in the
Basel 111 proposals) up to 4.06 per cent, increasing in
the same proportion as the ring-fence buffer.

If the proposals described above are adopted
substantially in the form prescribed, major changes
to the corporate structure and business activities
conducted in the UK through HSBC Bank plc might
be required. The changes may include the spinning-
out of the ring-fenced bank from the existing UK
incorporated universal bank. The proposals, if
adopted, would take an extended period of time to
implement and would have a significant impact on
costs, both to implement and to run the ongoing
operations as restructured.

In February 2011, certain banks in the UK including
HSBC exchanged letters with the UK's Chancellor of the
Exchequer to establish an accord (referred to as Project
Merlin) setting out the intentions of the banks on matters
including lending, taxation, pay and other economic
contributions. The intentions were, in large part, provided
collectively and are not binding or enforceable on any
member of the HSBC Group. In the accord, the banks:

e renewed their intention to implement the
recommendations from the UK Business Finance
Taskforce, established by the banks, which reported
in October 2010, on improving customer
relationships, ensuring better access to finance,
providing better information and promoting
understanding;

e agreed to provide the capacity for additional gross
new lending to UK corporates, with HSBC providing
at least £38.8 billion, with capacity to increase this
to £44.1 billion, including a goal for UK small and
medium sized enterprises (‘SMEs’) of £11.7 billion
for the full year, with capacity for additional
facilities of at least £1.2 billion if required, all
subject to, inter alia, suitable demand and normal
lending criteria;

e agreed to abide by the UK Code of Practice on
Taxation for Banks and indicated that they expected
to contribute some £8 billion to the total direct and
indirect tax take in 2010 and some £10 billion in
2011 in the ordinary course of business;

e confirmed their intention to maintain their existing
charitable contributions, in cash and in kind,;

e agreed to make an additional contribution of up to £1
billion (up to £250 million for HSBC) to the
Business Growth Fund plc (as established under the
UK Business Finance Taskforce) for equity
investment in SMEs subject to demand over the life
of the business and an agreed risk-weighting for the
investment; and

e agreed to contribute capital of £200 million (£50
million for HSBC) over two years to the Big Society
Bank (now renamed Big Society Capital Limited) on
commercial terms.

Additionally, the FSA continues to pursue a full
agenda of regulatory development in relation to the
conduct of business in the UK, with currently ongoing
initiatives such as the Retail Distribution Review and the
Mortgage Market Review which will affect those
businesses (including HSBC) who provide investment
and the provision of home finance in the UK.

Outlook

(Unaudited)

The bank expects UK GDP to rise by some 0.3 per cent
in 2012. Uncertainty surrounding the eurozone and weak
consumer confidence alongside the ongoing fiscal
consolidation should constrain growth of domestic
demand, while only modest growth is expected from net
trade. With demand weak, consumer price inflation is
expected to fall sharply through 2012 as the impact of
2011's VAT increase and fuel price rises drop out of the
annual comparison.

Eurozone GDP is expected to contract by 1 per cent
in 2012 but with large divergences between countries, as
Spain and Italy experience deeper contractions than the
core eurozone. The impact of fiscal austerity is likely to
continue to be felt, especially in the eurozone periphery,
and concerns surrounding the sovereign debt levels in
these countries are likely to persist in 2012 as will the
tight financial conditions. However, sentiment indicators
suggest that the downturn that began in the second half of
2011 appears to be stabilising in early 2012 and a
resumption of economic recovery can be expected in
Germany, led by a firming of the global trade cycle and
resilient domestic labour markets that will support
consumer spending. Inflation appears to have peaked
and, assuming stable energy prices, it is expected to slow
to below 2 per cent in the course of 2012.

Credit risk

(Audited)

Credit risk is the risk of financial loss if a customer or
counterparty fails to meet a payment obligation under a
contract. It arises principally from direct lending, trade
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finance and leasing business, but also from off-balance
sheet products such as guarantees and credit derivatives,
and from the group’s holdings of debt and other
securities. Of the risks in which the group engages, credit
risk generates the largest regulatory capital requirements.

The principal objectives of the group’s credit risk
management are:

e to maintain across the group a strong culture of
responsible lending and a robust risk policy and
control framework.

e to both partner and challenge businesses in defining,
implementing, and continually re-evaluating the
group’s risk appetite under actual and scenario
conditions; and

= toensure there is independent, expert scrutiny of
credit risks, their costs and their mitigation.

Within the bank, the Credit Risk function is headed
by the European Chief Risk Officer and reports to the
Chief Executive Officer, with a functional reporting line
to the Group Chief Risk Officer. Its responsibilities
include:

e formulating credit policy. Compliance, subject to
approved dispensations, is mandatory for all
operating companies which must develop local credit
policies consistent with group policies;

e guiding operating companies on the group’s appetite
for credit risk exposure to specified market sectors,
activities and banking products and controlling
exposures to certain higher-risk sectors;

e undertaking an independent review and objective
assessment of risk. Credit risk assesses all
commercial non-bank credit facilities and exposures
over designated limits, prior to the facilities being
committed to customers or transactions being
undertaken;

e monitoring the performance and management of
portfolios across the group;

e controlling exposure to sovereign entities, banks and
other financial institutions, as well as debt securities
which are not held solely for the purpose of trading;

e setting policy on large credit exposures, ensuring that
concentrations of exposure by counterparty, sector or
geography do not become excessive in relation to the
group’s capital base, and remain within internal and
regulatory limits;

e maintaining and developing the group’s risk rating
framework and systems through the Credit Risk
Analytics Oversight Committee, which reports to the
Risk Management Meeting (‘RMM’) and oversees
risk rating system governance for both wholesale and
retail business;

e reporting on retail portfolio performance, high risk
portfolios, risk concentrations, large impaired
accounts, impairment allowances and stress testing
results and recommendations to the group’s RMMs,
the group’s Audit Committee and the Board; and

e acting on behalf of the group as the primary
interface, for credit-related issues, with the Bank of
England, the FSA, local regulators, rating agencies,
analysts and counterparts in major banks and non-
bank financial institutions.

Credit quality
(Audited)

The group’s credit risk rating systems and processes
differentiate exposures in order to highlight those with
greater risk factors and higher potential severity of loss.
In the case of individually significant accounts, risk
ratings are reviewed regularly and any amendments are
implemented promptly. Within the group’s retail
business, risk is assessed and managed using a wide
range of risk and pricing models to generate portfolio
data.

The group’s risk rating system facilitates the internal
ratings-based (‘IRB’) approach under Basel Il adopted by
the Group to support calculation of its minimum credit
regulatory capital requirement. For further details, see
‘Credit quality of financial instruments’ on page 43.

Special attention is paid to problem exposures
in order to accelerate remedial action. Where appropriate,
operating companies use specialist units to provide
customers with support in order to help them avoid
default wherever possible.

The Credit Risk Review team reviews the robustness
and effectiveness of key measurement, monitoring and
control activities.

Periodic risk-based audits of operating companies’
credit processes and portfolios are undertaken by the
Internal Audit function. Internal Audit discusses with
management any risk ratings it considers to be
inappropriate; following which its final recommendations
for revised ratings must be adopted.

Impairment Assessment
(Audited)

It is the group’s policy that each operating company
creates allowances for impaired loans promptly and
consistently.

Impairment allowances may be assessed and created
either for individually significant accounts or, on a
collective basis, for groups of individually significant
accounts for which no evidence of impairment has been
individually identified or for high-volume groups of
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homogeneous loans that are not considered individually
significant.

When impairment losses occur, the group reduces the
carrying amount of loans and advances through the use of
an allowance account. When impairment of available-for-
sale financial assets and held-to-maturity financial
investments occurs, the carrying amount of the asset is
reduced directly. For further details on the accounting
policy for impairment of available-for-sale debt and
equity securities, see accounting policies in Note 2.

Concentrations of credit risk exposure
(Audited)

Concentrations of credit risk arise when a number of
counterparties or exposure have comparable economic
characteristics, or such counterparties are engaged in
similar activities, or operate in the same geographical
areas or industry sectors, so that their collective ability to
meet contractual obligations is uniformly affected by
changes in economic, political or other conditions. The
group uses a number of controls and measures to
minimise undue concentration of exposure in the group’s
portfolios across industry, country and customer groups.
These include portfolio and counterparty limits, approval
and review controls, and stress testing.
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Wrong-way risk is an aggravated form of
concentration risk and arises when there is a strong
correlation between the counterparty’s probability
of default and the mark-to-market value of the underlying
transaction. The group uses a range of procedures to
monitor and control wrong-way risk, including requiring
entities to obtain prior approval before undertaking
wrong-way risk transactions outside pre-agreed
guidelines.

Maximum exposure to credit risk
(Audited)

The following table presents the maximum exposure to
credit risk from balance sheet and off-balance sheet
financial instruments, before taking account of any
collateral held or other credit enhancements (where such
credit enhancements do not meet offsetting
requirements). For financial assets recognised on the
balance sheet, the maximum exposure to credit risk
equals their carrying amount; for financial guarantees
granted, it is the maximum amount that the group would
have to pay if the guarantees were called upon. For loan
commitments and other credit-related commitments that
are irrevocable over the life of the respective facilities, it
is generally the full amount of the committed facilities.
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The group
At 31 December 2011 At 31 December 2010
Exposure
Maximum to credit Maximum Exposure to
exposure Offset risk (net) exposure Offset credit risk (net)
£m £m £m £m £m £m
Cash and balances at central banks... 56,460 - 56,460 24,495 - 24,495
Items in the course of collection
from other banks ..........ccoeevvvennns 1,663 - 1,663 1,932 - 1,932
Trading assets .......ccocoeeveerrenrenirenenns 114,657 (2,303) 112,354 135,047 (2,401) 132,646
treasury and other eligible bills...., 1,301 - 1,301 2,529 - 2,529
debt Securities ........cococveivrrerenennnd 51,286 - 51,286 73,771 - 73,771
loans and advances to banks ......., 30,335 - 30,335 26,525 - 26,525
loans and advances to customers . 31,735 (2,303) 29,432 32,222 (2,401) 29,821
Financial assets designated at fair 7,856 - 7,856 7,717 - 7,717
value
treasury and other eligible bills...., 5 - 5 20 - 20
debt SECUNitieS .....coveveveieieierenene,s 7,285 - 7,285 7,161 - 7,161
loans and advances to banks 70 - 70 27 - 27
loans and advances to customers .| 496 - 496 509 - 509
Derivatives .........cocoooverveeiereennn 176,993 (141,973) 35,020 129,158 (86,254) 42,904
Loans and advances held at
amortised COSt? ............ocvverveerrennnen. 332,617 (52,881) 279,736 342,245 (54,588) 287,657
loans and advances to banks......... 44,603 (1,980) 42,623 57,027 (1,996) 55,031
loans and advances to customers.| 288,014 (50,901) 237,113 285,218 (52,592) 232,626
Financial investments.............ccccuc.... 91,888 - 91,888 100,660 — 100,660
treasury and other similar bills ....,| 6,737 - 6,737 9,354 - 9,354
debt SECUNtIES.......oeveveverrieiriiine 85,151 - 85,151 91,306 - 91,306
Other assets........covvrvrervverieerierennenns 8,494 - 8,494 7,837 - 7,837
endorsements and acceptances ..., 730 - 730 494 - 494
accrued income and other ..........., 7,764 - 7,764 7,343 - 7,343
Financial guarantees ...........cccceuvvrvunan 12,410 - 12,410 14,631 - 14,631
Loan commitments and other -
credit-related commitments .......... 120,881 120,881 114,043 - 114,043
923,919 (197,157) 726,762 877,765 (143,243) 734,522
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The bank
At 31 December 2011 At 31 December 2010
Exposure to Exposure to
Maximum credit risk Maximum credit risk
exposure Offset (net) exposure Offset (net)
£m £m £m £m £m £m
Cash and balances at central banks .................... 44,967 - 44,967 22,357 - 22,357
Items in the course of collection from other 908 - 908 1,030 - 1,030
DANKS oo

Trading @SSEtS .....cceeeveeeieieirierie e 94,852 (2,303) 92,549 102,704 (2,401) 100,303
treasury and other eligible bills ..................... 709 - 709 945 - 945
debt SECUTILIES ...vvveveeceiivieecee e 27,079 - 27,079 39,202 - 39,202
loans and advances to banks ......................... 36,407 - 36,407 33,011 - 33,011
loans and advances to customers .................. 30,657 (2,303) 28,354 29,546 (2,401) 27,145
Financial assets designated at fair value ............ 4,595 - 4,595 4,505 - 4,505
debt SECUNILIES ..vvvevviviiciiceccec e 4,595 - 4,595 4,428 - 4,428
loans and advances to banks..............c...co...... - - - 77 - 77
DENVALIVES ..., 145,424 (96,159) 49,265 108,905 (93,503) 15,402
Loans and advances held at amortised cost?....... 232,764 (41,163) 191,601 236,408 (42,962) 193,446
loans and advances to banks.......................... 22,203 - 22,203 27,860 - 27,860
loans and advances to customers................... 210,561 (41,163) 169,398 208,548 (42,962) 165,586
Financial investments ............cccccveevevereveiieneenennn, 41,747 - 41,747 40,788 - 40,788
treasury and other similar bills..... 4,106 - 4,106 3,296 - 3,296
debt SECUTILIES ..ovvveviierieiieeee e 37,641 - 37,641 37,492 - 37,492
Other @SSELS .......coveveieririeisieree e 4,460 - 4,460 3,880 - 3,880
endorsements and acceptances ............c.c...... 393 - 393 231 - 231
accrued income and other ...........cococeceeveiinnne 4,067 - 4,067 3,649 - 3,649
Financial guarantees ..........c.cocoveveeirrricccnennnn, 8,531 - 8,531 10,388 - 10,388

Loan commitments and other credit-related -
COMMIEMENLS ...t 81,801 81,801 82,916 - 82,916
660,049 (139,625) 520,424 613,881 (138,866) 475,015

1  The derivative offset amount in the “maximum exposure to credit risk table’ relates to exposures where the counterparty has an
offsetting derivative exposure with the group, a master netting agreement is in place and the credit risk exposure is managed on a net
basis, or the position is specifically collateralised, normally in the form of cash. At 31 December 2011, the total amount of such
offsets was £142.0 billion (2010: £86.3 billion), of which £124.4 billion (2010: £75.2 billion) were offsets under a master netting
arrangement, £17.4 billion (2010: £9.8 billion) were received in cash and £0.2 billion (2010: £1.3 billion) were other collateral.
These amounts do not qualify for net presentation for accounting purposes as settlement may not actually be made on a net basis.

2 The loans and advances offset adjustment primarily relates to customer loans and deposits, and balances arising from repo and
reverse repo transactions. The offset relates to balances where there is a legally enforceable right of offset in the event of
counterparty default, and where, as a result there is a net exposure for credit risk management purposes. However, as there is no
intention to settle these balances on a net basis under normal circumstances, they do not qualify for net presentation for accounting

purposes.

Collateral and other credit enhancements held
Loans and advances held at amortised cost

Although collateral can be an important mitigant of
credit risk, it is the group’s practice to lend on the basis
of the customer’s ability to meet their obligations out of
their cash flow resources rather than rely on the value of
security offered. Depending on the customer’s standing
and the type of product, facilities may be provided
unsecured. However, for other lending a charge over
collateral is obtained and considered in determining the
credit decision and pricing. In the event of a default, the
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group may utilise the collateral as a source of
repayment.

Depending on its form, collateral can have a
significant financial effect in mitigating exposure to
credit risk. The tables below provide a quantification of
the value of fixed charges the group holds over a
borrower’s specific asset (or assets) where the group
has a history of enforcing, and are able to enforce, the
collateral in satisfying a debt in the event of the
borrower failing to meet its contractual obligations, and
where the collateral is cash or can be realised by sale in
an established market.
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The group may also manage its risk by employing
other types of collateral and credit risk enhancements,
such as second charges, other liens and unsupported
guarantees, but the valuation of such mitigants is less
certain and their financial effect has not been quantified. In
particular, loans shown in the tables below as not
collateralised may benefit from such credit mitigants.

Personal Lending
Residential mortgages by level of collaterals
(Audited)

Fully collateralised
Less than 25% loan to value (‘LTV?)
25% to 50% LTV
51% to 75% LTV ..
76% to 90% LTV
91% to 100% LTV

Partially collateralised
greater than 100% LTV
collateral value

Total residential mortgages

The above table shows residential mortgage lending including
off-balance sheet loan commitments by level of collateral.
The collateral included in the table above consists of first
charges on real estate.

The loan-to-value (‘LTV’) ratio is calculated as the
gross on-balance sheet carrying amount of the loan and
any off-balance sheet loan commitment at the balance
sheet date divided by the value of collateral. The value of
collateral is determined using professional valuations and

Mortgage lending products
(Unaudited)

Consequently, the figures in the tables below only
quantify the value of fixed charges held over a specific
asset (or assets) of a borrower where the group have a
history of enforcing and are able to enforce, the collateral
in satisfying a debt in the event of a borrower failing to
meet their contractual obligations and where the collateral
is cash or can be realised in the form of cash by sale in an
established market.

At 31 December 2011 At 31 December 2010

£m £m

...... 81,184 74,526
...... 6,392 6,139
...... 20,410 17,869
34,008 29,884

...... 15,448 14,843
...... 4,926 5,791
...... 2,116 2,677
....... 1,829 2,370
...... 83,300 77,203

house price indices. The collateral valuation excludes
any adjustments for obtaining and selling the collateral.
Valuations must be updated on a regular basis and, as a
minimum, at intervals of every three years. More
frequent re-valuations are conducted where market
conditions or portfolio performance are subject to
significant change or where a loan is identified and
assessed as impaired.

The following table shows the levels of personal mortgage lending products in the various portfolios in the UK and the

rest of Europe.

At 31 December 2011

Total residential mortgage lending
Total impairment allowances on residential mortgage lending
Interest-only (including endowment) mortgages.........ccocoevvevenes
Affordability mortgages, including adjustable rate mortgages ....

Total interest-only and affordability mortgages .
As a percentage of total mortgage lending ......
At 31 December 2010

Total residential mortgage lending

Total impairment allowances on residential mortgage lending.....................

Interest-only (including endowment) mortgages.........ccccveevee.
Affordability mortgages, including ARMs.........

Total interest-only and affordability mortgages .
As a percentage of total mortgage lending
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Continental

UK Europe

£m £m

71,834 6,037

(247) (38)

30,283 62

70 320

63 -

30,416 382

42.3% 6.3%

......................................... 66,368 5,959
......................................... (177) (37)
29,012 77

644 210

66 -

29,722 287

......................................... 44.8% 4.8%
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Other personal lending

Other personal lending consists primarily of credit cards
and personal loans, both of which are generally unsecured.

Corporate and commercial and financial (non-bank)
lending

Collateral held is analysed separately for commercial real
estate and for other corporate and commercial and
financial (non-bank) lending. This reflects the differing
nature of collateral held on these portfolios. In each case,
the analysis includes off-balance sheet commitments.

Commercial real estate loans and advances by level of collateral

(Audited)

Rated [CRR/EL 1 to 7]
Uncollateralised

Fully collateralised..........ovveeeriririeeeeirisee e
Partially collateralised............cocovriiicieiinncccreeee

- collateral value (partially collateralised)

Rated [CRR/EL 8 to 10]
Uncollateralised

Fully collateralised............cooviiiicnninieccceeeees

Partially collateralised
- collateral value (partially collateralised) ...

Total commercial real estate loans and advances

The collateral included in the table above consists of fixed
first charges on real estate.

The value of collateral is determined through a
combination of professional and internal valuations and
physical inspection. Due to the complexity of collateral
valuations for commercial real estate local valuation
policies determine the frequency of review based on local
market conditions. Revaluations are sought with greater
frequency where as part of the regular credit assessment of
the obligors, material concerns arise in relation to the
transaction which may reflect on the underlying value of

At 31 December 2011 At 31 December 2010

£m £m

21,557 20,738

3,701 3,964

15,854 14,754

2,002 2,020

1,147 1,160

2,434 1,810

281 160

912 750

..... 1,241 900
..... 699 558
23,991 22,548

the collateral, or in circumstances where an obligor’s
credit quality has declined sufficiently to cause concern
that the principal payment source may not fully meet the
obligation. The collateral valuations reported exclude any
adjustments for obtaining and selling the collateral.

Other corporate and commercial and financial (non-bank)
lending

The following table shows corporate, commercial and
financial (non-bank) lending including off balance sheet
loan commitments by level of collateralisation.

Other corporate, commercial and financial (non-bank) loans and advances by level of collateral

(Audited)

Rated [CRR/EL 8 to 10] ....
Uncollateralised

Fully collateraliSed...........ccoorrrininnnieceieeee s

Partially collateralised
- collateral value

The collateral used in the assessment of the above
primarily includes first legal charges over real estate and
charges over cash in the commercial and industrial sector,
and charges over cash and marketable financial
instruments in the financial sector. Government sector
lending is generally unsecured.

It should be noted that the table above excludes other
types of collateral which are commonly taken for
corporate and commercial lending such as unsupported
guarantees and floating charges over the assets of a
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At 31 December 2011 At 31 December 2010

£m £m

..... 5,601 7,565
..... 3,578 5,246
1,140 1,226

883 1,093

360 404

customer’s business. Whilst such mitigants have value,
often providing rights in insolvency, their assignable value
is insufficiently certain and are assigned no value in these
disclosures.

As with commercial real estate, the value of real
estate collateral included in the table above is determined
through professional valuation. The frequency of
revaluation is undertaken on a similar basis to commercial
real estate loans and advances; however, for financing
activities in corporate and commercial lending that are not
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predominantly commercial real estate oriented collateral
value is not as strongly correlated to principal repayment
performance. Collateral values will generally be refreshed
when an obligor’s general credit performance deteriorates
and it is necessary to assess the likely performance of
secondary sources of repayment should reliance upon them
prove necessary. For this reason, the table above reports
values only for customers with CRR 8 to 10, reflecting that
these loans and advances generally have valuations which
are of comparatively recent vintage. For the purposes of

Loans and advances to banks by level of collateral
(Audited)

Uncollateralised
Fully collateralised
Partially collateralised ...

- collateral value

Total loans and advances to banks

The collateral used in the assessment of the above relates
primarily to cash and marketable securities. Loans and
advances to banks are however typically unsecured.
Certain products such as reverse repurchase and stock
borrowing are effectively collateralised and have been
included in the table above.

Derivatives

ISDA Master Agreement is the group’s preferred
agreement for documenting derivatives activity. It
provides the contractual framework within which dealing
activity across a full range of over-the-counter products is
conducted, and contractually binds both parties to apply
close-out netting across all outstanding transactions
covered by an agreement if either party defaults or other
pre agreed termination events occur. It is common, and the
group’s preferred practice, for the parties to execute a
Credit Support Annex (‘CSA’) in conjunction with the
ISDA Master Agreement. Under a CSA, collateral is
passed between the parties to mitigate the market-
contingent counterparty risk inherent in the outstanding
positions. The majority of the group’s CSAs are with
financial institutional clients.

Items in the course of collection from other
banks

Settlement risk arises in any situations where a payment in
cash, securities or equities is made with the expectation of
a corresponding receipt of cash, securities or equities.
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the table above, cash is valued at its nominal value and
marketable securities at their fair value.

The collateral valuation excludes any adjustments for
obtaining and selling the collateral.

Loans and advances to banks

The following table shows loans and advances to banks
including off-balance sheet loan commitments by level of
collateral.

At 31 December 2011 At 31 December 2010

£m £m
17,666 21,069
20,353 32,399
94 59

67 41
38,113 53,527

Daily settlement limits are established for counterparties to
cover the aggregate of transactions with each counterparty
on any single day.

The group substantially mitigates settlement risk on
many transactions, particularly those involving securities
and equities, by settling through assured payment systems,
or on a delivery-versus-payment basis.

Trading assets, financial assets designated at fair
value and financial investments

Debt securities, treasury and other eligible bills consist of
government, bank or other financial institution issued
securities for which either government guarantees are held
or no collateral is held.

In addition, debt securities include asset-backed
securities (‘ABS”) and similar instruments which are
supported by underlying pools of financial assets. The
group also purchases credit default swap gross protection
to mitigate its exposure to credit risk.

The majority of the loans and advances held in these
financial asset classes are made up of reverse repos and
stock borrowing which by their nature are collateralised.
Collateral accepted as security that the group is permitted
to sell or repledge on reverse repos and stock borrowing is
disclosed in Note 35 ‘Assets charged as security for
liabilities and collateral accepted as security for assets’.
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Collateral and other credit enhancements obtained
(Audited)

Nature of assets
Residential property*

The group The bank
2011 2010 2011 2010
£m £m £m £m
38 29 26 22

1 The table presents the carrying amount of collateral and other credit enhancements obtained which are held at the reporting date. In previous
years we presented the amount of collateral and other credit enhancements obtained during the year. This resulted from a change to the IFRS

requirement.

The group obtained assets by taking possession of
collateral held as security, or calling upon other credit
enhancements. Repossessed properties are made
available for sale in orderly fashion, with the proceeds
used to reduce or repay the outstanding indebtedness.

Loans and advances to customers by industry sector
(Audited)

If excess funds arise after the debt has been repaid, they
are made available either to repay other secured lenders
with lower priority or are returned to the customer. The
group does not generally occupy the repossessed
properties for its business use.

The group
At 31 December 2011 At 31 December 2010
Gross loans by Gross loans by
Gross loansand  industry sector as Gross loansand  industry sector as
advances to a % of total advances to a % of total
customers gross loans customers gross loans
£m % £m %
Personal
Residential mortgages ........c.cccoeeeverrniseeicninnnnne 77,871 26.73% 72,327 25.05%
Other Personal .........ccooveveeieiirivinieereiesese s 33,571 11.52% 35,008 12.12%
111,442 38.25% 107,335 37.17%
Corporate and commercial
Commercial, industrial and international trade ..... 71,098 24.40% 72,006 24.94%
Commercial real estate .........cc.coevvveveiereieriernnrennnns 21,034 7.22% 19,970 6.92%
Other property-related ..........ccccovveereinrreeeeenn 4,908 1.68% 4,125 1.43%
GOVEIMMENT ..viiiiiiieieieee e 1,977 0.68% 1,452 0.49%
Other commercial .........ccocovvveiveiineiecice e 33,498 11.50% 33,771 11.70%
132,515 45.48% 131,324 45.48%
Financial
Non-bank financial institutions . 43,881 15.06% 46,087 15.96%
Settlement aCCOUNTS .......cccevvevvieieriiereice e 440 0.15% 612 0.21%
44,321 15.21% 46,699 16.17%
OLNET vt 3,085 1.06% 3,390 1.18%
Total gross loans and advances ............cccovvereninnnne 291,363 100.00% 288,748 100.00%
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The bank
At 31 December 2011 At 31 December 2010
Gross loans by Gross loans by
Gross loansand  industry sector as Gross loans and  industry sector as
advances to a % of total advances to a % of total
customers gross loans customers gross loans
£m % £m %
Personal
Residential Mortgages .......c.cooveeerernnneesenenennnens 69,500 32.48% 65,304 30.87%
Other Personal ........cccoovereeininneeessesseee s 9,276 4.34% 9,894 4.68%
78,776 36.82% 75,198 35.55%
Corporate and commercial
Commercial, industrial and international trade ....... 50,103 23.42% 52,115 24.64%
Commercial real estate ... 12,675 5.92% 12,090 5.71%
Other property-related .... 3,201 1.50% 3,120 1.47%
Government ................ 1,594 0.74% 845 0.40%
Other commercial ..........coeeervririieeeeiseeeee s 24,858 11.62% 25,134 11.88%
92,431 43.20% 93,304 44.10%
Financial
Non-bank financial institutions ............cc.ccecceeveenn 39,616 18.52% 39,616 18.73%
Settlement aCCOUNLS .......cccccvvveerieirieriiereeeeieee 41 0.02% 50 0.02%
39,657 18.54% 39,666 18.75%
OFNET oot 3,085 1.44% 3,390 1.60%
Total gross loans and advances ...........cccceeevrvrvreeierenns 213,949 100.00% 211,558 100.00%

Area of special interest

Exposure to selected countries in the eurozone
(Unaudited)

2011 was a turbulent year for the global markets,
dominated by the continuing eurozone debt crisis that
started with the global financial crisis in 2007 and, by
2011, had developed into a severe sovereign debt crisis.
The measures taken by governments to avoid a financial
collapse resulted in higher debt levels, large fiscal deficits
and, in certain cases, social and political disruption.
During 2011, a number of eurozone countries came under
severe financial pressure and their ability to raise,
refinance and service their debt was put into question by
markets, as demonstrated by the record high spreads
during most of the year. Greece, Ireland and Portugal were
forced to seek bail out packages from the European
Central Bank (‘ECB’) and the International Monetary
Fund (‘IMF’) under strict conditions, while fear of
contagion to other eurozone countries forced governments
to reduce debt levels through austerity measures that, at
least in the short term, are seen as the cause of slow
growth for some countries and stagnation in others.

Despite a number of high profile summits and
meetings the EU was unable to agree and implement a
strong coherent policy response to the crisis, prompting
fear of default or the exit from the euro of one or more
members. Under pressure during most of 2011, EU
members showed an increasing willingness to agree a
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structured common approach, but they also demonstrated
divergent opinions on the way forward and on the
measures to be taken. This resulted in the three major
rating agencies either downgrading, or putting on the
watch list for possible downgrade, a number of sovereigns,
which intensified the pressure, even on the stronger
eurozone countries.

The ongoing sovereign debt crisis, slow economic
growth, dearth of market financing for banks and private
sector deleveraging severely affected the eurozone
financial system, increasing the possibility of further
banking stress in the region. The banking sector within the
peripheral eurozone countries was particularly under threat
as the credit risk of domestic and cross-border exposures
increased significantly. This prompted calls from the
European Banking Authority (‘EBA’) and the IMF for
funding and liquidity support and/or the recapitalisation of
certain European banks.

The ratings downgrade of a number of eurozone
countries by major rating agencies in 2011 and January
2012 was generally anticipated and was, in most cases, not
as large as feared, with the exception of Portugal which
like Greece is now rated below investment grade. The
downgrades have implications for the ratings of European
banks and government guaranteed securities, as evidenced
by the immediate downgrade of the European Financial
Stability Fund (‘EFSF’).
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Exposure to selected eurozone countries
(Audited)

At 31 December 2011

Greece Ireland Italy Portugal Spain Total
£bn £bn £bn £bn £bn £bn
Total
Held fOr trading........cccovvvvvveeeiirrscereesee e 0.5 0.6 1.3 0.4 1.4 4.2
Not held for trading............ccccevrmniiciceecee 0.3 0.6 1.3 0.3 1.3 3.8
0.8 1.2 2.6 0.7 2.7 8.0
Sovereign & Agencies
Held fOr trading ........cccocoirereniceee s 0.2 0.1 0.9 0.3 0.1 1.6
Not held for trading...........ccceerennceriiiee e 0.1 0.1 0.6 - 0.7 15
0.3 0.2 15 0.3 0.8 31
Banks
Held for trading........cccovvvvvreeeriseceeesee e 0.3 0.5 0.4 0.1 1.3 2.6
Not held for trading............ccccevrnniniciceeecces 0.2 0.5 0.7 0.3 0.6 2.3
0.5 1.0 1.1 0.4 1.9 4.9

The table above summarises the group’s exposures to
governments and central banks of selected eurozone
countries, and near/ quasi-government agencies and
banks domiciled in these countries.

The category “Held for trading’ comprises trading
assets. The category “Not held for trading’ comprises
financial assets designated at fair value, derivatives, loans
and advances to banks, loans and advances to customers
and financial investments.

The group has no significant net open positions in
the credit default swap contracts of any eurozone
countries above apart from Greece, where the group has
net open protection against its Greek exposures on a net
notional of £447 million (fair value: £298 million).

Eurozone sovereigns and agencies
(Unaudited)

During 2011, Portugal joined Greece and Ireland in the
list of the eurozone countries requiring rescue packages
to remain solvent. Greece required a second support
package, which was formalised as EU leaders announced
a 3-year programme totalling €146 billion. In addition,
the EFSF rules were changed to allow it to buy bonds on
the secondary market, finance the recapitalisation of
banks and provide pre-emptive credit lines to eurozone
countries under pressure in debt markets. Conditions
stabilised somewhat in October on growing optimism
that the EU summit would propose comprehensive
measures to tackle the crisis. By December, neither
measures nor an implementation plan had been agreed
and uncertainty and volatility returned as markets grew
sceptical about the adequacy of the political response;
fears of contagion to other eurozone countries intensified.

Concerns of contagion of the debt crisis in Greece,
Ireland and Portugal to other countries, notably Italy and
Spain, are likely to persist, causing the risk premium on
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most European countries’ sovereign debt to remain high.
The German economy has shown positive signs of
stabilisation and has experienced positive growth during
the year while the French economy has shown modest
growth but is expected to stay resilient should the crisis
spread to other peripheral eurozone countries.

At 31 December 2011, the group’s exposure to the
sovereign and agency debt of Greece, Ireland, Italy,
Portugal and Spain was £3.1 billion, £0.5 billion lower than
at the end of 2010.

During 2011, an impairment charge of £137 million
was recognised in respect of Greek sovereign and agency
exposures classified as available for sale, reflecting the
further deterioration in Greece’s fiscal position and the
expected impact of recently announced support measures.
The amount of the impairment charge represented the
cumulative fair value loss on these securities as at the end
of 2011, and does not necessarily represent the expectation
of future cash losses. The impairment charge was recycled
from the available-for-sale reserve to the income statement.

The group’s sovereign exposures to Ireland, Italy,
Portugal, and Spain are not considered to be impaired at 31
December 2011 as despite financial difficulties in these
countries, the situation is not severe enough to conclude
that loss events have occurred which will have an impact
on the future cash flows of these countries’ sovereign
securities.

Eurozone banks
(Unaudited)

As a direct result of the eurozone sovereign debt crisis,
economic slowdown, uncertain property market and low
credit growth, banks in the eurozone area are continuing to
face severe stress.
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During the year, banks with direct exposure to
eurozone sovereigns saw their costs and access to
funding deteriorate. The concern about solvency of
weaker banks intensified further following the rescue of
Dexia in Belgium and the failure of MF Global in the
US, which lost access to the funding markets due to its
significant exposures to eurozone sovereign debt. Market
volatility and funding issues were further exacerbated
due to downgrades of European banks by the major credit
rating agencies, citing concerns over their ability to
absorb losses due to possible sovereign debt default,
reliance on volatile wholesale funding markets and
weakening of perceived government support. A crisis of
confidence surfaced and banks became increasingly
reluctant to lend to each other through the inter-bank
market, prompting the ECB to take a number of
extraordinary measures to ease funding pressures in the
banking system. These included two unlimited liquidity
operations with a 3-year maturity, the widening of
eligibility criteria for collateral, assistance in providing
access to liquidity for more (medium-sized) banks and
lowering reserve requirements from 2 per cent to 1 per
cent. The slowdown in the inter-bank funding market and
the ECB’s liquidity measures resulted in transferring a
large part of market liquidity to Central Banks of highly
rated countries, which is a further sign of ongoing
derisking by banks in the eurozone. These measures have
helped to ease the liquidity crisis in the short term,
though medium-term funding challenges remain.

Exposure to non-distressed eurozone countries
(Audited)

The group’s overall exposure within the eurozone is
largely to the banks in stronger countries. Management
continue to closely monitor and manage eurozone bank
exposures in the peripheral eurozone countries, and are
cautious in lending to this sector. The group regularly
updates its assessment of higher-risk eurozone banks and
adjust its risk appetite accordingly. Where possible, the
group also seeks to play a positive role in maintaining
credit and liquidity supply.

At 31 December 2011, the group’s exposure to the
banks in Greece, Ireland, Italy, Portugal and Spain was
£4.9 billion, £0.3 billion higher than at the end of 2010.

The group recognised no impairment in respect of its
eurozone bank exposures.

Summary exposures to non-distressed eurozone countries
(Audited)

At 31 December 2011, the group’s exposure to the
sovereign and agency debt and banks of Germany, France
and Netherlands were £52 billion and £48 billion
respectively. The exposure in the Netherlands
predominantly comprises cash placements with the Dutch
central bank, which in turn are placed with the ECB. The
group’s exposure in Germany and France is reflective of
the strength of these economies as evidenced by the strong
rating and the size of our operations.

At 31 December 2011

France  Germany Netherlands Total
£bn £bn £bn £bn
15.1 111 25.9 52.1
28.4 11.9 7.4 47.7
435 23.0 333 99.8

Credit quality of financial instruments
(Audited)

The five credit quality classifications defined below each

encompass a range of more granular, internal credit rating
grades assigned to wholesale and retail lending business,

as well as the external rating, attributed by external

Credit quality
Debt securities

agencies to debt securities. There is no direct correlation
between the internal and external ratings at granular level,
except to the extent each falls within a single quality
classification.

and other bills  Wholesale lending and derivatives Retail lending

External credit  Internal credit Probability of Internal credit ~ Expected loss %
Quality classification rating rating default % rating
Strong.... A-and above  CRR1to CRR2 0-0.169 EL1TOEL2 0-0.999
Good......onu.. BBB+ to BBB- CRR3 0.170 - 0.740 EL3 1.000 - 4.999
Satisfactory ...... BB+ to B+ and unrated CRR4 TO CRR5 0.741-4.914 EL4 TO EL5S 5.000 — 19.999
Sub - standard...........ccccoeeuenne B and below CRR6 TO CRR8 4.915 -99.999 EL6 TO EL8 20.000 —99.999
Impaired .......cccoovrveieiinnnn, Impaired CRR9 TO CRR10 100 EL9 TOEL10 100+ or defaulted

1 The EL percentage is derived through a combination of PD and LGD and may exceed 100 per cent in circumstances where the LGD is above
100 per cent reflecting the cost of recoveries.
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Quality classification definitions
(Audited)

*Strong’: Exposures demonstrate a strong capacity to meet
financial commitments, with negligible or low probability
of default and/or low levels of expected loss. Retail
accounts operate within product parameters and only
exceptionally show any period of delinquency.

‘Good’: Exposures require closer monitoring and
demonstrate a good capacity to meet financial
commitments, with low default risk. Retail accounts
typically show only short periods of delinquency, with any
losses expected to be minimal following the adoption of
recovery processes.

‘Satisfactory’: Exposures require closer monitoring and
demonstrate an average to fair capacity to meet financial
commitments, with moderate default risk. Retail accounts
typically show only short periods of delinquency, with any
losses expected to be minor following the adoption of
recovery processes.

‘Sub-standard’: Exposures require varying degrees of
special attention and default risk is of greater concern.
Retail portfolio segments show longer delinquency periods
of generally up to 90 days past due and/or expected losses
are higher due to a reduced ability to mitigate these
through security realisation or other recovery processes.

‘Impaired’: Exposures have been assessed, individually or
collectively, as impaired.
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Risk rating scales
(Audited)

The Customer Risk Rating (‘CRR’) 10-grade scale above
summarises a more granular underlying 23-grade scale of
obligor probability of default (‘PD’). The 23-grade scale
was introduced in September 2010 following the
harmonisation of PDs for three asset classes (banks,
sovereigns and corporate) into one scale which required an
additional PD band. All distinct HSBC customers are rated
using one of these two PD scales, depending on the degree
of sophistication of the Basel Il approach adopted for the
exposure.

The Expected Loss (‘EL’) 10-grade scale for retail
business summarises a more granular underlying EL scale
for these customer segments; this combines obligor and
facility/product risk factors in a composite measure.

For debt securities and certain other financial
instruments, external ratings have been aligned to the five
quality classifications. The ratings of Standard and Poor’s
are cited, with those of other agencies being treated
equivalently. Debt securities with short-term issue ratings
are reported against the long-term rating of the issuer of
those securities. If major rating agencies have different
ratings for the same debt securities, a prudent rating
selection is made in line with regulatory requirements.

For the purpose of the following disclosure, retail
loans which are past due up to 89 days and are not
otherwise classified as EL9 or EL10, are not disclosed
within the EL grade to which they relate, but are separately
classified as past due but not impaired. The following
tables set out the group’s distribution of financial
instruments by measures of credit quality.
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Distribution of financial instruments by credit quality

(Audited)

The group

31 December 2011

Neither past due nor impaired

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

Items in the course of
collection from other

Trading assets ...............

— treasury and other
eligible bills .................

— debt securities

— loans and advances to

— loans and advances to
CUSLOMEIS ..vovevveeiieens,

Financial assets
designated at fair value
— treasury and other
eligible bills .................
— debt securities ..............
— loans and advances to

— loans and advances to
CUSLOMEIS ..vovevveeiieens,

Derivatives .........c........

Loans and advances held
at amortised cost ......
— loans and advances to

— loans and advances to
CUSLOMEIS ...vcveveerrrrene,

Financial investments ..

— treasury and other
eligible bills .................

— debt securities ..............

Other assets..........co......
— endorsements and
acceptances .................
— accrued income and
o] 1411 SR

) Past

Medium Sub- due not Impairment
Strong Good  Satisfactory Standard impaired Impaired  allowances Total
£m £m £m £m £m £m £m £m
56,460 - - - - - - 56,460
1,663 - - - - - - 1,663
95,586 9,538 8,839 694 114,657
1,205 12 79 5 1,301
45,633 1,769 3,573 311 51,286
21,108 6,209 2,640 378 30,335
27,640 1,548 2,547 = 31,735
3,206 119 4,529 2 7,856
5 - - - 5
2,669 119 4,495 2 7,285
36 - 34 - 70
496 - - - 496
147,277 19,776 9,108 832 176,993
190,059 66,882 61,372 8,946 1,225 7,514 (3,381) 332,617
40,747 2,729 1,077 35 - 47 (32) 44,603
149,312 64,153 60,295 8,911 1,225 7,467 (3,349) 288,014
81,868 3,690 3,128 1,776 - 1,426 - 91,888
6,156 485 74 22 - - - 6,737
75,712 3,205 3,054 1,754 - 1,426 = 85,151
5,313 336 2,456 350 20 19 8,494
384 15 331 - - - - 730
4,929 321 2,125 350 20 19 - 7,764
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The group

31 December 2010

Neither past due nor impaired

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

Items in the course of
collection from other
banks ......ccccceveviienene

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

Financial assets
designated at fair

— treasury and other
eligible bills .........
— debt securities ......
— loans and
advances to banks
— loans and
advances to
customers .............

Derivatives ...................

Loans and advances
held at amortised cost
— loans and
advances to banks
— loans and
advances to
customers .............

Financial investments....
— ftreasury and other
eligible bills .........

— debt securities ......

Other assets .........ccccuvven.
— endorsements and
acceptances ..........

— accrued income
and other ..............

) Past

Medium Sub- due not Impairment
Strong Good Satisfactory Standard impaired  Impaired  allowances Total
£m £m £m £m £m £m £m £m
24,495 - - - - - - 24,495
1,932 - - - - - - 1,932
107,068 12,142 15,411 426 135,047
2,278 127 124 - 2,529
65,242 2,398 5,715 416 73,771
19,245 4,270 3,000 10 26,525
20,303 5,347 6,572 - 32,222
3,530 260 3,927 - 7,717
20 - - - 20
2,977 260 3,924 - 7,161
24 - 3 - 27
509 - - - 509
103,241 18,840 6,675 402 129,158
207,339 69,053 50,281 10,855 1,514 6,783 (3,580) 342,245
51,290 5,170 366 180 - 71 (50) 57,027
156,049 63,883 49,915 10,675 1,514 6,712 (3,530) 285,218
91,289 2,559 3,040 2,134 - 1,638 - 100,660
9,250 - 74 25 - 5 - 9,354
82,039 2,559 2,966 2,109 - 1,633 - 91,306
4,459 520 2,338 503 12 5 - 7,837
436 14 44 - - - - 494
4,023 506 2,294 503 12 5 - 7,343
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The bank

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

Items in the course of
collection from other

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

Financial assets
designated at fair

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

Derivatives .......ccc........

Loans and advances held
at amortised cost ......

— loans and advances

to banks ....cooeveeeeee

— loans and advances

to customers ..........

Financial investments ..
— treasury and other
similar bills ............
— debt securities ........

Other assets..........c.......
— endorsements and
acceptances ............
— accrued income and

31 December 2011

Neither past due nor impaired

Past

Medium Sub- due not Impairment
Strong Good Satisfactory  Standard impaired Impaired allowances Total
£m £m £m £m £m £m £m £m
44,967 - - - - - - 44,967
908 - - - - - - 908
82,587 6,259 5,362 644 94,852
623 3 79 4 709
24,172 1,310 1,287 310 27,079
30,751 3,497 1,829 330 36,407
27,041 1,449 2,167 = 30,657
239 - 4,356 - 4,595
239 - 4,356 - 4,595
121,052 16,474 7,108 790 145,424
135,742 44,977 41,217 7,663 602 5,977 (3,414) 232,764
17,464 2,499 818 822 - 626 (26) 22,203
118,278 42,478 40,399 6,841 602 5,351 (3,388) 210,561
40,174 613 607 173 = 180 - 41,747
3,722 312 72 - - - - 4,106
36,452 301 535 173 - 180 - 37,641
3,596 315 545 4 - - - 4,460
69 9 315 - - - - 393
3,527 306 230 4 = = - 4,067
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The bank

31 December 2010

Neither past due nor impaired

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

Items in the course of
collection from other

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

Financial assets
designated at fair

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

Derivatives .........c.cccoe...

Loans and advances
held at amortised

— loans and
advances to banks

— loans and
advances to
customers ............

Financial investments ...
— treasury and other
similar bills ..........

— debt securities ......

Other assets .........cco...
— endorsements and
acceptances ..........

— accrued income
and other ..............

) Past

Medium Sub- due not Impairment
Strong Good  Satisfactory Standard impaired  Impaired  allowances Total
£m £m £m £m £m £m £m £m
22,357 - - - - - - 22,357
1,030 - - - - - - 1,030
79,973 10,734 11,582 415 102,704
831 - 114 - 945
33,801 1,731 3,255 415 39,202
26,450 3,803 2,758 - 33,011
18,891 5,200 5,455 - 29,546
602 77 3,826 - 4,505
602 - 3,826 - 4,428
- 7 - - 77
88,490 14,859 5,196 360 108,905
148,707 45,098 30,636 9,343 702 4,953 (3,031) 236,408
22,998 2,801 362 951 - 769 (21) 27,860
125,709 42,297 30,274 8,392 702 4,184 (3,010) 208,548
39,561 189 594 288 - 156 - 40,788
3,222 - 74 - - - - 3,296
36,339 189 520 288 - 156 - 37,492
3,019 497 358 6 - - - 3,880
182 13 36 - - - - 231
2,837 484 322 6 - - - 3,649
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Past due but not impaired gross financial instruments

Past due but not impaired loans are those for which the
customer is in the early stages of delinquency and has
failed to make payment, or a partial payment in accordance
with the contractual terms of the loan agreement. This is
typically where a loan is less than 90 days past due and
there are no other indicators of impairment. Further
examples of exposures past due but not impaired include

overdue loans fully secured by cash collateral; mortgages
that are individually assessed for impairment and that are
in arrears more than 90 days, but where the value of
collateral is sufficient to repay both the principal debt and
all potential interest for at least one year; and short-term
trade facilities past due more than 90 days for technical
reasons such as delays in documentation, but where there
is no concern over the creditworthiness of the
counterparty.

Ageing analysis of days past due but not impaired gross financial instruments

(Audited)
The group
Up to 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2011
Loans and advances held
at amortised COSt......cccvvevveerieririeeieeeienen, 696 236 266 21 6 1,225
Other aSSEtS.......cccvrveerreiierisereesiee e, 6 2 3 4 5 20
702 238 269 25 11 1,245
At 31 December 2010
Loans and advances held
at amortised cost 944 290 239 19 22 1,514
Other aSSEtS .......cevvevevereereieesiee e, 3 4 - 3 2 12
947 294 239 22 24 1,526
The bank
Up to 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2011
Loans and advances held
at amortised COSt.......ccvevveevverecieiieeienen, 349 141 96 15 1 602
At 31 December 2010
Loans and advances held
at amortised COSt.......covvevveeriereereeieeeienen, 399 171 125 7 - 702

Forbearance strategies and renegotiated loans
(Audited)

The group may renegotiate the terms and conditions of a
loan for a number of reasons which include changing
market conditions, customer retention and other reasons
not related to the credit condition of a customer. Under
certain circumstances, the group may renegotiate the terms
and conditions of a loan in response to actual or perceived
financial difficulties of a customer; this practice of
renegotiation for credit purposes is known as loan
forbearance.

A range of forbearance strategies are employed in
order to improve the management of customer
relationships, maximise collection opportunities and, if
possible, avoid default, foreclosure or repossession. The
policies and practices are based on criteria which, in the

judgement of local management, indicate that repayment is
likely to continue.

Forbearance strategies include extended payment
terms, a reduction in interest or principal repayments,
approved external debt management plans, debt
consolidations, the deferral of foreclosure, and other forms
of loan modifications and re-ageing. These management
policies and practices typically provide the customer with
terms and conditions that are more favourable than those
provided initially. Such arrangements could include cases
where an account is brought up-to-date without full
repayment of all arrears.

Loan forbearance is only granted in situations where
the customer has showed a willingness to repay the
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borrowing and is expected to be able to meet the revised
obligations.

From this point forward, the group discloses loan
forbearance as ‘renegotiated loans’, which represent
concessions granted which the group would not normally
consider as a result of financial difficulties of a customer.

For retail lending, the group’s credit risk management
policy sets out restrictions on the number and frequency of
renegotiations, the minimum period an account must have
been opened before any renegotiation can be considered
and the number of qualifying payments that must be
received. The application of this policy varies according to
the nature of the market, the product and the management
of customer relationships through the occurrence of
exceptional events.

A loan that has been subject to a change in contractual
cash flows as a result of renegotiation for credit purposes
will be classified on renegotiation as impaired, unless the
delay in payment is insignificant and there are no other
indicators of impairment. The loan will remain classified
as impaired until it has demonstrated a history of payment
performance against the original or revised terms, as
appropriate to the circumstances, that is sufficient to
demonstrate a significant reduction in the risk of non-
payment of future cash flows.

For retail lending the minimum period of payment
performance required is dependent on the portfolio, but it
typically no less that six months of keeping up to date with
scheduled payments. This period of payment performance
is in addition to the receipt of a minimum of two payments
within a 60 day period from a customer to initially qualify
for the renegotiation. These qualifying payments are

Renegotiated loans and advances to customers
(Audited)

At 31 December 2011

required in order to demonstrate that the renegotiated
terms are sustainable for the borrower. For corporate and
commercial lending, which are individually assessed and
where non-monthly payments are more commonly agreed,
the history of payment performance will depend on the
underlying structure of payments agreed as part of the
restructure.

Renegotiated loans are considered when calculating
collective impairment allowances, either through
management’s judgement or by segregation from other
parts of the portfolio. Within the retail portfolio, when
empirical evidence indicates an increased propensity to
default and higher losses on such accounts, the use of roll
rate methodology ensures this factor is taken into account
when calculating impairment allowances. The carrying
amount of loans that have been classified as renegotiated
retain this classification until maturity or derecognition.
Interest is recorded on renegotiated loans on the basis of
the new contractual terms following renegotiation.

In previous periods, the group’s impaired loan disclosure
convention did not explicitly require loans that are
renegotiated for credit purposes to be presented as
impaired. In the 2011 Annual Report and Accounts, the
group has separately presented all renegotiated loans, as
defined above, by credit quality classification and has
simultaneously adopted a more stringent impaired loan
disclosure convention for portfolios with significant levels
of forbearance. The topic of renegotiated loans and
forbearance is subject to evolving industry practice and
regulatory pronouncements.

The following table shows the group’s holdings of
renegotiated loans and advances to customers by industry
sector and credit quality classification.

At 31 December 2010

Not past  Past due Not past  Past due
due nor but not Total due nor but not Total
impaired impaired Impaired impaired impaired Impaired
£m £m £m £m £m £m £m £m
REtail ..o
Residential MOrtgages ...........ccccoevvvvnrieceens 341 88 624 1,053 260 103 578 941
Other Personal ........ccooeevevrereriseereiesineeeens 263 47 103 413 304 61 195 560
Commercial real estate..........cccoeevrreieieririnienes 1,444 - 1,615 3,059 1,479 1 1,175 2,655
Corporate and commercial ............ccceevrvrvrerreenn 1,185 46 1,171 2,402 1,446 42 665 2,153
Financial ... 8 - 306 314 5 - 361 366
GOVEIMMENES ... - - - - - - - -
Total renegotiated loans and advances to
CUSEOIMETS ..ottt 3,241 181 3,819 7,241 3,494 207 2,974 6,675
Impairment allowances:
Collectively assessed (69) (92)
Individually assessed (1,137) (822)
Total impairment allowance on renegotiated
loans (1,206) (914)
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Impaired loans

(Audited)

During the year the group adopted a revised disclosure stricter requirements for the performance of

convention for impaired loans and advances. The renegotiated loans before they may be considered as not
revision introduces a more stringent approach to the impaired. It also reflects developments in industry best
presentation of renegotiated loans as impaired. practice disclosure. The revised disclosure convention
Management believes that this revised approach better affects the disclosure presentation of impaired loans but
reflects the nature of risks and inherent credit quality in does not affect the accounting policy for the recognition
the loan portfolio as it is more closely calibrated to the of impairment allowances.

types of forbearance concession granted and applies

Impaired loans and advances to customers and banks by industry sector

(Audited)
Impaired loans and advances at Impaired loans and advances at
31 December 2011 31 December 2010
Individually Collectively Individually Collectively

a d a d Total assessed assessed Total
£m £m £m £m £m £m
BankS......coooveivieiieeeeee 47 - 47 71 - 71
CUSTOMETS....ovevieeeieeieeeieese e 6,775 692 7,467 5,651 1,061 6,712
Personal.........cccoeevieivieniienicen, 1,034 662 1,696 895 1,010 1,905
Corporate and commercial.............| 5,198 30 5,228 4,174 51 4,225
Financial.........ccccooeevveiiicicecenn) 543 - 543 582 - 582
6,822 692 7,514 5,722 1,061 6,783

Impairment allowances and charges on loans and advances to customers
(Audited)

The table below analyses the impairment allowances individually assessed or collectively assessed, and

recognised for impaired loans and advances that are either ~ collective impairment allowances on loans and advances
classified as not impaired.

As at 31 December

2011 2010
£m £m
Gross loans and advances
Individually assessed impaired I08NST...........cc.coovueveeeeiereeeeeeeeeseee e neenean 6,775 5,651
COMIECHIVELY BSSESSEU.........eoveoveeeeee e en e en s enseensenes 284,588 283,097
IMPAITEA TOBNST ........ooveceeeesieeeecte sttt ettt s sttt ent e 692 1,061
NON-IMPAITEA [0ANS™...........oeoeeeeeeeeeee e 283,896 282,036
Total gross 10anS aNd A0VANCES .........covriirvrieiririsrieieeeseseseeeeese st se e et sese e sessesesesesesenens 291,363 288,748
Impairment allowances
INAIVIAUAITY BSSESSE .......evieiiieeieie ettt bbbttt b bbbt 2,429 2,248
COlECTIVEIY ASSESSEA.......veviuiieeieiiriiriete ettt a st s e et s e s se st s et e e e e serene e e nsenens 920 1,282
Total iMmpaIrMENt AHIOWANCES .......cvoveieiiiirieieieireee ettt sttt 3,349 3,530
Individually assessed allowances as a percentage of individually assessed loans and advances ...... 35.9% 39.8%
Collectively assessed allowances as a percentage of collectively assessed loans and advances....... 0.32% 0.45%

=

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

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

3 Collectively assessed loans and advances not impaired are those classified as CRR1 to CRR8 and EL1 to EL8 but excluding retail loans 90

days past due.
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Impairment allowances on loans and advances to customers and banks by industry sector

(Audited)
At 31 December 2011 At 31 December 2010
Individually Collectively Individually Collectively
assessed assessed Total assessed assessed Total
allowances allowances allowances allowances allowances allowances
£m £m £m £m £m £m
Banks 32 - 32 50 - 50
Customers.... 2,429 920 3,349 2,248 1,282 3,530
Personal .........ccccevvveiinenene 351 615 966 313 1,005 1,318
Corporate and commercial ....... 1,804 298 2,102 1,665 271 1,936
Financial .........occocoevinniiicne 274 7 281 270 6 276
2,461 920 3,381 2,298 1,282 3,580
Impairment allowances as a percentage of gross loans and advances
(Audited)
The group
At 31 December
2011 2010
% %
Banks
Individually assessed impairment allOWANCES ..o 0.13 0.19
Customers
Individually assessed impairment allOWANCES ...........ovoueeeiiririeereieies e 0.91 0.87
Collectively assessed impairment allOWaNCES ...........cccviiiiiiiciinni e 0.34 0.50
1.38 1.56
The bank
At 31 December
2011 2010
% %
Banks
Individually assessed impairment allOWANCES .........c.ccvreueiiniiniiee e 0.13 0.08
Customers
Individually assessed impairment allOWANCES ............ccciiiuieeiiieininceer e 1.35 1.19
Collectively assessed impairment allOWANCES ............oueueeiriiririciini e 0.29 0.31
1.77 1.58

1  Net of reverse repo transactions, settlement accounts and stock borrowings.
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Movement in impairment allowances on loans and advances to customers and banks

(Audited)
The group
Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m £m £m £m
At 1January 2011 .....cooovieiieeseree e 50 2,248 1,282 3,580
Amounts written off ... (10) (571) (1,046) (1,627)
Recoveries of loans and advances written off in
PrEVIOUS YEAIS ..cvcvvviivererireriresieseressessssesssesessseeses - 19 278 297
Charge to income statement ............c....... (W] 794 435 1,222
Foreign exchange and other movements (1) (61) (29) (91)
At 31 December 2011 ..o 32 2,429 920 3,381
At 1January 2010 .....ccocorvevieiineeneee e 57 2,312 1,280 3,649
Amounts written off ... (6) (933) (885) (1,824)
Recoveries of loans and advances written off in
PrEVIOUS YEAIS ..vcvvvvrivereieririreeeeieseresesessssesesesessssesns 1 21 137 159
Charge to income statement...........ccccevvriricrcennnne 2 877 754 1,633
Foreign exchange and other movements .................. (4) (29) (4) (37)
At 31 December 2010 .......cccoovevrrieeciiinineeeeennen 50 2,248 1,282 3,580
The bank
Banks Customers
Individually Individually Collectively
assessed assessed assessed Total
£m £m £m £m
At 1January 2011 ..o 21 2,389 621 3,031
Amounts written off ........ccccoovriveeici s - (434) (523) (957)
Recoveries of loans and advances written off in
PrEVIOUS YEAS .....cuvieeeeieriiririsieeie et - 20 168 188
Charge to income statement...........cccoveeeivrnresennenens 5 839 336 1,180
Foreign exchange and other movements ................... - (28) - (28)
At 31 December 2011 ..o 26 2,786 602 3,414
At 1January 2010 ..o 28 2,267 608 2,903
Amounts written off ... (6) (826) (707) (1,539)
Recoveries of loans and advances written off in
PrEVIOUS YEAS .....cuvierieieiiiririeieieie e 1 19 132 152
Charge to income statement.............cc...... 1) 951 588 1,538
Foreign exchange and other movements .................. (1) (22) - (23)
At 31 December 2010 .......ccureeiriniiiieeieieeee e 21 2,389 621 3,031
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Movement in impairment allowances by industry sector
(Unaudited)

2011 2010 2009 2008 2007
£m £m £m £m £m
Impairment allowances at 1 JANUAIY ..........ccccovvvniicieieesn s 3,580 3,649 2,545 1,796 1,766
AMOUNtS WIILEEN OFf ... (1,627) (1,824) (1,580) (1,150) (1,297)
Personal.......cccccovevnaee. . (996) (834) (1,012) (859) (1,031)
— residential mortgages . . (15) (31) (25) ) 1)
— OhEI PEISONAL ..ot s (981) (803) (987) (857) (1,030)
Corporate and COMMETCIAl .........ccovrvririereeiririeeeee s (612) (980) (508) (280) (264)
— commercial, industrial and international trade .| (345) (247) (275) (200) (183)
— commercial real estate and other property-related............cccooovvcunnnns (165) (648) (93) (42) (36)
— Other COMMEICIAl ..........oveueiiiiiece s (102) (85) (140) (38) (45)
FINANCIAIY ......ooovveoevss e 19) (10) (60) (1) @
Recoveries of amounts written off in previous years .............cccccoecevvnnnenn. 297 159 170 157 268
PEISONAL ... 268 136 133 150 231
— residential mortgages . . 13 19 17 - -
— Other PErSONal ..o 255 117 116 150 231
Corporate and COMMETCIAl ........c.covoirirrieiiiiee e 27 22 32 7 34
— commercial, industrial and international trade..............ccccocevveeviennnnd 11 11 30 4 8
— commercial real estate and other property-related. . 5 4 2 3 9
— Other COMMEICIAl ..o 11 7 - - 17
FINANCIAIT .....ooveoeeececeec s 2 1 5 3
Charge to inCome StatEMENT ..........ceuviirirriiccre e 1,222 1,633 2,619 1,716 1,043
Personal . 415 803 1,130 876 789
— residential MOMGAGJES .......cocvrirriereiiri e 60 99 100 11 4
— OthEr PEISONAL ..eiviiiiiieieee e s 355 704 1,030 865 785
Corporate and COMMETCIAl ........c.covoiriririeiiiicee e 798 709 1,329 749 248
— commercial, industrial and international trade....... . 261 322 543 304 176
— commercial real estate and other property-related. . 310 232 626 304 60
— other commercial ..., . 227 155 160 141 12
Financial® ................ . 9 121 160 91 7
GOVEIMMENLS ..ottt - - - - 1)
Exchange and 0ther MOVEMENTS .......cccccvvvveeieirireseeee e (91) 37) (105) 26 16
Impairment allowances at 31 DeCembEr..........cccovereirineeireee e 3,381 3,580 3,649 2,545 1,796
Impairment allowances against banks:
— INdivVidually 8SSESSEA .......c.ciiririireieiiiririe e 32 50 57 43 3
Impairment allowances against customers
— iNdivVidually 8SSESSEA ........ceririririereieriiriesie e saeeens 2,429 2,248 2,312 1,380 920
— COIECHIVELY 8SSESSEA. ...t 920 1,282 1,280 1,122 873
Impairment allowances at 31 DECEMDEN ..........occveeirirnieieneeeee 3,381 3,580 3,649 2,545 1,796
Impairment allowances against customers as a percentage of loans
and advances to customers % % % % %
— INdiVidually 8SSESSEA ........cveuiuiireriririee ettt 0.84 0.78 0.84 0.46 0.40
— COIIECHIVElY BSSESSEA......vuvviiiieticiiet et 0.32 0.45 0.47 0.38 0.38
At 3L DECEMDEE ..ottt 1.16 1.23 1.31 0.84 0.78

1 Includes movements in impairment allowances against banks.
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Individually and collectively assessed charge to impairment allowances by industry segment

(Unaudited)
2011
Individually Collectively
assessed assessed Total
£m £m £m
BaNKS ..o @) - (7
Personal .........ccoovvvcinnnne 66 349 415
— Residential mortgages 38 22 60
— Other personal ............... 28 327 355
Corporate and commercial ...........ccccovriciiinnnnne 712 86 798
— Commercial, industrial and international trade .... 216 45 261
— Commercial real estate and other property-related... . 275 34 309
— Other COMMErCIAl .......ccoeiiiiiiiii s 221 7 228
FINANCIAL «..v s 16 - 16
Total charge to income Statement ..........ccocoeeirirrseeiensseeeeeeeae 787 435 1,222
2010
Individually Collectively
assessed assessed Total
£m £m £m
BANKS ..ottt 1 - 1
Personal .......ccccovveinicininns 98 705 803
— Residential mortgages ... 60 39 99
— Other personal ............... 38 666 704
Corporate and commercial ...........cccoovvvciiiinnnnne 662 47 711
— Commercial, industrial and international trade .... 286 36 322
— Commercial real estate and other property-related... 213 19 232
— Other commercial .........ccoovveiiinnniece . 163 (8) 155
FINANCIAL «..eovee s 118 2 120
Total charge to income StatemMENt ........cocvvevevrerireeeeiee e 879 754 1,633
Net loan impairment charge to the income statement
(Unaudited)
2011 2010 2009 2008 2007
£m £m £m £m £m
Individually assessed impairment allowances
NEW AlIOWANCES ....cviviivicieiiiereeeeeetee ettt sttt st naens 1,042 1,157 1,654 893 390
Release of allowances no longer required ...........cocoeevrvrreeereresnieennnns (236) (256) (167) (180) (194)
Recoveries of amounts previously written off...........c..ccooevvereresnennes (19) (22) (44) (22) (21)
787 879 1,443 691 175
Collectively assessed impairment allowances............cocoeevenrnciienennnns
New allowances net of allowance required ... 881 1,008 1,445 1,266 1,228
Release of allowances no longer required ..... (168) (117) (143) (106) (113)
Recoveries of amounts previously written off (278) (137) (126) (135) (247)
435 754 1,176 1,025 868
Total charge for impairment 10SSES .........vcueeivririeieeieniessese s 1,222 1,633 2,619 1,716 1,043
BANKS ..t 7 2 35 35 -
CUSEOMETS oottt 1,229 1,631 2,584 1,681 1,043
Charge for impairment losses as a percentage of closing gross loans
AN AAVANCES. ....vvirieiieieie ettt ettt nete e nena 0.36 0.47 0.81 0.49 0.36
AL 3L DECEMDET ...ttt £m £m £m £m £m
Impaired loans ............. 7,514 6,783 6,623 3,744 2,959
Impairment allowances 3,381 3,580 3,649 2,545 1,796
Charge for impairment losses as a percentage of average gross loans and advances to customers
(Unaudited)
2011 2010 2009 2008 2007
% % % % %
Net allowances net of allowances releases ..........ccoccveeenercceninrinnne 0.53 0.72 111 0.78 0.72
RECOVETIES ...vvvveieiirieeie ettt ettt se s enete e nnas (0.10) (0.06) (0.07) (0.07) (0.15)
Total charge for impairment 10SSES ........c.coovvviriicieieiinn e 0.43 0.66 1.04 0.71 0.57
Amount written off net of reCoVeries ... 0.46 0.67 0.63 0.48 0.71
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Securitisation exposures and other
structured products

(Audited)

Analysis of asset-backed securities

During the period a total valuation decrease of £341
million on available-for-sale assets was recognised in
other comprehensive income. This primarily relates to
valuation losses on asset-backed securities.

Asset Backed Securities
31 December 2011

The table shows the group’s market risk exposure to asset-
backed securities (including those carried at fair value
through profit and loss and those classified as available-
for-sale).

31 December 2010

Net Net
Gross CDS gross Principal Carrying Gross  CDS gross Principal Carrying
principal® protection® exposure*®  Amount®® principal  protection  exposure®  Amount®
£m £m £m £m £m £m £m £m
High grade® ..........cccooevvverunne. 17,858 4,609 13,249 12,402 22,313 4,145 18,168 15,631
rated CtO A oovveeeeceee 16,714 435 16,279 10,536 16,295 141 16,154 9,850
not publicly rated .................... 788 - 788 261 493 - 493 215
Total asset-backed securities... 35,360 5,044 30,316 23,199 39,101 4,286 34,815 25,696

1
2

High grade assets rated AA or AAA.

amounts through the residual life of the security.

w

protection, except where this protection is purchased with a CDS.
Carrying amount of the net principal exposure.

o ol

The gross principal is the redemption amount on maturity or, in the case of an amortising instrument, the sum of the future redemption

A CDS is a credit default swap. CDS protection principal is the gross principal of the underlying instrument that is protected by CDSs.
Net principal exposure is the gross principal amount of assets that are not protected by CDSs. It includes assets that benefit from monoline

The asset backed securities are primarily US dollar (‘USD’) denominated. Principal and carrying amounts are converted into sterling

(‘GBP”) at the prevailing exchange rates at 31 December (2011: 1GBP:USD 1.548; 2010: 1GBP:USD 1.552).

Included in the above table is carrying amount of £7,575
million (2010: £8,752 million) held through SPEs that are
consolidated by the group. Although the group includes
these assets in full on its balance sheet, significant first
loss risks are borne by third party investors, through the
investors’ holdings of capital notes subordinate to the
group’s holdings. The carrying amount of the capital note
liabilities has been decreased by impairment charges of
£202 million for the year ended 31 December 2011 (2010:
decreased by impairment charges of £265 million).

Special purpose entities
(Audited)

The group enters into certain transactions with customers
in the ordinary course of business which involve the
establishment of special purpose entities (‘SPEs’) to
facilitate or secure customer transactions.

The group structures that utilise SPEs are authorised
centrally when they are established to ensure appropriate
purpose and governance. The activities of SPEs
administered by the group are closely monitored by senior
management.

SPEs are assessed for consolidation in accordance with the
accounting policy set out in Note 1(c).
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Conduits

The group sponsors and manages two types of conduits:
securities investment conduits (‘SICs’) and multi-seller
conduits.

Securities investment conduits

Solitaire, the group’s principal SIC, purchases highly rated
asset-backed securities (‘ABSs’) to facilitate tailored
investment opportunities. The group’s other SICs,
Mazarin, Barion and Malachite, evolved from the
restructuring of the group’s sponsored structured
investment vehicles (‘SIVs’) in 2008.

Multi-seller conduits

These vehicles were established for the purpose of
providing access to flexible market-based sources of
finance for the group’s clients.

Money market funds

The group has established and manages a number of
money market funds which provide customers with
tailored investment opportunities within narrow and well-
defined objectives.

Non-money market investment funds

The group has established a large number of non-money
market investment funds to enable customers to invest in a
range of assets, typically equities and debt securities.
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Securitisations

The group uses SPEs to securitise customer loans and
advances it has originated, mainly in order to diversify its
sources of funding for asset origination and for capital
efficiency purposes. The SPEs are not consolidated when
the group is not exposed to the majority of risks and
rewards of ownership.

Other

The group also establishes, in the normal course of
business for a number of purposes, for example, structured
credit transactions for customers to provide finance to
public and private sector infrastructure projects, and for
asset and structured finance transactions.

Third party sponsored SPEs

Through standby liquidity facility commitments, the group
has exposure to third party sponsored SIVs, conduits and
securitisations under normal banking arrangements on
standard market terms. These exposures are not considered
significant to the group’s operations.

Additional off-balance sheet arrangements and
commitments

Additional off-balance sheet commitments such as
financial guarantees, letters of credit and commitments to
lend are disclosed in Note 38.

Leveraged finance transactions

Loan commitments in respect of leveraged finance
transactions are accounted for as derivatives where it is the
group’s intention to sell the loan after origination.

Liquidity and funding

(Audited)

Liquidity risk is the risk that the group does not have
sufficient financial resources to meet its obligations as they
fall due, or will have access to such resources only at an
excessive cost. This risk arises from mismatches in the
timing of cash flows. Funding risk (a form of liquidity
risk) arises when the liquidity needed to fund illiquid asset
positions cannot be obtained on the expected terms and
when required.

The objective of the group’s liquidity and funding
management framework is to ensure that all foreseeable
funding commitments can be met when due, and that
access to the wholesale markets is co-ordinated and cost-
effective. To this end, the group maintains a diversified
funding base comprising core retail and corporate
customer deposits and institutional balances. This is
augmented with wholesale funding and portfolios of
highly liquid assets diversified by currency and maturity
which are held to enable the group to respond quickly and
smoothly to unforeseen liquidity requirements.
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The group requires its operating entities to maintain
strong liquidity positions and to manage the liquidity
profiles of their assets, liabilities and commitments with
the objective of ensuring that their cash flows are balanced
appropriately and that all their anticipated obligations can
be met when due.

The group adapts its liquidity and funding risk
management framework in response to changes in the mix
of business that it undertakes, and to changes in the nature
of the markets in which it operates. The group also seeks
to continuously evolve and strengthen its liquidity and
funding risk management framework.

The group employs a number of measures to monitor
liquidity risk. The group also manages its intra-day
liquidity positions so that it is able to meet payment and
settlement obligations on a timely basis. Payment flows in
real time gross settlement systems, expected peak payment
flows and large time-critical payments are monitored
during the day and the intra-day collateral position is
managed so that there is liquidity available to meet
payments.

The management of liquidity and funding is primarily
undertaken locally in the group’s operating entities in
compliance with policies and limits set by the RMM.
These limits vary according to the depth and liquidity of
the market in which the entities operate. It is the group’s
general policy that each banking entity should manage its
liquidity and funding risk on a standalone basis.
Exceptions are permitted for certain short-term treasury
requirements and start-up operations or for branches which
do not have access to local deposit markets. These entities
are funded from the group’s largest banking operations and
within clearly defined internal and regulatory guidelines
and limits. The limits place formal restrictions on the
transfer of resources between group entities and reflect the
range of currencies, markets and time zones within which
the group operates.

The group’s liquidity and funding management
process includes:

e projecting cash flows by major currency under
various stress scenarios and considering the level of

liquid assets necessary in relation thereto;

monitoring balance sheet liquidity and advances to
core funding ratios against internal and regulatory
requirements;

maintaining a diverse range of funding sources with
back-up facilities;

managing the concentration and profile of debt
maturities;

managing contingent liquidity commitment exposures
within pre-determined caps;

maintaining debt financing plans;
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monitoring depositor concentration in order to avoid
undue reliance on large individual depositors and
ensure a satisfactory overall funding mix; and

maintaining liquidity and funding contingency plans.
These plans identify early indicators of stress
conditions and describe actions to be taken in the
event of difficulties arising from systemic or other
crises, while minimising adverse long-term
implications for the business.

Liquidity and funding in 2011
(Audited)

The liquidity position of the group strengthened further in
2011. The group continued to enjoy strong inflows of
customer deposits and maintained good access to
wholesale markets. During 2011, core funding grew by 7.5
per cent while advances grew by 2.3 per cent, resulting in
a decrease in our advances-to-core funding ratio to 91 per
cent.

Market conditions

Developments in the eurozone sovereign debt crisis
continued to dominate the agenda. In May 2011, Portugal
became the third eurozone country to seek financial
support from the ECB and the IMF. Conditions
deteriorated markedly over the summer with sharp
increases in credit default swap premia for eurozone
peripheral countries. This prompted European authorities
to propose a package of measures in October, including a
near doubling of the capacity of the European Financial
Stability Facility.

In December 2011, with the crisis reaching systemic
levels, the ECB injected liquidity into the European
banking sector via an unprecedented €489 billion (£409
billion) 3-year Long-Term Refinancing Operation
(‘LTRO’), and committed to conduct a similar operation in
February 2012. This intervention by the ECB had a
positive effect on bank CDS levels, as well as on general
funding conditions. The group supports the ECB in its
efforts to stabilise the capital markets. Given the lack of
stigma in participating and the attractive pricing, and with
the outlook for capital markets remaining uncertain, we
considered it prudent for the group’s Continental Europe
operations, to anticipate future funding requirements by
participating in the LTRO, receiving €5.2 billion in total,
mainly in France.

Encumbered assets

Encumbered assets are assets which have been pledged or
used as collateral or which legally the group may not be
able to use to secure funding. It remains a strength that
only a small percentage of the group’s assets are
encumbered and that the majority of the group’s assets are
available as security for creditors. The encumbrance arises
mainly due to repo activity within Global Banking and
Markets, which is largely self-funding.
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Encumbered assets are disclosed in Note 35 ‘Assets
charged as security for liabilities and collateral accepted as
security for assets’. Assets not included in Note 35 but
which would generally not be used to secure funding
include assets backing insurance and investment contracts.

Primary sources of funding
(Audited)

Current accounts and savings deposits payable on demand
or at short notice form a significant part of the group’s
funding, and the group places considerable importance on
maintaining their stability. For deposits, stability depends
upon preserving depositor confidence in the group’s
capital strength and liquidity, and on competitive and
transparent pricing. The group’s liquidity risk framework
includes both monitoring depositor concentration to avoid
undue reliance on large individual depositors, but also
limits the concentration of deposits from Global Banking
and Markets counterparties.

The group also accesses professional markets in order
to obtain funding for non-banking subsidiaries that do not
accept deposits, to align asset and liability maturities and
currencies and to maintain a presence in local money
markets. In aggregate, the banking entities of the group are
liquidity providers to the interbank market, placing
significantly more short-term funds with other banks than
they borrow.

Of total liabilities of £796 billion at 31 December
2011, funding from customers amounted to £346 billion,
of which £342 billion was contractually repayable within
one year.

An analysis of cash flows payable by the group and
bank under financial liabilities by remaining contractual
maturities at the balance sheet date is included in Note 33
‘Maturity analysis of assets and liabilities’.

Assets available to meet these liabilities, and to cover
outstanding commitments to lend (£828 billion), included
cash, central bank balances, items in the course of
collection and treasury and other bills (£66 billion); loans
to banks (£45 billion, including £43 billion repayable
within one year); and loans to customers (£288 billion,
including £137 billion repayable within one year). In the
normal course of business, a proportion of customer loans
contractually repayable within one year will be extended.
In addition, the group held debt securities marketable at a
value of £144 billion. Of these assets, £103 billion of debt
securities and treasury and other bills had been pledged to
secure liabilities.

The management of liquidity risk
(Audited)

The group uses a number of principal measures to manage
liquidity risk, as described below.
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Inherent Liquidity Risk Categorisation

The group categorises its operating entities into one of
three categories to reflect its assessment of their inherent
liquidity risk, considering political, economic and
regulatory factors within the operating entities’ host
country, and also factors specific to the entity itself, such
as the local footprint, market share, balance sheet strength
and control framework. This assessment is used to
determine the severity of the liquidity stress that the group
expects its operating entities to be able to withstand.

Advances to core funding ratio
(Audited)

The group emphasises the importance of core customer
deposits as a source of funds to finance lending to
customers, and discourages reliance on short-term
professional funding. This is achieved by placing limits on
banking entities which restrict their ability to increase
loans and advances to customers without corresponding
growth in core customer deposits or long term debt
funding. This measure is referred to as the ‘advances to
core funding’ ratio. Advances to core funding ratio limits
are set by the RMM. The ratio describes current loans and

Advances to core funding ratios

advances to customers as a percentage of the total of core
customer deposits and term funding with a remaining term
to maturity in excess of one year. Loans and advances to
customers which are part of reverse repurchase
arrangements, and where the group receives securities
which are deemed to be liquid, are excluded from the
advances to core funding ratio.

Core deposits

The group's internal framework is based on its
categorisation of customer deposits into core and non-core.
This characterisation takes into account the inherent
liquidity risk categorisation of the entity originating the
deposit, the nature of the customer and the size and pricing
of the deposit.

Stressed one month coverage ratio
(Unaudited)

The stressed one month coverage ratios tabulated below
are derived from projected cashflow scenario analyses, and
express the stressed cash inflows as a percentage of
stressed cash outflows over a one month time horizon.
Entities of the group are required to target a ratio of 100
per cent or greater.

(Audited)
The group The bank
2011 2010 2011 2010
(%) (%) (%) (%)
YEAr €N ...vcviiciiiee et 91.2 95.7 99.8 103.0
MaXIMUM ..o 96.3 97.9 1034 109.7
MiINIMUML e 91.2 94,5 98.4 102.6
AVEIAGE ... s 94.1 96.3 100.8 106.0

This ratio measures loans and advances to customers as a percentage of the total of core customer deposits and term funding with a remaining
term to maturity in excess of one year. The lower the percentage, the stronger the funding position

Stressed one month coverage ratio

(Unaudited)
The group The bank
2011 2010 2011 2010
(%) (%) (%) (%)
YA €N 115.2 111.7 116.2 1111
Maximum. 115.3 114.3 118.1 111.3
Minimum...... . 110.9 106.7 109.4 103.2
AVEIAZE ..ot 1121 110.9 1125 108.2

This ratio measures the high quality liquid assets available to meet net cash outflows over a 30 day period. The higher the percentage, the

greater the liquidity.

Projected cash flow scenario analyses
(Audited)

The group uses a number of standard projected cash flow
scenarios designed to model both group-specific and
market-wide liquidity crises, in which the rate and timing
of deposit withdrawals and drawdowns on committed
lending facilities are varied and the ability to access
interbank funding and term debt markets and generate
funds from asset portfolios is restricted. The scenarios are
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modelled by all group banking entities. The
appropriateness of the assumptions under each scenario is
regularly reviewed. In addition to the group’s standard
projected cash flow scenarios, individual entities are
required to design their own scenarios tailored to reflect
specific local market conditions, products and funding
bases.

Limits for cumulative net cash flows under stress
scenarios are set for each banking entity.
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Both ratio and cash flow limits reflect the local market
place, the diversity of funding sources available and the
concentration risk from large depositors. Compliance with
entity level limits is monitored and reported regularly to
the RMM.

Contingent Liquidity risk
(Audited)

In the normal course of business, the group provides
customers with committed facilities, including committed
backstop lines to conduit vehicles sponsored by the group
and standby facilities to corporate customers. These

facilities increase the funding requirements of the group
when customers choose to raise drawdown levels above
their normal utilisation rates. The liquidity risk
consequences of increased levels of drawdown are
analysed in the form of projected cash flows under
different stress scenarios. The RMM also sets limits for
non-cancellable contingent funding commitments by
group entity after due consideration of each entity’s ability
to fund them. The limits are split according to the
borrower, the liquidity of the underlying assets and the
size of the committed line.

The group’s contractual exposures as at 31 December monitored under the contingent liquidity risk limit structure

(Audited)
The group The bank
2011 2010 2011 2010
£bn £bn £bn £bn
Conduits
Client-originated assets*
—tOtal HNES...c.oiiiciciiiece e 8.3 51 7.4 35
— largest individual lines.... 0.4 0.4 0.4 04
Assets managed by the group? ...........ccooceveevveennn. 14.3 16.5 14.3 16.5
Single-issuer liquidity facilities
—five largest® ......cooovv.e.. 2.2 2.7 2.2 2.7
— largest market sector 4.9 54 4.9 5.4

These exposures relate to consolidated multi-seller conduits, primarily Regency and Bryant Park. These vehicles provide funding to group
customers by issuing debt secured by a diversified pool of customer-originated assets. In 2011, a committed line of £2.1 billion was provided
to Bryant Park by the bank (transferred from HSBC Bank USA)

These exposures relate to consolidated securities investment conduits, primarily Solitaire and Mazarin. These vehicles issue debt secured by
asset-backed securities which are managed by the group. The group has a total contingent liquidity risk of £14.3 billion (31 December 2010:
£16.5 billion) of which Solitaire represents £6.0 billion already funded on-balance sheet as at 31 December 2011 (31 December 2010: £5.2
billion) leaving a net contingent exposure of £8.3 billion (31 December 2010 : £11.3 billion). As at 31 December 2011 £4.0 billion (31
December 2010 : £5.4 billion) is on a zero balance liquidity exposure as all the Commercial Paper is funded by HSBC.

These figures represent the undrawn balance for the five largest committed liquidity facilities provided to customers, other than those
facilities to conduits.

These figures represent the undrawn balance for the total of all committed liquidity facilities provided to the largest market sector, other

than those facilities to conduits.

Market risk
(Audited)

Market risk is the risk that movements in market
factors, including foreign exchange rates and
commodity prices, interest rates, credit spreads and
equity prices will reduce the group’s income or the
value of its portfolios.

The group separates exposures to market risk into
trading or non-trading portfolios. Trading portfolios
include positions arising from market-making, position-
taking and others designated as marked-to-market.

Non-trading portfolios include positions that
primarily arise from the interest rate management of the
group’s retail and commercial banking assets and
liabilities, financial investments designated as available-
for-sale and held-to-maturity, and exposures arising
from the group’s insurance operations.

For market risk arising in the group’s insurance
business, refer to page 69.

Monitoring and limiting market risk exposure
(Audited)

The group’s objective is to manage and control market
risk exposures in order to optimise return on risk while
maintaining a market profile consistent with our status
as one of the world’s largest banking and financial
services organisations.

The management of market risk is principally
undertaken in Global Markets using risk limits
approved by the Group Management Board. Limits are
set for portfolios, products and risk types, with market
liquidity being a primary factor in determining the level
of limits set. Group Risk, an independent unit within the
Group Management Office, is responsible for HSBC’s
market risk management policies and measurement
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techniques. Each major operating entity has an
independent market risk management and control
function which is responsible for measuring market risk
exposures in accordance with the policies defined by
Group Risk, and monitoring and reporting these
exposures against the prescribed limits on a daily basis.

Each operating entity is required to assess the
market risks which arise on each product in its business
and to transfer them to either its local Global Markets
unit for management, or to separate books managed
under the supervision of the local Asset and Liability
Management Committee (*ALCO’). The aim is to
ensure that all market risks are consolidated within
operations which have the necessary skills, tools,
management and governance to manage them
professionally. In certain cases where the market risks
cannot be fully transferred, simulation modelling is
used to identify the impact of varying scenarios on
valuations and net interest income.

The group uses a range of tools to monitor and
limit market risk exposures. These include value at risk
(*VAR?’), sensitivity analysis and stress testing.

Value at risk ("VAR’')
(Audited)

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

The VAR models used by the group are
predominantly based on historical simulation. These
models derive plausible future scenarios from past
series of recorded market rates and prices, taking into
account inter-relationships between different markets
and rates such as interest rates and foreign exchange
rates. The models also incorporate the effect of option
features on the underlying exposures.

The historical simulation models used by the group
assess potential market movements with reference to
data from the past two years and calculate VAR to a 99
per cent confidence level and for a one-day holding
period.

The group routinely validates the accuracy of its
VAR models by back-testing the actual daily profit and
loss results, adjusted to remove non-modelled items
such as fees and commissions, against the
corresponding VAR numbers. Statistically, the group
would expect to see losses in excess of VAR only 1 per
cent of the time over a one-year period. The actual
number of excesses over this period can therefore be
used to gauge how well the models are performing.

Although a valuable guide to risk, VAR should always
be viewed in the context of its limitations:
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e the use of historical data as a proxy for estimating
future events may not encompass all potential
events, particularly those which are extreme in
nature;

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

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

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

o VAR is unlikely to reflect loss potential on
exposures that only arise under significant market
movements.

Sensitivity analysis

(Unaudited)

Sensitivity measures are used to monitor the market risk
positions within each risk type, for example, the present
value of a basis point movement in interest rates, for
interest rate risk. Sensitivity limits are set for portfolios,
products and risk types, with the depth of the market
being one of the principal factors in determining the
level of limits set.

Stress testing
(Audited)

In recognition of VAR’s limitations, the group
augments VAR with stress testing to evaluate the
potential impact on portfolio values of more extreme,
though plausible, events or movements in a set of
financial variables. The process is governed by the
‘Stress Testing Review Group’ forum which, in
conjunction with regional risk managers determines the
scenarios to be applied at portfolio and consolidated
level, as follows:

e sensitivity scenarios consider the impact of any
single risk factor or a set of factors that are unlikely
to be captured within the VAR models, such as the
break of a currency peg;

e technical scenarios consider the largest move in
each risk factor, without consideration of any
underlying market correlation;

e hypothetical scenarios consider potential macro
economic events, for example reflecting current
market concerns around the US treasuries
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downgrade and the potential effects of a sovereign
debt default, including its wider contagion effects;
and

e historical scenarios incorporate historical observations
of market movement during previous periods of stress
which would not be captured within VAR.

Stress testing results provide senior management with
an assessment of the financial impact such events would
have on the profit of the bank.

Trading and non-trading portfolios
The following table provides an overview of the reporting
of risks within this section:

Portfolio
Trading Non-trading

Risk type

Foreign exchange and commodity ........ VAR VAR!
INtErest rate .......covevveveneinccreee VAR VAR
EQUILY oo VAR Sensitivity
Credit spread .........ccooeeeeecninnneeeeens VAR VAR?

1 The reporting of commodity risk is consolidated with foreign
exchange risk and is not applicable to non-trading portfolios.
2 Non-trading credit spread for AFS positions only.

Trading portfolios
(Audited)

Risk measurement and control

The group’s control of market risk in the trading portfolios
is based on a policy of restricting individual operations to
trading within a list of permissible instruments authorised
for each site by Group Risk, of enforcing rigorous new
product approval procedures, and of restricting trading in

Total trading VAR by risk type

Value at risk of the trading and non-trading
portfolios

The VAR, both trading and non-trading, for the group was
as follows:

Value at risk
(Audited)
2011 2010
£m £m
At 31 December (including non-
trading credit spread VAR)...... 191.3 169.2

Despite a reduction of the exposures versus December
2010, the relative increase in rates and credit spread
volatility towards the end of the year materially increased
the 31 December 2011 total VAR.

With effect from 21 May 2010, the basis of the VAR
computation was changed to include non-trading credit
spread VAR. The 2010 average, minimum and maximum
calculations, included in the table below are therefore
based on the VAR from this point onwards.

2011 2010

£m £m

AVErage ....ccovvvvvieiirece 161.7 211.3
Minimum .... 131.4 147.5
Maximum ... 233.0 279.4

the more complex derivative products only to offices with
appropriate levels of product expertise and robust control
systems.

The VAR for such trading activity within Global
Markets at 31 December 2011 was £69.2 million (2010:
£43.0 million). This is analysed below by risk type:

Foreign
exchange and Portfolio
commodity Interest rate Equity Credit diversification Total*
£m £m £m £m £m £m
At 31 December 2011 .......ccccoevvvvnniniieen 9.5 28.1 44 454 -18.3 69.1
At 31 December 2010 .......ccccoevevrnnieeen 12.0 27.6 7.5 20.8 -24.9 43.0
Average
2011 oo 9.3 314 5.0 30.6 -18.4 57.9
2020 e 16.4 315 55 26.6 -23.3 56.7
Minimum
2011 oo 4.4 17.3 1.6 15.1 355
2020 e 3.6 18.3 1.6 14.7 26.3
Maximum
2011 oo 20.3 45.9 10.7 63.0 84.8
2000 e 41.0 53.2 12.8 41.3 85.1

1 The total VAR is non-additive across risk types due to diversification effects.

2 Portfolio diversification is the market risk dispersion effect of holding a portfolio containing different risk types. It represents the reduction
in unsystematic market risk that occurs when combining a number of different risk types, for example, interest rate, equity and foreign
exchange, together in one portfolio. It is measured as the difference between the sum of the VAR by individual risk type and the combined
total VAR. A negative number represents the benefit of portfolio diversification. As the maximum and minimum occur on different days for
different risk types, it is not meaningful to calculate a portfolio diversification benefit for these measures

62



HSBC BANK PLC

Report of the Directors: Risk (continued)

Despite a reduction of the exposures versus December
2010, the relative increase in rates and credit spread
volatility towards the end of the year materially increased
the 31 December 2011 trading VAR.

Credit spread risk

Credit spread risk also arises on credit derivative
transactions entered into by Global Banking in order to
manage the risk concentrations within the group’s
corporate loan portfolio and so enhance capital efficiency.
At 31 December 2011, the credit VAR on these
transactions was £4.1 million (2010: £7.7 million). The
mark-to-market of these transactions is reflected in the
income statement.

Gap risk

Even for transactions that are structured to render the risk
to the group negligible under a wide range of market
conditions or events, there exists a possibility that a
significant gap event could lead to loss. A gap event could
arise from a significant change in market price with no
accompanying trading opportunity, with the result that the
threshold is breached beyond which the risk profile
changes from having no risk to full exposure to the
underlying structure. Such movements may occur, for
example, when, in reaction to an adverse event or
unexpected news announcements, the market for a specific
investment becomes illiquid, making hedging impossible.

Given their characteristics, these transactions make
little or no contribution to VAR or to traditional market
risk sensitivity measures. The group captures the risks
within the stress testing scenarios and monitors gap risk on
an ongoing basis. The group regularly considers the
probability of gap loss and fair value adjustments are
booked against this risk. During 2011 gap risk continued
to be managed down. We did not incur any material gap
loss in respect of such transactions in 2011.

Non-trading portfolios
(Audited)

Risk measurement and control

The principal objective of market risk management of non-
trading portfolios is to optimise net interest income.
Interest rate risk in non-trading portfolios arises
principally from mismatches between the future yield on
assets and their funding cost, as a result of interest rate
changes. Analysis of this risk is complicated by having to
make assumptions on embedded optionality within certain
product areas such as the incidence of mortgage
prepayments, and from behavioural assumptions regarding
the economic duration of liabilities which are contractually
repayable on demand such as current accounts.

The group’s control of market risk in non-trading
portfolios is based on transferring the risks to the books
managed by Global Markets or the local ALCO. The net
exposure is typically managed through the use of interest
rate swaps within agreed limits. The VAR for these

portfolios is included within the group VAR (see ‘Value at
risk of the trading and non-trading portfolios’ above).

Available-for-sale debt securities

At 31 December 2011, the sensitivity of equity capital to
the effect of movements in credit spreads based on credit
spread VAR, on the group’s available-for-sale debt
securities was £171.3 million (2010: £157.1 million). The
sensitivity was calculated on the same basis as for the
trading portfolio. It increased to £222.8 million (2010:
£181.3 million) after including the gross exposure for the
SICs consolidated within the group’s balance sheet. This
sensitivity is calculated before taking into account losses
which would have been absorbed by the capital note
holders. At 31 December 2011, the capital note holders
can absorb the first US$2.3 billion (2010: US$2.2 billion)
of any losses incurred by the SICs prior to us incurring any
equity losses.

Credit spread VAR for available-for-sale debt
securities is always included in the bank’s Total VAR.

Fixed-rate securities

The principal non-trading risk which is not included in the
VAR reported for Global Banking and Markets arises out
of Fixed Rate Subordinated Notes. The VAR related to
these instruments was £34.5 million at 31 December 2011
(2010: £26.2 million); whilst the average, minimum and
maximum during the year was £25.9 million, £13.2
million and £35.0 million respectively (2010: £31.4
million, £19.0 million and £36.8 million).

Equity securities held as available-for-sale

Market risk arises on equity securities held as available-
for-sale. The fair value of these securities at 31 December
2011 was £1,224 million (2010: £1,426 million).

The fair value of the constituents of equity securities
held as available-for-sale can fluctuate considerably. A 10
per cent reduction in the value of the available-for-sale
equities at 31 December 2011 would have reduced equity
by £122 million (2010: £143 million). For details of the
impairment incurred on available-for-sale equity securities
see the accounting policies in Note 2(j).

Structural foreign exchange exposures
(Unaudited)

Structural foreign exchange exposures represent net
investments in subsidiaries, branches and associates, the
functional currencies of which are currencies other than
the sterling. An entity’s functional currency is the currency
of the primary economic environment in which the entity
operates.

Exchange differences on structural exposures are
recognised in other comprehensive income.

The group hedges structural foreign currency
exposures only in limited circumstances. The group’s
structural foreign exchange exposures are managed with
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the primary objective of ensuring, where practical, that the
group’s consolidated capital ratios and the capital ratios of
individual banking subsidiaries are largely protected from
the effect of changes in exchange rates. This is usually
achieved by ensuring that, for each subsidiary bank, the
ratio of structural exposures in a given currency to risk-
weighted assets denominated in that currency is broadly
equal to the capital ratio of the subsidiary in question.

The group may also transact hedges where a currency
in which the group have structural exposures is considered
to be significantly overvalued and it is possible in practice
to transact a hedge. Any hedging is undertaken using
forward foreign exchange contracts which are accounted
for under IFRSs as hedges of a net investment in a foreign
operation, or by financing with borrowings in the same
currencies as the functional currencies involved.

For details of structural foreign exchange exposures
see Note 34 Foreign exchange exposures.

Sensitivity of net interest income
(Unaudited)

A principal element of the group’s management of market
risk in non-trading portfolios is monitoring the sensitivity
of projected net interest income under varying interest rate
scenarios (simulation modelling). The group aims to
mitigate the effect of prospective interest rate movements
which could reduce future net interest income, while
balancing the cost of hedging such activities on the current
revenue stream.

For simulation modelling, businesses use a
combination of scenarios relevant to them and their local
markets and standard scenarios which are required
throughout the group. The standard scenarios are
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consolidated to illustrate the combined pro forma effect on
the group’s consolidated portfolio valuations and net
interest income.

Defined benefit pension scheme
(Audited)

Market risk also arises within the group’s defined benefit
pension schemes to the extent that the obligations of the
schemes are not fully matched by assets with determinable
cash flows. Pension scheme obligations fluctuate with
changes in long-term interest rates, inflation, salary
increases and the longevity of scheme members. Pension
scheme assets will include equities and debt securities, the
cash flows of which change as equity prices and interest
rates vary. There are risks that market movements in
equity prices and interest rates could result in assets which
are insufficient over time to cover the level of projected
obligations and these, in turn, could increase with a rise in
inflation and members living longer. Management,
together with the trustees who act on behalf of the pension
scheme beneficiaries, assess these risks using reports
prepared by independent external actuaries and takes
action and, where appropriate, adjust investment strategies
and contribution levels accordingly.

The present value of the group’s defined benefit
pension schemes’ liabilities was £16.7 billion at 31
December 2011 compared with £15.6 billion at 31
December 2010. Assets of the defined benefit schemes at
31 December 2011 comprised: equity investments 13 per
cent (16 per cent at 31 December 2010); debt securities 76
per cent (69 per cent at 31 December 2010) and other
(including property) 11 per cent (15 per cent at 31
December 2010).
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Operational risk

(Unaudited)

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

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

A formal group-wide governance structure provides
oversight over the management of operational risk. A
Global Operational Risk and Internal Control Committee
(‘GORICC”), which reports to the Group RMM, meets at
least quarterly to discuss key risk issues and review the
effective implementation of the Group’s operational risk
management framework. Regions are responsible for
ensuring that country and business unit Operational Risk
and Internal Control Committees (‘ORICC’) are
established within the Region and Global Business
consistent with the need to maintain oversight over all
businesses and operations. Accordingly, at the regional
level, the group’s Operational Risk and Internal Control
Committee (‘HBEU ORICC’) meets monthly to ensure
that the operational risks inherent in the regional activities
are identified, assessed and controlled in accordance with
the regional risk appetite. Local country and business line
ORICCs feed into the HBEU ORICC and are held at least
quarterly. In addition, output and significant issues from
the regional, country and business line ORICC:s are fed
into the group’s Risk Management Meeting and the
group’s Board as appropriate. The HBEU ORICC also
reports to the GORICC.

The group’s Regional Operational Risk and Internal
Control team supports the European Chief Financial
Officer and Chief Risk Officer through continuing
oversight and assurance over the management of
operational risk by businesses and operations. Operational
Risk and Internal Control teams have also been established
in all countries in the region with responsibility for
coordinating and providing oversight over implementation
of the Operational Risk Management Framework within
their respective countries.

Business managers are responsible for maintaining an
acceptable level of internal control, commensurate with
the scale and nature of operations across Europe. They are
responsible for identifying and assessing risks, designing
controls and monitoring the effectiveness of these controls.
The operational risk management framework assists
managers to fulfil these responsibilities by defining a
standard risk assessment methodology and providing a
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tool for the systematic reporting of operational loss data.
Central Operational Risk and Internal Control teams
within the country and at the regional level provide
assurance and oversight over the business control activities
through a programme of risk and control reviews during
the year.

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

Legal risk

Each operating company is required to implement
procedures to manage legal risk that conform to the
Group’s standards. Legal risk falls within the definition of
operational risk and includes:

e contractual risk; which is the risk that the rights
and/or obligations of a group company within a
contractual relationship are defective;

e dispute risk; which is made up of the risks that a
group company is subject to when it is involved in or
managing a potential or actual dispute;

e legislative risk; which is the risk that a group
company fails to adhere to the laws of the
jurisdictions in which it operates; and

e non-contractual rights risk which is the risk that a
group company’s assets are not properly owned or are
infringed by others, or a group company infringes
another party’s rights.

The group has a legal function, headed by the General
Counsel for Europe, to assist management in controlling
legal risk. The function provides legal advice and support
in managing claims against the group’s companies, as well
as in respect of non-routine debt recoveries or other
litigation against third parties. There are legal departments
in a number of countries in which the group operates.

The group’s operating companies must notify the
appropriate legal department immediately any litigation is
either threatened or commenced against the group or an
employee. Any claims which exceed £1 million must be
advised to the General Counsel for Europe. The General
Counsel for Europe must also be immediately advised of
any action by a regulatory authority, where the
proceedings are criminal, or where the claim might
materially affect the group’s reputation.

In addition, the group’s operating companies are required

to submit semi annual returns detailing outstanding claims
where the claim (or group of similar claims) exceeds £6.5
million, where the action is by a regulatory authority,
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where the proceedings are criminal or where the claim
might materially affect the group’s reputation. These
returns are used for reporting to various committees within
the group.

Compliance risk

Compliance risk falls within the definition of operational
risk. All group companies are required to observe the letter
and spirit of all relevant laws, codes, rules, regulations and
standards of good market practice. These rules,
regulations, other standards and group policies include
those relating to anti-money laundering, counter terrorist
financing and sanctions compliance.

The Group Compliance function supports line
management in ensuring that there are adequate policies,
procedures and resources to mitigate compliance risk. The
Regional Compliance Officer, Europe oversees
compliance teams in all of the countries where the group
operates. Additionally, Global Compliance Officers
oversee compliance arrangements within large and
complex businesses such as the bank and Global Banking
and Markets.

Group Compliance policies and procedures require the
prompt identification and escalation of all actual and
suspected breaches of any law, rule, regulation, Group
policy or other relevant requirement. These escalation
procedures are supplemented by a requirement for the
submission of compliance certificate at the half-year and
year-end by all group companies detailing any known
breaches. The contents of these escalation and certification
processes are used for reporting to the RMM, the Risk
Committee and the Board and disclosure in the Annual
Report and Accounts and Interim Report, if appropriate.

Group security and fraud risk

Security and Fraud Risk, Europe, which has responsibility
for physical risk, fraud, information and contingency risk,
is fully integrated within the group's Technology and
Services function, but with functional direction from
Group Security and Fraud Risk. This enables management
to identify and mitigate the permutations of these and
other non-financial risks across the countries in which the
group operates. All group companies manage their risk in
accordance with standards set by Security and Fraud Risk,
Europe, which also provide expert advice and support.

Data security

In connection with a significant data theft which occurred
in 2010 in Switzerland, HSBC Private Bank (Suisse) SA
has implemented various measures to strengthen
information security and provided the Swiss Financial
Market Supervisory Authority (‘(FINMA") with regular
updates on implementation in compliance with its
declaratory ruling dated 22 February 2011.

In 2011, it emerged that German authorities have
client related data of HSBC Trinkaus & Burkhardt
(International) SA. HSBC Trinkaus & Burkhardt
(International) SA continues to seek to clarify the
background of this incident and to further strengthen
information security.

Risk management of insurance
operations

(Audited)

The group operates a bancassurance model which provides
insurance products for customers with whom the group has
a banking relationship. Insurance products are sold
through all global businesses, mainly utilising retail
branches, the internet and phone centres. RBWM
customers attract the majority of sales and comprise the
majority of policyholders.

Many of these insurance products are manufactured
by group subsidiaries. This allows the group to retain the
risks and rewards associated with writing insurance
contracts, which includes both the underwriting profit and
the commission paid by the manufacturer to the bank
distribution channel within the group.

Where it is considered operationally more effective,
third parties are engaged to manufacture insurance
products for sale through the group’s banking network.
The group works with a limited number of market-leading
partners to provide the products. These arrangements earn
the group a commission.

The majority of the risk in the group’s insurance
business derives from manufacturing activities and can be
categorised as insurance risk and financial risks. Insurance
manufacturers set their own control procedures in addition
to complying with guidelines issued by the Group
Insurance Head Office.

The control framework for monitoring risk includes
the UK, European and Middle East Insurance Regional
Risk Committee, which oversees the status of the
significant risk categories in the insurance operations. Four
subcommittees of this Committee focus on products and
pricing, market, liquidity risk and credit risk, operational
risk and insurance risk, respectively. In addition, local
ALCOs and Risk Management Committees monitor
certain risk exposures, mainly for life business where the
duration and cash flow matching of insurance assets and
liabilities are reviewed.

All insurance products, whether manufactured
internally or by a third party, are subjected to a product
approval process. Approval is provided by the UK,
European and Middle East Regional Insurance Head
Office or Group Insurance Head Office depending on the
type of product and its risk profile. The approval process is
formalised through the Product and Pricing Committee,
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which comprises the heads of the relevant risk functions
within insurance.

Insurance risk of insurance operations
(Audited)

Insurance risk is the risk, other than financial risk,
transferred from the holder of the insurance contract to the
issuer (the group). The principal risk faced by the group is
that, over time, the cost of acquiring and administering a
contract, claims and benefits may exceed the aggregate
amount of premiums received and investment income.

The cost of claims and benefits can be influenced by many
factors, including mortality and morbidity experience,
lapse and surrender rates and, if the policy has a savings
element, the performance of the assets held to support the
liabilities.

In respect of financial risks, subsidiaries manufacturing
products with guarantees are usually exposed to falls in
market interest rates and equity prices to the extent that the
market exposure cannot be managed by utilising any
discretionary participation (or bonus) features (‘DPF’)
within the policy.

The insurance contracts sold by the group relate, primarily,
to core underlying banking activities, such as savings,
investment and/or credit life products. Life and non-life
business insurance risks are controlled by high level
policies and procedures set centrally, taking into account,
where appropriate, local market conditions and regulatory
requirements. Formal underwriting, reinsurance and
claims-handling procedures designed to ensure compliance
with regulations are applied, supplemented with stress
testing.

As well as exercising underwriting controls, reinsurance is
also used as a means of mitigating exposure, in particular
to aggregation of catastrophe risk. When we manage our
exposure to insurance risk through the use of third-party
reinsurers, the associated revenue and manufacturing
profit is ceded to them. Although reinsurance provides a
means of managing insurance risk, such contracts expose
the group to credit risk, the risk of default by the reinsurer
(see page 71).

A principal tool used by the group to manage its exposure
to insurance risk, in particular for life insurance contracts,
is asset and liability matching. Of particular importance is
the need to match the expected pattern of cash inflows
with the benefits payable on the underlying contracts,
which can extend for many years.

The following tables analyse the group’s insurance risk
exposures by type of business.

Analysis of life insurance risk — liabilities to
policyholders

(Audited)
2011 2010
£m £m
Life (non-linked)
— Insurance contracts with DPF * 216 211
—Creditlife ...ccooovrieireeens 141 169
— ANNUILIES .o 334 304
Term assurance and other long-term
CONEIACES ...ovviiiiiii 60 204
Total life (non-linked) ........ccccoovriciiininnenen, 751 888
Life (linKed) ..oovveveiiceeeceecee, 1,620 1,464
Investment contracts with DPF ~“...........c.c....... 13,872 14,205
Insurance liabilities to policyholders ............ 16,243 16,557

1 Insurance contracts and investment contracts with discretionary
participation features (‘DPF’) give policyholders the contractual
right to receive, as a supplement to their guaranteed benefits,
additional benefits that are likely to be a significant portion of the
total contractual benefits, but whose amount or timing is
contractually at the discretion of the group. These additional
benefits are contractually based on the performance of a specified
pool of contracts or assets, or the profit of the company issuing the
contracts.

2 Although investment contracts with DPF are financial investments,
the group continues to account for them as insurance contracts as
permitted by IFRS 4.

Insurance risk arising from life insurance depends on the
type of business, and varies considerably. The principal
drivers of insurance risks are mortality, morbidity, lapse,
surrender and expense levels. The liabilities for long-term
contracts are set by reference to a range of assumptions
around these drivers, typically reflecting each entity’s own
experience. Economic assumptions, such as investment
returns and interest rates, are usually based on observable
market data. Changes in underlying assumptions affect the
liabilities.

Non-life insurance risk — net written insurance

premiums
(Audited)

Non-life insurance contracts include accident and health,
fire and other damage to property, and repayment
protection. The UK motor book continued to run-off and
the business was sold in September 2011. Credit non-life
insurance is originated in conjunction with the provision of
loans.

Net written insurance premiums amounted to: Accident
and health: £15 million (2010: £53 million), Fire and other
damage: £5 million (2010: £25 million), Credit: £4 million
(2010: £16 million) and Marine, aviation and other: £5
million (2010: £14 million).

Financial risks of insurance operations
(Audited)

The group’s insurance businesses are exposed to a range
of financial risks, including market risk, credit risk and
liquidity risk. Market risk includes interest rate risk, equity
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risk and foreign exchange risk. The nature and
management of these risks is described below.

Manufacturing subsidiaries are exposed to financial risk
when, for example, the proceeds from financial assets are
not sufficient to fund the obligations arising from non-
linked insurance and investment contracts.

Local regulatory requirements prescribe the type, quality
and concentration of assets that the group’s insurance
manufacturing subsidiaries must maintain to meet
insurance liabilities. These requirements complement
Group-wide policies.

The following table analyses the assets held in the group’s
insurance manufacturing subsidiaries by type of contract,
and provides a view of the exposure to financial risk. For
linked contracts, which pay benefits to policyholders
which are determined by reference to the value of the
investments supporting the policies, we typically designate
assets at fair value; for non-linked contracts, the
classification of the assets is driven by the nature of the
underlying contract.

Financial assets held by insurance manufacturing subsidiaries

(Audited)

At 31 December 2011

Life linked Life non-linked Non-life
contracts contracts insurance Other assets Total
£m £m £m £m £m
Financial assets designated at fair value
Treasury DillS.........cceeevvirrece s 3 2 - - 5
Debt SECUNILIES ....vvevveveieeviei e 1,749 631 - 206 2,586
EqQUIity SECUTTLIES ..o 3,961 3,135 - 377 7,473
5,713 3,768 - 583 10,064
Financial investments - available-for-sale
Other eligible Dills...........cooviiiiiiiccee - - - 32 32
Debt securities ... - 8,973 14 761 9,748
Equity securities - - - 11 11
- 8,973 14 804 9,791
DErVALIVES. ..o 5 148 - 4 157
Other financial assets ..........cccceevvveviieviciesceeennn, 400 835 13 237 1,485
6,118 13,724 27 1,628 21,497
At 31 December 2010
Life linked Life non- Non-life Other
contracts  linked contracts insurance assets Total
£m £m £m £m £m
Financial assets designated at fair value
Treasury DillS........coeveeiirreceiersseee e 5 - 6 19
Debt SECUNILIES ...vovveveieivieicceccc e 1,679 730 - 220 2,629
Equity securities . 4,082 3,280 - 383 7,745
5,769 4,015 - 609 10,393
Financial investments - available-for-sale
Other eligible bills...........cccoeiniiriiiiccee 23 90 140 253
Debt SECUNILIES ....vovveviveeicececccce e 9,454 86 757 10,297
EqQUIity SECUTILIES ....c.ovveciiiiccec e - - 16 16
9,477 176 913 10,566
DENVALIVES......cveieviieriieececee e 147 - 2 154
Other financial @SSets .......ccccvveevveevevereresereereenenns 427 710 278 244 1,659
6,201 14,349 454 1,768 22,772
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Approximately 57 per cent of financial assets were
invested in debt securities at 31 December 2011 (2010: 57
per cent), with 35 per cent invested in equity securities
(2010: 34 per cent).

In life linked insurance, premium income less charges
levied is invested in a portfolio of assets. The group
manages the financial risks of this product on behalf of the
policyholders by holding appropriate assets in segregated
funds or portfolios to which the liabilities are linked.
These assets represented 28 per cent of the total financial
assets of the group’s insurance manufacturing subsidiaries
at the end of 2011 (2010: 27 per cent).

Market risk of insurance operations

(Audited)

Market risk arises when mismatches occur between
product liabilities and the investment assets which back
them. For example, mismatches between asset and liability
yields and maturities give rise to interest rate risk.

The main features of products manufactured by the
group’s insurance manufacturing subsidiaries which
generate market risk, and the market risk to which these
features expose the subsidiaries, are discussed below.

Long-term insurance or investment products may
incorporate either investment return or capital repayment
guarantees or both. Subsidiaries manufacturing products
with guarantees are usually exposed to falls in market
interest rates as they result in lower yields on the assets
supporting guaranteed investment returns payable to
policyholders.

The proceeds from insurance and investment products
with DPF are primarily invested in bonds with a
proportion allocated to equity securities in order to provide
customers with the potential for enhanced returns.
Subsidiaries with portfolios of such products are exposed
to the risk of falls in the market prices when they cannot
be fully reflected in the discretionary bonuses. An increase
in market volatility could also result in an increase in the
value of the guarantee to the policyholder.

Long-term insurance and investment products
typically permit the policyholder to surrender the policy or
let it lapse at any time. When the surrender value is not
linked to the value realised from the sale of the associated
supporting assets, the subsidiary is exposed to market risk.
In particular, when customers seek to surrender their
policies when asset values are falling, assets may have to
be sold at a loss to fund redemptions.

For unit-linked contracts, market risk is substantially
borne by the policyholder, but market risk exposure
typically remains as the market value of the linked assets
influences the fees earned for managing them.

Each insurance manufacturing subsidiary manages
market risk by using some or all of the following
techniques:

o for products with DPF, adjusting bonus rates to
manage the liabilities to policyholders. The effect is
that a significant portion of the market risk is borne
by the policyholder;

e as far as possible, matching assets to liability cash
flows;

e using derivatives, to a limited extent, to protect
against adverse market movements or better match
liability cash flows;

o for new products with investment guarantees,
considering the cost when determining the level of
premiums or the price structure;

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

e including features designed to mitigate market risk in
new products;

e  exiting, to the extent possible, investment portfolios
whose risk is considered unacceptable; and

e repricing of premiums charged to policyholders.

The group’s insurance manufacturing subsidiaries
monitor exposures against mandated limits regularly and
report these quarterly to the Regional Insurance Head
Office. Exposures are aggregated and reported to senior
risk management forums, including the Regional
Insurance Market, Liquidity and Credit Risk Committee,
the Regional Insurance Risk Committee and the Regional
Stress Testing Committee.

Standard measures for quantifying market risks are as
follows:

o for interest rate risk, the sensitivities of the net present
values of asset and expected liability cash flows, in
total and by currency, to a one basis point parallel
upward shift in the discount curves used to calculate
the net present values;

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

o for foreign exchange risk, the total net short foreign
exchange position and the net foreign exchange
positions by currency.

The standard measures are relatively straightforward
to calculate and aggregate, but they have limitations. The
most significant one is that a parallel shift in yield curves
of one basis point does not capture the non-linear
relationships between the values of certain assets and
liabilities and interest rates. Non-linearity arises, for
example, from investment guarantees and product features
which enable policyholders to surrender their policies. The
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group bears the shortfall if the yields on investments held
to support contracts with guaranteed benefits are less than
the investment returns implied by the guaranteed benefits.

The group recognises these limitations and augments
its standard measures with stress tests which examine the
effect of a range of market rate scenarios on the aggregate
annual profits and total equity of the insurance
manufacturing subsidiaries after taking into consideration

tax and accounting treatments where material and relevant.

The results of these stress tests are reported to the
Regional Insurance Head Office and risk committees
every quarter.

The following table illustrates the effect of various
interest rates, equity price and credit spread scenarios on

the profits for the year and total equity of insurance
manufacturing subsidiaries. Where appropriate, the impact
of the stress on the present value of the in-force long-term
insurance business asset (‘PVIF’) is included in the results
of the sensitivity tests. The relationship between the values
of certain assets and liabilities and the risk factors may be
non-linear and, therefore, the results disclosed cannot be
extrapolated to measure sensitivities to different levels of
stress. The sensitivities are stated before allowance for the
effect of management actions which may mitigate changes
in market rates, and for any factors such as policyholder
behaviour that may change in response to changes in
market risk.

Sensitivity of the group’s insurance subsidiaries to risk factors

(Audited)

Effect on profit
for the year

+ 100 basis points parallel shift in yield curves....................
— 100 basis points parallel shift in yield curves....................
10 per cent increase in equity prices
10 per cent decrease in equity prices
Sensitivity to credit spread increases

Credit risk of insurance operations
(Audited)

Credit risk can give rise to losses through default and can
lead to volatility in income statement and balance sheet
figures through movements in credit spreads, principally
on the £10.6 billion (2010: £11.5 billion) non-linked bond
portfolio.

As tabulated above, the exposure of the income
statement to the effect of changes in credit spreads is a fall
of £1 million (2010: £1 million). The sensitivity is
calculated using simplified assumptions based on a one-
day movement in credit spreads over a two-year period. A
confidence level of 99 per cent, consistent with the
Group’s VAR, has been applied.

Management of the group’s insurance manufacturing
subsidiaries are responsible for the credit risk, quality and
performance of their investment portfolios. The
assessment of creditworthiness of issuers and
counterparties is based primarily upon internationally
recognised credit ratings and other publicly available
information.

Investment credit exposures are monitored against
limits by the local insurance manufacturing subsidiaries,
and are aggregated by the Regional Insurance Head Office
and reported to the Regional Insurance Market, Liquidity
and Credit Risk Committee and the Regional Insurance

2011 2010
Effect on total Effect on profit Effect on total
equity for the year equity
£m £m £m £m
(19) (30) 12 (6)
7 19 17 2
16 16 10 10
(16) (16) (10) (10)
(@) ©) (€] ®)

Risk Committee. Stress testing is performed by the
Regional Insurance Head Office on the investment credit
exposures using credit spread sensitivities and default
probabilities. The stresses are reported to the Regional
Insurance Market, Liquidity and Credit Risk Committee.

A number of tools are used to manage and monitor
credit risk. These include an Early Warning Report and a
watch list of investments with current credit concerns
which are circulated fortnightly to senior management in
the Regional Insurance Head Office and to the Regional
Chief Risk Officer to identity investments which may be at
risk of future impairment.

Credit quality
(Audited)

The following table presents an analysis of treasury bills,
other eligible bills and debt securities within the group’s
insurance business by measures of credit quality. The five
credit quality classifications are defined on page 43. Only
assets supporting non-linked insurance liabilities,
investment contract liabilities and shareholders’ funds are
included in the table, as financial risk on assets supporting
linked liabilities is predominantly borne by the
policyholder. 93 per cent (2010: 96.5 per cent) of the
assets included in the table are invested in investments
rated as ‘Strong’.
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Treasury bills, other eligible bills and debt securities in the group’s insurance manufacturing subsidiaries

(Audited)

At 31 December 2011

At 31 December 2010

Good/ Good/
Strong Satisfactory Total? Strong Satisfactory Total?
£m £m £m £m £m £m
Financial assets designated at fair value® ................... 731 109 840 840 123 963
— treasury and other eligible bills ............cccccevne.. 3 - 3 13 - 13
—  debt SECUTILIES ..vcveeiirieieeeee e 728 109 837 827 123 950
Financial investments ...........ccccovvveriennnirsieeeeeeans 9,160 620 9,780 10,273 277 10,550
— treasury and other similar bills .... 32 - 32 253 - 253
—  debt SECUTILIES ..vcveeiirieiecere e 9,128 620 9,748 10,020 277 10,297
9,891 729 10,620 11,113 400 11,513

1 Impairment is not measured for debt securities designated at fair value, as assets in such portfolios are managed according to movements in
fair value, and the fair value movement is taken directly through the income statement.
2 Total is the maximum exposure to credit risk on the treasury bills, other eligible bills and debt securities in the group’s insurance

subsidiaries.

Credit risk also arises when part of the insurance risk
incurred by the group is assumed by reinsurers. The split
of liabilities ceded to reinsurers and outstanding
reinsurance recoveries, analysed by credit quality, is

Reinsurers’ share of liabilities under insurance contracts

(Audited)

shown below. The group’s exposure to third parties under
the reinsurance agreements is included in this table.

Neither past due nor impaired

At 31 December 2011
Linked insurance contracts

At 31 December 2010
Linked insurance contracts
Non-linked insurance contracts

Good/ Past due not
Strong Satisfactory Sub-standard  impaired Total*?
£m £m £m £m £m
29 - - - 29
438 3 = = 441
467 3 - - 470
6 - - 2 8
28 - - - 28
395 4 5 - 404
423 4 5 — 432
14 - - - 14

1 No amounts reported within Reinsurers’ share of liabilities under insurance contracts were classified as impaired.
2 Total is the maximum exposure to credit risk in respect of reinsurers’ share of liabilities under insurance contracts.

Liquidity risk of insurance operations
(Audited)

It is an inherent characteristic of almost all insurance
contracts that there is uncertainty over the amount of
claims liabilities that may arise, and the timing of their
settlement, and this creates liquidity risk.

There are three aspects to liquidity risk. The first
arises in normal market conditions and is referred to as
funding liquidity risk; specifically, the capacity to raise
sufficient cash when needed to meet payment obligations.
Secondly, market liquidity risk arises when the size of a
particular holding may be so large that a sale cannot be
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completed around the market price. Finally, standby
liquidity risk refers to the capacity to meet payment terms
in abnormal conditions.

The group’s insurance manufacturing subsidiaries
primarily fund cash outflows arising from claim liabilities
from the following sources of cash inflows:

e premiums from new business, policy renewals and
recurring premium products;

e interest and dividends on investments and principal
repayments of maturing debt investments;

e cash resources; and
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e the sale of investments.

They manage liquidity risk by utilising some or all of
the following techniques:

e matching cash inflows with expected cash outflows
using specific cash flow projections or more general
asset and liability matching techniques such as

duration matching;
maintaining sufficient cash resources;

investing in good credit-quality investments with deep
and liquid markets to the degree to which they exist;

monitoring investment concentrations and restricting
them where appropriate, for example, by debt issues
or issuers; and

establishing committed contingency borrowing
facilities.

Each of these techniques contributes to mitigating the
three types of liquidity risk described above.

Every quarter, the group’s insurance manufacturing
subsidiaries are required to complete and submit liquidity
risk reports to the Regional Insurance Head Office for

Expected maturity of insurance contract liabilities
(Audited)

collation and review by the Regional Insurance Market
Liquidity and Credit Risk Committee. Liquidity risk

is assessed in these reports by measuring changes

in expected cumulative net cash flows under a

series of stress scenarios designed to determine the

effect of reducing expected available liquidity and
accelerating cash outflows. This is achieved, for example,
by assuming new business or renewals are lower, and
surrenders or lapses are greater, than expected.

The following tables show the expected undiscounted
cash flows for insurance contract liabilities and the
remaining contractual maturity of investment contract
liabilities. A significant proportion of the group’s non-life
insurance business is viewed as short-term, with the
settlement of liabilities expected to occur within one year
of the period of risk. There is a greater spread of expected
maturities for the life business where, in a large proportion
of cases, the liquidity risk is borne in conjunction with
policyholders (wholly owned by the policyholders in the
case of unit-linked business).

The profile of the expected maturity of the insurance
contracts as at 31 December 2011 remained comparable
with 2010.

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15years  Over 15 years Total
£m £m £m £m £m
At 31 December 2011
NON-1ife INSUFANCE .....c.vviceeiieee e 43 44 15 2 104
Life insurance (non-linked). 71 134 394 333 932
Life insurance (linked) ........cccoveeieiinrineciesseienns 94 332 497 734 1,657
Total 208 510 906 1,069 2,693
At 31 December 2010
NON-life INSUFANCE .....oovveiiciccie s 235 270 12 42 559
Life insurance (non-linked). 123 197 458 181 959
Life insurance (linked) .........ccovreiinnnncieinres 35 205 614 617 1,471
Total 393 672 1,084 840 2,989

Remaining contractual maturity of investment contract liabilities

(Audited)

Liabilities under investment contracts by insurance underwriting subsidiaries

Within 1 year 1-5 years 5-10 years Over 10 years Undated® Total
£m £m £m £m £m £m
At 31 December 2011
Linked investment CONtracts ............ccoceevevevveeiieennns 106 384 332 1,333 2,340 4,495
Investment contracts with DPF ............cccccoevveinnene. - - - - 13,872 13,872
TOtAL v 106 384 332 1,333 16,212 18,367
At 31 December 2010
Linked investment CONtracts ............coceevevevveerieennns 249 606 735 1,374 1,777 4,741
Investment contracts with DPF............ccccovevveeinnne - - - - 14,205 14,205
TOtAL v 249 606 735 1,374 15,982 18,946

1 In most cases, policyholders have the option to terminate their contracts at any time and receive the surrender values of their policies. These

may be significantly lower than the amounts shown above.
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Present value of in-force long-term insurance business
(Audited)

The group’s life insurance business is accounted for using
the embedded value approach which, inter alia, provides a
comprehensive risk and valuation framework. The
sensitivity of the present value of the in-force (‘PVIF’)
long-term asset to changes in economic and non-economic
assumptions is described in Note 21 of the Notes on the
Financial Statements.

During 2011 the calculation of the PVIF asset was
refined to bring greater comparability and consistency
across the Group’s insurance operations. This was
achieved by incorporating explicit margins and allowances
for certain risks and uncertainties in place of implicit
adjustments to the risk discount rate.

The change in calculation reflected explicit risk
margins for non-economic risks in the projection
assumptions, and explicit allowances for financial options
and guarantees using stochastic methods. Risk discount
rates were reduced as a result of removing the implicit
adjustments.

It should be noted that refinements made to the PVIF
calculation during 2011 will introduce greater volatility
within reported results.

Other material risks

Pension risk
(Unaudited)

The group operates a number of pension plans throughout
Europe. Some of them are defined benefit plans, of which
the largest is the HSBC Bank (UK) Pension Scheme (‘the
principal plan’).

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

The level of these contributions has a direct impact on
the group’s cash flow and would normally be set to ensure
that there are sufficient funds to meet the cost of the
accruing benefits for the future service of active members.
However, higher contributions will be required when plan
assets are considered insufficient to cover the existing
pension liabilities as a deficit exists. Contribution rates are
typically revised annually or triennially, depending on the
plan. The agreed contributions to the principal plan are
revised triennially.
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A deficit in a defined benefit plan may arise from a
number of factors, including:

e investments delivering a return below that required to
provide the projected plan benefits. This could arise,
for example, when there is a fall in the market value
of equities, or when increases in long-term interest
rates cause a fall in the value of fixed income
securities held;

e the prevailing economic environment leading to
corporate failures, thus triggering write-downs in
asset values (both equity and debt);

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

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

A plan’s investment strategy is determined after
taking into consideration the market risk inherent in the
investments and its consequential impact on potential
future contributions. The long-term investment objectives
of both the group and, where relevant and appropriate, the
trustees are:

e to limit the risk of the assets failing to meet the
liabilities of the plans over the long-term; and

e to maximise returns consistent with an acceptable
level of risk so as to control the long-term costs of the
defined benefit plans.

In pursuit of these long-term objectives, a benchmark
is established for the allocation of the defined benefit plan
assets between asset classes. In addition, each permitted
asset class has its own benchmarks, such as stock market
or property valuation indices and, where relevant, desired
levels of out-performance. The benchmarks are reviewed
at least triennially within 18 months of the date at which
an actuarial valuation is made, or more frequently if
required by local legislation or circumstances. The process
generally involves an extensive asset and liability review.

Ultimate responsibility for investment strategy rests
with either the trustees or, in certain circumstances, a
management committee. The degree of independence of
the trustees from the group varies in different jurisdictions.
For example, the principal plan, which accounts for
approximately 94 per cent of the obligations of our defined
benefit pension plans, is overseen by a corporate trustee
who regularly monitors the market risks inherent in the
scheme.

The principal plan holds a diversified portfolio of
investments to meet future cash flow liabilities arising
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from accrued benefits as they fall due to be paid. The
trustee of the principal plan is required to produce a
written Statement of Investment Principles which governs
decision-making about how investments are made.

In 2006, the bank and the trustee of the principal plan
agreed to change the investment strategy to reduce the
investment risk. The target asset allocations for this
strategy at that time, at the last year end and as revised in
2011, demonstrating the ongoing evolution of the strategy,
are shown below. The strategy is to hold the majority of
assets in bonds, with the reminder in a more diverse range
of investments, and includes a commitment to undertake a
programme of swap arrangements (see Note 41 on the
Financial Statements) by which the principal plan makes
LIBOR-related interest payments in exchange for the
receipt of cash flows which are based on projected future
benefit payments to be made from the principal plan.

2011 2010 2006
% % %
EQUItIES ..o, 15.5 15.5 15.0
BONdS ..o 60.5 56.5 50.0
Alternative assets' .............. 9.5 10.5 10.0
Property ......ccocovvivncinnnns 9.0 9.0 10.0
[OF: 1 FT ORI 55 8.5 15.0
100.0 100.0 100.0
1 In 2010 and 2011, alternative assets include ABSs, MBSs and

infrastructure assets. In 2006, alternative assets included loans
and infrastructure assets.

Reputational risk
(Unaudited)

All employees must safeguard the reputation of the group
by maintaining the highest standards of conduct at all
times and by being aware of issues, activities or
associations that might pose a threat to the reputation of
the group. The long-term success of the group is closely
linked to the confidence of its stakeholders. Safeguarding
and building upon the group’s reputation is the
responsibility of every employee. Any lapse in standards
of integrity, compliance, customer service or operating
efficiency represents a potential reputational risk.
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The group always aspires to the highest standards of
conduct and, as a matter of routine, takes account of
reputational risks to its business. Reputational risks can
arise from a wide variety of causes, including
Environmental, Social and Governance (‘ESG’) issues and
operational risk events. As a banking group, a good
reputation depends not only upon the way in which the
group conducts its business, but also the way in which
clients, to whom financial services are provided, conduct
themselves. Accordingly second order reputational risks
are also regularly reviewed within the group.

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

A Reputational Risk Committee (‘HRCC”) exists to
manage reputational risks across HSBC Bank plc. The
HRRC meets on a regular basis, and includes regular
consideration of issues relating to communications and
corporate sustainability, significant customer complaints
and any new products and business initiatives. Minutes
from the HRRC are tabled at the Group Reputational Risk
Policy Committee. In addition, all businesses are required
to perform a Risk and Control Assessment (‘RCA’) at least
annually that covers all material activities within their
businesses. The RCA requires an assessment of
operational risk exposures, including specific
consideration of reputational impacts, to determine
whether additional mitigating controls should be
implemented.
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Capital management and allocation

(Audited)

Capital management

The group’s capital management approach is driven by its
strategic and organisational requirements, taking into
account the regulatory, economic and commercial
environment in which it operates.

It is the group’s policy to maintain a strong capital
base to support the development of its business and to
meet regulatory capital requirements at all times. To
achieve this, the group manages its own capital within the
context of an annual capital plan which is approved by the
Board that determines the optimal amount and mix of
capital required to support planned business growth and
meet local regulatory capital requirements. Capital
generated in excess of planned requirements is returned to
the Group in the form of dividends.

The group’s policy is underpinned by its capital
management framework, which enables the group to
manage its capital in a consistent manner. The framework
incorporates a number of capital measures which govern
the management and allocation of capital within the group.
These capital measures include invested capital, economic
capital and regulatory capital defined by the group as
follows:

e invested capital is the equity capital provided to the
group by HSBC,;

e economic capital is the internally calculated capital
requirement which is deemed necessary by the group
to support the risks to which it is exposed; and

e regulatory capital is the minimum level of capital
which the group is required to hold in accordance
with the rules set by the FSA for the bank and the
consolidated group and by the local regulators for
individual subsidiary companies.

The following risks managed through the capital
management framework have been indentified as material:
credit, market, operational, interest rate risk in the banking
book, pension fund, insurance and residual risks.

Stress testing is incorporated into the capital
management framework and is an important component of
understanding the sensitivities of the core assumptions in
the group’s capital plans to the adverse effect of extreme,
but plausible, events. Stress testing allows senior
management to formulate its response, including risk
mitigating actions, in advance of conditions starting to
reflect the stress scenarios identified. The actual market
stresses experienced by the financial system in recent years
have been used to inform the capital planning process and
further develop the stress scenarios employed by the

group.

Other stress tests are also carried out, both at the
request of regulators and by the regulators themselves
using their prescribed assumptions. The group takes into
account the results of all such regulatory stress testing
when undertaking its internal capital management
assessment.

Capital measurement

The FSA is the supervisor of the bank and lead supervisor
of the group. The FSA sets capital requirements and
receives information on the capital adequacy for the bank
and the group. The bank and the group complied with the
FSA'’s capital adequacy requirements throughout 2011.

Individual banking subsidiaries are directly regulated
by their local banking supervisors, who set and monitor
local capital adequacy requirements.

The group calculates capital using the Basel Il
framework of the Basel Committee on Banking
Supervision. Basel 1 is structured around three “pillars’:
Pillar 1: minimum capital requirements, Pillar 2:
Supervisory Review and Evaluation Process and Pillar 3:
market discipline. The Capital Requirements Directive
(*CRD”) implemented Basel Il in the EU and the FSA then
gave effect to the CRD by including the requirements of
the CRD in its own rulebooks.

There were no material changes to the group’s policies
except the introduction of CRD I11 regulations, commonly
known as Basel 2.5, which took effect as of 31 December
2011. The implementation of CRD Ill increased the
group’s credit risk RWAs by £5 billion and was the main
reason for the £16 billion increase in market risk RWAs at
the end of 2011.

Regulatory capital

The group’s capital is comprised of tier 1 capital and tier 2
capital:

e tier 1 capital is divided into core tier 1 and other tier 1
capital. Core tier 1 capital is comprised of
shareholders’ equity from which are deducted the
book values of goodwill and intangible assets and
other regulatory adjustments for items reflected in
shareholders’ equity which are treated differently for
the purposes of capital adequacy. Qualifying capital
instruments such as non-cumulative perpetual
preference shares and hybrid capital securities are
included in other tier 1 capital; and

e tier 2 capital comprises qualifying subordinated loan
capital, allowable collective impairment allowances
and unrealised gains arising on the fair valuation of
equity instruments held as available for-sale. Tier 2
capital also includes reserves arising from the
revaluation of properties.
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The FSA’s rules set limits on the amount of hybrid
capital instruments that can be included in tier 1 capital
relative to core tier 1 capital and also limits total tier 2
capital to no more than tier 1 capital.

The basis of consolidation for financial accounting
purposes is described on page 99 and differs from that
used for regulatory purposes. Investments in banking
associates, which are equity accounted in the financial
accounting consolidation, are proportionally consolidated
for regulatory purposes. Subsidiaries and associates
engaged in insurance and non-financial activities are
excluded from the regulatory consolidation and are
deducted from regulatory capital. The regulatory
consolidation also excludes Special Purpose Entities
(“*SPEs’) where significant risk has been transferred to
third parties. Exposures to these SPEs are risk weighted as
securitisation positions for regulatory purposes.

Pillar 1 capital requirements

Pillar 1 covers the capital resources requirements for credit
risk (including counterparty credit risk and securitisations),
market risk and operational risk. These requirements are
expressed in terms of risk-weighted assets.

Credit risk capital requirements

Basel 11 applies three approaches of increasing
sophistication to the calculation of pillar 1 credit risk
capital requirements. The most basic, the standardised
approach, requires banks to use external credit ratings to
determine the risk weightings applied to rated
counterparties and group other counterparties into broad
categories and apply standardised risk weightings to these
categories. The next level, the internal ratings-based
(‘IRB’) foundation approach, allows banks to calculate
their credit risk capital requirement on the basis of their
internal assessment of the probability that a counterparty
will default (‘PD’), but subjects their quantified estimates
of exposure at default (‘EAD’) and loss given default
(‘LGD’) to standard supervisory parameters. Finally, the
IRB advanced approach allows banks to use their own
internal assessment in both determining PD and
quantifying EAD and LGD.

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

For credit risk, the group has adopted the IRB
advanced approach for the majority of its business, with
the remainder on either IRB foundation or standardised
approaches or under exemption from IRB treatment. A
rollout plan is in place, over the next few years, to extend
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coverage of the advanced approaches, for both local and
consolidated group reporting, leaving a small residue of
exposures on the standardised approach.

Counterparty credit risk

Counterparty credit risk arises for over-the-counter
derivatives and securities financing transactions. It is
calculated in both the trading and non-trading books and is
the risk that the counterparty to a transaction may default
before completing the satisfactory settlement of the
transaction. Three approaches to determining counterparty
credit risk exposure values are defined by Basel II:
standardised, mark-to-market and internal model method.
These exposure values are used to determine capital
requirements under one of the credit risk approaches:
standardised, IRB foundation and IRB advanced.

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

Securitisation

Securitisation positions are held in both the trading book
and the non-trading book.

For non-trading book securitisation positions, Basel |1
specifies two methods for calculating credit risk
requirements, these being the standardised and IRB
approaches. Both approaches rely on the mapping of rating
agency credit ratings to risk weights, which range between
7 per cent and 1,250 per cent. Positions that would
otherwise be weighted at 1,250 per cent are deducted from
capital.

Within the IRB approach, the Ratings Based Method is
used for the majority of the non-trading book securitisation
positions, and the Internal Assessment Approach for
unrated liquidity facilities and programme-wide
enhancements for asset-backed securitisations.

Following the implementation of CRDIII, the majority
of securitisation positions in the trading book are treated
for capital purposes as if they are held in the non-trading
book at fair value. Other traded securitisation positions,
known as correlation trading are included within an
internal model separately approved by the FSA.

Market risk capital requirement

Market risk is the risk that movements in market risk
factors, including foreign exchange, commaodity prices,
interest rates, credit spread and equity prices will reduce
group’s income or the value of its portfolios. The market
risk capital requirement is measured using internal market
risk models where approved by the FSA, or the FSA’s
standard rules.
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Following the implementation of CRDIII, the bank’s
internal market risk models comprise VAR, stressed VAR,
incremental risk charge and correlation trading under the
comprehensive risk measure.

Operational risk capital requirement

Basel 11 includes a capital requirement for operational risk,
again utilising three levels of sophistication. The capital
required under the basic indicator approach is a simple
percentage of gross revenues, whereas under the
standardised approach it is one of three different
percentages of gross revenues allocated to each of eight
defined business lines. Both these approaches use an
average of the last three financial years’ revenues. Finally,
the advanced measurement approach uses banks’ own
statistical analysis and modelling of operational risk data
to determine capital requirements.

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

Pillar 2 capital requirement

The group conducts an Internal Capital Adequacy
Assessment Process (‘ICAAP’) to determine a forward
looking assessment of its capital requirements given its
business strategy, risk profile, risk appetite and capital
plan. This process incorporates the risk management
processes and governance of the firm. A range of stress
tests are applied to the base capital plan. These, coupled
with the group’s risk management practices are used to
assess its capital adequacy requirements.

The group provides ICAAP documentation to the FSA
summarising the ICAAP process and capital adequacy
conclusions. This forms part of the basis of the FSA’s
Supervisory Review and Evaluation Process (‘SREP’),
which occurs periodically to enable the FSA to define the
minimum capital requirements for the bank and the group.

Pillar 3 disclosure requirements

Pillar 3 of Basel Il is related to market discipline and aims
to make firms more transparent by requiring them to
publish specific details of their risks, capital and risk
management under the Basel Il framework. Pillar 3
disclosures are published as a separate document on the
bank’s website.

Future developments

The regulation and supervision of financial institutions
continues to undergo significant change in response to the
global financial crisis. In December 2010, the Basel
Committee issued final rules in two documents “A global
regulatory framework for more resilient banks and banking
systems’ and ‘International framework for liquidity risk
measurement, standards and monitoring’, which together
are commonly referred to as ‘Basel I11”. In June 2011, the
Basel Committee issued a revision to the former document

setting out the finalised capital treatment for counterparty
credit risk in bilateral trades.

The Basel 111 rules set out the minimum common
equity tier 1 requirement of 4.5 per cent and additional
capital conservation buffer requirement of 2.5 per cent, to
be phased in sequentially from 1 January 2013, becoming
fully effective on 1 January 2019. Any additional
countercyclical capital buffer requirements will also be
phased in, starting in 2016 to a maximum level of 2.5 per
cent effective on 1 January 2019, although individual
jurisdictions may choose to implement larger
countercyclical capital buffers. The leverage ratio will be
subject to a supervisory monitoring period, which
commenced on 1 January 2011, and a parallel run period
which will run from 1 January 2013 until 1 January 2017.
Further calibration of the leverage ratio will be carried out
in the first half of 2017, with a view to migrating to a pillar
1 requirement from 1 January 2018.

In addition to the criteria detailed in the Basel 111
proposals, the Basel Committee issued further minimum
requirements in January 2011, to ensure that all classes of
capital instruments fully absorb losses at the point of non-
viability before taxpayers are exposed to loss. Instruments
issued on or after 1 January 2013 may only be included in
regulatory capital if the new requirements are met. The
capital treatment of securities issued prior to this date will
be phased out over a 10-year period commencing on 1
January 2013.

In July 2011, the European Commission published
proposals for a new Regulation and Directive, known
collectively as CRD 1V, to give effect to the Basel 111
framework in the EU. The majority of the Basel 11l
proposals are in the Regulation, removing national
discretion, with the exception of countercyclical and
capital buffers which are in the Directive.

The Regulation additionally sets out provisions to
harmonise regulatory and financial reporting in the EU. In
December 2011, the European Banking Authority
published a consultative document, Implementing
Technical Standards on Supervisory Reporting
Requirements. The proposed measures specify uniform
formats, frequencies and dates of prudential reporting to
the regulator. The new requirements are due to take effect
as of 1 January 2013.

The CRD IV measures are subject to agreement by the
European Parliament, the Council and EU member states.

In September 2011 the UK Independent Commission
on Banking (‘ICB”) recommended measures on capital
requirements for UK banking groups. For further details
on these proposals see page 31.
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Capital structure at 31 December

31 Dec 31 Dec
2011 2010
£m £m

Composition of regulatory capital (Audited)
Shareholders’ equity e eeeeesemeee o222 12511111558 32,449 31,379
Shareholders’ equity per DAlANCE SREET ...........oiiiiiii e 31,090 31,825
Preference share & related PreMIUM .........cciiiiiiriii ettt ] (431) (431)
Other equity iNStrUMENLS........ccovvveveviririeieienns ) - (1,750)
Deconsolidation of special PUIPOSE BNLIEIES 2 %.......o.oooooooooeoeeeeseeseeerecccccceeeseessesseeeeeeeeeseeseess et seeeeseessessesen] 1,790 1,735
INON CONEIOTTING TNTEIESES ...ttt bbbkttt b bttt bbbttt e 364 382
Non-controlling interests per BAlaNCe SHEET .........c.cviiiiiiiicie e 514 532
Of which representing non-controlling interests in preference SNares ... (150) (150)
Regulatory adjustments to the aCCOUNLING DASIS ........cvriiriieiiiriiiec e (1,032) 748
Unrealised (gains)/losses on available-for-sale debt securities B eeeeeeeeeeeeseememme oo seessrssenennee 1,261 1,545
OWN CFEATE SPIEAA ...ttt b bbbt bbbttt b e (706) (170)
Defined benefit pension fund adjustment 56 (1,058) 288
Cash fIOW NEAQING FBSEIVE........cvcueueeiiiiriceieee ettt neeeenan (236) (190)
Reserves arising from revaluation of property & unrealised gains on available-for-sale equities. ) (272) (373)
Other regUIALONY AOJUSTIMENTS..........iveueiiiiirieiet ettt bbbttt b ettt (21) (352)
[0 1 o 10 3SR (11,051) (11,428)
Goodwill capitalised & intangible assets . (10,274) (10,436)
50% of securitisation POSItIONS..........cccoevreeerinirrecciresiene (570) (679)
50% of excess expected losses over impairment allOWANCES...........vcceeriirieieeriire e (286) (439)
50% of tax credit adjustment for eXcess eXPECted 10SSES..........ccciiiiriiiiciieir e 79 126
Core tier 1 capital ........ccccoovirrriiieee 20,730 21,081
Other tier 1 capital before deductions .. 2,377 2,374
Preference shares & related premium... ) 581 581
HYDEIA CAPIAI SECUITIES ...ttt bbbt b ekt b bbbt b bbbt 1,796 1,793
DIBAUCTIONS ...ttt bbb bbb bbb bbbt b bbbttt (368) (500)
UNCONSONTALE IMVESHTIENES ... eeeeeseeeseeeeeeeeeeseeesseesssesssseeees e eeesseesseseeseseeessesssesessseeese e seeessessseseee (447) (626)
50% of tax credit adjustment for eXCess EXPECLEU I0SSES ........cevrirririeririririeieicee e 79 126
LT o7 o | TS 22,739 22,955
Total qualifying tier 2 capital Defore dedUCTIONS..........couiiiiciiiiicc s 11,837 11,758
Reserves arising from unrealised gains on revaluation of property & available-for-sale equities............c.cccccvevn... 272 373
Collective impairment allowances B oo 235 338
Perpetual subordinated debt 2,863 2,762
Term SUDOAINALEA GBI ...ttt 8,467 8,285
Total deductions other than from tier 1 Capital ...........ccocoviriiiiiii e (1,908) (2,302)
UNCONSONALE IMVESHTIENES ... veeeeeeeeeeeeeesseesssesssessssseses e seeessessssssssseesesssesssessssseesssseeeeseesssesssssene (1,045) 1,177)
50% of securitisation positions ) (570) (679)
50% of excess expected losses over impairment allOWANCES. ..o (286) (439)
OFNEE HEAUCTIONS ......viuiieieteie ettt bbbt bbb bbbt £ bbb st b b e et b bbbt bbb (7) (7)
Total regulatory CAPITAL ............ccceeieeeeieeeceee ettt ettt s s e se st et e besesesestesebese e ssaseterees 32,668 32,411

Risk-weighted assets (Unaudited)

Credit and COUNLEIPAITY FISK .......iveueuiiiiieetet ettt b bbbttt n bbb n e 173,693 164,372
Market risK..........ccoceevivennanee 28,605 12,762
Operational risk. 25,381 24,586
TOTA ..o 227,679 201,720
Capital ratios (Unaudited) %
Core tier 1 ratio 9.1 10.5
Tier 1 ratio............ . 10.0 114
TOTAL CAPITAL FALIO ....veetee ettt bbbt bbbt e b bRt E e bbbt e b bbbttt eb s 14.4 16.1

1 Includes externally verified profits for the year to 31 December 2011. Does not include the interim dividend of £200 million declared by the

Board of Directors after 31 December 2011.

FSA rules require banks to exclude from capital resources any surplus in a defined benefit pension scheme.

OO WN

over the following five year period.
Mainly comprise investments in insurance entities.

~

Mainly comprises unrealised losses on available-for-sale debt securities owned by deconsolidated special purpose entities.
Under FSA rules unrealised gains/losses on available-for-sale debt securities must be excluded from capital resources.
In December 2010, the bank agreed with the FSA that for regulatory purposes it would consolidate one of its special purpose entities.

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

8 Under FSA rules collective impairment allowances on loan portfolios under the standardised approach may be included in tier 2 capital
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Corporate Governance Report

The statement of corporate governance practices set out on
pages 79 to 86 and information incorporated by reference
constitutes the Corporate Governance Report of HSBC
Bank plc.

The Directors serving as at the date of this report are set
out below.

Directors

A A Flockhart, Chairman, 60

Chairman since January 2011 and a Director since July
2010. An executive Director of HSBC Holdings plc and
Chairman, Europe, Middle East, Latin America and
Commercial Banking. Joined HSBC in 1974.

B Robertson, Chief Executive, 57

Chief Executive and a Director since December 2010. A
Group Managing Director since 2008. Formerly Group
Chief Risk Officer. Joined HSBC in 1975.

P Antika, Non-Executive Director, 51

A Director since July 2011. Consultant, Antika Partners.
Formerly Chief Executive of HSBC Bank AS, Turkey and
a Group General Manager of HSBC Holdings plc until her
retirement in March 2011.

P W Boyles, Chief Executive Officer, Continental
Europe, 56

A Director since July 2010. A Group General Manager
since 2006. Joined HSBC in 1975.

J D Garner, Deputy Chief Executive and Head of
UK Bank, 42

A Director since December 2010. A Group General
Manager since 2006. Formerly Head of Personal Financial
Services, UK Banking. Joined HSBC in 2004.

Dame Denise Holt, Independent Non-Executive
Director, 62

A Director since February 2011. Formerly a senior British
Ambassador with 40 years’ experience of working in
Government, including postings in Ireland, Mexico, Brazil
and, most recently, as British Ambassador to Spain from
2007 until her retirement in 2009.

P J C Houzé, Independent Non-Executive
Director, 64

A Director since October 2010. Chief Executive Officer of
Galeries Lafayette Group and Chief Executive of
Monoprix SA. A Director and Chairman of the
Nomination and Remuneration Committees of HSBC
France.
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J W Leng, Non-Executive Director, 66

A Director since October 2010. A member of the HSBC
European Advisory Council. European Chairman of
American European Associates and a non-executive
Director of Alstom SA and Genel Energy plc. Former
Chairman of Corus Group plc and former Chief
Executive of Laporte plc.

Dame Mary Marsh, Independent Non-Executive
Director, 65

A Director since January 2009. Director of the Clore
Social Leadership Programme. A member of the
Corporate Sustainability Committee of HSBC Holdings
plc. Formerly Chief Executive of the NSPCC.

R E S Martin, Independent Non-Executive
Director, 51

A Director since 2005. General Counsel & Company
Secretary, Vodafone Group plc.

A R D Monro-Davies, Independent Non-
Executive Director, 71

A member of the Audit and Risk Committees.

A Director since 2004. A Director and member of the
Audit and Risk Committee of HSBC Bank Middle East
Limited. Formerly Chief Executive Officer, Fitch
Ratings.

P M Shawyer, Independent Non-Executive
Director, 61

A member of the Audit and Risk Committees.

A Director since 2004. A Director and a member of the
Audit and Risk Committee of HSBC France. Formerly a
Managing Partner of Deloitte.

A P Simoes, Head of Retail Banking and Wealth
Management, Europe, 36

A Director since 1 February 2012. A Group General
Manager since January 2011. Formerly Group Head of
Strategy and Planning. Joined HSBC in 2007.

J F Trueman, Independent Non-Executive
Director, 69

Chairman of the Audit and Risk Committees.
A Director since 2004. Formerly Deputy Chairman of S
G Warburg & Co.

Secretary

J H McKenzie, 58
Joined HSBC in 1987.
Registered Office: 8 Canada Square, London E14 5HQ
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Board of Directors

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

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

The names of Directors serving at the date of this
report and brief biographical particulars for each of them
are set out on page 79.

All Directors, including those appointed by the Board
to fill a casual vacancy, are subject to annual re-election at
the bank’s Annual General Meeting. Non-executive
Directors have no service contracts.

A P Simoes was appointed as a Director on 1
February 2012. Dame Denise Holt was appointed as an
independent non-executive Director on 1 February 2011. P
Antika was appointed as a non-executive Director on 1
July 2011.

S P O’Sullivan, D C Budd and P A Thurston resigned
as Directors on 31 January 2011, 24 February 2011 and 31
December 2011 respectively.

Directors’ emoluments

Details on the emoluments of the Directors of the bank for
2011, disclosed in accordance with the Companies Act, are
shown in Note 7 ‘Employee compensation and benefits’ in
the Notes on the Financial statements.

Board committees

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

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

Audit Committee

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

The members of the Audit Committee are J F
Trueman (Chairman), A R D Monro-Davies, and P M

Shawyer. All of the members of the Audit Committee who
served during 2011 are independent non-executive
Directors.

Risk Committee

The Risk Committee meets regularly with the bank’s
senior financial, risk, internal audit and compliance
management and the external auditor to consider, inter
alia, risk reports and internal audit reports and the
effectiveness of compliance.

The members of the Risk Committee are J F Trueman
(Chairman), A R D Monro-Davies, and P M Shawyer. All
of the members of the Risk Committee who served during
2011 are independent non-executive Directors.

Executive Committee

The Executive Committee meets regularly and operates as
a general management committee under the direct
authority of the Board, exercising all of the powers,
authorities and discretions of the Board in so far as they
concern the management and day to day running of the
bank, in accordance with such policies and directions as
the Board may from time to time determine. The members
of the Executive Committee include the bank's executive
Directors: A A Flockhart (Committee Chairman), B
Robertson, P W Boyles and J D Garner.

Remuneration Committee

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

Internal control

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

The key procedures that the Directors have
established are designed to provide effective internal
control within the group and accord with the Internal
Control: Revised Guidance for Directors on the Combined
Code issued by the Financial Reporting Council. Such
procedures for the ongoing identification, evaluation and
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management of the significant risks faced by the group
have been in place throughout the year and up to 27
February 2012, the date of approval of the Annual Report
and Accounts 2011. In the case of companies acquired
during the year, the internal controls in place are being
reviewed against the group’s benchmarks and integrated
into the group’s processes.

Key internal control procedures include the following:

e  Authority to operate the bank and responsibility for
financial performance against plans and capital
expenditure, is delegated to the Chairman who has
responsibility for overseeing the establishment and
maintenance of systems of control appropriate to the
business and who has the authority to delegate such
duties and responsibilities as he sees fit. The
appointment of executives to the most senior
positions within the group requires the approval of the
Board of Directors of HSBC Holdings.

e  Functional, operating, financial reporting and certain
management reporting standards are established by
the HSBC Holdings global function management
committees, for application across the whole of
HSBC. These are supplemented by operating
standards set by the bank as required.

e  Systems and procedures are in place in the group to
identify, control and report on the major risks
including credit, market, liquidity, capital, financial
management, model, reputational, pension, strategic,
sustainability and operational risk (including
accounting, tax, legal, compliance, fiduciary,
information security, security and fraud, systems and
people risk). Exposure to these risks is monitored by
the bank’s or other major subsidiaries’ risk
management committees, asset and liability
committees and executive committees in subsidiaries.
The bank’s Risk Management Meeting (‘RMM’) is
held monthly to address asset, liability and risk
management issues. The minutes of this meeting are .
submitted to the Group RMM.

e The group’s financial reporting process for preparing
the consolidated Annual Report and Accounts 2011 is
controlled using documented accounting policies and
reporting formats, supported by a chart of accounts
with detailed instructions and guidance on reporting
requirements, issued by Group Finance to the bank
and all reporting entities within the group in advance
of each reporting period end. The submission of .
financial information from each reporting entity is
subject to certification by the responsible financial
officer, and analytical review procedures at reporting
entity and group levels.

e  Processes are in place to identify new risks arising
from changes in market conditions/practices or
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customer behaviours, which could expose the group
to heightened risk of loss or reputational damage.
During 2011, attention was focused on:

— embedding further Risk Appetite and Stress
Testing into the business of HSBC through
refining processes around risk identification and
forward looking risks;

— anumber of reviews and special papers on key
risks prompted by the top and emerging risk
process, which were presented to Risk
Management Meeting, the Risk Committee and
Board;

— managing geopolitical risks and ongoing
instability in the Eurozone;

— managing and mitigating the uncertain economic
risks within major markets, particularly in the
us;

— extending a Single Name Concentration risk
process with respect to HSBC’s larger corporate
exposures;

— implementing the Group’s global wholesale risk
aggregation system;

— the mitigation of information risks; and

— enhancing policies and practices relevant to the
prevention of financial crimes

Periodic strategic plans are prepared for global
businesses, support functions and certain geographies
within the framework of the Group Strategic Plan.
The group prepares rolling operating plans which set
out the key business initiatives and the likely financial
effects of those initiatives, which are informed by
detailed analysis of risk appetite describing the types
and quantum of risk that the group is prepared to take
in executing its strategy.

Governance arrangements are in place to provide
oversight of, and advice to the Board on, material
risk-related matters including assurance that risk
analytical models are fit for purpose, used accordingly
and complemented by both model-specific and
enterprise-wide stress tests that evaluate the impact of
severe yet plausible events and other unusual
circumstances not fully captured by quantitative
models.

Centralised functional control is exercised over all IT
developments and operations. Common systems are
employed for similar business processes wherever
practicable.

HSBC Holdings sets policies, procedures and
standards for the following risks to which the group
adheres: credit, market, liquidity, capital, financial
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management, model, reputational, pension, strategic,
sustainability and operational risk (including
accounting, tax, legal, compliance, fiduciary,
information security, security and fraud, systems and
people risk). Responsibility for exposure to market
risk and to credit risk with specified risk
characteristics is delegated with limits to line
management. Credit and market risks are measured
and reported on in subsidiaries and aggregated for
review of risk concentrations on a HSBC Group-wide
basis.

e Policies have been established to guide the bank,
subsidiary companies and management at all levels in
the conduct of business to avoid reputational risks
which can arise from environmental, social or
governance issues, or as a consequence of operational
risk events, or as a result of employees acting in a
manner inconsistent with the Group’s values. As a
banking group, HSBC’s good reputation depends
upon the way in which it conducts its business but it
can also be affected by the way in which clients, to
which it provides financial services, conduct their
business or use financial products and services.

e  The establishment and maintenance of appropriate
systems of internal control is primarily the
responsibility of business management. The Internal
Audit function, which is centrally controlled,
monitors the effectiveness of internal control
structures across the whole of the HSBC Group
focusing on the areas of greatest risk to HSBC as
determined by a risk-based grading approach.

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

The Audit Committee has kept under review the
effectiveness of this system of internal control and has
reported regularly to the Board of Directors. The key
processes used by the Committee in carrying out its
reviews include: regular business and operational risk
assessments; regular reports from the heads of key risk
functions; the production annually of reviews of key
internal controls measured against group benchmarks,
which cover all internal controls, both financial and non-
financial; semi-annual confirmations from senior
executives that there have been no material losses,
contingencies or uncertainties caused by weaknesses in

internal controls; internal audit reports; external audit
reports; prudential reviews; and regulatory reports.

The Risk Committee monitors the status of top and
emerging risks which impact the group and considers
whether the mitigating actions put in place are appropriate.
In addition, when unexpected losses have arisen or when
incidents have occurred which indicate gaps in the control
framework or in adherence to HSBC Group policies, the
Audit Committee reviews special reports, prepared at the
instigation of management, which analyse the cause of the
issue, the lessons learned and the actions proposed by
management to address the issue.

The Directors, through the Audit Committee, have
conducted an annual review of the effectiveness of the
group’s system of internal control covering all material
controls, including financial, operational and compliance
controls and risk management systems, the adequacy of
resources, qualifications and experience of staff of the
issuer’s accounting and financial reporting function, and
their training programmes and budget. The Audit
Committee has received confirmation that executive
management has taken or is taking the necessary actions to
remedy any failings or weaknesses identified through the
operation of the group’s framework of controls.

Health and safety

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

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

Despite the considerable international pressure on
terrorist networks over the past few years, the global threat
from terrorism persists. HSBC remains committed to
maintaining its preparedness and to ensuring the highest
standards of health and safety wherever in the world it
operates.

HSBC Group Security provides regular risk
assessments in areas of increased risk to assist
management in judging the level of terrorist threat. In
addition, Regional Security functions conduct regular
security reviews to ensure measures to protect HSBC staff,
buildings, assets and information are appropriate for the
level of threat.
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Diversity and inclusion

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

Progress in this area is measured by our Diversity &
Inclusion Index which is part of our Global People Survey.
All survey items in the Diversity & Inclusion Index
performed above the UK and Ireland external ‘Best in
Class’ average and the Financial Services norm.

The latest survey, undertaken in July 2011, indicated
that 84 per cent of bank staff feel they are treated with
respect and dignity at work, and that 80 per cent feel that
they work in an environment where people from diverse
perspectives can succeed.

Employees with disabilities

The group continues to recruit, train and develop disabled
employees and make reasonable adjustments where
employees become disabled during their employment.

The bank continues to support the commitments of the two
tick symbol employability campaign to interview disabled
candidates who meet the minimum job criteria. The
symbol is a recognition given by Jobcentre Plus to
employers who have agreed to make certain positive
commitments regarding the employment, retention,
training and career development of disabled people.

Employee involvement

As a large organisation with a unified strategic purpose, it
is vital that HSBC involves and engages its employees.

Among various means of achieving this, coordinated
communications to HSBC employees are key. A dedicated
global team is responsible for strategy, alignment, and
delivery of all central communications to HSBC
employees, and supporting teams are in place for the
continental European and UK audiences.

Within HSBC'’s internal communications portfolio,
the global and country websites are those most used by
employees and therefore are the primary vehicles for
systematic dissemination of news and video content
relating to HSBC strategy, values, policy and employee
matters and industry activity. Feedback and ‘listening’
channels are increasingly used to ensure communications
and certain business activities are responsive to employee
views and concerns.

In the UK, HSBC works with a number of elected
employee consultation bodies, along with recognising
Unite, an accredited trade union, for collective bargaining
purposes for specific groups of employees. Within
individual European countries there are a variety of
consultation mechanisms with both trade unions and

works councils and, in some countries, specific Collective
Bargaining agreements. Additionally, HSBC currently
operates a European Works Council, with employee
members elected from across the Bank's European
operations for consultation in respect of transnational
matters. The purpose of each of these relationships is to
provide information on matters that may affect employees,
and to consult over these matters to ensure that employees'
views are taken into account when making decisions.
Meetings are held on a regular and ad hoc basis with each
body. Through these consultation mechanisms, HSBC
ensures that it meets its statutory obligations for
information and consultation, along with helping to inform
the decision-making process through the input and
consideration of a wide range of ideas and opinions.

All employees are invited annually to participate in
the bank's Sharesave scheme. The Sharesave scheme
provides employees with the opportunity to buy shares in
HSBC Holdings plc at a future date at a discounted option
price set at the start of the savings period. Employees are
also able to buy shares from their pre-tax salary via the
Share Incentive Plan up to a maximum of £125 per month.
Both schemes provide an accessible way for employees to
have a stake in the business and the wider HSBC Group
through share ownership and actively engage employees in
the company's performance.

To help achieve HSBC’s goals, the association
between individual, team, business area and company
performances must be demonstrated. Therefore, in
addition to HSBC’s day-to-day communications, specific
mechanisms are in place to explain and familiarise
employees with internal and external factors affecting the
company’s performance. These include regular editorials
from HSBC’s economists, business reviews by senior
managers, financial news stories and a share price tracker.
Focus is particularly given internally to HSBC’s Annual
and Interim Results, with dedicated communications and
online content designed to provide relevance and
understanding for our employees.

Employee engagement

‘Employee engagement’ describes employees’ emotional
and intellectual commitment to any organisation. HSBC’s
annual survey of employees shows that they value HSBC’s
commitment to sustainable business practices and view the
bank as being a leader in this regard.

As an HSBC Group member, the bank has a well
established framework for employees to provide feedback
and develop action plans at local and national level to
improve the working experience and engagement.

In the HSBC Group the annual employee engagement
survey was last undertaken in July 2011. The UK bank
achieved a response rate of 74 per cent. The UK employee
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engagement score rose from 68 per cent in 2010 to 72 per
cent in 2011. The UK bank remains above the UK and
Ireland external '‘Best in Class' average. Improvements
have been seen in all areas of the employee experience
with particular gains regarding reward, communication
and the valuing of contributions.

Customer Orientation and the working experience
remain strong and are improving.

In 2012 a new approach to measure ‘employee
experience’ is proposed. Quarterly pulse surveys will
focus on behaviours that drive high performance rather
then driving up a measure of engagement. This will allow
HSBC to:

e improve alignment to HSBC strategy

e provide more regular and timely feedback/ respond to
emerging issues

e identify and share good practice Group-wide

¢ reduce complexity of data collection and reporting

The aim is to alternate the employee engagement
surveys with the employee experience pulse surveys that
are conducted on an annual basis.

In the UK, the bank has continued to use numerous
complementary programmes to involve and seek feedback
from employees, including: Best Place to Suggest, Idea of
the Month, My Health & Wellbeing and a social
networking tool. Employees can also comment on many of
HSBC’s internal blogs and communications.

Corporate sustainability

HSBC recognises that environmental, social and economic
issues can impact on the Group’s long term success as a
business. Corporate Sustainability means achieving
sustainable profit growth so that HSBC can continue to
reward shareholders and employees, build long-lasting
relationships with customers and suppliers, pay taxes and
duties in those countries where it operates, and invest in
communities for future growth.

HSBC’s continuing financial success depends, in part,
on its ability to identify and address certain factors which
present risks or opportunities for the business. These can
affect reputation, drive employee engagement, help
manage the risks of lending, leverage savings through eco-
efficiency and secure new revenue streams. These
generally fall into one or more of the four broad areas
discussed below.

Business finance

HSBC aims to build long-term customer relationships
around the world through the provision of a consistent and
high quality service and customer experience. HSBC uses

the benefits of its scale, financial strength, geographic
reach and strong brand value to achieve this.

HSBC aims to take advantage of the opportunities and
manage the risks presented by emerging global trends by
developing sustainable business models to address them.
When setting strategy, HSBC considers factors such as
population growth; increased longevity; urbanisation and
the resulting resource constraints and rising atmospheric
CO, levels.

Operational environmental efficiency

HSBC focuses its environmental initiatives primarily on
addressing and responding to issues associated with
climate change, including energy use, water and waste
management. Climate change has the potential to
materially affect HSBC’s customers and, by extension,
HSBC’s long-term success, introducing new risks to
business activity. At the end of 2011, HSBC committed to
a series of targets stretching through to 2020, which will
further reduce HSBC’s impact on the environment.

Community Investment

HSBC has a long-standing commitment to the
communities in which it operates. HSBC’s operations
bring benefits to local people and businesses through
employment, training, purchasing and investment. Beyond
its core business, HSBC aims to encourage social and
economic opportunity through community investment
activities.

HSBC’s focus is on education and the environment,
which it believes are essential building blocks for the
development of communities and are prerequisites for
economic growth. These philanthropic programmes aim to
involve employees in the work of local NGOs and
charities.

During 2011, the bank supported community activities
in the UK through charitable donations, and UK
employees volunteered around 60,000 hours in work time.

Sustainability risk

Assessing the environmental and social impacts of
providing finance to the bank’s customers has been firmly
embedded into its overall risk management processes.
Sustainability risks arise from the provision of financial
services to companies or projects which run counter to the
needs of sustainable development; in effect this risk arises
when the environmental and social effects outweigh
economic benefits. HSBC manages potential
environmental and social risks in its lending and
investment activity by identifying the key sectors where
such risks can arise and developing policies to guide how
it does business in those sectors - forest land and forest
products; mining and metals; chemicals; freshwater
infrastructure; and energy. HSBC also has a defence
equipment policy which clarifies its approach to
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companies involved with weaponry. The policies apply to
all lending and other forms of financial assistance, primary
debt and equity markets activities, project finance and
advisory work. HSBC is also a signatory to the Equator
Principles, a set of voluntary guidelines that help financial
institutions assess and monitor environmental and social
impacts when providing finance to large projects. Where
sustainability risks are assessed to be high, an independent
review of transactions is undertaken.

Sustainability Governance

The Corporate Sustainability Committee of the HSBC
Holdings Board is responsible for advising the Board,
committees of the Board and executive management on
corporate sustainability policies across the Group
including environmental, social and ethical issues. Dame
Mary Marsh, an independent non-executive Director of the
Bank is a member of the Corporate Sustainability
Committee.

Corporate Sustainability exists as a global business
function, with senior executives charged with
implementing sustainable business practice in all major
regions, through inclusion in the HSBC Group Standards
Manuals, and through induction and developmental
training. Local teams are in charge of embedding corporate
sustainability strategies within banking activities. In the
UK, the head of Corporate Sustainability sits on the UK
Bank Management Committee and reports to the Deputy
CEO and Head of UK Retail Bank. In France, the head of
Corporate Sustainability reports to the Chief Executive of
HSBC France and sits on the executive management
board.

As a whole, HSBC Holdings plc reports on its
progress in developing and implementing its sustainability
strategy annually in the HSBC Sustainability Report,
which is independently verified and prepared using the
Global Reporting Initiative. The HSBC Sustainability
Report 2011 will be issued on 25 May 2012 and will be
available at www.hsbc.com/sustainability.

Valuation of freehold and leasehold land
and buildings

The group’s freehold and long leasehold properties were
valued in 2011. The value of these properties was £253
million in excess of their carrying amount in the
consolidated balance sheet. The group no longer revalues
freehold and long leasehold properties under IFRSs.

Supplier payment policy

HSBC has signed up to the Government’s Prompt Payment
Code (further information on, and copies of, the Code can
be obtained by visiting www.promptpaymentcode.org.uk).

Contracts with many suppliers are negotiated by HSBC

Procurement with payment terms (including creditor days)
set out in the contract or in HSBC’s general terms and
conditions for supply. For other suppliers, payment periods
under the general terms and conditions of supply are
usually 42 days from the date of invoice.

The amount due to trade creditors at 31 December 2011
represented 28 days’ average daily purchases of goods and
services received from such creditors calculated in
accordance with the Companies Act 2006 as amended by
Statutory Instrument 2008 No. 410.

Auditor

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

Conflicts of interest and indemnification
of Directors

The bank’s Articles of Association give the Board
authority to approve Directors’ conflicts and potential
conflicts of interest. The board has adopted a policy and
procedures for the approval of Director’s conflicts or
potential conflicts of interest. The Board’s powers to
authorise conflicts are operating effectively and the
procedures are being followed. A review of situational
conflicts which have been authorised, including the terms
of authorisation, is undertaken annually.

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

Going concern basis

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

A description of the group’s principal activities,
strategic direction and challenges and uncertainties.
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A summary of financial performance and review of
business performance.

The group’s approach to capital management and
allocation.

In addition, the objectives, policies and processes for
managing credit, liquidity and market risk are set out in
the ‘Report of the Directors: Risk’.

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

On behalf of the Board
J H McKenzie, Secretary
Registered number 14259

Disclosure of information to the Auditor

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

27 February 2012
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Statement of Directors’ Responsibilities in Respect of the Annual Report and
Accounts 2011 and the Financial Statements

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

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

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

Under company law the directors must not approve the financial statements unless they are satisfied that they give a
true and fair view of the state of affairs of the group and parent company and of their profit or loss for that period. In
preparing each of the group and parent company financial statements, the directors are required to:

e select suitable accounting policies and then apply them consistently;
e make judgments and estimates that are reasonable and prudent; and
e state whether they have been prepared in accordance with IFRSs as adopted by the EU.

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

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

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

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

The Directors, the names of whom are set out in the ‘Report of the Directors: Governance’ section on page 79 of this
Annual Report, confirm to the best of their knowledge:

e inaccordance with rule 4.1.12(3)(a) of the Disclosure Rules and Transparency Rules, the consolidated financial
statements, which have been prepared in accordance with IFRSs as issued by the IASB and as endorsed by the EU,
have been prepared in accordance with the applicable set of accounting standards and give a true and fair view of the
assets, liabilities, financial position and profit or loss of the bank and the undertakings included in the consolidation
taken as a whole; and

o the management report represented by the Report of the Directors has been prepared in accordance with rule
4.1.12(3)(b) of the Disclosure Rules and Transparency Rules, and includes a fair review of the development and
performance of the business and the position of the bank and the undertakings included in the consolidation taken as
a whole, together with a description of the principal risks and uncertainties that the group faces.

On behalf of the Board
J H McKenzie, Secretary 27 February 2012
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Independent Auditor’s Report to the Member of HSBC Bank plc

We have audited the group and parent company financial statements of HSBC Bank plc (‘the bank’) for the year ended 31
December 2011 set out on pages 89 to 203. The financial reporting framework that has been applied in their preparation is
applicable law and International Financial Reporting Standards (IFRSs) as adopted by the EU and, as regards the parent
company financial statements, as applied in accordance with the provisions of the Companies Act 2006.

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

Respective responsibilities of directors and auditor

As explained more fully in the Directors' Responsibilities Statement set out on page 87, the directors are responsible for
the preparation of the financial statements and for being satisfied that they give a true and fair view. Our responsibility is
to audit, and express an opinion on, the financial statements in accordance with applicable law and International
Standards on Auditing (UK and Ireland). Those standards require us to comply with the Auditing Practices Board's
(APB's) Ethical Standards for Auditors.

Scope of the audit of the financial statements

A description of the scope of an audit of financial statements is provided on the APB's web-site at
www.frc.org.uk/apb/scope/private.cfm.

Opinion on financial statements
In our opinion:

e the financial statements give a true and fair view of the state of the group's and of the parent company's affairs as at
31 December 2011 and of the group's profit for the year then ended;

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

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

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

Opinion on other matter prescribed by the Companies Act 2006

In our opinion the information given in the Directors' Report for the financial year for which the financial statements are
prepared is consistent with the financial statements.

Matters on which we are required to report by exception

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

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

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

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

P Mclntyre, Senior Statutory Auditor

for and on behalf of KPMG Audit Plc, Statutory Auditor
Chartered Accountants
London, England 27 February 2012
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HSBC BANK PLC

Financial Statements

Consolidated income statement for the year ended 31 December 2011

2011 2010

Notes £m £m

INEEIEST INCOME ...ttt s 11,351 11,110
INEEIEST EXPEINSE ..ttt enens (4,128) (3,416),
NEt INErESE INCOME ....viiiiieceei et 7,223 7,694
FEEINCOME ..ttt 5,193 5,311
FBE BXPENSE .vvivieieiiseeteieiise ettt ettt ettt et (1,293) (1,271),
NEL FEE INCOME .ottt b et e 3,900 4,040
Trading income excluding net iNterest iNCOME ........ccceceerivereeeienireceee e 591 1,210
Net interest income on trading activities 945 907,
Net trading INCOIME .....c.cueiiiiiieiiei e 1,536 2,117
Net income from financial instruments designated at fair value ..............cccoounneee. 433 276
Gains less losses from financial investments 292 537
DiVIdend INCOME ......veuiiiiiricieee e 16 18
Net earned iNSUraNCe PreMiUMS .......ovoveeeeeirinirierereee sttt 4 2,580 2,635
Other OPEerating INCOME .....c.covivrieueieieriise ettt s et sa st s seens 225 782
Total 0perating iNCOME ........c.ceeiiririeeece e 16,205 18,099
Net insurance claims incurred and movement in liabilities to policyholders .......... 5 (2,182) (3,023)
Net operating income before loan impairment charges and other credit risk 14,023 15,076

PLOVISIONS ..ottt ettt

Loan impairment charges and other credit risk provisions ...........c.cccoceeevnrneciene. 6 (1,623) (1,951)
Net 0Perating iNCOME ........ccciiiieieee s 6 12,400 13,125
Employee compensation and Denefits ..........c.cooeeiiinnneiiinnsce e 7 (4,581) (4,961)
General and administrative EXPENSES .........cocvrririiiiieieieire e (4,158) (3,536)
Depreciation and impairment of property, plant and equipment . (353) (460)
Amortisation and impairment of intangible assets ...........cccooveeininicienineees (196) (162)
Total operating expenses (9,288) (9,119)
OPerating Profit ... 3,112 4,006
Share of profit in associates and jOiNt VENTUIES .......ccccoveeeiererisenecienesesseeenens (1) 5
Profit DEfOre taX ..c.ocvciieiicieice e 3,111 4,011
TAX BXPEINSE ...ttt s 10 (734) (996)
Profit fOr the YEAr ..o s 2,377 3,015
Profit attributable to shareholders of the parent company .........c.ccccevvvvveeinrirerinnen. 2,329 2,959
Profit attributable to non-controlling INterests ..........c.cocoeeiiinrncieienereceeeees 48 56

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.
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HSBC BANK PLC

Financial Statements (continued)

Consolidated statement of comprehensive income for the year ended 31 December 2011

2011 2010
£m £m
Profit fOr the YEAI ....c.cooeecece et 2,377 3,015

Other comprehensive income

Available-for-sale investments
— fair value (I0SSES)/QAINS .......couriiiririeieiiririeie ettt (341) 2,914

— fair value gains transferred to the income statement on disposal (100) (419)

— amounts transferred to the income statement in respect of impairment losses........ 369 721

— INCOME TAXES. ..ttt ettt ettt s bbb 225 (254)
Cash flow hedges

— FaIF VAIUE QAINS ...veviiiiieicce ettt 369 307

— fair value gains transferred to the income statement............cccooevrreiennncciccene (300) (530)

— INCOME TAXES ...ttt bbbt bbb (23) 63
Actuarial gains on defined benefit plans

— DEfOre INCOME TAXES ...t 1,141 179

— INCOMIE TAXES. ..ttt bbb (316) (63)
Exchange differences and Other ...........ccoceciiiiiseciniiseee e (536) (114)
Other comprehensive income for the year, net of taX..........coceeerirrreicniinnecces 488 2,804
Total comprehensive iNCOMe fOr the YEar..........ccccovivrireeiniercee s 2,865 5,819
Total comprehensive income for the year attributable to:

— shareholders of the parent COMPANY ..........ccccovvveeeieriniseeie s 2,836 5,777

—NON-CONIOITING INTETESES .....vviiiiiecicii e 29 42

2,865 5,819

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.
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HSBC BANK PLC

Financial Statements (continued)

Consolidated statement of financial position at 31 December 2011

2011 2010

Notes £m £m
ASSETS
Cash and balances at central banks ...........ccocoovveiiiiiiienie e, 56,460 24,495
Items in the course of collection from other banks ..........cccccecevvivivcscicininnnen, 1,663 1,932
TTAAING BSSELS .vviuieetieteie ettt 15 126,598 159,552
Financial assets designated at fair value ...........cccoovriciiinnnecinseccen, 16 15,332 15,467
DEIIVALIVES ...vviviiiieieieiis ettt se s esennne e 17 176,993 129,158
Loans and advances to banks .... 32 44,603 57,027
Loans and advances to customers . 32 288,014 285,218
Financial investments ................ . 18 93,112 102,086
OhEE @SSELS ....viuviviietiiete ettt ettt e e e bbb aesnene s 24 7,137 6,118
CUTENE TAX ASSELS ..vvvirveriieririerieieeeteseste st sseseere st et e st e s s e se s etesbesessesesseneas 262 216
Prepayments and acCrued iNCOME ........ccccvrvreevrreeerisirinieereesesee e, 2,937 3,568
Interests in associates and jOINt VENTUES .........cccoourrrieninininiseieeseseeieeeseseien, 20 76 76
Goodwill and intangible assets ............ .21 10,995 11,143
Property, plant and equipment .. 22 2,204 2,108
Deferred tax assets ................. .10 140 330
Retirement DENEFit @SSELS ....coveireririiiceicese s 7 1,444 -
TOLAL SSELS ...viuveviteriiteieie ettt sttt e e n e ens 827,970 798,494
LIABILITIES AND EQUITY
Liabilities
DepOoSits DY DANKS ... 32 41,032 48,287
CUSEOMET ACCOUNTS ..iviiieiieiie ettt st sttt see b 32 346,129 344,123
Items in the course of transmission to other banks .........cccccocecevvivrvceeieinniennn, 1,154 1,411
Trading labilitIeS ....ccoovoivieeee e 25 119,211 132,360
Financial liabilities designated at fair value ..........cccocoiriiiinnncicinece, 26 31,992 27,935
DEIIVALIVES ...vcviviiiieieieies ettt na s nnne e 17 178,121 129,204
DEDt SECUTILIES TN ISSUE ....vvvvieiiiicieiceietes et 32 42,688 48,119
Other liabilities ............ .27 4,570 4,860
Current tax liability .. 131 153
Liabilities under insurance contracts issued . 28 16,347 17,116
Accruals and deferred iINCOME ......ooeveiiciiicece e 3,509 3,950
PrOVISIONS ... vttt sesn e 29 820 425
Deferred tax labilities .........cccovevivieiiiieccec s 10 266 54
Retirement benefit abilities ..........ccovvvieiieiiieeece s 7 398 733
Subordinated labIlItIES ......ccovovvveeeiiicse s 30 9,998 7,407
Total lHADIITIES ...oviveveeeceicce e 796,366 766,137
Equity
Called up Share Capital .........covrveeiiiriiieeer s 36 797 797
Share Premium ACCOUNT .....c.vvvveveieiiiseeiee et snenens 20,025 20,025
Other equity INSEIUMENTS ....c.ooiiiiiiiriiieieiee e 36 - 1,750
Other reserves .......c......... . (537) (220)
Retained earnings 10,805 9,473
Total equity attributable to shareholders of the parent company ..........ccc....... 31,090 31,825
NON-CONIOIIING INEETESES ...t 514 532
TOtAl QUILY et 31,604 32,357
Total equity and labilities ..........c.oveeeiiiiirec e, 827,970 798,494

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.

A A Flockhart, Chairman 27 February 2012

91



HSBC BANK PLC

Financial Statements (continued)

Consolidated cash flow statement for the year ended 31 December 2011

2011 2010
Notes £m £m
Cash flows from operating activities
Profit DEfOre taXx ..o 3,111 4,011
Adjustments for:
—non-cash items included in profit before tax ... 37 3,090 2,837
— change in operating assets v 37 20,932 17,225
— change in operating lHabilities ..o 37 (8,348) 20,868
— elimination of exchange differenCes” ..........ccoc.oevvveevecvoecvoesreessessessi, 1,726 (3,613)
- net gain from investing activities ............ccccocoerreene. (327) (925)
— share of loss/(profits) in associates and joint ventures .. 1 (5)
— contributions paid to defined benefit plans ................. (397) (1,985)
= HAX PAIA vttt (486) (1,087)
Net cash (used in)/generated from operating activities ...........ccccooreveieninnin, 19,302 37,326
Cash flows from investing activities
Purchase of financial INVESIMENTS ............cociiiiiirieeire e, (67,343) (68,653)
Proceeds from the sale and maturity of financial investments . 74,328 57,569
Purchase of property, plant and eqUIPMENt ..o, (391) (511)
Proceeds from the sale of property, plant and equipment ............cccoceoeeeninnn. 34 141
Purchase of intangible @SSEtS ..........cccccoiiieiiiiiee e (281) (184)
Proceeds from the sale of intangible assets ..o, - 3
Net cash outflow from the acquisition of subsidiaries (139) -
Net cash outflow from acquisition Of aSSOCIALES ...........ccveeeririrniccriirinicienes 2) -
Proceeds from disposal of SUDSIAIArIES ...........coovieiciiiinniccce - 517
Proceeds from disposal Of 8SSOCIALES ..........cccoerirririeeiiiirrieee e, 14 -
Purchases of HSBC Holdings plc shares to satisfy share-based payment
EFANSACTIONS ...ttt (32) -
Net cash generated from/(used in) investing activities ...........c.cccoceveeninncenn. 6,188 (11,118)
Cash flows from financing activities
Issue of preference share Capital ...........cccoviieiiiiiiice e - 25
Subordinated liabilities issued, net of perpetual subordinated debt classified
8S EQUILY TEPAIA ....viviiirieiiicccee e 1,602 633
Subordinated loan capital repaid..........c.cccconrreenene. (704) -
Net cash outflow from increase in stake of subsidiaries. (50) (194)
Dividends paid to shareholders ...........ccccoovrrierinnnne (1,819) (1,874)
Dividends paid to non-controlling iNterests ...........ccccovvreiernnnecenisreeenes (31) (22)
Net cash generated from financing activities (1,002) (1,432)
Net increase in cash and cash equivalents .. 24,488 24,776
Cash and cash equivalents at 1 January .........ccccoevveeienernnenn 86,005 60,806
Effect of exchange rate changes on cash and cash equivalents .............cccoeuee. (2,053) 423
Cash and cash equivalents at 31 DeCEMDEN ........ccccovrririeiininiricee e, 37 108,440 86,005

1 Adjustment to bring changes between opening and closing balance sheet amounts to average rates. This is not done on a line-by-line basis,
as details cannot be determined without unreasonable expense.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk” on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.
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Consolidated statement of changes in equity for the year ended 31 December 2011

At 1January ........
Profit for the year

Other comprehensive income (Net of tax) .......ccccceoevreieninnseiseees
Available-for-sale iINVESIMENTS ..........ooveiiiiiiicccecee s
Cash FIOW NEAYES .....vcvevviirieiricie e
Actuarial gains/(losses) on defined benefit plans ..
Exchange differences and other ...........c.ccoeieiiiinccineeeesseeee

Total comprehensive income for the year...........c.coocccreinninicccnnns

Dividends to shareholders............ccocniiiciiniiic e
Net impact of equity-settled share-based payments® ..........c.ccocovvvrernne.
Repayment of capital SeCUFities? ...........cco.ovverrrenn..
Other movements ...........
Acquisition of SUDSIAIANIES™ .........cceoiririrrieiirree s
Change in ownership interest in subsidiaries that did not result in loss of
CONIOI oo
Tax on items taken directly to equity - CUITENt ........cccovvreiiiiirinecee

AL 31 DECEMDET ..ottt

1 Includes deferred tax of £13 million.

2011

Other reserves

Available- Total

Called up for-sale  Cash flow Foreign share- Non-
share Share Other equity Retained fair value hedging exchange  holders’ controlling Total
capital premium instruments earnings reserve reserve® reserve equity interests equity
£m £m £m £m £m £m £m £m £m £m
797 20,025 1,750 9,473 (2,949) 190 2,539 31,825 532 32,357
- - - 2,329 - - - 2,329 48 2,377
- - - 827 156 46 (522) 507 (19) 488
- - - - 156 - - 156 3) 153
- - - - - 46 - 46 - 46
- - - 827 - - - 827 ) 825
- - - - - - (522) (522) (14) (536)
- - - 3,156 156 46 (522) 2,836 29 2,865
- - - (1,819) - - - (1,819) (31) (1,850)
- - - 124 - - - 124 - 124
- - (1,750) (6) - - - (1,756) - (1,756)
- - - - - - 3 3 - 3
- - - (108) - - - (108) - (108)
- - (30) - - - (30) (16) (46)
- - - 15 - - - 15 - 15
797 20,025 — 10,805 (2,793) 236 2,020 31,090 514 31,604

2 In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt. At the same time, the bank issued US dollar denominated perpetual subordinated debt of $2,862 million
to HSBC Holdings plc, which is included in ‘Subordinated liabilities’. See Note 41 for further details.

3 Relates to the purchase of HSBC International Trustee Limited from a fellow subsidiary of HSBC Holdings plc. See Note 41 for further details.

4 Relates to the purchase of the non-controlling interest in HSBC Investment Holdings (Guernsey) Limited. See Note 41 for further details.

5 Movements in the cash flow hedging reserve include amounts transferred to the income statement of £300 million comprising a £246 million loss taken to ‘Net interest income’ and a £54 million loss taken to

‘Net trading income’.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the Directors: Capital Management’ on pages 75 to 78 form an integral

part of these financial statements.
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2010

Other reserves

Available- Total
Called up for-sale Cash flow Foreign share- Non-

share Share  Other equity ~ Retained  fair value hedging  exchange holders’ controlling Total

capital  premium  Instruments  earnings reserve reserve® reserve equity interests equity

£m £m £m £m £m £m £m £m £m £m

AL L JANUAIY oot 797 20,025 1,750 8,135 (5,911) 350 2,641 27,787 641 28,428

Profit for the year - - - 2,959 - - - 2,959 56 3,015

Other comprehensive income (Net of taX) ........c.vveererennnennreneennns - _ _ 118 2,962 (160) (102) 2,818 (14) 2,804

Available-for-sale iNVESIMENTS ..o - - - - 2,962 - - 2,962 - 2,962

Cash fIOW hEAGES ......vvuivviiiiieiii s - - - - - (160) - (160) - (160)

Actuarial gains/(losses) on defined benefit plans .. - - - 118 - - - 118 ) 116

Exchange differences and Other ... - - - - - - (102) (102) (12) (114)

Total comprehensive income for the Year...........ccccovveerneieccnenne - - - 3,077 2,962 (160) (102) 5,777 42 5,819

Dividends to Shareholders ..........ccccoviriiieiiiiisee e - - - (1,868) - - - (1,868) (22) (1,890)

Net impact of equity-settled share-based payments®..........ccccoo.ovvvverrene. - - - 163 - - - 163 - 163

Other MOVEMENTS ......cccuiviiiriiticieietei e - - - - - - - - - -
Change in ownership interest in subsidiaries that did not result in loss of -

103001 o] SO - - (56) - - - (56) (129) (185)

Tax on items taken directly to equity - CUMTENt .........cccoevivviinicicicenns - - - 22 - - - 22 - 22

At 31 DECEMDEN ... 797 20,025 1,750 9,473 (2,949) 190 2,539 31,825 532 32,357

1 Includes deferred tax of £(10) million.

2 Relates to the purchase of non-controlling interest in HSBC Europe B.V. See Note 41 for further details.

3 Movements in the cash flow hedging reserve include amounts transferred to the income statement of £530 million comprising a £514 million loss taken to ‘Net interest income’ and a £16 million gain taken to

‘Net trading income’.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the Directors: Capital Management’ on pages 75 to 78 form an integral

part of these financial statements.
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HSBC BANK PLC

Financial Statements (continued)

HSBC Bank plc statement of financial position at 31 December 2011

2011 2010

Notes £m £m
ASSETS
Cash and balances at central banks ..........ccccovvieneiineiinciiee s 44,967 22,357
Items in the course of collection from other banks .. 908 1,030
Trading @SSELS ...c.covverveieriiriririeiee et 15 106,339 126,493
Financial assets designated at fair value ...........ccccoveeiiinnnccninnnccee 16 4,595 4,505
DEIIVALIVES ...veviviiieieieiiisie ettt ettt e s 17 145,424 108,905
Loans and advances to banks 32 22,203 27,860
Loans and advances t0 CUSLOMETS .....c..cevveerieereeresieiseseereseereseesesseessesesneeas 32 210,561 208,548
Financial iNVESIMENTS ........cvoveiiiiiiieceiesse et es 18 42,240 41,338
OhEr @SSELS ....vivviviietireie ettt sttt s e b et nens 24 4,016 3,354
CUITENE TAX ASSELS .vvevirvereveririeisieiereeeresteresee e e e sesestesaeseseesessenessesesseseesesenns 308 216
Prepayments and accrued income 1,249 1,557
Interests in associates and jOINt VENTUIES .........ccoeeeriiinnisicieiessieeeeeeseeieias 20 65 63
Investments in subsidiary undertakings ..o 23 15,047 15,459
Goodwill and intangible assets ............ 21 799 686
Property, plant and equipment .. 22 1,347 1,343
Deferred tax assets ................ 10 55 617
Retirement DeNefit @SSELS .......cvvviieiiiririiieee s 7 1,444 -
TOMAL SSELS ...vvcvieveriieiiitee ettt ettt st b ettt b e ean 601,567 564,331
LIABILITIES AND EQUITY
Liabilities
Deposits by banks .. 32 32,324 38,873
Customer accounts 32 237,654 230,795
Items in the course of transmission to other banks ...........cccccovviivcieininnne 446 577
Trading labilItIeS ..o 25 94,584 98,412
Financial liabilities designated at fair value 26 22,861 18,334
Derivatives ................. 17 147,251 108,786
Debt securities in issue 32 25,705 29,417
Other HabIlILIES .....cviviiveieeiriisie e 27 2,380 2,221
CUITENE TAXATION ...vivvivivcticieece ettt e bbb seens 25 11
Accruals and deferred income 1,769 1,955
Provisions........ccceveeeieinnnnns 29 565 229
Deferred tax liability ...... 10 2 2
Retirement benefit Habilties .........ccccovveiieiieiiee e 7 172 575
Subordinated labIlItIES ........cceeieriiiiieeire et 30 9,893 7,562
Total lHabIlITIES .o.vvveveeceiie e 575,631 537,749
Equity
Called up Share Capital .........coceeiirinirieceireet e 36 797 797
Share premium account ..... 20,025 20,025
Other equity instruments 36 - 1,750
OBNEE TESEIVES ...ttt n e (340) 42
Retained BarNINGS ......cccivriirieireiirisieee et es 5,454 3,968
TOAl BQUILY ©vvviiiiccteee et 25,936 26,582
Total equity and Habilities ..........ccoveeiririee e 601,567 564,331

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.

A A Flockhart, Chairman 27 February 2012
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HSBC BANK PLC

Financial Statements (continued)

HSBC Bank plc cash flow statement for the year ended 31 December 2011

2011 2010
Notes £m £m
Cash flows from operating activities
Profit DEFOIE T8X ....cveeiiieeeceie e 2,770 3,396
Adjustments for:
—non-cash items included in profit before taX .........ccccoovveieinnciciene. 37 1,956 2,215
— change in operating assets 37 22,991 (5,523)
— change in operating liabilities ... 37 1,033 28,734
— elimination of exchange differences® ..........coo.oeevveeeverevesevesssssssesons (617) (1,189)
- net gain from investing activities ................. (239) (329)
— contributions paid to defined benefit plans .... (379) (1,933)
—HAX PAIA . (133) (674)
Net cash (used in)/generated from operating activities ...........c.cccccoeevnininn. 27,382 24,697
Cash flows from investing activities
Purchase of financial INVESIMENLS ..ot (31,107) (27,066)
Proceeds from the sale of financial iNVEStMENLS ..........coceeeinrniciciniiens 30,585 14,849
Purchase of property, plant and equipment (272) (316)
Proceeds from the sale of property, plant and equipment ..........ccccccovvininee. 24 5
Purchase of goodwill and intangible assets ..........ccccovvirrieinnnceic e (245) (163)
Proceeds from disposal Of 8SSOCIALES ..........cccovrreeiiinnseee e 1 2
Net cash generated from/(used in) investing activities (1,014) (12,689)
Cash flows from financing activities
Subordinated loan capital repaid ............cccooeeieeninncci s (684) -
Subordinated liabilities issued, net of perpetual subordinated debt classified
AS EQUILY TEPAI ..vevveiieeeeeceiiree ettt nn e 1,326 633
Net cash outflow from acquisition of and increase in stake of subsidiaries... - (442)
DiVIENAS PAIH ......cveviiiicieeieee e (1,815) (1,868)
Net cash generated from financing activities (1,173) (1,677)
Net increase in cash and cash equivalents ..o 25,195 10,331
Cash and cash equivalents at 1 JANUAIY ........ccccovvvveeeieierisineenresseeenesnens 51,359 40,702
Effect of exchange rate changes on cash and cash equivalents (1,198) 326
Cash and cash equivalents at 31 DECEMDET .......ccccovvririiciieiin e 37 75,356 51,359

1 Adjustment to bring changes between opening and closing balance sheet amounts to average rates. This is not done on a line-by-line basis, as
details cannot be determined without unreasonable expense.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the
Directors: Capital Management’ on pages 75 to 78 form an integral part of these financial statements.
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HSBC Bank plc statement of changes in equity for the year ended 31 December 2011

2011
Other reserves
Available- Cash flow Foreign
Called up Share  Other equity Retained for-sale fair hedging exchange Total
share capital premium instruments earnings  value reserve reserve® reserve equity
£m £m £m £m £m £m £m £m
ALLJANUAIY o 797 20,025 1,750 3,968 (68) 130 (20) 26,582
Profit fOr the YEar ......ccovveeeiiicee e - - - 2,320 - - - 2,320
Other comprehensive income (Net 0f taX) .......ccccceoerreiennnnsieireees - _ _ 877 (389) 8 (1) 495
Available-for-sale iNVESIMENTS .........ccceeiiiiiinsecerse s - - - - (389) - - (389)
Cash FIOW NEAGES .....c.ovviriiiiiciicieie e - - - - - 8 - 8
Actuarial gains on defined benefit plans ... - - - 877 - - - 877
Exchange differences and other ..o - - - - - - (1) (1)
Total comprehensive income for the Year ...........ccccoevvceinnnccicienne - - - 3,197 (389) 8 1) 2,815
Dividends to shareholders.............c.ccocnrnniinicnicicc - - - (1,815) - - - (1,815)
Net impact of equity-settled share-based payments® .............ccccoovervenne. - - - 94 - - - 94
Repayment of capital SECUMLIES? ...........oovrverrrererrereesreeeeeeiesresesssesesanns - - (1,750) (6) - - - (1,756)
Tax on items taken directly to equity - CUrrent ..........ccccccevveniciciceninns - - - 16 - - - 16
AL 31 DECEMDET .o 797 20,025 - 5,454 (457) 138 (21) 25,936

=

Includes deferred tax of £13 million.

2 In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt. At the same time, the bank issued US dollar denominated perpetual subordinated debt of $2,862 million
to HSBC Holdings plc, which is included in ‘Subordinated liabilities’. See Note 41 for further details.

3 Movements in the cash flow hedging reserve include an amount transferred to the income statement of £237 million loss taken to ‘Net interest income’.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the Directors: Capital Management’ on pages 75 to 78 form an integral
part of these financial statements.
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2010

Other reserves

Auvailable- for- Cash flow Foreign
Called up Share Other equity Retained  sale fair value hedging exchange Total
share capital premium Instruments earnings reserve reserve? reserve equity
£m £m £m £m £m £m £m £m
AL LJANUAIY ot b 797 20,025 1,750 2,715 (664) 332 (24) 24,931
Profit fOr the YEar .....cccveveeiiiree e - - - 2,858 - - - 2,858
Other comprehensive income (Net of taX) ......coeeevrirveeierinre e - — - 140 596 (202) 4 538
Available-for-sale iINVESIMENTS ..........ovueeiririireeere e - - - - 596 - - 596
Cash flow hedges .......ccccovvericninnnne - - - - - (202) - (202)
Actuarial gains on defined benefit plans . - - - 140 - - - 140
Exchange differences and other ..o - - - - - - 4 4
Total comprehensive income for the Year ...........ccccoeveeiennnnccniiesns - - - 2,998 596 (202) 4 3,396
Dividends t0 SharehoIdErS.........ccccviiiiiieieciceie e - - - (1,868) - - - (1,868)
Net impact of equity-settled share-based payments® ...........c.ccocovvvrernne. - - - 101 - - - 101
Tax on items taken directly to equity - CUrrent ..........ccccocevvenicicicennnns - - - 22 - - - 22
AL 3L DECEMDEN ...ooiiiiiiciins s 797 20,025 1,750 3,968 (68) 130 (20) 26,582

1 Includes deferred tax of £(10) million.

2 Movements in the cash flow hedging reserve include an amount transferred to the income statement of a £148 million loss taken to “Net interest income’.

The accompanying notes on pages 99 to 203 and the audited sections of ‘Report of the Directors: Risk’ on pages 27 to 74 and ‘Report of the Directors: Capital Management’ on pages 75 to 78 form an integral

part of these financial statements.
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HSBC BANK PLC

Notes on the Financial Statements

1

Basis of preparation

@)

(b)

()

Compliance with International Financial Reporting Standards

The consolidated financial statements of the group and the separate financial statements of HSBC Bank plc have
been prepared in accordance with International Financial Reporting Standards (‘IFRSs’) as issued by the
International Accounting Standards Board (‘1ASB”) and as endorsed by the EU. EU-endorsed IFRSs may differ
from IFRSs as issued by the IASB if, at any point in time, new or amended IFRSs have not been endorsed by
the EU. At 31 December 2011, there were no unendorsed standards effective for the year ended 31 December
2011 affecting these consolidated and separate financial statements, and there was no difference between IFRSs
endorsed by the EU and IFRSs issued by the IASB in terms of their application to the group. Accordingly, the
group’s financial statements for the year ended 31 December 2011 are prepared in accordance with IFRSs as
issued by the IASB.

IFRSs comprise accounting standards issued by the IASB and its predecessor body as well as interpretations
issued by the IFRS Interpretations Committee (‘IFRIC’) and its predecessor body.

During 2011, in addition to the above, the group adopted a number of standards, interpretations and amendments
to standards which had an insignificant effect on the consolidated financial statements of the group and the
separate financial statements of HSBC Bank plc.

Presentation of information

Disclosures under IFRS 4 ‘Insurance Contracts’ (‘IFRS 4’) and IFRS 7 ‘Financial Instruments: Disclosures’
(‘IFRS 77) concerning the nature and extent of risks relating to insurance contracts and financial instruments
have been included in the audited sections of the ‘Report of the Directors: Risk’ on pages 66 to 73.

Capital disclosures under IAS 1 “Presentation of Financial Statements’ (‘lAS 1) have been included in the
audited sections of the “‘Report of the Directors: Capital Management’ on pages 75 to 78.

Disclosures relating to the group’s securitisation activities and structured products have been included in the
audited section of ‘Report of the Directors: Risk’ on pages 56 to 57.

In accordance with the group’s policy to provide meaningful disclosures that help investors and other
stakeholders understand the group’s performance, financial position and changes thereto, the information
provided in the Notes on the Financial Statements and the Report of the Directors goes beyond the minimum
levels required by accounting standards, statutory and regulatory requirements. In particular, the group has
adopted the British Bankers’ Association Code for Financial Reporting Disclosure (‘the BBA Code’). The BBA
Code aims to increase the quality and comparability of banks’ disclosures and sets out five disclosure principles
together with supporting guidance. In line with the principles of the BBA Code, the group assesses good
practice recommendations issued from time to time by relevant regulators and standard setters, and will assess
the applicability and relevance of such guidance, enhancing disclosures where appropriate.

In publishing the parent company financial statements here together with the group financial statements, the
bank has taken advantage of the exemption in section 408(3) of the Companies Act 2006 not to present its
individual income statement, individual statement of comprehensive income and related notes that form a part of
these financial statements.

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

Consolidation

The consolidated financial statements of the group comprise the financial statements of HSBC Bank plc and its
subsidiaries made up to 31 December.

Subsidiaries are consolidated from the date that the group gains control. The acquisition method of accounting is
used when subsidiaries are acquired by the group. The cost of an acquisition is measured at the fair value of the
consideration, including contingent consideration, given at the date of exchange. Acquisition-related costs are
recognised as an expense in the income statement in the period in which they are incurred. The acquired
identifiable assets, liabilities and contingent liabilities are measured at their fair values at the date of acquisition.
Goodwill is measured as the excess of the aggregation of the consideration transferred, the amount of non-
controlling interest and the fair value of the acquirer’s previously held equity interest, if any, over the net of the
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(d)

amounts of the identifiable assets acquired and the liabilities assumed. The amount of non-controlling interest is
measured either at fair value or at the non-controlling interest’s proportionate share of the acquiree’s identifiable
net assets. In a business combination achieved in stages, the previously held equity interest is remeasured at the
acquisition-date fair value with the resulting gain or loss recognised in the income statement. In the event that
the amounts of net assets acquired is in excess of the aggregate of the consideration transferred, the amount of
non-controlling interest and the fair value of the group’s previously held equity interest, the difference is
recognised immediately in the income statement.

Changes in a parent’s ownership interest in a subsidiary that do not result in a loss of control are treated as
transactions between equity holders and are reported in equity.

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

In the context of Special Purpose Entities (‘SPEs’), the following circumstances may indicate a relationship in
which, in substance, the group controls and, consequently, consolidates an SPE:

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

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

e the group has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks
incidental to the activities of the SPE; or

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

The group performs a re-assessment of consolidation whenever there is a change in the substance of the
relationship between the group and an SPE.

All intra-group transactions are eliminated on consolidation.

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

Future accounting developments

At 31 December 2011, a number of standards and interpretations, and amendments thereto, had been issued by
the IASB, which are not effective for the group’s consolidated financial statements or the separate financial
statements of HSBC Bank plc as at 31 December 2011. In addition to the projects to complete financial
instrument accounting, the IASB is continuing to work on projects on insurance, revenue recognition and lease
accounting, which together with the standards described below, will represent widespread and significant
changes to accounting requirements from 2013.

Standards and Interpretations issued by the IASB but not endorsed by the EU
Standards applicable in 2013

In May 2011, the IASB issued IFRS 10 ‘Consolidated Financial Statements’ (‘IFRS 10°), IFRS 11 ‘Joint
Arrangements’ (‘IFRS 11”) and IFRS 12 *Disclosure of Interests in Other Entities’ (‘IFRS 12”). The standards
are effective for annual periods beginning on or after 1 January 2013 with early adoption permitted. IFRSs 10
and 11 are to be applied retrospectively.

Under IFRS 10, there will be one approach for determining consolidation for all entities, based on the concept of
power, variability of returns and their linkage. This will replace the current approach which emphasises legal
control or exposure to risks and rewards, depending on the nature of the entity. IFRS 11 places more focus on
the investors’ rights and obligations than on structure of the arrangement, and introduces the concept of a joint
operation. IFRS 12 includes the disclosure requirements for subsidiaries, joint arrangements and associates and
introduces new requirements for unconsolidated structured entities.

The group is currently assessing the impact of IFRS 10 and 11, but it is impracticable to quantify their effect as
at the date of publication of these financial statements.
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In May 2011, the IASB also issued IFRS 13 ‘Fair Value Measurement’ (‘IFRS 13’). This standard is effective
for annual periods beginning on or after 1 January 2013 with early adoption permitted. IFRS 13 is required to be
applied prospectively from the beginning of the first annual period in which it is applied. The disclosure
requirements of IFRS 13 do not require comparative information to be provided for periods prior to initial
application.

IFRS 13 establishes a single source of guidance for all fair value measurements required or permitted by IFRSs.
The standard clarifies the definition of fair value as an exit price, which is defined as a price at which an orderly
transaction to sell the asset or to transfer the liability would take place between market participants at the
measurement date under current market conditions, and enhances disclosures about fair value measurement.

The group is currently assessing the impact of IFRS 13 and it is not practical to quantify the effect as at the date
of publication of these financial statements, which will depend on final interpretations of the standard, market
conditions and the group’s holdings of financial instruments at 1 January 2013. However, based on the analysis
performed to date, the most significant potential effect from applying IFRS 13 is considered to be on the
methodologies for the calculation of credit valuation adjustments in valuing certain financial instruments. See
Note 31 for further information on credit valuation adjustment methodologies.

In June 2011, the IASB issued amendments to 1AS 19 ‘Employee Benefits’ (‘1AS 19 revised’). The revised
standard is effective for annual periods beginning on or after 1 January 2013 with early adoption permitted. IAS
19 revised must be applied retrospectively.

The most significant amendment for the group is the replacement of interest cost and expected return on plan
assets by a finance cost component comprising the net interest on the net defined benefit liability or asset. This
finance cost component is determined by applying the same discount rate used to measure the defined benefit
obligation to the net defined benefit liability or asset. The difference between the actual return on plan assets and
the return included in the finance cost component in the income statement will be presented in other
comprehensive income. The effect of this change is to increase the pension expense by the difference between
the current expected return on plan assets and the return calculated by applying the relevant discount rate.

Based on the group’s estimate of the impact of this particular amendment on the 2011 consolidated financial
statements, the change would decrease pre-tax profit, with no effect on the pension liability. The effect on total
operating expenses and pre-tax profit is not expected to be material. The effect at the date of adoption will
depend on market interest rates, rates of return and the actual mix of scheme assets at that time.

In December 2011, the IASB issued amendments to IFRS 7 ‘Disclosures — Offsetting Financial Assets and
Financial Liabilities” which requires the disclosures about the effect or potential effects of offsetting financial
assets and financial liabilities and related arrangements on an entity’s financial position. The amendments are
effective for annual periods beginning on or after 1 January 2013 and interim periods within those annual
periods. The amendments are required to be applied retrospectively.

Standards applicable in 2014

In December 2011, the IASB issued amendments to IAS 32 ‘Offsetting Financial Assets and Financial
Liabilities” which clarified the requirements for offsetting financial instruments and addressed inconsistencies in
current practice when applying the offsetting criteria in IAS 32 ‘Financial Instruments: Presentation’. The
amendments are effective for annual periods beginning on or after 1 January 2014 with early adoption permitted
and are required to be applied retrospectively.

The group is currently assessing the impact of these clarifications but it is impracticable to quantify their effect
as at the date of publication of these financial statements.

Standards applicable in 2015

In November 2009, the IASB issued IFRS 9 “Financial Instruments’ (‘IFRS 9”) which introduced new
requirements for the classification and measurement of financial assets. In October 2010, the IASB issued
additions to IFRS 9 relating to financial liabilities. Together, these changes represent the first phase in the
IASB’s planned replacement of 1AS 39 ‘Financial Instruments: Recognition and Measurement” (‘lAS 39°) with
a less complex and improved standard for financial instruments.

Following the IASB’s decision in December 2011 to defer the effective date, the standard is effective for annual
periods beginning on or after 1 January 2015 with early adoption permitted. IFRS 9 is required to be applied
retrospectively but prior periods need not be restated.
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The second and third phases in the IASB’s project to replace IAS 39 will address the impairment of financial
assets measured at amortised cost and hedge accounting.

The IASB did not finalise the replacement of 1AS 39 by its stated target of June 2011, and the IASB and the US
Financial Accounting Standards Board have agreed to extend the timetable beyond this date to permit further
work and consultation with stakeholders, including reopening IFRS 9 to address practice and other issues. The
EU is not expected to endorse IFRS 9 until the completed standard is available. Therefore, the group remains
unable to provide a date by which it plans to apply IFRS 9 and it remains impracticable to quantify the impact of
IFRS 9 as at the date of publication of these consolidated financial statements

2 Summary of significant accounting policies

(@)

(b)

Interest income and expense

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

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

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

Non interest income

Fee income is earned from a diverse range of services provided by the group to its customers. Fee income is
accounted for as follows:

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

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

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

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

Net income from financial instruments designated at fair value includes all gains and losses from changes in
the fair value of financial assets and financial liabilities designated at fair value through profit or loss. Interest
income and expense and dividend income arising on those financial instruments are also included in ‘Net
income from financial instruments designated at fair value’, except for interest arising from debt securities
issued, and derivatives managed in conjunction with those debt securities, which is recognised in ‘Interest
expense’ (Note 2(a)).

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date
for listed equity securities, and usually the date when shareholders have approved the dividend for unlisted
equity securities.
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(d)

(e)

(f)

Operating Segments

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

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

Determination of fair value

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

Subsequent to initial recognition, the fair values of financial instruments measured at fair value are measured in
accordance with the group’s valuation methodologies, which are described in Note 31 Fair value of financial
instruments.

Reclassification of financial assets

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

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

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

When a financial asset is reclassified as described in the above circumstances, the financial asset is reclassified
at its fair value on the date of reclassification. Any gain or loss already recognised in the income statement is not
reversed. The fair value of the financial asset on the date of reclassification becomes its new cost or amortised
cost, as applicable.

Loans and advances to banks and customers

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

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

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

Impairment of loans and advances

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

Individually assessed loans and advances

The factors considered in determining that a loan is individually significant for the purposes of assessing
impairment include:

e the size of the loan;
e the number of loans in the portfolio;
e the importance of the individual loan relationship, and how this is managed; and

e whether volumes of defaults and losses are sufficient to enable a collective assessment methodology to be
applied.

Loans considered as individually significant are typically to corporate and commercial customers and are for
larger amounts, which are managed on an individual relationship basis. Retail lending portfolios are generally
assessed for impairment on a collective basis as the portfolios generally consist of large pools of homogeneous
loans.

For all loans that are considered individually significant, the group assesses on a case-by-case basis at each
balance sheet date whether there is any objective evidence that a loan is impaired. The criteria used by the group
to determine that there is such objective evidence include:

e known cash flow difficulties experienced by the borrower;

e past due contractual payments of either principal or interest;

e the probability that the borrower will enter bankruptcy or other financial realisation; and
e asignificant downgrading in credit rating by an external credit rating agency.

For those loans where objective evidence of impairment exists, impairment losses are determined considering
the following factors:

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

e the amount and timing of expected receipts and recoveries;
o the likely dividend available on liquidation or bankruptcy;

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

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

o the realisable value of security (or other credit mitigants) and likelihood of successful repossession;
e the likely deduction of any costs involved in recovery of amounts outstanding;

o the ability of the borrower to obtain, and make payments in, the currency of the loan if not denominated in
local currency; and

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

The realisable value of security is determined based on the current market value when the impairment
assessment is performed. The value is not adjusted for expected future increases in market prices however
adjustments are made to reflect local conditions, such as forced sale discounts.

Impairment losses are calculated by discounting the expected future cash flows of a loan at its original effective
interest rate, and comparing the resultant present value with the loan’s current carrying amount. The impairment
allowances on individually significant accounts are reviewed at least quarterly, and more regularly when
circumstances require. This normally encompasses re-assessment of the enforceability of any collateral held and
the timing and amount of actual and anticipated receipts. Individually assessed impairment allowances are only
released when there is reasonable and objective evidence of a reduction in the established loss estimate.

Collectively assessed loans and advances
Impairment is assessed on a collective basis in two circumstances:

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

o for homogeneous groups of loans that are not considered individually significant.
Incurred but not yet identified impairment

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

The collective impairment allowance is determined after taking into account:

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

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

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

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

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

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

o when the portfolio size is small or when information is insufficient or not reliable enough to adopt a roll-
rate methodology, the group adopts a basic approach based on historical experience.

In normal circumstances, historical experience provides the most objective and relevant information from which
to assess inherent loss within each portfolio, though sometimes it provides less relevant information about the
inherent loss in a given portfolio at the balance sheet date, for example, when there have been changes in
economic, regulatory or behavioural conditions which result in the most recent trends in portfolio risk factors
being not fully reflected in the statistical models. In these circumstances, the risk factors are taken into account
by adjusting the impairment allowances derived solely from historical loss experience.

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

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

Loans (and the related impairment allowance account) are normally written off, either partially or in full, when
there is no realistic prospect of recovery. Where loans are secured, this is generally after receipt of any proceeds
from the realisation of security. In circumstances where the net realisable value of any collateral has been
determined and there is no reasonable expectation of further recovery, write off may be earlier.

Reversals of impairment

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

Reclassified loans and advances

Where financial assets have been reclassified out of the fair value through profit or loss category to the loans
and receivables category, the effective interest rate determined at the date of reclassification is used to calculate
any impairment losses.
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Following reclassification, where there is a subsequent increase in the estimates of future cash receipts as a
result of increased recoverability of those cash receipts, the effect of that increase is recognised as an adjustment
to the effective interest rate from the date of change in the estimate rather than as an adjustment to the carrying
amount of the asset at the date of change in the estimate.

Assets acquired in exchange for loans

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

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as up to date loans for measurement purposes once the minimum numbers of payments
required under the new arrangements have been received. Renegotiated loans are considered when calculating
collective impairment provisions, either through management's judgment or by segregation from other parts of
the loan portfolio, to recognise that higher rates of losses are often encountered in this segment of the portfolio.
Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject to ongoing
review to determine whether they remain impaired or should be considered past due. The carrying amount of
loans that have been classified as renegotiated retain this classification until maturity or derecognition. Interest is
recorded on renegotiated loans taking into account the new contractual terms following renegotiation.

A loan that is renegotiated is derecognised if the existing agreement is cancelled and a new agreement made on
substantially different terms, or if the terms of an existing agreement are modified, such that the renegotiated
loan is substantially a different financial instrument.

Trading assets and trading liabilities

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

Financial instruments designated at fair value

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

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

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

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

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

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

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

Financial investments

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

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

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

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

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

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and
other credit risk provision’ in the income statement and impairment losses for available-for-sake equity
securities are recognised within ‘Gains less losses from financial investments’ in the income statement. The
impairment methodologies for available-for-sale financial assets are set out in more detail below.

Available-for-sale debt securities: When assessing available-for-sale debt securities for objective
evidence of impairment at the reporting date, the group considers all available evidence, including
observable data or information about events specifically relating to the securities which may result in a
shortfall in recovery of future cash flows. These events may include a significant financial difficulty of
the issuer, a breach of contract such as a default, bankruptcy or other financial reorganisation, or the
disappearance of an active market for the debt security because of financial difficulties relating to the
issuer.

These types of specific event and other factors such as information about the issuers’ liquidity, business
and financial risk exposures, levels of and trends in default for similar financial assets, national and
local economic trends and conditions, and the fair value of collateral and guarantees may be considered
individually, or in combination, to determine if there is objective evidence of impairment of a debt
security.

In addition, when assessing available-for-sale asset-backed securities (‘ABS’s) for objective evidence of
impairment, the group considers the performance of underlying collateral and the extent and depth of
market price declines. Changes in credit ratings are considered but a downgrade of a security’s credit
rating is not, of itself, evidence of impairment. The primary indicators of potential impairment are
considered to be adverse fair value movements, and the disappearance of an active market for a
security.

Available-for-sale equity securities: Objective evidence of impairment for available-for sale equity
securities may include specific information about the issuer as detailed above, but may also include
information about significant changes in technology, markets, economics or the law that provides
evidence that the cost of the equity securities may not be recovered.

A significant or prolonged decline in the fair value of the asset below its cost is also objective evidence
of impairment. In assessing whether it is significant, the decline in fair value is evaluated against the
original cost of the asset at initial recognition. In assessing whether it is prolonged, the decline is
evaluated against the period in which the fair value of the asset has been below its original cost at initial
recognition.

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

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

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

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

(k) Sale and repurchase agreements (including stock lending and borrowing)

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

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

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

() Derivatives and hedge accounting

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

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

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

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

Hedge accounting

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

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

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

Cash flow hedge

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

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

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

Net investment hedge

Hedges of net investments in foreign operations are accounted for in a similar way to cash flow hedges. A gain
or loss on the effective portion of the hedging instrument is recognised in other comprehensive income; a gain
or loss on the ineffective portion is recognised immediately in the income statement. Gains and losses
previously recognised in other comprehensive income are reclassified to the income statement on the disposal of
the foreign operation.

Hedge effectiveness testing

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

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

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

Hedge ineffectiveness is recognised in the income statement in ‘Net trading income’.

Derivatives that do not qualify for hedge accounting

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

Derecognition of financial assets and liabilities

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

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

o the group has neither retained nor transferred substantially all the risks and rewards, but has not retained
control.

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

Offsetting financial assets and financial liabilities

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

Subsidiaries, associates and joint ventures

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

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

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

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

Goodwill and intangible assets

(i) Goodwill arises on the acquisition of subsidiaries, when the aggregate of the fair value of the consideration
transferred, the amount of any non-controlling interest and the fair value of any previously held equity
interests in the acquiree exceed the amounts of the identifiable assets and liabilities acquired. If they do not
exceed the amounts of the identifiable assets and liabilities of an acquired business, the difference is
recognised immediately in the income statement. Goodwill arises on the acquisition of interests in joint
ventures and associates when the cost of investment exceeds the group’s share of the net fair value of the
associate’s or joint venture’s identifiable assets and liabilities.

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

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

Goodwill on acquisitions of interests in joint ventures and associates is included in “Interests in associates
and joint ventures” and is not tested separately for impairment.

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

Goodwill is included on a disposal group held for sale if the group is a cash-generating unit (‘\CGU ) to
which goodwill has been allocated or it is an operation within such a CGU. The goodwill associated with the
operation disposed of is measured on the basis of the relative values of the operation disposed of and the
portion of the CGU retained.

Intangible assets include the present value of in-force long-term insurance business, computer software,
trade names, mortgage service rights, customer lists, core deposit relationships, credit card customer
relationships and merchant or other loan relationships. Intangible assets are subject to impairment review if
there are events or changes in circumstances that indicate that the carrying amount may not be recoverable.
Where:

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

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

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

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

lives as follows:

TTAAE NAIMES ovevveteeeieeiesteee e et ees et e et e e se s b e s ese e seebeses e s e se st seses e e e ses et ene e s nsnsesennnen 10 years

Mortgage service rights......... . generally between 5 and 12 years
Internally generated software ... . between 3 and 5 years

Purchased software ................... ... between 3 and 5 years
Customer/merchant relationships . .... between 3 and 10 years

OBNEE bbb bbbttt generally 10 years

(q) Property, plant and equipment

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

freehold land is not depreciated;

freehold buildings are depreciated at the greater of 2% per annum on a straight-line basis or over their
remaining useful lives; and

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

Equipment, fixtures and fittings (including equipment on operating leases where the group is the lessor) are
stated at cost less any impairment losses and depreciation calculated on a straight-line basis to write off the
assets over their useful lives, which run to a maximum of 35 years but are generally between 5 years and 20
years.

Property, plant and equipment is subject to an impairment review if there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable.
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The group holds certain properties as investments to earn rentals or for capital appreciation, or both. Investment
properties are included in the balance sheet at fair value with changes therein recognised in the income
statement in the period of change. Fair values are determined by independent professional valuers who apply
recognised valuation techniques.

Finance and operating leases

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

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

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

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

Income tax

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

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

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

Deferred tax is calculated using the tax rates expected to apply in the periods in which the assets will be realised
or the liabilities settled based on tax rates and laws enacted, or substantively enacted, by the balance sheet date.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group and relate to income
taxes levied by the same taxation authority, and when the group has a legal right to offset.
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Deferred tax relating to actuarial gains and losses on post-employment benefits is recognised directly in other
comprehensive income. Deferred tax relating to share-based payment transaction is recognised directly in other
comprehensive income to the extent that the amount of the estimated future tax deduction exceeds the amount of
the related cumulative remuneration expense. Deferred tax relating to fair value remeasurements of available-
for-sale investments and cash flow hedging instruments which are charged or credited directly to other
comprehensive income, is also credited or charged directly to other comprehensive income and is subsequently
recognised in the income statement when the deferred fair value gain or loss is recognised in the income
statement.

Pension and other post-employment benefits

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

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

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

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

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

Share-based payments

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

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

Vesting conditions, other than market performance conditions, are not taken into account in the initial estimate
of the fair value at the grant date. They are taken into account by adjusting the number of equity instruments
included in the measurement of the transaction, so that the amount recognised for services received as
consideration for the equity instruments granted shall be based on the number of equity instruments that
eventually vest. On a cumulative basis, no expense is recognised for equity instruments that do not vest because
of a failure to satisfy non-market performance or service conditions.

Where an award has been modified, as a minimum, the expense of the original award continues to be recognised
as if it had not been modified. Where the effect of a modification is to increase the fair value of an award or
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increase the number of equity instruments, the incremental fair value of the award or incremental fair value of
liabilities are measured at the higher of the initial fair value, less cumulative amortisation, and the best estimate
of the expenditure required to settle the obligation.

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

HSBC Holdings is the grantor of its equity instrument for all share awards and share options across the group.
The credit to 'Retained earnings' over the vesting period on expensing an award represents the effective capital
contribution from HSBC Holdings. To the extent the group will be, or has been, required to fund a share-based
payment arrangement, this capital contribution is reduced and the fair value of shares expected to be released to
employees is recorded within 'Other liabilities'.

Foreign currencies

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

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

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

Provisions

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

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

Financial guarantee contracts

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

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

Where the group is the recipient of a guarantee, including from other HSBC Group companies, amounts
receivable under a claim are recognised when their receipt is virtually certain. Any fees payable to the guarantor
are expensed over the period of the guarantee contract.

Insurance contracts

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

Insurance contracts are accounted for as follows:

Premiums

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

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

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

Gross insurance claims for non-life insurance contracts include paid claims and movements in outstanding
claims liabilities.

Gross insurance claims for life insurance contracts reflect the total cost of claims arising during the year,
including claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration.
Claims arising in the year include maturities, surrenders and death claims.

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

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

Liabilities under insurance contracts

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

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

Liabilities under unit-linked life insurance contracts are at least equivalent to the surrender or transfer value
which is calculated by reference to the value of the relevant underlying funds or indices.
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A liability adequacy test is carried out on insurance liabilities to ensure that the carrying amount of the liabilities
is sufficient in the light of current estimates of future cash flows. When performing the liability adequacy test,
all contractual cash flows are discounted and compared with the carrying value of the liability. When a shortfall
is identified it is charged immediately to the income statement.

Present value of in-force long-term insurance business

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

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

Future profit participation

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

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

Investment contracts

Customer liabilities under linked and certain non-linked investment contracts and the corresponding financial
assets are designated at fair value. Movements in fair value are recognised in ‘Net expense/income from
financial instruments designated at fair value’. Premiums receivable and amounts withdrawn are accounted for
as increases or decreases in the liability recorded in respect of investment contracts.

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

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

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

Debt securities in issue and deposits by customers and banks

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

(aa) Share capital and other equity instruments

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

(bb) Cash and cash equivalents

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

3 Critical accounting policies

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

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

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

Impairment of loans and advances

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

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

The methods used to calculate collective impairment allowances on homogeneous groups of loans that are not
considered individually significant are disclosed in Note 2(g). They are subject to estimation uncertainty, in part
because it is not practicable to identify losses on an individual loan basis because of the large number of individually
insignificant loans in the portfolio.

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

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

However, the exercise of judgement requires the use of assumptions which are highly sensitive to the risk factors, in
particular, to changes in economic and credit conditions across geographical areas. Many of the factors have a high
degree of interdependency and there is no one single factor to which the group’s loan impairment allowances as a
whole are sensitive. It is possible that the outcomes within the next financial year could be different from the
assumptions built into the models, resulting in a material adjustment to the carrying amount of loans and advances.

Goodwill impairment

The group’s accounting policy for goodwill is described in Note 2(p). The review of goodwill impairment represents
management’s best estimate of the factors below:

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

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

A decline in a CGU’s expected cash flows and/ or an increase in its cost of capital reduces the CGU’S estimated
recoverable amount. If this is lower than the carrying value of the CGU, a charge for impairment of goodwill is
recognised in the income statement for the year.

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

In addition to the annual impairment test, which was performed as at 1 July 2011, management reviewed the current
and expected performance of the CGUs as at 31 December 2011 and determined that there was no indication of
potential impairment of the goodwill allocated to them, except for Global Banking and Markets, which experienced
significantly reduced profitability in the second half of 2011. This reduced profitability resulted in a reduction in the
recoverable amount of the CGU when compared to its carrying amount. Consequently, the results of the goodwill
impairment testing for this CGU are more sensitive to key assumptions used. Management retested the goodwill for
this CGU and concluded that there was no impairment.

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

Valuation of financial instruments

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

Valuation techniques used to calculate fair values are discussed in Note 31. The main assumptions and estimates
which management considers when applying a model with valuation techniques are:
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o the likelihood and expected timing of future cash flows on the instrument. These cash flows are usually governed
by the terms of the instrument, although management judgment may be required when the ability of the
counterparty to service the instrument in accordance with the contractual terms is in doubt. Future cash flows
may be sensitive to changes in market rates; selecting an appropriate discount rate for the instrument.
Management bases the determination of this rate on its assessment of what a market participant would regard as
the appropriate spread of the rate for the instrument over the appropriate risk-free rate; and

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

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

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

Impairment of available-for-sale financial assets

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

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

Deciding whether an available-for-sale debt security is impaired requires objective evidence of both the occurrence
of a loss event and a related decrease in estimated future cash flows. The degree of judgment involved is less when
cash flows are readily determinable, but increases when estimating future cash flows requires consideration of a
number of variances, some of which may be unobservable in current market conditions.

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

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

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

The group’s accounting policy for pension and other post-employment benefits is described in Note 2(t) on the
Financial Statements.

The most significant judgments in measuring the present value of defined benefit obligations relate to the
determination of actuarial and financial assumptions. These assumptions include the nominal discount rate, rate of
inflation over the period of projected cash flows and member longevity. Management reviews these assumptions in
conjunction with its actuarial advisors and benchmarks its conclusions against market practice.

Judgment is also required in selecting the expected rate of return on plan assets which determines the net expense
recognised. The expected rate of return on plan assets represents the best estimate of long-term future asset returns,
which takes into account historical market returns plus additional factors such as the current rate of inflation and
interest rates. The expected rates of return are weighted on the basis of the fair value of the plan assets.

The key assumptions used, and the sensitivity to changes in these assumptions, are disclosed in Note 7 Employee
compensation and benefits. It is reasonably possible that asset returns in the next financial year, and the actuarial and
financial assumptions determined at the end of the next year, are significantly different to these assumptions. This
could result in the group recording material actuarial gains or losses in the next financial year.

4 Net earned insurance premiums

Investment
contracts with
Life  discretionary

Non-life  Life insurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
2011

Gross Written Premiums .......ooeeeceeneneseeecenes 30, 318 341 1,965 2,654
Movement in unearned premiums ..........cc........ 20) 46 b — 66|
Gross earned Premiums ......oovevvveveevrnveersneeenns 50 364 341 1,965 2,720
Gross written premiums ceded to reinsurers ... Q) (118) 4) — (123)

Reinsurers’ share of movement in unearned
PremMiUMS ..ot (3) (14) = — (17)
Reinsurers’ share of gross earned premiums ... (4) (132) (4) - (140)
Net earned insurance premiums ...........coeveveee 46 232 337 1,965 2,580

2010

Gross Written premiums ..........ccceeecerieernennnenee 113 339 257 1,910 2,619
Movement in unearned premiums .................... 93 78 | e 171
Gross earned Premiums .........ooeveeenensreeerenenns 206 417 257 1,910 2,790
Gross written premiums ceded to reinsurers ... (5) (125) (5) — (135)

Reinsurers’ share of movement in unearned
PrEMIUMS ..ottt (5) (15) | — (20)
Reinsurers’ share of gross earned premiums .... (10) (140) (5) - (155)
Net earned insurance premiums ..........ccocveeueee 196 277 252 1,910 2,635
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5 Net insurance claims incurred and movement in liabilities to policyholders

Investment
contracts with
Life  discretionary

Non-life  Life insurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
2011
Claims, benefits and surrenders paid................ 85| 290 113 1,634 2,122
Movement in liabilities..........cocccervrvrreierirnrinnnns (118) (84) 160 243 201
Gross claims incurred and movement in
11abilitieS ... (33) 206 273 1,877 2,323
Reinsurers’ share of claims, benefits and
SUITENAErS PAI ...c.ovvverieieiriereee e 9) (78) (4) - (92)
Reinsurers’ share of movement in liabilities ... 7 (56), (1) — (50)
Reinsurers’ share of claims incurred and
movement in liabilities...........ccocoovveevceinenn. (2) (134) (5) - (141)
Net insurance claims incurred and movement
in liabilities to policyholders...........cccccoeun... (35) 72 268 1,877 2,182
Investment
contracts with
Life discretionary
Non-life Life insurance insurance participation
insurance (non-linked) (linked) features Total
£m £m £m £m £m
2010
Claims, benefits and surrenders paid .............. 229 256 133 1,299 1,917
Movement in liabilities...........c.ccoconinnnicnenns (93) (20 273 1,096 1,256
Gross claims incurred and movement in
lIaDIITIES .....vi e 136 236 406 2,395 3,173
Reinsurers’ share of claims, benefits and
surrenders paid (24) (78 4) - (106
Reinsurers’ share of movement in liabilities (3) (29 (12) - (44
Reinsurers’ share of claims incurred and
movement in liabilities.........ccccococovrvrnrrrnnne (27) (107) (16) - (150)
Net insurance claims incurred and movement
in liabilities to policyholders...........cc........ 109 129 390 2,395 3,023
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6 Net operating income

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

2011 2010
£m £m
Income
Interest recognised on impaired fiNANCIAL BSSELS .........ccceoiiiririreiiiiree s 45 39
Fees earned on financial assets or liabilities not held for trading nor designated at fair value, other
than fees included in effective interest rate calculations on these types of assets and liabilities ....... 2,836 2,926
Fees earned on trust and other fiduciary activities where the group holds or invests assets on behalf
OF IS CUSEOIMIEIS ...ttt bbbttt b bttt 723 730
Expense
Interest on financial instruments, excluding interest on financial liabilities held for trading or
designated at TN VAIUE ......ccoovvvoiiieiiicise ettt 3,727 3,158
Fees payable on financial assets or liabilities not held for trading nor designated at fair value, other
than fees included in effective interest rate calculations on these types of assets and liabilities ........ 502 536
Fees payable on trust and other fiduciary activities where the group holds or invests assets on behalf
OF IS CUSEOIMIBIS ...ttt bbbt bbbt b bbbttt 2 2
Gains/(losses)
Gain on disposal or settlement of 10aNS AN AAVANCES ..........coviriririeiiiirieee e 18 34
Gain/(loss) on financial liabilities measured at amortised cost... 5 1)
Impairment of available-for-sale equity shares . (18) (8)
Gain on disposal of assets held fOr SAle ... 8 -
Gains on disposal of property, plant and equipment, intangible assets and non-financial investments:
— Gain on disposal of HSBC Asset Finance (UK) Ltd Rail SUDSIAIArIES .........ccovriiiececericininirnnenne - 163
- 125
17 89
Loan impairment charges and other credit risk provisions
Net impairment charge on 10anS and 80VANCES.............eurieiiiririeieieirie et (1,222) (1,633)
Net impairment of available-for-sale debt securities........ (393) (317)
Net impairment in respect of other credit risk provisions... (8) (1)
(1,623) (1,951)
7 Employee compensation and benefits
Total employee compensation
2011 2010
£m £m
WAQGES AN SAIAMIES ......cvvieiiei bbb bbb 4,053 3,804
Social security costs ...... 557 535
Post-employmMeNnt DENETILS .........ciiiiic e (29) 404
ONE-0FF DONUS T8X ...ttt bbbttt eb s - 218
4,581 4,961
Average number of persons employed by the group during the year
2011 2010
UK RELAI ..o 41,279 40,110
Continental Europe Retail .... 13,968 13,059
Global Banking and Markets 9,343 9,724
PrIVALE BANKING ...t 5,302 4,776
OBNEIT <.ttt es e8RS 10,121 10,263
TORAL o 80,013 77,932

1 Employees included within ‘Other’ are employees of central functions who provide services to a number of the group business
segments.

In December 2009, the governments of the UK and France introduced one-off taxes in respect of certain bonuses
payable by banks and banking groups. In both countries the tax was levied at 50 per cent on bonuses awarded during
a certain period and over a threshold amount. The taxes were liabilities of the employer and were payable on awards
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of both cash and shares. The amount payable and paid in 2010 in respect of the relevant taxes was £218 million
(£191 million in the UK and £27 million in France).

Post-employment benefit plans

Income statement charge

2011 2010
£m £m
Defined benefit pension plans ...............
- HSBC Bank (UK) Pension Scheme (261) 200
- Other plans .......cccoevevvvrvsceeene 35 32
Defined contribution pension plans... 190 165
(36) 397
Defined benefit NEAItNCAre PIANS........cccovvveveeiiriricte et 7 7
(29) 404
Defined benefit post-employment benefit plans
Net assets/(liabilities) recognised on balance sheet in respect of defined benefit plans
2011 2010
£m £m
Defined benefit PENSION PIANS .........c.cuiiiiiic bbb 1,204 (569)
— HSBC Bank (UK) PenSion SChEME ..ottt s 1,444 (395)
Fair value of plan assets ..........ccccouererennnn . 17,183 14,317
Present value of defined benefit obligations ..... . (15,739) (14,712)
— Other plans ..........ccccu.... . (240) (174)
Fair value of plan assets ...........ccccoevrenene. . 728 738
Present value of defined benefit obligations . . (972) (912)
Effect of limit on plan surpluses ............... . — 5)
UNrecogniSed PASE SEIVICE COSE ...c.ciiiuiurieiiriiirieieiei ettt ettt ettt bbbttt sttt s 4 5
Defined benefit healthCare PIANS............c.ccciiiic s (158) (164)
Fair VAlUE OF PIAN GSSELS ...ttt ettt — -
Present value of defined benefit obligations . . (158) (164)
UNrecogniSed PASE SEIVICE COSE...uvuiiriiueieriiriiieteieresisestsseeesessssetese e sessesesasesssessesesesssessesesesesesssseseseseses — —
Fair VAIUE OF PIAN @SSELS .....cveviiiieieieeieiriete ettt st b ettt 17,911 15,055
Present value of defined benefit 0DHGAtioNS ...........ooiiiiiiii e (16,869) (15,788)
Effect of limit on plan surpluses . - (5)
UNrecognised Past SEIVICE COSE ......uiiuiuiuiuiiiiiiriiiicti ettt 4 5
1,046 (733)
Retirement benefit Habilities ...........ccoviiii e (398) (733)
Retirement DENEFIt @SSELS ..o s 1,444 -

Pension plans

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

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

The group provides post-employment healthcare benefits under plans in the United Kingdom, which are unfunded.
Post-employment healthcare benefit plans are accounted for in the same manner as pension plans. The plans are
reviewed at least annually or in accordance with local practice and regulations by qualified actuaries. The actuarial
assumptions used to calculate the defined benefit obligation and related current service cost vary according to the
economic conditions of the countries in which they are situated. The group’s total healthcare cost for the year was £7
million (2010: £7 million).

Post-employment defined benefit plans’ principal actuarial assumptions

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

Rate of
increase for
pensions in
payment and Rate of Healthcare
Discount Inflation deferred Deferred pay  cost trend
rate rate pensions revaluation increase rates
% % % % % %
2011 b 4.80 3.20 3.10 2.25 3.70 7.20
20710 e 5.40 3.70 3.50 3.70 4.20 7.70

The group determines the discount rates to be applied to its obligations in consultation with the plans’ local actuaries,
on the basis of the current average yield of high quality (AA rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obligations.

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

Life expectancy at Life expectancy at

age 65 for a male age 65 for a female

Mortality table member currently: member currently:
Aged 65 Aged 45 Aged 65 Aged 45
2011 oo SAPS MC* 225 24.3 235 25.3
2010 oo SAPS MC? 22.4 24.3 234 25.3

1 Adjusted SAPS MC with medium cohort improvements and a 1 per cent minimum annual improvement. Light table with 1.08 rating for
male pensioners and standard table with 1.06 rating for female pensioners. (Standard table with 1.08 rating for male dependants and
light table with 1.10 rating for female dependants.)

Actuarial assumption sensitivities

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

2011 2010
£m £m

Discount rate
Change in pension obligation at year end from a 25bps INCrEASE ........c.ovvvreeveiriiirisieeirse s (633) (606)
Change in pension obligation at year end from a 25bps deCrease ..........cccvvvrieuicierinnneeniccceeeee 675 646
Change in following year pension cost from a 25bps increase 1 (6)
Change in following year pension cost from a 25bps dECreASE .........cccvrvrvrieieiriiirinieeirss s 1) 6
Rate of inflation
Change in pension obligation at year end from a 25bps INCrEASE ........c.ccvvvvueveiriririeieeiirrecee s 663 663
Change in pension obligation at year end from a 25bps decrease . (632) (630)
Change in following year pension cost from a 25bps INCIEASE ........c.coeriririririeirinirisieeereseeee s 37 43
Change in following year pension cost from a 25bpS dECIEASE .........coerirervririeiriiiririeee s (35) (41)
Rate of increase for pensions in payment and deferred revaluation
Change in pension obligation at year end from a 25bps INCrEASE ........ccovrvreeveiriiirinieeiirss s 566 524
Change in pension obligation at year end from a 25bps deCrease ..........c.cvvvriieeiieininnnnieesecceeeesee (543) (499)
Change in following year pension cost from a 25bpS INCIEASE ........c.cerireriririeriiririsirieee s 28 31
Change in following year pension cost from a 25bps dECIEASE .........cccovreriririeiiinirisieee s 27) (29)
Rate of pay increase
Change in pension obligation at year end from a 25bpS INCIEASE ........cccuevrvrureeuiiriririeiceirreeee s 160 139
Change in pension obligation at year end from a 25bps deCrease ..........c.coovrieeuiieierrnnnieneceeeeeseeee (155) (131)
Change in following year pension cost from a 25bps increase e 12 13
Change in following year pension cost from a 25bps dECreaSE .........cccovrrirereeriirinieee s (10) (11)
Investment return
Change in following year pension cost from a 25bPS INCIEASE ........c.cerirvririreeriiniiieieiet s (42) (35)
Change in following year pension cost from a 25bps GECTEASE .......c.ccvvriririiiiiiieierinrn e 43 35
Mortality
Change in pension obligation from each additional year of longevity assumed .............cccccoeererinnnnenn. 400 320

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

Other Plans
2011 2010
£m £m
Change in pension obligation from each additional year of longevity assumed .............ccccccevcennnncninn. 9 15

Defined benefit pension plans

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

2011 2010
Expected rates of Value Expected rates of

return return Value
% £m % £m
Fair value of plan assets .........coccceeviorrreieiinrneeee e 17,183 14,317
Equities . 7.2 2,061 8.4 2,200
Bonds ....... . 4.1 13,351 5.3 10,067|
Property 6.7 985 7.6 926
ONET s 2.8 786 4.0 1,124
Defined benefit obligation ... (15,739) (14,712)
Net asset/(lHability)! .........c.cvvevverierereereesisseeeeeesessesseessssees e 1,444 (395)
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Other plans
2011 2010
Expected rates of Value Expected rates of

return return Value
% £m % £m
Fair value of plan aSSets .........cccccvrvririreeeeinniresscee e 728 738
Equities 7.0 176 7.2 239
Bonds ......... 35 307, 37 305
Property 51 34 5.2 30,
Other .......... 55 211 5.3 164
Defined benefit obligation (funded) ..........ccoocovniiicciinnnn. (972) (912)
Present value of funded obligations ..........cccooveeeiininncicnenns (845) (797)
Present value of unfunded obligations ............ccccccovvricicninns (127) (115)
Effect of limit on plan SUrpluses ...........cccovvevvienrinseieininns - (5)
Unrecognised past SErVICE COSt .........ccceurreuernnirinieieciciereennnens 4 5
NEt HADItY? .oovoveoeveeciiecie s (240) (174)

1 £1,430 million of the net asset for defined benefit pension plans relates to the bank (2010: net liability of £411 million).
2 The expected rates of return are weighted on the basis of the fair value of the plan assets.

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

In December 2010, the HSBC Insurance Pension Scheme was merged into the HSBC Bank (UK) Pension Scheme,
resulting in assets of £30 million and liabilities of £26 million being transferred out of Other plans and into the HSBC
Bank (UK) Pension Scheme. Also, in December 2010, the HFC Bank Limited defined benefit pension plans, the HFC
Beneficial Bank Retirement Benefit Plan and the HFC Pension Plan (defined benefit section) were merged into the
HSBC Bank (UK) Pension Scheme, resulting in assets of £58 million and liabilities of £62 million being transferred
into the HSBC Bank (UK) Pension Scheme. These transfers are recognised in the transfers line in the table below,
along with other smaller scheme mergers and transfers.
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Net liability under defined benefit pension plans

2011 2010
HSBC Bank HSBC Bank
(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
Fair value of plan assets
£m £m £m £m
At L JANUATY oo 14,317 738 10,908 649
Expected return on plan assets ........c.ccccceennenee 827 36 706 32
Normal contributions by the group 194 19 173 52
Special contributions by the group . 184 - 1,760 -
Contributions by employees ..........ccccovveeenne. 21 12 15 9
Experience gains/(10SSeS) .......cccevvvvrrvrveriierininnas 2,146 (39) 1,150 4)
Benefits paid .......cccocovrrcnnne (506) (29) (483) (26)
Assets distributed on settlements . - - - @)
Transfers ......coovvvvccnnininnn - - 88 7
Exchange differences ...........cococovceevnnnnnnnes - 9) - 40
At 31 DECEMDET ....ocvvirvireieirineireeeeseeiseeeens 17,183 728 14,317 738
Present value of defined benefit obligations
AL L JANUAIY oo 14,712 912 13,262 805
CUITENE SEIVICE COSE ... 157 38 163 30
INterest CoSt .........coovvervvenns 769 30 743 31
Contributions by employees .... 21 12 15 9
Actuarial (gains)/losses ....... 946 32 924 50
Benefits paid ... (506) (43) (483) (40)
Past service (credit)/cost - vested immediately.. (360) 3 - 3
Liabilities extinguished on settlements.............. - - - @)
Transfers ....ccoovvveeviensesseeeseses - - 88 (5)
Exchange differences - (12) - 36
At 31 DECEMDET ....cvvivririeeirieeireeeereeie s 15,739 972 14,712 912

The actual return on plan assets for the year ended 31 December 2011 was a positive return £2,970 million (2010:
positive return of £1,883 million). The group expects to make £189 million of contributions to defined benefit

pension plans during 2012.

Total expense recognised in the income statement in ‘Employee compensation and benefits’

2011

HSBC Bank HSBC Bank

(UK) Pension (UK) Pension
Scheme Other plans Scheme Other plans
£m £m £m £m
CUITENt SEIVICE COSE ... 157 38 163 30
INEEreSt COSE ..ot 769 30 743 31
Expected return on plan assets ..........c.ccceevvvrnnnee (827) (36) (706) (32)
Past service (credit)/Cost ...........cooeeeinnnrinnes (360) 3 - 3
Total (gain)/ EXPENSE .....covvveeeeererererieieieierenieieiens (261) 35 200 32
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Total net actuarial gains/(losses)

Total net actuarial losses recognised in other comprehensive income since transition to IFRSs are £482 million. The
total effect of the limit on plan surpluses recognised within actuarial losses in other comprehensive income during
2011 was a gain of £5 million (2010: gain of £16 million).

Triennial valuation

UK regulation requires pension schemes be valued formally every three years and a funding plan agreed between the
trustee and scheme sponsor. The most recent triennial actuarial valuation of the UK Scheme performed by the
Scheme Actuary on behalf of the Trustee has been carried out as at 31 December 2008. At that date, the market value
of the Scheme’s assets was £10.2 billion. The market value of the plan represented 76 per cent of the amount
expected to be required, on the basis of the assumptions adopted, to provide the benefits accrued to members after
allowing for expected future increases in earnings, and the resulting deficit amounted to £3.2 billion. The method
adopted for this valuation was the projected unit method.

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

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

In February 2010, the bank agreed with the Trustee of the Scheme to reduce the deficit of the plan by meeting a
schedule of future funding payments, On 17 June 2010, the bank agreed with the Trustee to accelerate the reduction
of the deficit of the plan with a special contribution of £1,760 million in 2010 followed by a revised payment
schedule in the following years, as shown below:

Additional future funding payments to the principal plan

Original plan Revised plan
£m £m

- 1,760

465 -

465 -

465 -

630 -

630 495

630 630

630 630

On the same day, the bank made the £1,760 million contribution and the Scheme used the contribution to acquire
debt securities with a fair value of £1,760 million from the bank in a transaction at an arm’s length value determined
by the Scheme’s independent third party advisors. The debt securities sold comprised supranational, agency and
government-guaranteed securities, asset-backed securities, corporate subordinated debt, and auction rate securities.

The group considers that the contribution set out above, together with investment returns at an expected level of 240
basis points above the LIBOR swap curve, would be sufficient to meet the deficit as at 31 December 2008 over the
agreed period. At each subsequent actuarial valuation, the group has agreed with the Trustees that any shortfall in
investment returns relative to this expected level, subject to a maximum of 50 basis points per annum, will be
eliminated by payment of equal cash instalments over the remaining years to the end of this recovery plan period.

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

As part of the 31 December 2008 valuation, calculations were also carried out as to the amount of assets that might

be needed to meet the liabilities if the Scheme was discontinued and the members’ benefits bought out with an

insurance company (although in practice this may not be possible for a plan of this size) or the Trustee continued to
130



HSBC BANK PLC

Notes on the Financial Statements (continued)

run the plan without the support of the bank. The amount required under this approach was estimated to be £19,400
million as at 31 December 2008. In estimating the solvency position for this purpose, a more prudent assumption
about future mortality was made than for the assessment of the ongoing position and it was assumed that the Trustee
would alter the investment strategy to be an appropriately matched portfolio of cash and interest and inflation swaps.
An explicit allowance for expenses was also included.

Move to using the Consumer Prices Index

The expected cash flows of the principal plan were projected by reference to the Retail Prices Index (‘RPI”) swap
curve in calculating the liability recognised. The Occupational Pensions (Revaluation) Order 2010 confirmed the UK
government's intention to move to using the Consumer Prices Index (‘CPI”) rather than RPI as the inflation measure
for determining the minimum pension increases to be applied to the statutory index-linked features of retirement
benefits. Historical annual CPI increases have generally been lower than annual RPI increases. The rules of the
principal plan prescribe that annual increases for pensions in payment are in line with RPI, but for deferred pensions,
i.e. pensions for members of the Scheme who have left HSBC employment but whose pensions are yet to commence,
are linked to the statutory index prior to retirement. However, consistent with communications to Scheme members,
the bank has historically used RPI in calculating the pension liability for deferred pensions.

In May 2011, the Trustee communicated to Scheme members the impact on Scheme benefits of the UK government's
announcement. At 30 June 2011, the bank used CPI in calculating the pension liability recognised which resulted in a
reduction of the Scheme's liabilities, in respect of deferred pensioners, of £360 million. A corresponding gain was
recognised in the income statement, as a credit within 'Employee compensation and benefits'.

Special contribution December 2011

In December 2011, HSBC Bank plc made a US$286 million (£184 million) special contribution to the Scheme.
Following the contribution, the Scheme purchased asset-backed securities from the group at an arm’s length value
determined by the Scheme’s independent third party advisors.

The additional future funding payments to the principal plan, set out in the table above, were not amended as a result
of this transaction.

Summary
HSBC Bank (UK) Pension Scheme
2011 2010 2009 2008 2007
£m £m £m £m £m
Defined benefit obligation ...........c.cococeoevinnnne (15,739) (14,712) (13,262) (10,460) (11,719)
Fair value of plan assets 17,183 14,317 10,908 10,191 11,316
Net surplus/(defiCit) ....covvvveererirreeeriisisnas 1,444 (395) (2,354) (269) (403)
Experience losses on plan liabilities .................. (240) (207) (143) (7 (30)
Experience gains/(losses) on plan assets ........... 2,146 1,150 424 (1,643) 6
(Losses)/gains from changes in actuarial
ASSUMPLIONS ... (706) (7117) (2,718) 1,671 1,238
Total net actuarial gains/(10SSes) .........ccccovvunne 1,200 226 (2,437) 21 1,214
Other plans
2011 2010 2009 2008 2007
£m £m £m £m £m
Defined benefit obligation ...........ccccccceceviinnnee (972) (912) (805) (889) (643)
Fair value of plan assets ...........c...... 728 738 649 617 557
Effect of limit on plan surpluses - (5) (21) — (21)
Net defiCit ..o, (244) (179) (177) (272) (107)
Experience gains/(losses) on plan liabilities ..... (6) 11 15 (6) 4)
Experience (losses)/gains on plan assets ........... (39) 4) 41 (130) 3
(Losses)/gains from changes in actuarial
ASSUMPLIONS .. (26) (61) 25 (47 53
Total net actuarial gains/(10SS€S) .......ccccvvervrueuene (71) (54) 81 (183) 52
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Directors’ emoluments

The aggregate emoluments of the Directors of the bank, computed in accordance with the Companies Act 2006 as
amended by statutory instrument 2008 No.410, were:

2011 2010
£000 £000
S e 652 334
Salaries and other emoluments. 2,001 1,317
BOMUSES 1vvvv1evevvessseeeeesseessesse et 5,733 2,608°
8,476 4,259
Vesting of Restricted Share PIan @Wards .............ccccoiiiiiiiii s 1,528 265
1 Awards made to executive Directors in respect of 2011 performance comprise a mixture of cash and HSBC Holdings plc ordinary
shares. The amount shown is comprised of £346,973 in cash, £461,960 in deferred cash (vesting annually over a three-year period),
£1,274,527 in Restricted Shares and £1,911,792 in deferred Restricted Shares (vesting annually over a three-year period) issued under
the HSBC Share Plan, and £1,737,719 in deferred Restricted Shares issued under schedule 4 of the HSBC Share Plan 2011 (Group
Performance Share Plan (‘GPSP’)). GPSP awards normally vest in full after five years subject to the Director remaining an employee
on the vesting date. Any shares (net of tax) which the Director becomes entitled to on the vesting date are subject to a retention
requirement until cessation of employment.
2 The awards made to executive Directors in respect of 2010 performance were 60 per cent deferred. 50 per cent of both the deferred and

non-deferred components was in the form of Restricted Shares issued under the HSBC Share Plan. The remaining 50 per cent was
delivered as cash.

One Director exercised share options over HSBC Holdings plc ordinary shares during the year.

Awards were made to five Directors under long-term incentive plans in respect of qualifying services rendered in
2011 (2010: five Directors). During 2011, five Directors received shares in respect of awards under long-term
incentive plans that vested during the year (2010: one Director).

Retirement benefits are not accruing to any Directors under a defined benefit scheme and are accruing to four
Directors under money purchase schemes in respect of Directors’ qualifying services. Contributions of £202,942
were made during the year to money purchase arrangements in respect of Directors’ qualifying services (2010: £nil).

In addition, there were payments under retirement benefit agreements with former Directors of £795,269 (2010:
£763,666), including payments in respect of unfunded pension obligations to former Directors of £666,152 (2010:
£644,954). The provision as at 31 December 2011 in respect of unfunded pension obligations to former Directors
amounted to £10,682,217 (2010: £10,870,922).

Discretionary bonuses for Directors are based on a combination of individual and corporate performance and are
determined by the Remuneration Committee of the bank’s parent company, HSBC Holdings plc. The cost of any
conditional awards under the HSBC Share Plan and the HSBC Share Plan 2011 (‘the Plans’) are recognised through
an annual charge based on the fair value of the awards, apportioned over the period of service to which the award
relates. Details of the Plans are contained within the Directors’ Remuneration Report of HSBC Holdings plc.

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

S ettt E R LR R R R R Rttt h e Rt ne b bt s
Salaries and other emoluments

2011 2010
£000 £000

665 501

BOMUSES ....veovveveseseeeesees e sessees s sssess st ss st s st s s n st s st e et s st s st s sttt neas 2,768" 1,208°

1

Awards made to the highest paid Director in respect of 2011 performance will be delivered in HSBC Holdings plc ordinary shares. The
amount shown is comprised of £717,113 in Restricted Shares and £1,075,670 in deferred Restricted Shares (vesting annually over a
three-year period) issued under the HSBC Share Plan, and £975,000 in deferred Restricted Shares issued under schedule 4 of the
HSBC Share Plan 2011 (Group Performance Share Plan).

The awards made to the highest paid Director in respect of 2010 performance were 60 per cent deferred and 40 per cent non-deferred.
50 per cent of both the deferred and non-deferred components was in the form of Restricted Shares issued under the HSBC Share Plan.
The remaining 50 per cent was delivered as cash.

The highest paid Director received 51,794 shares, in respect of qualifying services, as the result of awards under
long-term incentive plans that vested during the year. The highest paid Director did not exercise any share options
over HSBC Holdings plc ordinary shares during the year.

Pension contributions of £150,750 were made by the bank in respect of services by the highest paid Director during
the year.
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8 Auditors’ remuneration

Auditors’ remuneration in relation to the statutory audit amounted to £10.2 million (2010: £9.5 million).
The following fees were payable by the group to the group’s principal auditor, KPMG Audit Plc and its associates
(together ‘KPMG”):

2011 2010
£m £m

Audit fees for HSBC Bank plc statutory audit:
— feeS relating to CUMTENT YEAN ......c.ciiiiicieiiiit ettt bbbt 24 25

— fees relating to prior year 0.7 0.3
31 2.8

Fees payable to KPMG for other services provided to the group

Audit-related services:

— audit Of the group’s SUDBSIAIAIIES. .........c.ccuiriiet ot 6.8 6.9

— audit of pension schemes associated with the group.. - 0.1

— OLNBE SEIVICES .....vtttii ettt bbbttt b bbbt bbbt 6.7 4.6

TAX SEIVICES vuvveuiieeeteteeeitsteeete et tseeteteses e st esebe Sheseseabesesese st e es et et ese st s e s et ebe s e st ee et b e b e s e e e e et e b eb et et e s et e s e e e s nnts 0.7 0.4

Other services:

— services relating to information teChNOIOGY ... ...cccovviiiiieeiiii e 0.1 -

— @I ORI SEIVICES ...iuiiieieiiii ettt ettt ettt bbbttt b bttt e st s bbb n e ettt et e e e 1.0 1.0
15.3 13.0

QI T=T 02217 o] SRR STR 18.4 15.8

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

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

9 Share-based payments

Income statement charge

2011 2010

£m £m
SRS AWANTS ...ttt bbb bbb bR £ b bR RS E R bbb RS £ R bbbt e bbb Rttt eban 298 213
Savings-related Share OPLION PIANS .....cvovivcieieiiric ettt s e eeenas 30 33
Equity-settled Share-based PAYMENTSY ...............oovuocuoceeceeceeeeeeeeeeeeseeeeeeseeeeeeeea s ee e eee e e aeaaninens 328 246

1 This charge, which was computed from the fair values of the share-based payment transaction when contracted, arose under employee
share awards made in accordance with HSBC’s reward structures (discussed further below).

The share-based payment income statement charge is recognised in wages and salaries (Note 7).

Deferred share awards

Included in the income statement charge above is £311m relating to deferred share awards (2010: £226m). The
following table identifies the years in which these awards were, or are expected to be, granted. It also shows the
expected charge to be recognised in future years in respect of awards granted in current and prior years and awards
expected to be granted in the future.
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Income statement impact of deferred share awards on current and future years

Charge recognised in 2011
in respect of performance year:

Charge expected to be recognised in 2012
or later in respect of performance year:

2011* Pre-2011 Total
£m £m £m
HSBC deferred share awards 20 291 311

Charge recognised in 2010
in respect of performance year:

2011* Pre-2011 Total
£m £m £m
83 193 276

Charge expected to be recognised in 2011
or later in respect of performance year:

2010* Pre-2010 Total 2010" Pre-2010 Total
£m £m £m £m £m £m
HSBC deferred share awards - 226 226 - 287 287

1 Regulatory and best practice guidance has clarified the required structure and terms of deferred bonus arrangements awarded to
employees, who now have a better understanding of the likely nature of the awards to be granted. As a result, the vesting period for
deferred share awards expected to be granted in 2012 in respect of the 2011 performance year was determined to have started on 1
January 2011 and a charge was recognised from that date. Previously, the charge was recognised from the grant date.

HSBC Share Awards
Restricted share awards

The policy with respect to these awards is:

e vesting of the awards is based on continued employment with HSBC of between one and five years from the date

of award,;
e shares are awarded without corporate performance conditions; and
e certain shares are awarded subject to a retention requirement.

The purpose of these awards is to reward employee performance and potential, to aid recruitment and retention, and

to part-defer annual bonuses.

Performance Share awards

The policy with respect to these awards is:

¢ vesting of the awards is based on three independent performance measures (HSBC's relative Total Shareholder
Return (“TSR”) (40%), economic profit (40%) and growth in HSBC earnings per share (‘EPS”) (20%)) and an
overriding ‘sustained improvement’ judgement by the Group Remuneration Committee;

¢ performance conditions are measured over a three year period and reviewed annually; and

o awards are forfeited to the extent the performance conditions have not been met.

The purpose of these awards is to align the interests of executives with the creation of shareholder value and
recognise individual performance and potential, and to reflect HSBC’s relative and absolute performance over the
long-term, taking account an external measure of value creation, a measure of the extent to which the return on
capital invested in HSBC is in excess of a benchmark return and a direct measure of the profits generated for

shareholders.

Movement on HSBC share awards

Restricted share awards

Performance share awards®

2011 2010 2011 2010

Number Number Number Number

(000s) (000s) (000s) (000s)

Outstanding at 1 JANUAIY ........ceerirrrieirerininieicesesisee e 95,007 71,780 99 200
Additions during the YEar .........cccccvvvveierinnnseeie s 36,947 51,434 80 58
Released in the YEar ... (14,751) (19,143) (42) (21)
Forfeited iN the YEAr ........cccceiiriicci e (5,873) (9,064) (137) (138)
Outstanding at 31 DECEMDET .......cccvvvevevririeirieieereisieee e 111,330 95,007 - 99
Weighted average fair value of awards granted (£) ...........ccco..e. 6.19 6.81 6.47 6.47

1 Additions during the year comprised reinvested dividend equivalents.
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HSBC Share Option Plans

Savings-related share option plans
The policy with respect to these options is:

o the options are exercisable within three months following the first anniversary of the commencement of a one-year
savings contract or within six months following either the third or fifth anniversaries of the commencement of
three-year or five-year contracts, respectively; and

o the exercise price is set at a 20% (2010: 20%) discount to the market value immediately preceding the date of
invitation.

The purpose of these awards is to enable eligible employees to save up to £250 per month (or its equivalent in euros),
with the option to use the savings to acquire shares, and to align the interests of employees with the creation of
shareholder value.

HSBC Holdings Group Share Option Plan

The policy with respect to these options is:

¢ vesting of the options is based on achievement of certain TSR targets; and

¢ the options are exercisable between the third and tenth anniversaries of the date of grant.

The purpose of these awards was to provide a long-term incentive plan between 2000 and 2005, when certain HSBC
employees were awarded share options, and to align the interests of those higher performing employees with the
creation of shareholder value.

The table on page 136 shows the movement on HSBC share option plans during the year.

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award, are calculated using a Black-
Scholes model. When modelling options/share awards with vesting dependent on HSBC's TSR over a period, the
TSR performance targets are incorporated into the model using Monte-Carlo simulation. The fair values calculated
are inherently subjective and uncertain due to the assumptions made and the limitations of the model used.

Significant weighted average assumptions used to estimate the fair value of the options granted were as follows:

Savings-Related Share Option Plans

1-year plan 3-year plans 5-year plans
2011
Risk-free interest rate (%) ........c..ccooververeerreerreeeresreriennns 0.8 17 25
Expected life? (years) ....... 1 3 5
Expected volatility® (%) ........ 25 25 25
Share price at grant date (£) .....ccocovveeiiinrneereeee 6.37 6.37 6.37

Savings-Related Share Option Plans

1-year plan 3-year plans 5-year plans
2010
Risk-free interest rate! (%) ...........coevvevvveerererssersssseenesonn: 0.7 1.9 2.9
EXpected life? (YEArS) .....oo..coevveererecrreesesssssesesessessseesssenn: 1 3 5
Expected VOIatility® (%6) .......ovveerveereeeeeeeeeeeeeeeeres e 30 30 30
Share price at grant date (£) .....c.coooeeerrnneneneeeeen, 6.82 6.82 6.82

1 The risk-free rate was determined from the UK gilts yield curve for certain Savings-Related Share Option Plans, including the UK
Plans. A similar yield curve was used for the other Savings-Related Share Option Schemes.

2 The expected life of options depends on the behaviour of option holders, which is incorporated into the option model on the basis of
historical observable data and is not a single input parameter but a function of various behavioural assumptions.

3 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded
options over HSBC shares of similar maturity to those of the employee options.

The expected US dollar denominated dividend yield was determined to be 4.5 per cent per annum in line with
consensus analyst forecasts (2010: 4.5 per cent).
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Movement on HSBC share option plans

Savings-related share
option plans

HSBC Holdings Group
share option plan

Number WAEP"  Number WAEP*
(000s) £ (000s) £
2011
OUuLStaNdING At L JANUAIY ..vvvvvieieeceiirieisieiee et ae e ss s sesesenenenas 70,536 3.77 42,698 6.86
Granted during the year .... 8,455 5.09 - -
Exercised during the year ..... (1,646) 5.23 (313) 6.05
Transferred during the year . - - 144 7.17
Forfeited and expired during the YEar ... (5,819) 5.00 (693) 7.77
Outstanding at 31 DECEMDET ........ceiiiiirieieiiiiiierieie ettt 71,526 3.82 41,836 6.86
Weighted average fair value of options granted during the year (£) ........ 1.65 -
Weighted average share price at the date the options were exercised (£) 5.40 5.93
At 31 December 2011
Exercise price range (£):
3L00 = 4.50 ..o 54,180 3.30 - -
4.51-6.00 .. . 15,275 5.34 - -
B.00 — 7.50 ..ot 2,026 6.40 41,639 6.86
T.51 = 19.00 oo 43 7.69 197 7.76
9.01-10.50 ....... 2 9.08 - -
Of which exercisable: ... 1,976 6.30 - -
Weighted average remaining contractual life (Years) ........cccoovrmeiiinnncniennsceces 9.08 —
2010
OULSEANAING At L JANUAIY ...vovcvcviveveieieieeeee ettt snseeneaas 77,340 5.24 44,392 6.85
Granted during the year .... 7,084 5.43 - -
Exercised during the year ..... (4,795) 5.46 (679) 6.05
Transferred during the year . (113) 4.00 (320) 7.08
Forfeited and expired during the YEar ... (8,980) 5.58 (695) 6.95
Outstanding at 31 DECEMDET ........vuvuireurirrererireireeeeereseesesre s sssessesessssssesssseseens 70,536 3.77 42,698 6.86
Weighted average fair value of options granted during the year (£) .......c.ccoveivvriceuennes 1.64 -
Weighted average share price at the date the options were exercised (£) 6.65 6.86
At 31 December 2010
Exercise price range (£):
3L00 = 4.50 ..o 57,275 3.30 - -
451-6.00.... . 10,306 5.60 - -
B.00 — 7.50 ..ottt 2,871 6.37 42,536 6.85
751 = 19.00 ..o 68 7.83 162 7.72
9.01-10.50......... 16 9.08
Of which exercisable: ... 868 6.14 - -
Weighted average remaining contractual life (years) .. 2.51 —

1 Weighted Average Exercise Price.

Pre-IFRS 2 awards

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

2011 2010
Weighted Weighted
average average
Number exercise price Number exercise price
(000°s) £ (000’s) £
Outstanding at 1 January ..........ccccocevvveeienenne 29,135 7.44 32,162 7.38
Exercised in the year ........ - - (1,414) 6.50
Transferred in the year . (36) 6.91 (125) 7.51
Expired in the year .........cccccvvvnicieinicinin (14,077) 7.59 (1,488) 7.04
Outstanding at 31 December™? ..........cccooooeennee. 15,022 7.31 29,135 7.44

1 The above includes the bank employee awards of 14,767,030 options outstanding at 1 January 2011 (2010: 17,324,442), and

7,692,481 options outstanding at 31 December 2010 (2010: 14,767,030).

2 The weighted average exercise price for bank employees was £7.45 at 1 January 2011 (2010: £7.35) and £7.32 at 31 December 2011

(2010: £7.45).

The number of options and weighted average exercise price for options outstanding at the balance sheet date,

analysed by exercise price range, were as follows:

The group
2011 2010
Exercise price range (£) ......coovvrviriicreeennnniee £5.56-£6.50 £6.51-£8.40 £5.56-£6.50 £6.51-£8.40
NUMDBEr (0007S) ..vcviiiiieicciee e 315 14,707 320 28,816
Weighted average exercise price (£) ......c.coeveverrvruenee. 6.50 7.32 6.50 7.45
Of which exercisable:
—nuUMber (0007S) ..o 315 14,707 320 28,816
— weighted average exercise price (£) ......c.ccovenene 6.50 7.32 6.50 7.45
The bank
2011 2010
Exercise price range (£) .......cooveeverirrreeenenennieeeens £5.56-£6.50 £6.51-£8.40 £5.56-£6.50 £6.51-£8.40
NUMbBEr (0007S) ...vvveeeeiirieeieee e 35 7,657 42 14,725
Weighted average exercise price (£) .......ccoovvrieeeuenes 6.50 7.32 6.50 7.45
Of which exercisable:
—NUMDBET (000°S) vvevereieeeierrrereresieee e 35 7,657 42 14,725
— weighted average exercise price (£) .......ccccovnene 6.50 7.32 6.50 7.45
10 Tax expense
2011 2010
£m £m
Current taxation
UK corporation tax charge — on current year Profit ........ccoeveeieiirnnseieininnsseenssesseeenns 232 536
UK corporation tax charge — adjustments in respect of prior Years ..........ccccocoveecerinirreennns 18 6
Overseas tax — on current year profit ..........cccoovvecriinnsceiennn 330 371
Overseas tax — adjustment in respect of prior years 1 37
581 950
Deferred taxation
Origination and reversal of temporary differences ... 154 29
Effect of changes in the tax rates ...........ccccccevevnne. (18) -
Adjustment in reSpect 0f PriOr YEAIS .......ccccovvriiiiiieiiirs s 17 17
153 46
TAX EXPEIISE ..ottt . 734 996

The UK corporation tax rate applying to HSBC Bank plc and its subsidiaries was 26.5 per cent (2010: 28 per cent).
Other overseas subsidiaries and overseas branches provided for taxation at the appropriate rates in the countries in

which they operate.
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The following table reconciles the tax expense which would apply if all profits had been taxed at the UK corporation

tax rate:

2011

2010

Taxation at UK corporation tax rate of 26.5% (2010:
28Y0) .o
Effect of taxing overseas profit at different rates .......
Gains subject to tax at a lower rate...........cccoveeeeene.
Adjustment in respect of prior years ...........cccocvveenne
Effect of profits in associates and joint ventures .......
Deferred tax temporary differences not provided........
Release of deferred tax consequent on the disposal of
GrOUP PrOPETLIES .....coivviiriiiecicirieier e
Non taxable iINCOME ...
Effect of UK bank payroll tax (dlsallowable)
Permanent disallowables ..
Changes iN taX FAeS ......ccccoeverrerieerirerireiee e
Local taxes and overseas withholding taxes .
Other ItEMS .....cvvveviiicceeee e

Percentage of
overall tax charge

Percentage of
overall tax charge

TaAX EXPENSE ...ttt et e et e e e e e

£m % £m %
824 26.5 1,123 28.0
(O] (0.1) 47 (1.2)
()] (0.2) (133) (34)
36 11 60 15
_ _ (1) _
11 0.4 16 0.4
(18) (0.4)

(114) (3.6) (56) (1.4)
53 1.3

17 0.5 23 0.6
(18) (0.6) - -
27 0.9 17 0.4
(41) (1.4) (41) (1.0)
734 23.6 996 24.8

The UK Government has announced that the main rate of corporation tax for the year beginning 1 April 2011 will

reduce from 28 per cent to 26 per cent, to be followed by further 1 per cent reductions per annum to 23 per cent for
the year beginning 1 April 2014. While the reduction in the corporate tax rate to 25% has already been enacted, the
further announced reductions are expected to be enacted through the 2012 and 2013 Finance Acts. This results in a
weighted average rate of 26.5 per cent for 2011 (2010: 28 per cent). It is not expected that the proposed future rate

changes will have a significant effect on the net UK deferred tax position.

HSBC Bank plc provides for potential tax liabilities that may arise on the basis of the amounts expected to be paid to
the tax authorities. The amounts ultimately paid may differ materially from the amounts provided, depending on the

ultimate resolution of such matters.
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Movement of net deferred tax liabilities before offsetting balances within countries

The group
Loan Property, Available-
Retirement  impairment  Unused tax plant and for-sale Cash flow Share-based Assets leasedRevaluation of
benefits  allowances losses  equipment investments hedges payments to customers property Other Total
£m £m £m £m £m £m £m £m £m £m £m
ASSELES .. 534 52 4 60 7 - 76 - - - 733
Liabilities... - - - 1) (11) (59) - (194) (22) (170) (457)
At 1January 2011......cccverveiinerceenieneens 534 52 4 59 (4) (59) 76 (194) (22) (170) 276
Income Statement.........ccovvvvveeeeiernrireeeeinnns (260) 6 - 44 2 - 1) 34 - 22 (153)
Other comprehensive income:
- available-for-sale investments ............. - - - - 68 - - - - - 68
- cash flow hedges.... - - - - - (23) - - - - (23)
- actuarial movements .........c.ccocoeerneiene. (316) - - - - - - - - - (316)
Equity:
- share-based payments ...........ccoevverveeennn - - - - - - 13 - - - 13
Acquisitions and disposals .........c.c.ccceeenenne - - - - - - - - - -
Foreign exchange and other adjustments.... (45) - 3 - (5) 5 2 1 1) 49 9
(621) 6 3 44 65 (18) 14 35 (1) 71 (402)
ASSEES .. - 58 7 103 61 - 90 - - - 319
Liabilities ....c.vvevieeereieniereeeeee s (87) - - - - 77) - (159) (23) (99) (445)
At 31 December 2011 ........ccocovvcecieriinnnne. (87) 58 7 103 61 (77) 90 (159) (23) (99) (126)

(penunuod) S1UBLIAIRIS [elOUBUIH 8] UO S3J0N
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Movement of net deferred tax assets before offsetting balances within countries

The group

ASSEES ...
LiabilitieS . ..oovcveveiieeceececeee e

At 1 January 2010........ccccceovvniieiiinriies

Income statement...........occoveveviveneniinenens

Other comprehensive income:

- available-for-sale investments .............
- cash flow hedges ......cccovvveeiervriririeennns
- actuarial movements .........ccccceevrerirenenes

Equity:

- share-based payments ...........ccocevvvrveeennn
Acquisitions and disposals .............ccccevene.
Foreign exchange and other adjustments....

ASSEES ...
LiabilitieS ...cvvvvveeeeeisceeeere e

At 31 December 2010........cccovveviervrnrnnnnn

Loan Property, Available-

Retirement  impairment  Unused tax plant and for-sale Cash flow Share-based Assets leasedRevaluation of
benefits  allowances losses  equipment investments hedges payments to customers property Other Total
£m £m £m £m £m £m £m £m £m £m £m
735 116 - 76 13 10 63 - - 298 1,311
- (30) - (2) (16) (131) (7) (438) (78) (412) (1,114)
735 86 - 74 ®3) (121) 56 (438) (78) (114) 197
(134) (24) - (15) - - 31 133 55 (92) (46)
- - - - 9 - - - - - 9
- - - - - 63 - - - - 63
(67) - - - - - - - - - (67)
- - - - - - (10) - - (10)
- - - - (6) - - 99 - 15 108
- (10) 4 - 4) 1) @) 12 1 21 22
(201) (34) 4 (15) (1) 62 20 244 56 (56) 79
534 52 4 60 7 - 76 - - - 733
- - - (1) (11) (59) - (194) (22) (170) (457)
534 52 4 59 4) (59) 76 (194) (22) (170) 276

(penunuod) SJUBLWIBIRIS [RlOUBUIH 8] UO S310N
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Movement of net deferred tax assets before offsetting balances within countries

The bank
Loan Property, Available-
Retirement impairment plant and for-sale Cash flow Share-based
benefits allowances equipment investments hedges payments Other Total
£m £m £m £m £m £m £m £m
ASSEES s 449 35 58 - - 71 55 668
Liabilities ....c.coovvvriicrcee e - - - 1) (50) - (2) (53)
At1January 2011 .....coocvviinerieieineine 449 35 58 (1) (50) 71 53 615
Income statement ........cccovvvvveveeiererererieeennns (258) 9) 44 - - (8) (18) (249)
Other comprehensive income:
- available-for-sale investments ............. - - - 1 - - - 1
- cash flow hedges ........ccovvvvevivririnnen. - - - - 2 - - 2
- actuarial movements ...........cccceerieennee (331) - - - - - - (331)
Equity:
- share-based payments............ccccovevrunee. - - - - - 13 - 13
Foreign exchange and other adjustments .. 2 - 1) - 1 - - 2
(587) 9) 43 1 3 5 (18) (562)
ASSELS . - 26 101 - - 76 35 238
Liabilities .....coeveeerrereeereeeceeeene (138) - - - 47 - - (185)
At 31 December 2011.......ccccccvevrvvvevrrerennnn (138) 26 101 — (47) 76 35 53

(penunuod) S1UBLIAIRIS [elOUBUIH 8] UO S310N
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Movement of net deferred tax assets before offsetting balances within countries

The bank

Income statement...........ocoveveeirinenieieennns

Other comprehensive income:

- cash flow hedges .......ccoeveriennrininienes
- actuarial movements .........c.cccoovrvrirveeenn

Equity:

- share-based payments ...........cccevreuene.
Foreign exchange and other adjustments....

ASSEES ...
LiabilitieS ....ooveveveeceecceccceee e

At 31 December 2010........cccccevevvvevverenennne

Loan Property, Available-

Retirement impairment plant and for-sale Cash flow Share-based Revaluation
benefits allowances equipment investments hedges payments of property Other Total
£m £m £m £m £m £m £m £m £m
698 44 65 - - 46 - 69 922
- - - (€] (131) - (11 2 (145)
698 44 65 1) (131) 46 (11) 67 777
(172) 9) 3 - - 35 - 14) (157)
- - - - 81 - - - 81
77 - - - - - - - (77
- - - - - (10) - - (10)
- - (10) - - - 11 - 1
(249) 9) (7) - 81 25 11 (14) (162)
449 35 58 - - 71 - 55 668
- - - €] (50) - - &3] (83)
449 35 58 (1) (50) 71 - 53 615
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After netting off balances within countries, the balances as disclosed in the accounts are as follows:

The group The bank
2011 2010 2011 2010
£m £m £m £m
Deferred tax aSSets ......covvevvveriverieiieesse e 140 330 55 617
Deferred tax liabilities ..........ccccoeeeinnnniciccinee (266) (54) (2) (2)
(126) 276 53 615

For the group, the amount of temporary differences for which no deferred tax asset is recognised in the balance sheet
is £628 million (2010: £576 million). This amount is in respect of losses where the recoverability of potential benefits
is not considered likely.

For the bank, there are no temporary differences for which no deferred tax asset is recognised in the balance sheet
(2010: nil).

Deferred tax is not recognised in respect of the group’s investments in subsidiaries and branches where remittance is
not contemplated, and for associates and interests in joint ventures where it has been determined that no additional tax
will arise. The aggregate amount of temporary differences associated with such investments is nil (2010: nil).
Following the change in the UK tax treatment of dividends on 1 July 2009, no UK tax is expected to arise on
distributions from group entities and no temporary difference exists except where withholding tax or other foreign tax
could arise on the investments. No meaningful amount of temporary differences associated with such investments can
be disclosed.

11 Dividends

HSBC Bank plc dividends to shareholders of the parent company were as follows:

2011 2010
Dividends declared on ordinary shares £ per share Total £m £ per share Total £m
Second interim dividend in respect of previous year ..... 1.15 915 - -
Third interim dividend in respect of previous year ........ - - 1.07 850
First interim dividend in respect of current year ............ 1.00 800 1.13 900
2.15 1,715 2.20 1,750

2011 2010
Dividends on preference shares classified as equity £ per share Total £m £ per share Total £m

Dividend on HSBC Bank plc non-cumulative

third dollar preference shares..........cccocovceeininncene. 1.17 41 1.18 41
1.17 41 1.18 41
2011 2010
Coupons on capital securities classified as equity® £m £m
Coupon in respect of the first quarter 0of the Year ... 59 4
Coupon in respect of the second quarter of the year .. - 63
Coupon in respect of the third quarter of the year ...... - 5
Coupon in respect of the fourth quarter of the Year ... - 5
59 77

1 In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt. At the same time, the bank
issued US dollar denominated perpetual subordinated debt of $2,862 million to HSBC Holdings plc, which is included in
‘Subordinated liabilities’. See Note 41 for further details.
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12 Segment analysis

The factors used in identifying the group’s reporting segments are discussed in Note 2(c) Operating Segments.
The types of products and services from which each reportable segment derives its revenue are discussed in the
‘Report of the Directors: Operating and Financial Review — Business segments’.

Profit/(loss) for the year
Year ended 31 December 2011

Global
Continental Banking
Europe and Private Inter-
UK Retail Retail Markets ~ Banking Other? segment Total
£m £m £m £m £m £m £m
Net interest iNCOMEe .......cccccoevvrrncccninnnn 3,602 1,775 1,323 750 (93) (134) 7,223
Net fee iNCOME ... 1,776 766 598 700 60 - 3,900
Net trading income . 54 ) 1,083 250 @) 158 1,536
Other INCOME .....covverrrrierreeereeeeeee 194 (90) 267 22 1,064 93) 1,364
Net operating income before loan
impairment charges and other credit risk
PrOVISIONS ...cooiiiiciiinieisieiee e 5,626 2,449 3,271 1,722 1,024 (69) 14,023
Loan impairment charges and other credit risk
PrOVISIONS! .....oooveceeceeceeceecececeeen (796) (212) (543) (72) - - (1,623)
Net operating iNCOME .........c.ccoovvvevnininiinn. 4,830 2,237 2,728 1,650 1,024 (69) 12,400
Employee compensation and benefits .......... (1,147) (665) (1,224) (698) (847) - (4,581)
General and administrative expenses ......... (2,020) (1,196) (1,558) (404) 951 69 (4,158)
Depreciation and impairment of property,
plant and equipment® ..........ccocoovverrernnnc. 4) (39) (10) (29) (281) - (353)
Amortisation and impairment of intangible
ASSELST ovveretseeeseees et (111) (23) (30) 1) (31) - (196)
Total operating eXpenses ...........c.ccceveveee. (3,282) (1,923) (2,822) (1,122) (208) 69 (9,288)
Operating profit .........cccccecvvnciiccnin 1,548 314 (94) 528 816 - 3,112
Share of profit in associates and joint ventures 1) - - - - - 1)
Profit before tax ..o 1,547 314 (94) 528 816 — 3,111

1 Significant non-cash item.
2 The reallocation and recharging of employee and other expenses incurred directly in the ‘Other’ reporting segment is shown in
‘General and administrative expenses’.
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Year ended 31 December 2010

Global
Continental Banking
Europe and Private Inter-
UK Retail Retail Markets Banking Other segment Total
£m £m £m £m £m £m £m
Net interest income 3,536 1,726 1,913 724 (100) (105) 7,694
Net fee income ......... 1,866 684 820 650 20 - 4,040
Net trading income 10 21 1,711 253 (8) 130 2,117
Other iNCOME.......covvervieree e 255 14 909 22 73 (48) 1,225
Net operating income before loan impairment
charges and other credit risk provisions ... 5,667 2,445 5,353 1,649 (15) (23) 15,076
Loan impairment charges and other credit risk
PrOVISIONS! ....c.ovoveveeeeereeeee e (1,221) (195) (518) 17 - - (1,951)
Net operating iNCOME .......ccccovrveeerinrereeiens 4,446 2,250 4,835 1,632 (15) (23) 13,125
Employee compensation and benefits .......... (1,212) (702) (1,506) (656) (885) - (4,961)
General and administrative expenses ?......... (1,788) (1,102) (1,376) (338) 1,045 23 (3,536)
Depreciation and impairment of property,
plant and equipment’ ..........cco.covverrerrnnne. (23) (58) (108) (22) (249) - (460)
Amortisation and impairment of intangible
ASSELST oo (105) (14) (31) - 12) - (162)
Total operating eXPenses ...........c.cceeervrreneas (3,128) (1,876) (3,021) (1,016) (101) 23 (9,119)
Operating profit ..o, 1,318 374 1,814 616 (116) - 4,006
Share of profit in associates and joint ventures 3 - 2 - - - 5
Profit Defore taX .......c.ccovervreenerenreenienns 1,321 374 1,816 616 (116) — 4,011
1 Significant non-cash item
2 The reallocation and recharging of employee and other expenses incurred directly in the ‘Other’ reporting segment is shown in
‘General and administrative expenses’.
Other information about the profit/(loss) for the year
Global
Continental Banking
Europe and Private Inter-
UK Retail Retail Markets Banking Other  segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2011
Net operating iNCOME: .........ccceevvvvvrrrerenines 4,830 2,237 2,728 1,650 1,024 (69) 12,400
EXternal......cccooveviiieecienreeens 4,664 2,174 3,214 1,450 898 -|| 12,400
INtEr-SEgMENT ....coviiiieicicieeee e 166 63 (486) 200 126 (69) -
Year ended 31 December 2010
Net operating iNnCOME: .......ccovvvvveeererireerennnns 4,446 2,250 4,835 1,632 (15) (23) 13,125
EXternal ... 4,355 2,269 5,165 1,427 91) —-|| 13,125
INtEr-SEgMENT .....cvveiiiieiicei e 91 (19) (330) 205 76 (23) -
Performance ratios
Global
Continental Banking
Europe and Private Inter-
UK Retail Retail Markets  Banking Other  segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2011
Share of the group’s profit before tax ........... 1,547 314 (94) 528 816 - 3,111
Cost efficiency ratio.........cocevvvneniccennen 58.34% 78.52% 86.27% 65.16%  20.31% -  66.23%
Year ended 31 December 2010
Share of the group’s profit before tax ........... 1,321 374 1,816 616 (116) - 4,011
Cost efficiency ratio..........ccccccevvvnenicceennn 55.20% 76.73% 56.44% 61.61% - - 60.49%
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13

Balance sheet information

Continental Global
Europe Banking and Private Inter-
UK Retail Retail Markets  Banking Other  segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2011
Loans and advances to customers (net) ......... 123,102 36,597 104,263 23,600 452 - 288,014
Investment in associates and joint venture .... 28 4 34 1 9 - 76
TOtal ASSELS ..o 166,510 59,400 648,202 68,683 26,458 (141,283) 827,970
CuStomer aCCouNts ..........ccccovevriiiciniiisieiei 147,733 33,546 107,213 57,465 172 - 346,129
Total liabilities ..o, 155,924 57,550 642,807 65,924 21,228 (147,067) 796,366
Year ended 31 December 2010
Loans and advances to customers (net) ......... 115,953 35,505 110,688 22,436 636 - 285,218
Investment in associates and joint venture ... 28 4 34 1 9 - 76
TOtal 8SSELS ... 169,683 62,275 607,278 69,748 12,007 (122,497) 798,494
Customer accounts .. 139,191 31,907 117,704 55,321 - - 344,123
Total liabilities ......occoveviececces 145,301 56,366 601,237 64,320 17,574 (118,661) 766,137
Other financial information
Net operating income by customer group and global business
Retail Global
Banking and Banking
Wealth Commercial and Private Inter-
Management Banking Markets  Banking Other  segment Total
£m £m £m £m £m £m £m
Year ended 31 December 2011
Net operating iNnCOME: ........ccccceevrrrrenne 4,603 2,464 2,728 1,650 1,024 (69) 12,400
External 4,470 2,370 3,215 1,450 895 - 12,400
Inter-segment .........ccccoveeviiincciciie 133 94 (487) 200 129 (69) -
Year ended 31 December 2010
Net operating incOme: ..........cccocoeeveunne 4,369 2,327 4,835 1,632 (15) (23) 13,125
External .........cccooeee. 4,360 2,266 5,163 1,427 (91) - 13,125
Inter-segment 9 61 (328) 205 76 (23) -

Information by country

31 December 2011

31 December 2010

External net
operating income*

Non-current assets?

External net

operating income*  Non-current assets?

£m £m £m £m
United Kingdom... 8,059 3,455 8,381 3,596
France............... 1,600 6,350 2,072 6,385
SWItZErland .........cccoeveeieiiiecee s 509 2,597 514 2,612
Other COUNTTIES ...ovevveeeeeeie i 2,232 918 2,158 1,003
TOtAl e 12,400 13,320 13,125 13,596

1 Net operating income is attributed to countries on the basis of the customers’ location.
2 Non current assets consist of property, plant and equipment, goodwill, other intangible assets and certain other assets expected to be

recovered more than twelve months after the reporting period.

Analysis of financial assets and liabilities by measurement basis

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

and by balance sheet heading:
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The group

At 31 December 2011

Financial Derivatives Derivatives
assets and designated designated
Designated Held-to- Available-for-  liabilitiesat as fair value  as cash flow
Held for at fair maturity Loans and sale amortised hedging hedging
trading value securities receivables securities cost  instruments instruments Total
£m £m £m £m £m £m £m £m £m
Financial assets
Cash and balances at central Banks ..........cccccoveeiervneeieiinnseeens - - - - - 56,460 - — 56,460
Items in the course of collection from other banks ..............cc.c...... - - - - - 1,663 - - 1,663
TradiNg @SSELS ....vvvieieiecieieieee et 126,598 - - - - - - - 126,598
Financial assets designated at fair value ..........cccccocecevvvernnseiennene. - 15,332 - - - - - - 15,332
DEIVALIVES ..ottt 175,704 - - - - - 197 1,092 176,993
Loans and advances t0 Danks ..........ccccvevvercineieneiesee e - - - 44,603 - - - - 44,603
Loans and advances t0 CUSTOMETS .......c.ccvvvereererereererereeseresesseesenenns - - - 288,014 - - - - 288,014
Financial iNVESIMENTS .........ccccveiiviiiiecece e - - 4,151 - 88,961 - - - 93,112
OFNEI ASSELS ...vcviiveeiiieiieiesieteete ettt - - - - - 5,742 - - 5,742
ACCIUBA INCOME ..ovieviieiiieise e - - - - - 2,752 - - 2,752
Total financial @SSELS .........cocerurirrririeere s 302,302 15,332 4,151 332,617 88,961 66,617 197 1,092 811,269
Total non-financial assets 16,701
TOLAl ASSELS ..vvuveviiiieieieteee ettt 827,970
Financial liabilities
Deposits BY DanKS ........cccceirniiiccns s - - - - - 41,032 - - 41,032
CUSLOMET ACCOUNES ..ouviviiiiieeiieiieieie ettt - - - - - 346,129 - - 346,129
Items in the course of transmission to other banks ..........cccccccvveeniae - - - - - 1,154 - - 1,154
Trading HabilitIeS .......ccocvieieiiiiirc s 119,211 - - - - - - - 119,211
Financial liabilities designated at fair value ..........c.ccccoeevivveennne. - 31,992 - - - - - - 31,992
DEIVALIVES ..ottt 175,935 - - - - - 1,579 607 178,121
Debt SECUNILIES IN ISSUE ...vevviviieveieiiieie e - - - - - 42,688 - - 42,688
Other liabilities - - - - - 3,972 - - 3,972
Accruals ................ - - - - - 3,222 - - 3,222
Subordinated Habilities ..........cccoevvierieiivicicceseseeee s - - - - - 9,998 - - 9,998
Total financial liabilities ...........cccoveeiveiiiieiee e 295,146 31,992 — — — 448,195 1,579 607 777,519
Total non-financial liabilities ............ccccceiveviiivciicccesee 18,847
Total lADIlItIES ...cvcveeeeecee e 796,366
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The group

At 31 December 2010

Financial Derivatives Derivatives
assets and designated designated
Designated Held-to- Available-for- liabilitiesat  as fair value as cash flow
Held for at fair maturity Loans and sale amortised hedging hedging
trading value securities receivables securities cost instruments instruments Total
£m £m £m £m £m £m £m £m £m
Financial assets
Cash and balances at central banks ...........ccccooovicininiicicnins - - - - - 24,495 - - 24,495
Items in the course of collection from other banks ..........c.cccceevie. - - - - - 1,932 - - 1,932
TrAdING ASSELS .vvvvvvvevereiirieieie et eeesenens 159,552 - - - - - - - 159,552
Financial assets designated at fair value ............ccccovvnneniccnnee - 15,467 - - - - - - 15,467
DEMIVALIVES ...vcviiiictctiieeccteee ettt 127,823 - - - - - 180 1,155 129,158
Loans and advances t0 Danks ..........cccevevevenene s - - - 57,027 - - - - 57,027
Loans and advances t0 CUSTOMETS .........ccvvveeeererireerererereseresensesesenens - - - 285,218 - - - - 285,218
Financial iNVESIMENTS .........cccceiiviiiececeeeee e - - 4,281 - 97,805 - - - 102,086
OhEI SSEES ...ecvecvieiiereiecie ettt ettt ettt et be et et eaes - - - - - 4,502 - - 4,502
ACCTUEH INCOIME ...viviiiiiecte ettt sttt a et - - - - - 3,335 - - 3,335
Total finanCial SSELS ........ccceiriiiriererei e 287,375 15,467 4,281 342,245 97,805 34,264 180 1,155 782,772
Total non-financial assets 15,722
TOLAl ASSELS ..vveveeeiiieiecte ettt ettt ettt ebe e 798,494
Financial liabilities
Deposits by Banks ........ccccceieiirec s - - - - - 48,287 - - 48,287
CUSTOMEr ACCOUNES ...vecviiiieciiccie ettt ettt - - - - - 344,123 - - 344,123
Items in the course of transmission to other banks ...........c..cccccva. - - - - - 1,411 - - 1,411
Trading labilities ......ccoeveeiviirireeeer e 132,360 - - - - - - - 132,360
Financial liabilities designated at fair value ..........cccccocoveniicinee - 27,935 - - - - - - 27,935
DEIVALIVES ..oiiiiviiiiiiteee ettt 127,852 - - - - - 705 647 129,204
Debt SECUNILIES 1N ISSUE ...vevvveieieieiiieesiee e - - - - - 48,119 - - 48,119
Other liabilities - - - - - 4,334 - - 4,334
Accruals ................ - - - - - 3,630 - - 3,630
Subordinated labilities ...........cccoovevveviiveiecececce e - - - - - 7,407 - - 7,407
Total financial liabilities ...........cccoveeiveiiiieiee e 260,212 27,935 — — - 457,311 705 647 746,810
Total non-financial liabilities ..........ccccceeiveiieiiiiiecceece s 19,327
Total HabiltIES ..cocveicveiciece e 766,137
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The bank

At 31 December 2011

Financial Derivatives  Derivatives
assets and designated designated
Designated Held-to- Available-for-  liabilitiesat as fair value  as cash flow
Held for at fair maturity Loans and sale amortised hedging hedging
trading value securities receivables securities cost instruments instruments Total
£m £m £m £m £m £m £m £m £m
Financial assets
Cash and balances at central banks .............cccevvveieiiiivcviscriccene - - - - - 44,967 - - 44,967
Items in the course of collection from other banks . - - - - - 908 - - 908
Trading @SSEtS ......ccooviiciiiir e 106,339 - - - - - - - 106,339
Financial assets designated at fair value . - 4,595 - - - - - - 4,595
Derivatives .....ccccoveeeivieresiseeinniinnns 144,842 - - - - - 179 403 145,424
Loans and advances t0 Banks ............ccecevvieviievicisceeeeeee e - - - 22,203 - - - - 22,203
Loans and advances t0 CUSLOMENS ........ccccevvvieeeveiereieesieesiee e - - - 210,561 - - - - 210,561
Financial INVESIMENTS .........coveeiciieecece e - - - - 42,240 - - - 42,240
OFNEE ASSELS ....cvveviieteieiisiee ettt re e - - - - - 3,305 - - 3,305
ACCIUBA INCOME .ottt - - - - - 1,155 - - 1,155
Total financial assets 251,181 4,595 - 232,764 42,240 50,335 179 403 581,697
Total non-financial assets 19,870
IO LR ST £ TS 601,567
Financial liabilities
Deposits BY DaNKS ........cccooiiriiriiicceie e - - - - - 32,324 - - 32,324
CUSLOMET ACCOUNES ..ttt - - - - - 237,654 - - 237,654
Items in the course of transmission to other banks ............c.cccoevnnee. - - - - - 446 - - 446
Trading labilities ........ccoeeiiiireeeee s 94,584 - - - - - - - 94,584
Financial liabilities designated at fair value - 22,861 - - - - - - 22,861
DEeriVatiVeS .......ccoceieiiieeceece e 145,514 - - - - - 1,557 180 147,251
Debt securities in issue - - - - - 25,705 - - 25,705
Other liabilities ............ - - - - - 2,128 - - 2,128
Accruals ................ - - - - - 1,595 - - 1,595
Subordinated labilities .........ccccecereririeeeirieirce e — - - - - 9,893 - - 9,893
Total financial liabilities ...........cccoevieiviiiiicce e 240,098 22,861 — — — 309,745 1,557 180 574,441
Total non-financial liabilities ..........ccccoveveeiinscccr e 1,190
Total HabIHTIES ..cvviviicicece e 575,631
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The bank

At 31 December 2010

Financial Derivatives Derivatives
assets and designated designated
Designated Held-to- Available-for- liabilitiesat ~ as fair value  as cash flow
Held for at fair maturity Loans and sale amortised hedging hedging
trading value securities receivables securities cost instruments instruments Total
£m £m £m £m £m £m £m £m £m
Financial assets
Cash and balances at central banks ..........ccccoevvrvieneinenscnceeene - - - - - 22,357 - - 22,357
Items in the course of collection from other banks .............ccccovnee.e. - - - - - 1,030 - - 1,030
TrAGING ASSELS vvvvvveveveririreree ettt see e es 126,493 - - - - - - - 126,493
Financial assets designated at fair value ...........ccccoeveerernrniseinnnnns - 4,505 - - - - - - 4,505
DEIVALIVES ..ottt 107,991 - - - - - 133 781 108,905
Loans and advances t0 DanKS ...........ccccveveveieiiieiece e - - - 27,860 - - - - 27,860
Loans and advances to customers - - - 208,548 - - - - 208,548
Financial investments .. - - - - 41,338 - - - 41,338
Other assets ........c...... - - - - - 2,436 - - 2,436
ACCIUBA INCOME .ottt - - - - - 1,444 - - 1,444
Total finANCIal SSELS .....cvcveveiirieeeeeeri e 234,484 4,505 - 236,408 41,338 27,267 133 781 544,916
Total non-financial assets .. 19,415
TOLAl ASSELS vvvvvriiereieriireeie ettt 564,331
Financial liabilities
Deposits BY DanKS ..o - - - - - 38,873 - - 38,873
CUSLOMET ACCOUNES ....vivievieiietieie sttt sttt sre e aneas - - - - - 230,795 - - 230,795
Items in the course of transmission to other banks ............ccccccevnee. - - - - - 577 - - 577
Trading labilities ........ccoeeiiiireeee s 98,412 - - - - - - - 98,412
Financial liabilities designated at fair value ..........c.c.ccccceoinnccinne - 18,334 - - - - - - 18,334
DEIIVALIVES ...cvcviviiieicieiiise et 108,028 - - - - - 382 376 108,786
Debt SECUNILIES 1N ISSUE ...vevveviieriieiieieicieise e - - - - - 29,417 - - 29,417
Other liabilities - - - - - 2,024 - - 2,024
Accruals ................ - - - - - 1,748 - - 1,748
Subordinated labilities .........cccceieriririreeiriirsee e - - - - - 7,562 - - 7,562
Total financial liabilities ........cccocveviriiiieeeee e 206,440 18,334 - - - 310,996 382 376 536,528
Total non-financial liabilities 1,221

Total HAabIHTIES ..o

537,749
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14 Reclassification of financial assets

Reclassification from available-for-sale to held-to-maturity

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

Reclassification from held for trading to loans and receivables/available-for-sale

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

At 31 December 2011 At 31 December 2010
Carrying amount Fair value Carrying amount Fair value
£m £m £m £m
Reclassification to loans and receivables 4,587 3,889 5,728 5,019
Reclassification to available-for-sale 22 22 59 59
4,609 3,911 5,787 5,078

The reclassifications were made as a result of significant reduction in market liquidity for these assets, and a change
in the group’s intention to hold the assets for the foreseeable future or to maturity. These circumstances form part of
the wider context of market turmoil and are considered a rare event and, as such, the reclassification is permitted
under the amendment to 1AS 39. On the date of reclassification, the fair value of the asset is deemed to be the asset’s
new amortised cost, and the assets are thereafter tested for impairment.

If these reclassifications had not been made, the group’s profit before tax in 2011 would have been decreased by £30
million from £3,111 million to £3,081 million (2010: an increase of £367 million from £4,011 million to £4,378
million). The changes in group profit would have been entirely in the Global Banking and Markets segment.

The following table shows the fair value gains and losses recognised in the income statement as a result of the
reclassification from held for trading to loans and receivables/available-for-sale:

2011 2010 2009 2008
£m £m £m £m

Reclassification to loans and receivables
Recorded in the income statement ..................... 180 316 427 255
Assuming no reclassification ..........c..c.coccoveenne. 152 682 910 (1,405)
Net income statement effect of reclassification ..... 28 (366) (483) 1,660

Reclassification to available-for-sale

Recorded in the income statement ..................... 1 37 76 13
Assuming no reclassification .............ccccceeenee. (1) 38 180 (120)
Net income statement effect of reclassification ..... 2 (1) (104) 133
Total income statement effect of reclassification ... 30 (367) (587) 1,793
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Trading assets

16

The group The bank
2011 2010 2011 2010
£m £m £m £m

Trading assets:

— which may be repledged or resold by counterparties ......... 53,296 55,281 39,350 27,466
- not subject to repledge or resale by counterparties ............ 73,302 104,271 66,989 99,027
126,598 159,552 106,339 126,493
Treasury and other eligible bills ..........ccccooveieieiiivcecieins 1,301 2,529 709 945
DEDt SECUNILIES ..vvviieeiiciceietctec s 51,286 73,771 27,079 39,202
EQUILY SECUFILIES ....oevieiciiiic s 11,941 24,505 11,487 23,789
Loans and advances to banks ... 30,335 26,525 36,407 33,011
Loans and advances t0 CUSTOMENS .........ccoeerererereeeeererenisieieenenns 31,735 32,222 30,657 29,546
126,598 159,552 106,339 126,493

Included within the above figures for the group are debt securities issued by banks and other financial institutions of
£12,571 million (2010: £19,307 million), of which £2,967 million (2010: £4,733 million) are guaranteed by various

governments.

Included within the above figures for the bank are debt securities issued by banks and other financial institutions of

£5,487 million (2010: £9,795 million), of which £1 million (2010: £1,244 million) are guaranteed by various

governments.

Financial assets designated at fair value through profit or loss

The group The bank
2011 2010 2011 2010
£m £m £m £m
Financial assets designated at fair value:

— not subject to repledge or resale by counterparties .......... 15,332 15,467 4,595 4,505
Treasury and other eligible bills ..........cccccoiiiiiiiiiiie 5 20 - -
DEDL SECUTILIES ..viviveivieieceereee ettt 7,285 7,161 4,595 4,428
EQUItY SECUNTIES ...cvvieriiiiiii s 7,476 7,750 - -
Loans and advances to hanks ............cccceeverrcienenenniseieneeees 70 27 - 77
Loans and advances t0 CUSLOMENS ........cccouovrveueerinmrereeieirenenens 496 509 - -

15,332 15,467 4,595 4,505
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17 Derivatives

Fair values of derivatives by product contract type held

The group
At 31 December 2011
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign exchange ..........coovveicceinnniinenes 35,010 115 35,125 (35,597) (8) (35,605)
Interest rate . 299,424 1,174 300,598 (296,347) (2,178) (298,525)
Equity ..... 8,806 - 8,806 (11,312) - (11,312)
Credit .ooveveiiecceccecee e 9,228 - 9,228 (9,383) - (9,383)
Commodity and other ........c.cccecevviiineecennne 689 - 689 (749) - (749)
Gross total fair values .........cccoevveeevevicverennns 353,157 1,289 354,446 (353,388) (2,186) (355,574)
NEHING ..o (177,453) 177,453
TOtAl o 176,993 (178,121)
At 31 December 2010
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign exchange ........cooovveeeveeesesisiennns 30,390 8 30,398 (31,609) (19) (31,628)
INEEreSt rate .....coccevevveereceieceeee e 161,975 1,327 163,302 (160,428) (1,333) (161,761)
Equity ...... 8,235 - 8,235 (8,831) - (8,831)
Credit ..o, 6,478 - 6,478 (6,084) - (6,084)
Commodity and other .. 409 - 409 (564) - (564)
Gross total fair values .........c.cccccceveevveencnnee. 207,487 1,335 208,822 (207,516) (1,352) (208,868)
NELING . cv.voevveecreee e (79,664) 79,664
0] 129,158 (129,204)
The bank
At 31 December 2011
Assets Liabilities
Trading Hedging Total Trading Hedging Total
£m £m £m £m £m £m
Foreign eXChange ........ccovveeerereeeneenireenininens 34,972 - 34,972 (35,907) - (35,907)
INtErest rate .......ccvevveveevierecece e 209,433 582 210,015 (206,599) (1,737) (208,336)
Equity ..... 8,430 - 8,430 (10,831) - (10,831)
Credit ... 9,229 - 9,229 (9,337) - (9,337)
Commodity and other .. 666 - 666 (728) - (728)
Gross total fair values ...........cccccvvveincccnnenn 262,730 582 263,312 (263,402) (1,737) (265,139)
NELING et (117,888) 117,888
TOLAl o 145,424 (147,251)

At 31 December 2010

Assets Liabilities

Trading Hedging Total Trading Hedging Total

£m £m £m £m £m £m

Foreign exchange ........coccoveeevcininnnnnnencnes 29,987 - 29,987 (31,246) - (31,246)
Interest rate ........ 116,490 914 117,404 (114,537) (757) (115,294)
EQUILY vt 7,331 - 7,331 (8,363) - (8,363)
Credit oo 6,478 - 6,478 (6,012) - (6,012)
Commodity and other .. 388 - 388 (554) - (554)
Gross total fair values ... 160,674 914 161,588 (160,712) (757) (161,469)
NELEING .. (52,683) 52,683
TOLAl o 108,905 (108,786)
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Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, to
manage the portfolio of risks arising from client business, and to manage and hedge the group’s own risks.
Derivatives (except for derivatives which are designated as effective hedging instruments as defined in IAS 39) are
held for trading. The held for trading classification includes two types of derivatives: those used in sales and trading
activities, and those used for risk management purposes but which for various reasons do not meet the qualifying
criteria for hedge accounting. The second category includes derivatives managed in conjunction with financial
instruments designated at fair value. These activities are described more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions
are managed constantly to ensure that they remain within acceptable risk levels, with matching deals being used to
achieve this where necessary. When entering into derivative transactions, the group employs the same credit risk
management procedures to assess and approve potential credit exposures that are used for traditional lending.

Trading derivatives

Most of the group’s derivative transactions relate to sales and trading activities. Sales activities include the
structuring and marketing of derivative products to customers to enable them to take, transfer, modify or reduce
current or expected risks. Trading activities in derivatives are entered into principally for the purpose of generating
profits from short-term fluctuations in price or margin. Positions may be traded actively or be held over a period of
time to benefit from expected changes in currency rates, interest rates, equity prices or other market parameters.
Trading includes market-making, positioning and arbitrage activities. Market-making entails quoting bid and offer
prices to other market participants for the purpose of generating revenues based on spread and volume; positioning
means managing market risk positions in the expectation of benefiting from favourable movements in prices, rates or
indices; arbitrage involves identifying and profiting from price differentials between markets and products.

As mentioned above, other derivatives classified as held-for-trading include non-qualifying hedging derivatives,
ineffective hedging derivatives and the components of hedging derivatives that are excluded from assessing hedge
effectiveness. Non-qualifying hedging derivatives are entered into for risk management purposes but do not meet the
criteria for hedge accounting. These include derivatives managed in conjunction with financial instruments
designated at fair value.

Gains and losses from changes in the fair value of derivatives, including the contractual interest, that do not qualify
for hedge accounting are reported in ‘Net trading income’, except for derivatives managed in conjunction with
financial instruments designated at fair value, where gains and losses are reported in “Net income from financial
instruments designated at fair value’, together with the gains and losses on the hedged items. Where the derivatives
are managed with debt securities in issue, the contractual interest is shown in ‘Interest expense’ together with the
interest payable on the issued debt. Substantially all of the group’s derivatives entered into with the group’s
undertakings are managed in conjunction with financial liabilities designated at fair value.

Notional contract amounts of derivatives held for trading purposes by product type
At 31 December

The group The bank
2011 2010 2011 2010
£m £m £m £m
Foreign exchange .........ccoeeeririnieeeninesseeeene 1,586,377 1,617,429 1,586,934 1,590,774
Interest rate ......... 10,380,838 9,723,176 7,019,421 6,491,919
Equity ......... 135,985 171,061 129,080 163,737
Credit .......... 335,765 317,373 335,755 317,378
COMMOMILY .ovvveririeeiee s 40,766 41,696 40,641 40,834
Total derivatives ...........cccovveveevieveiene e 12,479,731 11,870,735 9,111,831 8,604,642

The notional or contractual amounts of these instruments indicate the nominal value of transactions outstanding at
the balance sheet date; they do not represent amounts at risk.
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Derivatives valued using models with unobservable inputs

The difference between the fair value at initial recognition (the transaction price) and the value that would have been
derived had valuation techniques used for subsequent measurement been applied at initial recognition, less
subsequent releases, is as follows:

The group The bank
2011 2010 2011 2010
£m £m £m £m
Unamortised balance at 1 January ..........c.cccceeeeneee. 130 101 123 94
Deferral on new transactions .............ccccveecrvennenn. 118 199 115 198
Recognised in the income statement during the
period:
— AMOITISAION ..o (79) (60) (79) (60)
— subsequent to unobservable inputs becoming
observable.........covicnii (43) (7) (41) (6)
— maturity or termination, or offsetting
ErVALIVE ..o (29) (103) 27) (102)
Exchange differences .........cccocovvcveininsncicenne - - - (1)
Unamortised balance at 31 December® ................. 97 130 91 123

1 This amount is yet to be recognised in the income statement.

Hedging instruments

The group uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own asset
and liability portfolios and structural positions. This enables the group to optimise the overall cost to the group of
accessing debt capital markets, and to mitigate the market risk which would otherwise arise from structural
imbalances in the maturity and other profiles of its assets and liabilities.

The accounting treatment of hedge transactions varies according to the nature of the instrument hedged and the type
of hedge transactions. Derivatives may qualify as hedges for accounting purposes if they are fair value hedges, cash
flow hedges, or hedges in net investment of foreign operations. These are described under the relevant headings
below.

Notional contract amounts of derivatives held for hedging purposes by product type

The notional contract amounts of these instruments indicate the nominal value of transactions outstanding at the
balance sheet date; they do not represent amounts at risk.

The group
At 31 December 2011 At 31 December 2010
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
EXChange rate .......cccoovvveieieiinsecenesesseeenenns 716 68 351 86
INEEIESE FALE.....oiviiieiee e 93,203 25,011 123,244 18,920
The bank
At 31 December 2011 At 31 December 2010
Cash flow hedge Fair value hedge Cash flow hedge Fair value hedge
£m £m £m £m
EXChange rate ........ccoovveeviciceninncccinas 214 - - -
INEEESE FALE ...ovveveieciieiieeee e 35,138 18,927 53,475 11,326

Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in the
fair value of fixed-rate long-term financial instruments due to movements in market interest rates. For qualifying fair
value hedges, all changes in the fair value of the derivative and in the fair value of the item in relation to the risk
being hedged are recognised in the income statement. If the hedge relationship is terminated, the fair value
adjustment to the hedged item continues to be reported as part of the basis of the item and is amortised to the income
statement as a yield adjustment over the remainder of the hedging period.
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Fair value of derivatives designated as fair value hedges

The group
At 31 December 2011 At 31 December 2010
Assets Liabilities Assets Liabilities
£m £m £m £m
Foreign exchange - 1) 3 -
INtErest rate ........ccocoevevieviisiccsceeea 197 (1,578) 177 (705)
197 (1,579) 180 (705)
The bank
At 31 December 2011 At 31 December 2010
Assets Liabilities Assets Liabilities
£m £m £m £m
INtErest rate ......c.cooevviicicniei s 179 (1,557) 133 (381)
179 (1,557) 133 (381)
Gains or losses arising from the change in fair value of fair value hedges
The group The bank
2011 2010 2011 2010
£m £m £m £m
Gains/ (losses)
— on hedging inStruments ..........c.cococeeeennienne (1,231) (255) (1,122) (231)
— on hedged items attributable to the hedged
FISK e 1,143 248 1,047 236

The gains and losses on ineffective portions of fair value hedges are recognised immediately in ‘Net trading income’.

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and cross-currency swaps that are used to protect
against exposures to variability in future interest cash flows on non-trading assets and liabilities which bear interest
at variable rates or which are expected to be re-funded or reinvested in the future. The amounts and timing of future
cash flows, representing both principal and interest flows, are projected for each portfolio of financial assets and
liabilities on the basis of their contractual terms and other relevant factors, including estimates of prepayments and
defaults. The aggregate principal balances and interest cash flows across all portfolios over time form the basis for
identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions. Gains and losses are initially recognised in other comprehensive income, in the cash flow hedging
reserve, and are transferred to the income statement when the forecast cash flows affect the income statement.

Fair value of derivatives designated as cash flow hedges

The group
At 31 December 2011 At 31 December 2010
Assets Liabilities Assets Liabilities
£m £m £m £m
Foreign exchange ..........cooeveieeinnnnncceias 115 @ 5 (129)
INtErest rate ........ccocoevvnecvisieees 977 (600) 1,150 (628)
1,092 (607) 1,155 (647)
The bank
At 31 December 2011 At 31 December 2010
Assets Liabilities Assets Liabilities
£m £m £m £m
INEEreSt rate .....cceveirereecere e 403 (180) 781 (376)
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Forecast principal balances on which interest cash flows are expected to arise

The group
At 31 December 2011
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£m £m £m £m
ASSELS 59,287 46,833 28,960 2,147
Liabilities (23,648) (13,460) (5,943) (1,017)
Net cash inflow/(outflow) exposure ................... 35,639 33,373 23,017 1,130

At 31 December 2010

More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£m £m £m £m
ASSEES o 68,844 45,548 28,345 97
Liabilities. ..o (33,808) (19,057) (12,968) (760)
Net cash inflow/(outflow) exposure ................... 35,036 26,491 15,377 (663)
The bank
At 31 December 2011
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£m £m £m £m
ASSBES e 31,908 30,780 20,934 -
Liabilities. ... (4,225) (3,765) (2,914) (315)
Net cash inflow/(outflow) exposure .........c......... 27,683 27,015 18,020 (315)
At 31 December 2010
More than 5 years or less
3 months 3 months but but more More than
or less less than 1 year than 1 year 5 years
£m £m £m £m
ASSEES it 42,600 35,332 21,112 -
Liabilities (12,324) (11,634) (11,125) (210)
Net cash inflow/(outflow) exposure ................... 30,276 23,698 9,987 (210)

The gains and losses on ineffective portions of such derivatives are recognised immediately in ‘Net trading income’.
During the year to 31 December 2011, a gain of £6 million (2010: loss of £4 million) was recognised due to hedge
ineffectiveness.
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18 Financial investments

19

The group The bank
2011 2010 2011 2010
£m £m £m £m
Financial investments:
— which may be repledged or resold by
COUNEEIPArtieS ...cccvverereeieieereeieieire e 12,555 11,266 9,025 9,930
— not subject to repledge or resale by
COUNEEIPArtieS ...cevvvreererereerereeiereeeseseseeeees 80,557 90,820 33,215 31,408
93,112 102,086 42,240 41,338
The group The bank
2011 2010 2011 2010
£m £m £m £m
Treasury and other eligible bills .............ccccco....... 6,737 9,354 4,106 3,296
— available-for-sale ..........ccococeeeieiicienen, 6,737 9,354 4,106 3,296
— held-to-maturity ..........cccoccveennnnncen, - - - -
Debt SECUNITIES ..cvcvcvieiicvcicce e 85,151 91,306 37,641 37,492
— available-for-sale .. . 81,000 87,025 37,641 37,492
— held-to-maturity ..........ccoeceeeennnnniceen, 4,151 4,281 - -
EQUItY SECUNTIES .....cvviieecicvcree e 1,224 1,426 493 550
— available-for-sale ................cvevrvveeeeeeennninns | 1,224 1,426)| 493 || 550 |
Total financial investments .........c.ccccoceccveveevnnnee. 93,112 102,086 42,240 41,338

For the group, £6,193 million (2010: £10,067 million), and for the bank, £666 million (2010: £3,707 million), of the
debt securities issued by banks and other financial institutions are guaranteed by various governments.

Repurchase agreements and securities lending agreements

The group enters into transactions in the normal course of business by which it transfers recognised financial assets
directly to third parties or to special purpose entities. These transfers may give rise to full or partial derecognition of
the financial assets concerned.

Transfers that do not qualify for derecognition

The majority of financial assets that do not qualify for derecognition are (i) debt securities held by counterparties
under repurchase agreements or (ii) equity securities lent under securities lending agreements. The following tables
analyse the carrying amount of such financial assets as at 31 December that did not qualify for derecognition during
the year and their associated financial liabilities:

The group
2011 2010

Carrying amount  Carrying amount Carrying amount  Carrying amount of
of transferred of associated of transferred associated
assets liabilities assets liabilities
£m £m £m £m

Nature of transaction
Repurchase agreements ...........cccoveveeeeeevnnnnecnns 61,861 61,820 62,101 60,774
Securities lending agreements .........c.coccveevericienenne 3,991 3,971 4,173 4,203
TOtAl oo 65,852 65,791 66,274 64,977
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20

The bank
2011 2010

Carrying amount  Carrying amount Carrying amount  Carrying amount of
of transferred of associated of transferred associated
assets liabilities assets liabilities
£m £m £m £m

Nature of transaction
Repurchase agreements ..........cococeeeervrervreeennns 44,404 44,350 33,471 32,144
Securities lending agreements ...........ccccoceevunee. 3,971 3,971 4,173 4,203
TOtAl oo 48,375 48,321 37,644 36,347

A small proportion of financial assets that do not qualify for derecognition relate to loans, credit cards, debt
securities and trade receivables that have been securitised under arrangements by which the group retains a
continuing involvement in such transferred assets. Continuing involvement may entail retaining the rights to future
cash flows arising from the assets after investors have received their contractual terms (for example, interest rate
strips); providing subordinated interest; liquidity support; continuing to service the underlying asset; or entering into
derivative transactions with the securitisation vehicles. As such, the group continues to be exposed to risks associated
with these transactions.

The rights and obligations that the group retains from its continuing involvement in securitisations are initially
recorded as an allocation of the fair value of the financial asset between the part that is derecognised and the part that
continues to be recognised on the date of transfer. The following table analyses the carrying amount of financial
assets that qualified for partial derecognition, the extent of the group’s continuing involvement and the associated
liabilities.

Continuing involvement in financial assets qualifying for partial derecognition

The group
Securitisations at 31 December
2011 2010
£m £m
Carrying amount of assets (OFIGINAI) ........ccooiriiiiiiieee e 8,359 8,359
Carrying amount of assets (currently recognised) ...........ccccccovne 14 20
Carrying amount of associated liabilities (currently recognised) 7 10
The bank
Securitisations at 31 December
2011 2010
£m £m
Carrying amount Of assets (OFgINAL) ........ccoiiiiiiii s 8,359 8,359
Carrying amount of assets (currently recogNISEd) .........cccoorrceririnnineee s 14 20
Carrying amount of associated liabilities (currently recognised) ...........ccocoeeernnnininenccenrnns 7 10

Interests in associates and joint ventures

Principal associates of the group and the bank

VocaLink Holdings Ltd (*VocaLink’) is a principal associate of the bank and the group. VocaLink is incorporated in
England and its principal activity is that of providing electronic payments and transaction services.

In 2011, the group purchased, at the carrying value of £1.7 million, the 0.69% shareholding in VVocaLink held by
HFC Ltd, a fellow subsidiary of HSBC Holdings plc. At 31 December 2011, the group had a 15.91% interest in the
£133 million issued equity capital of VocaLink (2010: 15.22%). The carrying amount of the group’s interest of £52
million at 31 December 2011 (2010: £52 million) reflects the net asset value of the company at that date.

VocaLink is accounted for as an associate due to the group’s involvement in the operational activities, policy-making
decisions and representation on the board of directors.
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Summarised financial information on associates

The group’s share of:

2011 2010

£m £m
AASSBES et 117 115
Liabilities .. . 62 58
Revenue ........ . 46 42
Profit after taX .......cooveiiiiiiicicc e @) 4

Interests in significant joint ventures

Vaultex UK Limited is a significant joint venture of the bank and the group. Vaultex UK Limited is incorporated in
England and its principal activity is that of cash management services. At 31 December 2011 and 31 December 2010,
the group had a 50% interest in the £10 million issued equity capital.

Holmwood Termtime Credit Limited was disposed of as part of the sale of HSBC Insurance Brokers Limited. The
sale was completed in April 2010.

Summarised financial information on joint ventures

The group’s share of:

2011 2010

£m £m
CUITENT BSSELS ...vivieviitieiietieiei ettt et e e et e et e b et e s tesbe et e e seeseeseentessesbenseseesbenaennes 123 91
Non current assets ... . 14 12
CUITENT HADIIITIES ©..vvevieiiieece ettt 121 85
NON CUITENE HADTIITIES ..o 10 11
Income . 43 46
EXPEINSE ... s (43) (45)

Details of all associates and joint ventures, as required under S.409 Companies Act 2006, will be annexed to the next
Annual Return of the bank filed with the UK Registrar of Companies.

21 Goodwill and intangible assets

The group The bank
2011 2010 2011 2010
£m £m £m £m
GOOAWIIL . 9,629 9,860 298 298
Present value of in-force long-term assurance
BUSINESS (‘PVIF’) oo 708 710 - -
Other intangible aSSets ........ccoveeieiirnneeeireeees 658 573 501 388
10,995 11,143 799 686
Goodwill
The group
2011 2010
£m £m
Gross amount and Carrying amount
AL L JANUAIY <ooveveieveteeee ettt b e a et s et s b n st s st s et et s st s st et s st s et et a b s ees 9,860 10,015
DISPOSAIS ...ttt R bbbt b bbbttt s s 3) -
EXChaNQe AIfFErENCES ......oouiieiiieie e bbbttt (228) (140)
ONEE CHANGES .v.vvvecveieeieseticeese ettt st bbbttt b st s st ses sttt s sttt sesse st s e - (15)
AL 3L DECEIMDET ....vuiviiieiisiiesie ittt s sttt bbb bbb bbb s bbbt ns 9,629 9,860
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The bank
2011 2010
£m £m
Gross amount and Carrying amount
AL L JANUAIY ootttk b £t h bbbt £ £ 2128 b b b £ b £ £ eR SR bbb b £ SR bbbt bttt s 298 299
OENET CHBMGES ..t vvvvervesaeeesseeess s8R - (1)
F N R Lo 44 o T TSRS 298 298

During 2011, no goodwill impairment was recognised (2010: nil).

Impairment testing in respect of goodwill is performed at least annually by comparing the recoverable amount of
cash-generating units (‘CGUs’) determined as at 1 July 2011 based on a value in use calculation. In line with the
accounting policy set out in Note 2, goodwill is also retested for impairment whenever there is an indication that
goodwill may be impaired. The Global Banking and Markets CGU experienced significantly reduced profitability for
the second half of 2011 and, as a result, goodwill allocated to this CGU was reassessed for impairment at 31
December.

The value in use calculation uses cash flow estimates based on management’s cash flow projections, extrapolated in
perpetuity using a nominal long-term growth rate based on current market assessments of GDP and inflation for the
countries within which the CGU operates. Cash flows are extrapolated in perpetuity due to the long-term perspective
within the group of the business units making up the CGUs. The discount rate used is based on the cost of capital the
group allocates to investments in the countries within which the CGU operates.

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on its valuation. The cost of capital percentage is generally derived from an appropriate capital asset pricing
model, which itself depends on inputs reflecting a number of financial and economic variables including the risk-free
rate in the country concerned and a premium or discount to reflect the inherent risk of the business being evaluated.
These variables are established on the basis of management judgement and current market assessments of economic
variables.

The review of goodwill impairment represents management’s best estimates of the factors set out in Note 3. These
values are sensitive to the cash flows projected for the periods for which detailed forecasts are available, and to
assumptions regarding the long-term sustainable pattern of cash flows thereafter. While the acceptable range within
which underlying assumptions can be applied is governed by the requirement for resulting forecasts to be compared
with actual performance and verifiable economic data in future years, the cash flow forecasts necessarily and
appropriately reflect management’s view of future business prospects. The process of identifying and evaluating
goodwill impairment is inherently uncertain because it requires significant management judgement in making a
series of estimations, the results of which are highly sensitive to the assumptions used.

The following CGUs include in their carrying value goodwill that is a significant proportion of total goodwill
reported by the group. These CGUs do not carry on their balance sheet any intangible assets with indefinite useful
lives, other than goodwill.

Nominal Nominal

growth rate growth rate

beyond beyond

initial initial

Goodwill at Discount  cash flow  Goodwill at Discount  cash flow

1 July 2011 rate projections 1July 2010 rate projections

£m % % £m % %

Global Banking and Markets ...........ccccoceeerrneieiennnenn, 5,915 10% 4.4% 5,368 11% 3.3%

Private Banking ......ccccocovevienininnsienenesseseneseseeneeenn, 3,048 7% 5.4% 2,980 11% 2.6%
Total goodwill in the CGUs listed above ................... 8,963 8,348

As at 1 July 2011, aggregate goodwill of £1,235 million (1 July 2010: £1,175 million) had been allocated to CGUs
that were not considered individually significant. These CGUs do not carry on their balance sheets any significant
intangible assets with indefinite useful lives other than goodwill.

Nominal long-term growth rate: external data that reflects the market’s assessment of GDP and inflation for the
countries within which the CGU operates. The rates used for 2010 and 2011 do not exceed the long-term growth rate
for the countries within which the CGU operates.
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Discount rate: the discount rate used to discount the cash flows is based on the cost of capital assigned to each
CGU, which is derived using a Capital Asset Pricing Model (‘CAPM”). The CAPM depends on inputs reflecting a
number of financial and economic variables including the risk-free rate in the country concerned and a premium to
reflect the inherent risk of the business being evaluated. These variables are based on the market’s assessment of the
economic variables and management’s judgement. In addition, for the purposes of testing goodwill for impairment,
management supplements this process by comparing the discount rates derived using the internally-generated CAPM
with cost of capital rates produced by external sources. The group uses externally-sourced cost of capital rates where,
in management’s judgement, these rates reflect more accurately the current market and economic conditions. For
2011 and 2010, internal costs of capital rates were consistent with externally-sourced rates. The decrease in
European discount rates was largely driven by deleveraging within the financial services sector, including the group
and a fall in the risk free rate.

Global Banking and Markets: the key assumption included in the cash flow projection for Global Banking and
Markets is that European markets will stabilise and begin to recover in 2012. Accordingly, European revenues are
forecast to recover partially in 2012 and the anticipated recovery is assumed to continue over the projection period
such that 2014 overall revenue recovers to a level broadly in line with 2010. The group’s ability to achieve the
forecast cash flows for Global Banking and Markets could be adversely impacted by regulatory change during the
projection period including but not limited to the impact of the recommendations set out in the ‘Final Report by the
Independent Commission on Banking’.

Based on management’s value in use calculation, Global Banking and Markets has an excess of recoverable amount
over carrying amount (“headroom”) of £4.1 billion. In order to reduce the headroom to nil, the discount rate used to
discount the cash flows would need to increase by 160 basis points or the nominal growth rate, beyond the initial
cash flow projection, would need to decrease by 180 basis points.

The present value of in-force long-term assurance business

Movement in PVIF

The group
2011 2010
£m £m
AL L JANUANY .ot ettt bbbttt 710 630
Addition from current year NEW DUSINESS .......vovvveuereiriririereeenisieeeene s sesessesssessseens 120 102
Movement from in-force business (including investment return variances and changes
iN INVEStMENt ASSUMPLIONS) .....cuviirieiiiirieieie ettt (150) 9)
Exchange differences and other movements 28 (13)
AL 3L DECEMDET ...ttt bbbttt 708 710

The group’s life insurance business is accounted for using the embedded value approach which, inter alia, provides a
comprehensive risk and valuation framework. The PVIF asset represents the present value of the shareholders’
interest in the profits expected to emerge from the book of in-force policies.

The calculation of PVIF is based upon assumptions that take into account risk and uncertainty. To project these cash
flows, a variety of assumptions regarding future experience is made by each insurance operation which reflects local
market conditions and management’s judgement of local future trends.

During 2011 the calculation of the PVIF asset was refined to bring greater comparability and consistency across the
Group’s insurance operations. This was achieved by incorporating explicit margins and allowances for certain risks
and uncertainties in place of implicit adjustments to the risk discount rate.

The change in calculation reflected explicit risk margins for non-economic risks in the projection assumptions, and
explicit allowances for financial options and guarantees using stochastic methods. Risk discount rates have been
reduced as a result of removing the implicit adjustments.

In certain circumstances, the implicit adjustments were different from explicit amounts, resulting in a one-off gain of
£59m which is included in *Exchange differences and other movements’ in the table above.

Additionally, it should be noted that refinements made to the PVIF calculation during 2011 will introduce greater
volatility within reported results.
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PVIF-specific assumptions

The key assumptions used in the computation of PVIF for the group’s main life insurance operations were:

2011 2010
France UK Life France UK Life
RisK free rate .......ccoeveevviiieiieeceeeeee e, 2.77% 2.24% 3.15% 3.46%
Risk diSCOUNE FAte ......cvcvevieveiciisiceecee e, 5.95% 2.74% 8.00% 7.00%
Expenses inflation ... 2.00% 3.45% 2.00% 3.76%

The calculation of the PVIF is based upon assumptions that take into account risk and uncertainty. To project these
cash flows, a variety of assumptions regarding future experience is made by each insurance operation which reflects
local market conditions and management’s judgement of local future trends.

The following table shows the effect on the PVIF of reasonably possible changes in the main economic assumption,
risk-free rates, across all insurance manufacturing subsidiaries.
Sensitivity of PVIF to changes in economic assumptions

PVIF at 31 December

2011 2010

£m £m

+ 100 basis points shift in FiSK-free rate ... (16) 11
— 100 basis points Shift in FISK-TrEE FALE .........cccoiiiiiiiircee s 5 (129)
+ 100 basis points shift in risk diSCOUNE FATE .......cccovvveeieiiiircceee s (15) (29)
— 100 basis points shift in risk diSCOUNt FALE ...........ccoevriniiiiicice s 19 33

Due to certain characteristics of the contracts, the relationships may be non-linear and the results of the sensitivity-
testing should not be extrapolated to higher levels of stress. In calculating the scenario, the shift in the risk-free rate
results in changes to investment returns, risk discount rates and bonus rates which are incorporated. The sensitivities
shown are before actions that could be taken by management to mitigate impacts and before resultant changes in
policyholder behaviour.

Non-economic assumptions

The group determines the policyholder liabilities for non-life manufacturers by reference to non-economic
assumptions including claims costs and expense rates.

Policyholder liabilities and PVIF for life manufacturers are determined by reference to non-economic assumptions
including mortality and/or morbidity, lapse rates and expense rates. The table below shows the sensitivity of profit
for 2011 and total equity at 31 December 2011 to reasonably possible changes in these non-economic assumptions at
that date across all our insurance manufacturing subsidiaries, with comparatives for 2010.

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

Mortality and morbidity risk is typically associated with life insurance contracts. The effect on profit of an increase
in mortality or morbidity depends on the type of business being written.

Sensitivity to lapse rates is dependent on the type of contracts being written. For insurance contracts, the cost of
claims is funded by premiums received and income earned on the investment portfolio supporting the liabilities. For
a portfolio of term assurance, an increase in lapse rates typically has a negative effect on profit due to the loss of
future premium income on the lapsed policies.

Expense rate risk is the exposure to a change in expense rates. To the extent that increased expenses cannot be
passed on to policyholders, an increase in expense rates will have a negative impact on profits.
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Sensitivity to changes in non-economic assumptions

Effect on profit for the year Effect on total equity

to 31 December at 31 December

2011 2010 2011 2010

£m £m £m £m

20% increase in claims costs ... (4) (48) 4) (48)
20% decrease in claims COSS.........cccvvruriceiinenne 4 48 4 48
10% increase in mortality and/or morbidity rates .........cccocovoeiinnniccenn. (19) (14) (129) (14)
10% decrease in mortality and/or morbidity rates ........c...coceceevivrreriennnn 17 13 17 13
50% increase in lapse rates..........ccoovvrveeninenns (142) (110) (142) (110)
50% decrease in lapse rates ..... 234 173 234 173
10% increase in expense rates .... 27 (21) 27) (21)
10% decrease in expense rates 27 21 27 21

Other intangible assets

The analysis of the movement of other intangible assets was as follows:

The group
Internally Customer/
Trade generated Purchased merchant
Names software Software relationships Other Total
£m £m £m £m £m £m

Cost
At 1January 2011 ......ccoeveeernieeniereeeneeieeeens 16 1,247 161 207 3 1,634
Additions" - 261 19 1 - 281
Disposals - - () - - (5)
Amounts written off ... - (30) (6) - - (36)
Exchange differences ...........ccocovveeiinicceene ?3) (5) 5) - - (13)
Other Changes ........coceerierrncenireceeseeiee - (7) (8) - - (15)
At 31 December 2011 ......cccoveveevereenineeinienns 13 1,466 156 208 3 1,846
Accumulated amortisation and impairment
At 1January 2011 .....occoveivnieneieeeeeeas (13) (823) (111) (114) - (1,061)
Amortisation charge for the year® ...................... 1) (123) (16) @1 1) (158)
Impairment charge for the year? .............c........ - (37) (@) - - (38)
DISPOSAIS ...eviviiiieieee e - - 5 - - 5
Amounts written off . - 30 6 - - 36
Exchange differences ...........ccocovveieieinnncieene 2 4 4 - - 10
Other Changes ........occeerirvneenirreeeeseeee - 17 1 - - 18
At 31 December 2011 ......ccoovvveevereeeinieinieens (12) (932) (112) (131) (1) (1,188)
Net carrying amount at 31 December 2011 1 534 44 77 2 658
Cost
At 1January 2010........ccooeeneenerieneereenenns 15 1,071 162 207 21 1,476
Additions® .......... . - 172 12 - - 184
Disposals .... - - 3) - - ?3)
Amounts written off.. . - ) Q) - - )
Exchange differences .........cccocevvvniciccennnns - 3) 4) - - @]
Other changes ........oceeeernrieeereee e 1 8 (5) - (18) (14)
At 31 December 2010 .......ccovverveirerreeieiriennenes 16 1,247 161 207 3 1,634
Accumulated amortisation and impairment
At 1January 2010.......cccoveieniinieneeeennes (11) (7112) (105) 91) 3) (922)
Amortisation charge for the year . ) (121) a7 (23) 1 (162)
DiSPOSALS ....cocviriiririiiitcee - 1) 2 - - 1
Amounts written off ... - 1 1 - - 2
Exchange differences ... . - 4 3 - - 7
Other changes ........ccoveeevvnniccrceeee - 6 5 - 2 13
At 31 December 2010........covveeerierrrerieeineeiennenns (13) (823) (111) (114) - (1,061)
Net carrying amount at 31 December 2010........ 3 424 50 93 3 573

1 At 31 December 2011, the group did not have any contractual commitments to acquire intangible assets (2010: nil).
2 The amortisation and impairment charges for the year are recognised within the income statement under ‘Amortisation and impairment
of intangible assets’.
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The bank
Internally
generated
software Other Total
£m £m £m

Cost
At 1January 2011 ..o 1,059 6 1,065
AGITIONST ..ot 242 3 245
DISPOSAIS ..vvvviieeeieriiricise e - 4) 4
Amounts written off . . 27) - 27)
Other Changes .........ceeeiririririeereresie s - - -
At 31 December 2011 .......ccoeeeniineceee e 1,274 5 1,279
Accumulated amortisation and impairment
At 1 January 20011 ... (672) (5) (677)
Amortisation charge for the year® ...........cccoooerrenn. (112) - (112)
Impairment charge for the year? ...........ccccccovevevnnnen. (20) - (20)
Disposals ......cccoceeriiiriniceenns . - 4 4
Amounts written off . . 27 - 27
Other Changes .........ceveririririeeerireeee e - - -
At 31 December 2011 .......ccooeviviiirereeenseieiene (777) (1) (778)
Net carrying amount at 31 December 2011 .......... 497 4 501
Cost
At 1January 2010 .....ccovcerieieieeeeee e, 902 5 907
AGItIONS" ..o e 162 1 163
Other Changes ........ceeeerirnreieii e, (5) - (5)
At 31 December 2010 .......cocoveeiiirinieieeeeneeeeea, 1,059 6 1,065
Accumulated amortisation and impairment
At 1January 2010 ... (570) 4) (574)
Amortisation charge for the year® ...........ccccoevervennna, (108) - (108)
Other ChaNgEeS ........coveeuerieiniitcceee s 6 (1) 5
At 31 December 2010 .....coooviiiciennnnieecceieeen, (672) (5) (677)
Net carrying amount at 31 December 2010 ............... 387 1 388

1 At 31 December 2011, the bank did not have any contractual commitments to acquire intangible assets (2010: nil).
2 The amortisation and impairment charges for the year are recognised within the income statement under ‘Amortisation and
impairment of intangible assets’.
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22 Property, plant and equipment

The group
Long Short
Freehold leasehold leasehold  Equipment,  Equipment
land and land and land and fixtures on operating
buildings* buildings buildings  and fittings® leases Total?
£m £m £m £m £m £m
Cost or fair value
At 1January 2011 .....cccoovvriecrniiireenees 865 33 501 3,551 35 4,985
Additions at COSE.........crreerreerrrrrerreeennae. 21 37 51 271 11 391
Reclassified to held for sale ........c.ccccvveee. (15) 1) - 9) - (25)
Acquisition of subsidiaries .............c.ccceeeune 151 - - - - 151
Fair value adjustments ..........c.ccccoeverrenenee (15) - - - - (15)
Disposals (52) 2 (120) (302) - (476)
Transfers - (23) 23 - - -
Exchange and other differences ................. 29 14 (7 (68) - (32)
At 31 December 2011 ......ccoceveeveriernennnnns 984 58 448 3,443 46 4,979
Accumulated depreciation and impairment
At 1January 2011 .....cooovvrieniereens (120) (16) (264) (2,462) (15) (2,877)
Depreciation charge for the year ............... (18) ®3) (39) 277) 5) (342)
Reclassified to held for sale .............cccccu... 5 - - 5 - 10
DiSPOSalS ..o 32 1 117 295 - 445
Transfers ... - 23 (23) - - -
Impairment losses recognised ...... - - (@) (10) - (12)
Exchange and other differences .. (43) (13) 3 51 2 -
At 31 December 2011 ......cccoceveeeririeninennnns (144) (8) (207) (2,398) (18) (2,775)
Net carrying amount at
31 December 2011.......cccccveerreieniriennnns 840 50 241 1,045 28 2,204
1 Including assets held on finance leases with a carrying amount of £23 million (2010: £21 million).
2 Including assets with a carrying amount of £21 million (2010: £20 million) pledged as security for liabilities.
3 At 31 December 2011, the group had £5 million (2010: £3 million) of contractual commitments to acquire property, plant and
equipment.
4 Including the investment properties on page 168.
The group
Long Short
Freehold leasehold leasehold  Equipment, Equipment
land and land and land and fixtures  on operating
buildings* buildings buildings  and fittings® leases Total?
£m £m £m £m £m £m
Cost or fair value
At 1January 2010 ......ccovveiieniiiiieens 842 26 492 3,251 3,227 7,838
Additions at COSE.........evvvvrrvvereiirrrnieronn, 69 6 30 364 42 511
Reclassified to held for sale ............ccccceuu. (32) - - 2 - (30)
Fair value adjustments ..........c.ccccoevrrnenenee 4 - - - - 4
DiSPOSAIS ... (10) - (15) (56) (3,235) (3,316)
Exchange differences ..........ccococovccicinnnne (8) 1 (6) (10) 1 (22)
At 31 December 2010 ......ccoocevveeeerreieenennns 865 33 501 3,551 35 4,985
Accumulated depreciation and impairment
At 1 January 2010 .....ccoovvreerrinineeenees (119) (11) (237) (2,225) (1,156) (3,748)
Depreciation charge for the year ............... (13) (5) (40) (298) (98) (454)
Reclassified to held for sale ........c.cccvvueeee. 10 - - 1) - 9
DiSP0SalS ....oveeieeiiiee e 3 - 14 53 1,237 1,307
Impairment losses recognised .............cc.o.... (6) - - - - (6)
Exchange differences .......cccocoveevivrvrrienenns 5 - (1) 9 2 15
At 31 December 2010 .....ccoceveeeeerieninennnnns (120) (16) (264) (2,462) (15) (2,877)
Net carrying amount at
31 December 2010 .......ccccverreiennrieennns 745 17 237 1,089 20 2,108
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The bank
Long Short

Freehold leasehold leasehold Equipment,

land and land and land and fixtures

buildings buildings buildings and fittings Total

£m £m £m £m £m

Cost or fair value
At 1January 2011 .....ccooevreerneinreenns 445 34 402 2,649 3,530
Additions at Cost! .........coovevverrrererieeinn. 15 37 40 180 272
Reclassified from held for sale..................... (15) 1) - 9) (25)
DiSPOSAIS....c.oiveveieiirieseee e 37) 2) (119) (225) (383)
TrANSTEIS .voveveiirieeeee e - (23) 23 - -
Exchange and other differences .................. 43 15 (6) 5 57
At 31 December 2011 .....ccoccevrivencecinennnns 451 60 340 2,600 3,451
Accumulated depreciation and impairment
At 1 January 2011......ccoovnenirerieneenns (81) (16) (216) (1,874) (2,187)
Depreciation charge for the year ................ (13) ) (31) (178) (224)
Reclassified from held for sale..................... 5 - - 5 10
Disposals 29 1 117 210 357
Transfers - 23 (23) - -
Impairment losses recognised .............ccce.... ?3) - - - ?3)
Exchange and other differences ................. (44) (14) 2 (1) (57)
At 31 December 2011 ......ccovvvrvevrieieeennns (107) (8) (151) (1,838) (2,104)
Net carrying amount at 31 December 2011 344 52 189 762 1,347

1 At 31 December 2011, the bank had £4 million (2010: £2 million) of contractual commitments to acquire property, plant and equipment.

The bank
Long Short

Freehold leasehold leasehold Equipment,

land and land and land and fixtures

buildings buildings buildings and fittings Total

£m £m £m £m £m

Cost or fair value
At 1January 2010 .....ccocoveerverrerienieenenes 431 29 405 2,411 3,276
Additions at COSE" ....uvvvurermreerrrernrernrisneens 26 6 12 272 316
Reclassified from held for sale..................... - - - 2 2
DiSPOSAlS....cvieeveieiiiriisieree e 8) - (11) 37) (56)
Exchange differences........cccooveevivrvririenenns (4) (1) (4) 1 (8)
At 31 December 2010 ......ccocoevereeerveiieiennns 445 34 402 2,649 3,530
Accumulated depreciation and impairment
At 1 January 2010......ccooeerrererrienieienenns (74) (11) (197) (1,714) (1,996)
Depreciation charge for the year . (@] (5) (29) (190) (231)
Reclassified from held for sale.................... - - - (2) )
DiSPOSAIS ..o 2 - 10 32 44
Impairment losses recognised .. 4) - - - 4)
Exchange differences ..........ccocovvcicinnnnne 2 - - - 2
At 31 December 2010 .....cccocvevereeerreeeniennes (81) (16) (216) (1,874) (2,187)
Net carrying amount at 31 December 2010 364 18 186 775 1,343

167



HSBC BANK PLC

Notes on the Financial Statements (continued)

23

Investment properties

The composition of the investment properties at fair value in the year was as follows:

The group

Freehold land and
buildings*
£m

Fair value
AL L JANUANY 2011 ..o bbb 140
P Ao [0 Lo =L oo 1) TSRS -
Acquisition of subsidiaries 151
Fair value adjustments .. (15)
Transfers .....ccoovvecrcreninenn . (8)
EXChange and Other CRANGES .......coviiiveueieiiieece ettt ettt ea et s s e et s e s s e e e s nnes (9)
AL 3L DECEMDET 2011 ...ttt ettt e e et s e et s et e s e s e e e s s s e Re e et e s e R e e e e et ese s e e neea et nnre e e nan 259

Fair value
AL L JANUANY 2000 ..ottt bbb e b bR bR R b e bbb bbb et ee et ern 86
P Ao [0 L To =LA o0 1) PSSP 41
Fair value adjustments .. . 4
THANSTEIS ettt ettt ettt et st e st e st et e s e b e st e b et e be et e R et eRe b oA et e st b e st b et ebe e e ket et et eRe st eseer et erenretn -
EXchange and Other CRANGES .......cooiiiieieiiiiee ettt bbbt 9
AL 31 DECEMDET 2010 ....vuvieieeiiisieie e ettt et e et s et s e e se s et e s e s e e e st e s e sese st e R e e e et teRer e e e na et nere e nnean 140

1 Included in ‘Property, plant and equipment’ on page 166.

Investment properties are valued on an open market value basis as at 31 December each year by independent

professional valuers who have recent experience in the location and type of properties.

Included within *Other operating income’ was rental income of £1 million (2010: £1 million) earned by the group on
its investment properties. Direct operating expenses of £nil (2010: nil) incurred in respect of the investment
properties during the year were recognised in ‘General and administrative expenses’. Direct operating expenses
arising in respect of investment properties that did not generate rental income during the year amounted to £nil
(2010: nil). Net exchange differences on translation of investment properties were £1 million (2010: £1 million).

The bank
The bank had no investment properties at 31 December 2011 or 2010.

Investments in subsidiaries

Principal subsidiary undertakings of HSBC Bank plc

Country of HSBC Bank plc’s

incorporation or interest in

registration equity capital

%

HSBC FIanCe........coociiiiiiiici s France 99.99
HSBC Asset Finance (UK) Limited........c.cococvvernrnnieninniecenenns England 100.00
HSBC BanK A.S. ..ot Turkey 100.00
HSBC Bank International Limited............coceceoenniinncninnneccnens Jersey 100.00
HSBC Bank Malta p.l.C......cvcvveiririrceeiseee e Malta 70.03
HSBC Invoice Finance (UK) Limited.........ccccoeniinriennnnncicnenns England 100.00
HSBC Life (UK) Limited...........ccce.... England 100.00
HSBC Private Bank (C.1.) Limited . Guernsey 100.00
HSBC Private Bank (SUISSE) S.A........cociiiirireeiiirisieeeneseieeens Switzerland 100.00
HSBC Private Bank (UK) Limited.........cocooviiiieninnnncceinns England 100.00
HSBC Trinkaus & Burkhardt AG Germany 80.44
HSBC Trust Company (UK) Limited .........ccccoeovrnrieninnnncenenns England 100.00
Marks and Spencer Retail Financial Services Holdings Limited ... England 100.00
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Special purpose entities (*SPEs”) consolidated where the group owns less than 50 per cent of the voting rights:

Carrying value of total
consolidated assets Nature of SPE

£bn
Barion Funding Limited ...........cccoirriiinniscenseccesseeeeas 2.5 Securities investment conduit
Bryant Park Funding LLC..... 1.8 Conduit

2.3 Securities investment conduit
Mazarin Funding Limited...... 5.2 Securities investment conduit
Regency Assets Limited........ 4.8 Conduit

Solitaire Funding Limited ............ccoeoeniinnseieinrseee e 7.2 Securities investment conduit

Malachite Funding Limited ...

All the above make their financial statements up to 31 December.

Details of all subsidiaries, as required under S.409 Companies Act 2006, will be annexed to the next Annual Return
of the bank filed with the UK Registrar of Companies.

Acquisitions

In July 2011, the group acquired HSBC International Trustee Limited from HSBC Bank Bermuda Limited, a fellow
subsidiary of HSBC Holdings Plc, for cash consideration of £139 million.

Disposals

In November 2010, HSBC agreed to sell Eversholt Rail Group (‘Eversholt’), a subsidiary of HSBC Rail (UK)
Limited to Eversholt Investment Group, a consortium consisting of investment funds managed by 3i Infrastructure
plc, Morgan Stanley Infrastructure Partners and STAR Capital Partners. The sale was completed in December 2010
resulting in a gain on sale of £163 million.

In December 2009, HSBC entered into an agreement to sell part of its global insurance business, HSBC Insurance
Brokers Limited and related entities, to Marsh & McLennan Companies for total consideration of £135 million,
comprising cash and shares. The sale was completed in April 2010 resulting in a gain on sale of £83 million.

24 Other assets

The group The bank
2011 2010 2011 2010
£m £m £m £m
BUITION ..o 754 979 655 880
Assets held for sale.........ccoeeveeieeieniienicen, 76 56 56 38
Reinsurers’share of liabilities under insurance
(0] 0] £ Uo! RN 470 432 - -
Endorsements and acceptances .... 730 494 393 231
Other aCCOUNTS ....ovvveeeeeieriiireeee s 5,107 4,157 2,912 2,205
7,137 6,118 4,016 3,354
Assets held for sale
The group The bank
2011 2010 2011 2010
£m £m £m £m
Non-current assets held for sale:
- property, plant and equipment .........c.coccceenne 74 54 56 38
S OtNEE e 2 2 - -
Total assets classified as held for sale .............. 76 56 56 38

On 21 December 2009, the group entered into a contract for the sale of 103 Champs-Elysées and 15 rue Vernet in

Paris for a combined consideration of EUR 400 million. Under the terms of the arrangement, the group would lease
the buildings back for a period of 9 years. The carrying amount included in assets held for sale at 31 December 2009
was EUR 257 million (£228 million). The transaction completed on 25 February 2010. Neither a gain nor a loss was
recognised on reclassifying these assets as held for sale during 2009. A gain on disposal of EUR 141 million (125
million) was recognised in the group’s operating profit during 2010, within ‘Other operating income’.
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Also included within property plant and equipment classified as held for sale is repossessed property that had been
pledged as collateral by customers. These repossessed assets are expected to be disposed of within 12 months of

acquisition.

25 Trading liabilities

The group The bank
2011 2010 2011 2010
£m £m £m £m
Deposits by banks 30,143 26,050 37,046 29,631
Customer accounts . 43,749 36,915 33,293 30,559
Other debt SECUrities iN ISSUE ......ccevvverveverieirieeiieinen, 14,834 17,454 11,950 13,978
Other liabilities — net short positions ............cccccceunee. 30,485 51,941 12,295 24,244
119,211 132,360 94,584 98,412

26 Financial liabilities designated at fair value

The group The bank
2011 2010 2011 2010
£m £m £m £m
Deposits by banks and customer accounts.................... 4,527 4,040 4,352 3,859
Liabilities to customers under investment contracts ... 4,527 4,775 - -
Debt Securities in iSSUE .........ccccveveveererieevieesieeseeerens 20,124 15,460 15,693 10,813
Subordinated liabilities . 2,570 3,381 2,816 3,662
Preference shares ........coccoveevveivvensescceseesee e, 244 279 - -
31,992 27,935 22,861 18,334

The group

27

The carrying amount at 31 December 2011 of financial liabilities designated at fair value was £684 million higher
(2010: £95 million higher) than the contractual amount at maturity. At 31 December 2011, the accumulated amount
of change in fair value attributable to changes in credit risk was a gain of £955 million (2010: £118 million gain).

The bank

The carrying amount at 31 December 2011 of financial liabilities designated at fair value was £488 million higher
(2010: £144 million lower) than the contractual amount at maturity. At 31 December 2011, the accumulated amount
of change in fair value attributable to changes in credit risk was a gain of £906 million (2010: £175 million gain).

Other liabilities

The group The bank
2011 2010 2011 2010
£m £m £m £m

Amounts due to investors in funds consolidated by

thE GrOUP ..o 317 341 - -
Obligations under finance leases . 169 171 - -
Endorsements and acCeptancCes ...........coceeereerrereereenns 730 494 393 231
Share-based payment liability to HSBC Holdings....... 422 344 252 197
Other labilities ........cooccvrienierceee s 2,932 3,510 1,735 1,793
4,570 4,860 2,380 2,221
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28 Liabilities under insurance contracts

At 31 December 2011

Gross Reinsurers’ share Net
£m £m £m
Non-life insurance liabilities
Unearned premium proViSion ...........cccoeeerseeennensisee e 18 (15) 3
NOtIfied ClAIMS ... e 28 17 11
Claims incurred but not reported ..........ccocovvvviciccciene 45 (28) 17
ONET e 13 2 11
104 (62) 42
Life insurance liabilities to policyholders
Life (NON-TINKEA) ..o 751 (379) 372
Investment contracts with discretionary participation features® .. 13,872 - 13,872
Life (NKE) oo 1,620 (29) 1,591
16,243 (408) 15,835
Total liabilities under insurance contracts .............cccccoeeervninnnee. 16,347 (470) 15,877

At 31 December 2010

Gross Reinsurers’ share Net
£m £m £m
Non-life insurance liabilities

Unearned premium proviSion .............ccoeceennnenicncecensnnnes 73 4) 69
Notified ClAIMS ... e 257 (94) 163
Claims incurred but not reported . 215 (12) 203
Other ..o . 14 (2) 12
559 (112) 447

Life insurance liabilities to policyholders
Life (NON-INKed) .....ccooviriiiiccce e 888 (292) 596
Investment contracts with discretionary participation features® .. 14,205 - 14,205
Life (HNKE) ..o 1,464 (28) 1,436
16,557 (320) 16,237
Total liabilities under insurance contracts ...........cccceuvveveveeennnn. 17,116 (432) 16,684

1 Though investment contracts with discretionary participation features are financial instruments, the group continued to treat them as
insurance contracts as permitted by IFRS 4.
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Movement on non-life insurance liabilities

2011
Gross Reinsurers’ share Net
£m £m £m
Unearned premium reserve (‘UPR’)
AL L JANUAEY oo 73 4) 69
Changes in UPR recognised as (income)/expense (20) 3 (17)
— gross Written Premilms .......ccccoeereeeeeninenirieee s 30 1) 29
— gross earned PremilmS........cceeerenreeereeninrseeeeseee s (50) 4 (46)
Exchange differences and other movements ........c..c.coceceervnneen. (35) (14) (49)
At 31 DECEMDBET .ttt 18 (15) 3
Notified and incurred but not reported claims
AL L JANUAIY ooviriiieieeee et seesens 472 (106) 366
— notified claims ...........cccevvennnne. 257 94) 163
— claims incurred but not reported 215 (12) 203
Claims paid iN CUMTENT YA ........cveveeeriririereieriesiseeeeseseseeeereenens (85) 9 (76)
Claims incurred in respect of current year...........ccccoecvvnnneen. (11) 2 (13)
Claims incurred in respect of prior Years .........cccoeceeeveerrincenns (21) 1 (20)
Exchange differences and other movements ........c..c.cocecevrvnnene. (282) 53 (229)
At 31 DECEMDET ..ot 73 (45) 28
— notified claims ... 28 17 11
— claims incurred but not reported .........ccooveiviiiiiineiennnnd 45 (28) 17
ORIt 13 2 11
Total non-life insurance liabilities .........c.cococeveivrrvecceiiirseenns 104 (62) 42
2010
Gross Reinsurers’ share Net
£m £m £m
Unearned premium reserve (‘UPR”)
AL L JANUAIY oot seesens 168 9) 159
Changes in UPR recognised as (income)/expense ............c.c...... (93) 5 (88)
— gross Written Premilms .......cocceereeeeenenenisie e 113 (5) 108
— gross earned premiums.........ccoccveeenee (206) 10 (196)
Exchange differences and other movements ............c.ccoeeeenene 2) - )
At 31 DECEMDET ..o e 73 4) 69
Notified and incurred but not reported claims
AL L JANUAIY oot seesens 543 (101) 442
— NOtified ClAIMS ..o 342 (89) 253
— claims incurred but not reported ...........cocoveeinirniiennnd 201 (12) 189
Claims paid in current year (229) 24 (205)
Claims incurred in respect of current year ...........ccccovcvvvnnene. 76 (21) 55
Claims incurred in respect of prior years ...... 61 7 68
Exchange differences and other movements . 21 (15) 6
At 31 DECEMDET .ttt 472 (106) 366
— notified ClAIMS ......cccoovvirrereir e 257 (94) 163
— claims incurred but not reported ..........cccocovneniiicennnd 215 (12) 203
ONET s 14 (2) 12
Total non-life insurance liabilities ... 559 (112) 447
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2011
Gross Reinsurers’ share Net
£m £m £m
Life (non-linked)
AL L JANUANY oo 888 (292) 596
Benefits paid .........ccocoveeiiins (290) 78 (212)
Increase in liabilities to policyholders .......... . 206 (134) 72
Exchange differences and other movements .............cccooe.... (53) (31) (84)
Al 31 DECEMDET ...vevieiieeeieeieis e 751 (379) 372
Investment contracts with discretionary participation
features
At 1 January 14,205 - 14,205
Benefits paid . (1,634) - (1,634)
Increase in liabilities to policyholders ... 1,877 - 1,877
Exchange differences and other movements® .................... (576) - (576)
At 3L DECEMDET ....oviviiieieeeieteetes e 13,872 — 13,872
Life (linked)
AL L JANUAIY oo 1,464 (28) 1,436
Benefits paid .........ccocoeveiiinciiiine (113) 4 (109)
Increase in liabilities to policyholders.......... . 273 (5) 268
Exchange differences and other movements® .............c........ 4) - (4)
At 3L DECEMDET ....oviviiiiiceeceeees et 1,620 (29) 1,591
Total liabilities to policyholders ... 16,243 (408) 15,835
2010
Gross Reinsurers’ share Net

£m £m £m
Life (non-linked)
AL L JANUAEY oo 1,506 (278) 1,228
Benefits paid (256) 78 (178)
Increase in liabilities to policyholders ... 236 (107) 129
Exchange differences and other movements ............cccccoeveee. (598) 15 (583)
At 31 DECEMDET ...ttt 888 (292) 596
Investment contracts with discretionary participation

features

At 1 January .. 12,930 - 12,930
Benefits paid .......c.ccccceveeriniiciiie (1,299) - (1,299)
Increase in liabilities to policyholders .........c.ccooveeieiinnnnnes 2,395 - 2,395
Exchange differences and other movements® ..........cc.c........ 179 - 179
At 3L DECEMDET ..ottt 14,205 - 14,205
Life (linked)
AL L JANUAIY oot sss e seesens 1,310 a7 1,293
Benefits Paid .......cccovueuiiriiirrcere s (133) 4 (129)
Increase in liabilities to policyholders..........c.cccovveciiinnnnes 406 (16) 390
Exchange differences and other movements® .............c.......... (119) 1 (118)
At 3L DECEMDET ..ottt 1,464 (28) 1,436
Total liabilities to policyholders .........ccooeeivinncciiiiins 16,557 (320) 16,237

1 Includes movement in liabilities relating to discretionary profit participation benefits due to policyholders arising from net unrealised

investment gains recognised in other comprehensive income.

2 Includes amounts arising under reinsurance agreements.
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The decrease in liabilities to policyholders represents the aggregate of all events giving rise to reduced liabilities to
policyholders in the year. The key factors contributing to the movement in policyholder liabilities include death
claims, surrenders, lapses, the setting up of policyholder liabilities at the initial inception of the policy, the
declaration of bonuses and other amounts attributable to policyholders.

29 Provisions
The group The bank

2011 2010 2011 2010

£m £m £m £m

AL L JANUAIY ..o 425 368 229 176
Additional provisions/increase in provisions.... 671 237 527 102
Provisions Utilised............ccocoreeieninnccicnnnn (242) (174) (202) (43)
AMOUNES FEVEISEd .....c.cvveveeiiiieicieteseeieeeae (41) (35) (5) (6)
Exchange differences and other movements ............... 7 29 16 -

At 31 DeCEMDEN .....cocviiiiiiiice s 820 425 565 229

1 Includes unwinding of discounts of £3 million (2010: £3 million) in relation to vacant space provisions.

Provisions include £483 million (2010: £135 million) in respect of customer redress programmes. The most
significant of these provisions are as follows and relate to both the group and bank.

(i) £262 million (2010: £16 million) for the group relates to the possible mis-selling of Payment Protection
Insurance (‘PP1’) policies in previous years (the bank: 2011 £234 million; 2010 £16 million).

The key assumptions relevant to calculating the potential liability in respect of PPI sales are likely to evolve
over time as root cause analysis is completed and more experience is available regarding actual complaint
volumes received.

The main assumptions currently in use are around the level of customer complaints received and for how long a
period; the level of non-complainant customers who will have to be contacted if systemic issues are identified
following root cause analysis; the response rate from customers who are contacted pro-actively; and the
expected uphold rate for complaints and the amount of redress payable in upheld cases.

In addition to these factors and assumptions, the extent of the required redress will also depend on the facts and
circumstances of each individual customer’s case. For these reasons, there is currently a high degree of
uncertainty as to the eventual costs of redress for this matter.

(ii) A provision of £141 million (2010: £44 million) for the possible cost of redress relating to the sale of certain
personal pension plans and advice. The provision is based on an actuarial calculation extrapolated from a sample
of cases. The timing of the expenditure depends on settlement of individual claims.

(iii) Provisions of £51 million (2010: £62 million) for the estimated cost of redress in relation to provision of
services to a number of trusts by a subsidiary of the bank. The bank has undertaken to reimburse the subsidiary
in respect of the initial estimated cost of redress. The total provision is based on a calculation extrapolated from
a sample of cases. Uncertainties arise from factors affecting the timing of notifying and reimbursing those
affected.

(iv) Provisions of £29 million (2010: £15 million) for compensation payable in respect of customers who did not
receive suitable advice from advisors in its NHFA subsidiary in relation to meeting the costs of long-term care,
such as nursing home accommodation. The provision calculation is dependent on market returns which can vary
over time.

Also included in the above table, for the bank and group, are provisions for onerous property contracts of £51 million
(2010: £50 million) relating to the discounted future costs associated with leasehold properties that have become
vacant. The provisions cover rent voids while finding new tenants, shortfalls in expected rent receivable compared
with rent payable, and the cost of refurbishing the buildings to attract tenants. Uncertainties arise from movements in
market rents, delays in finding new tenants and the timing of rental reviews.
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30 Subordinated liabilities

The group The bank
2011 2010 2011 2010
£m £m £m £m
Subordinated liabilities:

— At amortised COSE .......cccovevrrereriirree e, 9,998 7,407 9,893 7,562
Subordinated liabilities ..o 7,711 5,070 9,893 7,562
Preference shares ..., 2,287 2,337 - -

— Designated at fair value ...........ccccooveecninnncnene. 2,814 3,660 2,816 3,662
Subordinated liabilities .... 2,570 3,381 2,816 3,662
Preference shares ......... 244 279 — —

12,812 11,067 12,709 11,224
Subordinated borrowings of the group
Carrying amount

2011 2010
£m £m
£350m Callable Subordinated Variable Coupon Notes 2017* 355 362
€1,000m Floating Rate Subordinated Loan 2017 835 862
£500m 4.75% Callable Subordinated Notes 20207 490 499
€500m Callable Subordinated Floating Rate Notes 2020 355 381
US$1,000m Floating Rate Subordinated Loan 2020 646 644
US$1,450m Floating Rate Subordinated Loan 2021 937 -
US$450m Subordinated Floating Rate Notes 2021 291 -
€250m Floating Rate Subordinated Loan 2021 209 215
US$275m Floating Rate Subordinated Loan 2021 178 -
£350m 5% Callable Subordinated Notes 2023° 344 353
£300m 6.5% Subordinated Notes 2023 299 297
US$300m 7.65% Subordinated Notes 2025 242 220
£350m 5.375% Callable Subordinated Step-up Notes 2030* 318 329
£500m 5.375% Subordinated Notes 2033 438 469
£390m 6.9% Subordinated Loan 2033 390 390
US$977m Floating Rate Subordinated Loan 2040 631 629
€900m 7.75% Non-cumulative Subordinated Notes 2040 752 775
£225m 6.25% Subordinated Notes 2041 224 224
£600m 4.75% Subordinated Notes 2046 592 592
£700m 5.844% Non-cumulative Step-up Perpetual Preferred Securities® 700 700
£300m 5.862% Non-cumulative Step-up Perpetual Preferred Securities® 244 279
US$750m Undated Floating Rate Primary Capital Notes 484 483
US$500m Undated Floating Rate Primary Capital Notes 323 322
US$300m Undated Floating Rate Primary Capital Notes (Series 3) 194 193
US$2,862m Perpetual Subordinated Debt’ 1,849 -
US$300m 6.95% Subordinated Notes 2011 - 200
€600m 4.25% Callable Subordinated Notes 2016° - 530
€800m Callable Subordinated Floating Rate Notes 2016° - 689
Other subordinated liabilities less than £100m 492 430
12,812 11,067

1 The interest rate is fixed at 5.75% until June 2012. Thereafter, the rate per annum is the sum of the gross redemption yield of the then
prevailing five year UK gilt plus 1.70%.

w N

prevailing five year UK gilt plus 1.80%.

In November 2025 the interest rate changes to three month sterling LIBOR plus 1.50%.

In April 2020 the distribution rate changes to six month sterling LIBOR plus 1.85%.

In September 2015 the interest rate changes to three month sterling LIBOR plus 0.82%.
In March 2018 the interest rate changes to become the rate per annum which is the sum of the gross redemption yield of the then

4
5 In November 2013 the distribution rate changes to six month sterling LIBOR plus 1.76%.
6
7

In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt classified as equity. At the same
time, the bank issued US dollar denominated perpetual subordinated debt of $2,862 million to HSBC Holdings plc.

8 On 18 March 2011, the bank called and redeemed the 4.25% Callable Subordinated Notes 2016 at par.

9 On 29 March 2011, the bank called and redeemed the Callable Subordinated Floating Rate Notes 2016 at par.
Footnotes 1 to 6 all relate to notes that are repayable at the option of the borrower on the date of the change of the interest rate, and at
subsequent interest rate reset dates and interest payment dates in some cases, subject to the prior non-objection of the Financial Services

Authority.
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The classification of financial instruments is determined in accordance with the accounting policies set out in Note

2(i) ‘Financial instruments designated at fair value’. The use of assumption and estimation in valuing financial

instruments is described in Note 3 “Critical accounting policies’. Fair value is the amount for which an asset could be

exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction. The

following table sets out the financial instruments carried at fair value.

The group

Of which are classified in the following valuation hierarchy

At 31 December 2011

Assets

Trading @SSetS .....cvvvverieiereiir s
Financial assets designated at fair value ............
DErVALIVES ...cveveeiiiiiceceeee e
Financial investments: available-for-sale ..........
Liabilities

Trading liabilities .......ccooveeviniirsrceerereen
Financial liabilities at fair value ...............c.cc.....
DErVAtIVES ...cooveeiiiiicecee s

At 31 December 2010

Assets

Trading @SSELS ...vvvvevereeerirerieeeerereseseeeere e
Financial assets designated at fair value ............
DEriVAtIVES ...oveveieieieicese e
Financial investments: available-for-sale ...........
Liabilities

Trading liabilities ...
Financial liabilities at fair value .............ccoccevene.
DErVALIVES ...ovcviveeiieectccecee e

The bank

Level 1

guoted market
price

£m

72,839
9,126
383
59,707

48,435
3,787
635

110,369
9,674
783
61,199

71,744
3,932
601

Level 2

using observable
inputs

£m

52,981
6,206
175,055
26,905

69,072
28,205
175,783

47,635
5,793
127,115
34,796

57,440
24,003
126,543

Level 3
with significant un-
observable inputs

£m

778

1,555
2,349

1,704

1,703

1,548

1,260
1,810

3,176

2,060

Of which are classified in the following valuation hierarchy

At 31 December 2011

Assets

Trading @SSEtS ....covvvvreieiriccierie s
Financial assets designated at fair value .
DEerivatives .....ccooveeerirresieeieresiseenns .
Financial investments: available-for-sale ...........

Liabilities

Trading liabilities.............c......
Financial liabilities at fair value .
DErVAtIVES ..c.ocveiciiieiceceeee e

At 31 December 2010

Assets

Trading @SSELS ....cvvvvvvrverereriririreeieeeeseseeeeereens
Financial assets designated at fair value .............
DerivatiVes ........cccoveeviievieesiceceeceiiens
Financial investments: available-for-sale ...

Liabilities

Trading liabilities ........c.ccoeeeciinices
Financial liabilities at fair value .. .
DErIVATIVES ..o

Level 1
quoted market
price

£m

44,198
243
177

36,327

21,110

479

76,983
608
605

34,135

40,205
40
537

176

Level 2

using observable
inputs

£m

61,380
4,352
143,580
2,790

71,823
22,861
144,941

47,983
3,897
106,919
3,411

54,776
18,294
105,940

Level 3
with significant un-
observable inputs

£m

761

1,667
3,123

1,651

1,831

1,527

1,381
3,792

3,431

2,309

Total
£m

126,598
15,332
176,993
88,961

119,211
31,992
178,121

159,552
15,467
129,158
97,805

132,360
27,935
129,204

Total
£m

106,339
4,595
145,424
42,240

94,584
22,861
147,251

126,493
4,505
108,905
41,338

98,412
18,334
108,786
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Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validated, by a
function independent of the risk-taker.

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct
observation of a traded price may not be possible. In these circumstances, the group will source alternative market
information to validate the financial instrument’s fair value, with greater weight given to information that is
considered to be more relevant and reliable. The factors that are considered in this regard are, inter alia:

the extent to which prices may be expected to represent genuine traded or tradable prices;

the degree of similarity between financial instruments;

the degree of consistency between different sources;

the process followed by the pricing provider to derive the data;

the elapsed time between the date to which the market data relates and the balance sheet date; and
the manner in which the data was sourced.

e o o o o o

For fair values determined using a valuation model, the control framework may include, as applicable, independent
development or validation of (i) the logic within valuation models; (ii) the inputs to those models; (iii) any
adjustments required outside the valuation models; and, where possible, (iv) model outputs. Valuation models are
subject to a process of due diligence and calibration before becoming operational and are calibrated against external
market data on an ongoing basis.

Determination of fair value
Fair values are determined according to the following hierarchy:

(a) Level 1 —quoted market price: financial instruments with quoted prices for identical instruments in active
markets.

(b) Level 2 —valuation technique using observable inputs: financial instruments with quoted prices for similar
instruments in active markets or quoted prices for identical or similar instruments in inactive markets and
financial instruments valued using models where all significant inputs are observable.

(c) Level 3 - valuation technique with significant unobservable inputs: financial instruments valued using models
where one or more significant inputs are unobservable.

The best evidence of fair value is a quoted price in an actively traded market. The fair values of financial instruments
that are quoted in active markets are based on bid prices for assets held and offer prices for liabilities issued. Where a
financial instrument has a quoted price in an active market and it is part of a portfolio, the fair value of the portfolio is
calculated as the product of the number of units and quoted price and no block discounts are made. In the event that
the market for a financial instrument is not active, a valuation technique is used.

The judgement as to whether a market is active may include, but is not restricted to, the consideration of factors such
as the magnitude and frequency of trading activity, the availability of prices and the size of bid/offer spreads. The
bid/offer spread represents the difference in prices at which a market participant would be willing to buy compared
with the price at which they would be willing to sell. In inactive markets, obtaining assurance that the transaction
price provides evidence of fair value or determining the adjustments to transaction prices that are necessary to
measure the fair value of the instrument requires additional work during the valuation process.

Valuation techniques incorporate assumptions about factors that other market participants would use in their
valuations, including interest rate yield curves, exchange rates, volatilities and prepayment and default rates. The
group has, for collateralised counterparties and in significant major currencies, adopted a discounting curve that
reflects the overnight interest rate (‘OIS discounting’). Prior to 2010, in line with market practice, discount curves did
not reflect this overnight interest rate but were based on term LIBOR rates. During the period, the group applied an
OIS discounting curve to an expanded range of significant currencies in line with evolving market practice. The
financial effect of this change was not significant at the time of adoption.

The majority of valuation techniques employ only observable market data. However, certain financial instruments are
valued on the basis of valuation techniques that feature one or more significant inputs that are unobservable, and for
them the derivation of fair value is more judgemental. An instrument in its entirety is classified as valued using
significant unobservable inputs if, in the opinion of management, a significant proportion of the instrument’s carrying
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amount and/or inception profit (*day 1 gain or loss’) or greater than 5% of the instrument’s carrying value is driven
by unobservable inputs. ‘Unobservable’ in this context means that there is little or no current market data available
from which to determine the price at which an arm’s length transaction would be likely to occur. It generally does not
mean that there is no market data available at all upon which to base a determination of fair value (consensus pricing
data may, for example, be used).

In certain circumstances, primarily where debt is hedged with interest rate derivatives, the group records its own debt
in issue at fair value, based on quoted prices in an active market for the specific instrument concerned, if available.

When quoted market prices are unavailable, the own debt in issue is valued using valuation techniques, the inputs for
which are either based upon quoted prices in an inactive market for the instrument, or are estimated by comparison
with quoted prices in an active market for similar instruments. In both cases, the fair value includes the effect of
applying the credit spread which is appropriate to the group’s liability. The change in fair value of issued debt
securities attributable to the group’s own credit spread is computed as follows: for each security at each reporting
date, an externally verifiable price is obtained or a price is derived using credit spreads for similar securities for the
same issuer. Then, using discounted cash flow, each security is valued using a LIBOR-based discount curve. The
difference in the valuations is attributable to the group’s own credit spread. This methodology is applied consistently
across all securities.

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and are
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which the group
issues structured notes. Gains and losses arising from changes in the credit spread of liabilities issued by the group
reverse over the contractual life of the debt, provided that the debt is not repaid at a premium or a discount.

Credit valuation adjustment methodology

A separate credit valuation adjustment is calculated for each legal entity of the group, and within each entity for each
counterparty to which the entity has exposure. The calculation of the monoline credit valuation adjustment and
sensitivity to different assumptions is described below. The credit valuation adjustment is calculated by applying the
probability of default of the counterparty to the expected positive exposure to the counterparty, and multiplying the
result by the loss expected in the event of default. The calculation is performed over the life of the potential
exposure.

The probability of default is based on the group’s internal credit rating for the counterparty, taking into account how
credit ratings may deteriorate over the duration of the exposure through the use of historic rating transition matrices.
For most products, to calculate the expected positive exposure to a counterparty, a simulation methodology is used to
incorporate the range of potential exposures across the portfolio of transactions with the counterparty over the life of
an instrument. The simulation methodology includes credit mitigants such as counterparty netting agreements and
collateral agreements with the counterparty. A standard loss given default assumption of 60% is generally adopted.
In respect of own credit risk, the group considers that zero spread is appropriate and consequently does not adjust
derivative liabilities for the group’s own credit risk; such an adjustment is often referred to as a ‘debit valuation
adjustment’.

For certain types of exotic derivatives where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations where the simulation tool is not yet available, the group adopts
alternative methodologies. These may involve mapping to the results for similar products from the simulation tool or
where such a mapping approach is not appropriate, a simplified methodology is used, generally following the same
principles as the simulation methodology. The calculation is applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than used in the simulation methodology described
previously.

The methodologies do not, in general, account for ‘wrong-way risk’. Wrong-way risk arises where the underlying
value of the derivative prior to any credit valuation adjustment is positively correlated to the probability of default of
the counterparty. Where there is significant wrong-way risk, a trade-specific approach is applied to reflect the wrong-
way risk within the valuation.

All third party counterparties are included in the credit valuation adjustment calculation and credit valuation
adjustments are not netted across group entities.

During 2011, no material changes were made to the methodologies used to calculate the credit valuation adjustment.
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Consideration of other methodologies for calculation of credit valuation adjustments

The group’s credit valuation adjustment methodology, in the opinion of management, appropriately quantifies the
group’s exposure to counterparty risk on the OTC derivative portfolio and appropriately reflects the risk management

strategy of the business.

It is recognised that a variety of credit valuation adjustment methodologies are adopted within the banking industry.

Some of the key attributes that may differ between these methodologies are:

o the PD may be calculated from historical market data, or implied from current market levels for certain
transaction types such as CDSs, either with or without an adjusting factor;

e some entities derive their own PD from a non-zero spread, which has the effect of reducing the overall
adjustment;

o differing loss assumptions in setting the level of LGD, which may utilise levels set by regulators for capital
calculation purposes; and

e counterparty exclusions, whereby certain counterparty types (for example collateralised counterparties) are
excluded from the calculation.

The group’s monoline credit valuation adjustment calculation utilises a range of approaches dependent upon the credit
quality of the monoline.

The group has estimated the impact of adopting two alternative methodologies on the level of its credit and debit valuation

adjustments (excluding the monocline credit valuation adjustment) as follows:

e adapting the existing methodology to utilise probabilities of default implied from credit default swaps, with no

adjustment factor applied, and also including an adjustment to take into account the group’s own probability of default

implied from credit default swaps, results in an overall adverse adjustment of £0.6 billion (2010: £0.1 billion).

e adapting the existing debit valuation adjustment methodology to include the group’s own probability of default on a
basis symmetric with the current calculation of credit valuation adjustment would result in a favourable reduction of

the credit risk charge of £57 million (2010: £53 million).

Financial instruments measured at fair value using a valuation technique with significant unobservable inputs

—Level 3
The group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available- Held for profit or Held for profit or
for -sale trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 31 December 2011
Private equity investments.............c.cco.o.... 469 51 - - - -
Asset-backed securities ...... . 1,654 161 - - - - -
Leverage finance.......... . - - - - - - 4
Structured NOteS .......ocvcvveveee. . - - - - 1,641 — _
Derivatives with monolines.... - - - 149 - - -
Other derivatives............ccc...... . - - - 1,406 10 - 1,693
Other portfolios.........cccoevececiinnnicien, 226 566 - - 53 - 6
2,349 778 - 1,555 1,704 - 1,703
At 31 December 2010
Private equity investments...........c.c.ccooe.... 492 51 - - - - -
Asset-backed securities ...... . 1,228 58 - - - -
Leverage finance.. . - - - - - -
Structured NOtES .......ccvevveveee. . - - - - 3,147 - -
Derivatives with monolines.... . - - - 144 - - -
Other derivatives.......cc.coeeeeererveseeinnnnns - - - 1,116 - - 2,048
Other portfolios........ccoveeeienirieiccenens 90 1,439 - - 29 - 5
1,810 1,548 - 1,260 3,176 - 2,060
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The bank
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available- Held for profit or Held for profit or
for -sale trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 31 December 2011
Private equity investments...........c.c.coeune. 251 51 - - - - -
Asset-backed securities........ . 2,646 154 - - - - -
Leverage finance....... . - - - - - -
Structured notes ................... . - - - - 1,641 -
Derivatives with monolines. . - - - 149 - - -
Other derivatives...........cccoovvvniciccnnens - - - 1,518 10 - 1,821
Other portfolios..........cccvvvvnnniciciccnnns 226 556 - - - - 6
3,123 761 — 1,667 1,651 — 1,831
At 31 December 2010
Private equity investments........c..c.c.cocu... 354 51 - - - — _
Asset-backed securities..........c.ooeeeinnne. 3,348 47 - - - -
Leverage finance.......ccocoeevevrvrveineennnnns - - - - - -
Structured notes - - - - 3,147 -

Derivatives with monolines...................... - - - 144 — _ -

Other derivatives..........cccovvvveeeerernsreenenns - - - 1,237 284 - 2,297
Other portfolios..........cccvevrirvrneierirrenns 90 1,429 - - - - 5
3,792 1,527 - 1,381 3,431 — 2,309

e  Private equity

The group’s private equity positions are generally classified as available-for-sale and are not traded in active
markets. In the absence of an active market, an investment’s fair value is estimated on the basis of an analysis of
the investee’s financial position and results, risk profile, prospects and other factors, as well as by reference to
market valuations for similar entities quoted in an active market, or the price at which similar companies have
changed ownership.

o  Asset-backed securities (ABSS)

While quoted market prices are generally used to determine the fair value of these securities, valuation models
are used to substantiate the reliability of the limited market data available and to identify whether any
adjustments to quoted market prices are required. For ABSs including residential MBSs, the valuation uses an
industry standard model and the assumptions relating to prepayment speeds, default rates and loss severity based
on collateral type, and performance, as appropriate. The valuations output is benchmarked for consistency
against observable data for securities of a similar nature.

e Loans including leveraged finance and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers when available.
In the absence of an observable market, the fair value is determined using valuation techniques. These
techniques include discounted cash flow models, which incorporate assumptions regarding an appropriate credit
spread for the loan, derived from other market instruments issued by the same or comparable entities.

e  Structured notes

The fair value of structured notes valued using a valuation technique is derived from the fair value of the
underlying debt security, and the fair value of the embedded derivative is determined as described in the
paragraph below on derivatives.

Trading liabilities valued using a valuation technique with significant unobservable inputs principally comprised
equity-linked structured notes, which are issued by the group and provide the counterparty with a return that is
linked to the performance of certain equity securities, and other portfolios. The notes are classified as level 3 due
to the unobservability of parameters such as long-dated equity volatilities and correlations between equity prices,
between equity prices and interest rates, and between interest rates and foreign exchange rates.
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e Derivatives

OTC (i.e. non-exchange traded) derivatives are valued using valuation models. Valuation models calculate the
present value of expected future cash flows, based upon ‘no-arbitrage’ principles. For many vanilla derivative
products, such as interest rate swaps and European options, the modelling approaches used are standard across
the industry. For more complex derivative products, there may be some differences in market practice. Inputs to
valuation models are determined from observable market data wherever possible, including prices available from
exchanges, dealers, brokers or providers of consensus pricing. Certain inputs may not be observable in the
market directly, but can be determined from observable prices via model calibration procedures or estimated
from historical data or other sources. Examples of inputs that may be unobservable include volatility surfaces, in
whole or in part, for less commonly traded option products, and correlations between market factors such as
foreign exchange rates, interest rates and equity prices. The valuation of derivatives with monolines is discussed

on pages 178 to 179.

Derivative products valued using valuation techniques with significant unobservable inputs included certain
types of correlation products, such as foreign exchange basket options, equity basket options, foreign exchange
interest rate hybrid transactions and long-dated option transactions. Examples of the latter are equity options,
interest rate and foreign exchange options and certain credit derivatives. Credit derivatives include certain

tranched CDS transactions.

Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available- Held for profit or Held for profit or
for -sale trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 1January 2011 ..o 1,810 1,548 - 1,260 3,176 - 2,060
Total gains or losses recognised in profit or loss...... 71 (62) - 321 107 - 168
Total gains or losses recognised in other 97) - - - - - 1)
COMPrehensive INCOME.........ccouovrecieineniseeees
Purchases ... 80 260 - - (1,176) - -
Issues...... - - - - 934 - -
Sales....... (31) (1,371) - - 10 - -
Settlements..... (307) (73) - (18) (791) - (455)
Transfer out.... (535) (162) - (195) (571) - 377)
TraNSTer iMoo 1,325 636 - 202 16 - 310
Exchange differences.........cccocevvvvvnecinnensecinnninnns 33 2 — (15) (1) - (2)
At 31 December 2011.......ccocvviniiieirneeneeias 2,349 778 — 1,555 1,704 — 1,703
Total gains or losses recognised in profit or loss
relating to those assets and liabilities held at the
end of the reporting period.............c.ccooicicnnnnne. 44 77) - 529 124 - 518
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The bank
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available- Held for profit or Held for profit or
for -sale  trading loss Derivatives trading loss Derivatives
£m £m £m £m £m £m £m
At 1January 2011 ......cccooeiieiirerneneeeeeee e 3,792 1,527 - 1,381 3,431 - 2,309
Total gains or losses recognised in profit or loss...... 41 (58) - 366 89 - (35)
Total gains or losses recognised in other
CcoOMpPrehensive iNCOME .........cccevvrviveeeereresieneeens (575) - - - - - 1)
PUIChESES ..o 19 260 - - (1,447) - -
ISSUBS ...ttt - - - - 934 - -
Sales.......... (26)  (1,371) - - 10 - -
Settlements.... (154) (73) - (86) (791) - (382)
Transfer out.. . (124) (162) - (216) (571) - (372)
Transfer iN......coveiec s 154 636 - 238 - - 310
Exchange differences.........ccccovvvvccininnceenenn (4) 2 - (16) (4) - 2
At 31 December 2011........ccooveievnnnniceieieeiens 3,123 761 - 1,667 1,651 - 1,831
Total gains or losses recognised in profit or loss
relating to those assets and liabilities held at the
end of the reporting period..........cccoveevvinrnienes 25 (78) - 580 103 - 457

Available-for-sale securities: reduced pricing certainty of valuation in the ABS market has resulted in the transfer of
assets into Level 3 during 2011.

Trading assets: disposals of convertible debenture positions during the year drove the decrease in Level 3 trading
assets during 2011.

Trading liabilities: the reduction in the Level 3 balance in the year was driven by the purchase of a convertible
debenture to close a trading liability exposure.

During 2011, there were no material transfers between Level 1 and 2.
Effects of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial instruments are, in certain circumstances, measured using valuation
techniques that incorporate assumptions that are not evidenced by prices from observable current market transactions
in the same instrument and are not based on observable market data. The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions:

The group
Reflected in other comprehensive
Reflected in profit or loss income

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2011
Derivatives/trading assets/trading liabilities®.................. 200 (169) - -
Financial investments: available-for-sale.............c.cccce.... - - 189 (183)

At 31 December 2010
Derivatives/trading assets/trading liabilities ................... 232 (217) - -
Financial investments: available-for-sale.............c.cccccc.... - - 180 (166)
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The bank
Reflected in other comprehensive
Reflected in profit or loss income

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2011
Derivatives/trading assets/trading liabilities® . 203 (171) - -
Financial investments: available-for-sale............c.c.cccce.e. - - 191 (162)

At 31 December 2010
Derivatives/trading assets/trading liabilities" ................... 242 (231) - -
Financial investments: available-for-sale - - 159 (145)

1 Derivatives, trading assets and trading liabilities are presented as one category to reflect the manner in which these financial
instruments are risk-managed.

Sensitivity of fair values to reasonably possible alternative assumptions by Level 3 instrument type

Reflected in other comprehensive

Reflected in profit or loss income

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2011
Private equity inVeStMENtS..........cooreeiniinineeiieeeens 51 (26) 60 (59)
Asset-backed SECUNTIES .......cvvveveeiriricieece s 3 3) 118 (113)
Leverage finanCe..........ccveenriniiiccee s 6 (6) - -
SEIUCLUIEA NOLES ...t 3 ?3) - -
Derivatives With monolines............ccccovvvrvvreeinrinsseennnns 39 (34) - -
Other deriVatiVeS..........oovvieiceiineceeee s 75 (78) - -
Other POrtfOliOS........cciiiririceere e 23 (29) 11 (11)

Reflected in other comprehensive

Reflected in profit or loss income

Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
£m £m £m £m

At 31 December 2010
Private equity inVeStMENtS..........coovrriniinnneiiniseees 52 (25) 37 (36)
Asset-backed SECUNLIES ........ovveveiririiiccireeees 5 (5) 114 (116)
Leverage fiNanCE........ccuvvvveeeeierisee e 11 (120) - -
Derivatives with monolines............coccoeeevenneiennnnnienenns 35 (32) - -
Other deriVatiVES........ccovivieiceiirnieiceesesse s 111 (116) - -
Other POrtFOliOS........coviiirieeeerese e 18 (29) 29 (14)

Favourable and unfavourable changes are determined on the basis of changes in the value of the instrument as a
result of varying the levels of the unobservable parameters using statistical techniques. When parameters are not
amenable to statistical analysis, quantification of uncertainty is judgemental.

When the fair value of a financial instrument is affected by more than one unobservable assumption, the above table
reflects the most favourable or most unfavourable change from varying the assumptions individually.

In respect of private equity investments, in many of the methodologies, the principal assumption is the valuation
multiple to be applied to the main financial indicators. This may be determined with reference to multiples for
comparable listed companies and includes discounts for marketability.

For ABSs, the principal assumptions in the models are based on benchmark information about prepayment speeds,
default rates, loss severities and the historical performance of the underlying assets.

For leveraged finance, loans held for securitisation and derivatives with monolines the principal assumption concerns
the appropriate value to be attributed to the counterparty credit risk. This requires estimation of exposure at default,
probability of default and recovery in the event of default. For loan transactions, assessment of exposure at default is
straightforward. For derivative transactions, a future exposure profile is generated on the basis of current market
data. Probabilities of default and recovery levels are estimated using market evidence, which may include financial
information, historical experience, CDS spreads and consensus recovery levels.
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For structured notes and other derivatives, principal assumptions concern the value to be attributed to future volatility
of asset values and the future correlation between asset values. These principal assumptions include credit volatilities
and correlations used in the valuation of structured credit derivatives (including leveraged credit derivatives). For
such unobservable assumptions, estimates are based on available market data, which may include the use of a proxy
method to derive volatility or a correlation from comparable assets for which market data is more readily available,

and/or an examination of historical levels.

Fair values of financial instruments not carried at fair value

The classification of financial instruments is determined in accordance with the accounting policies set out in Note 2.
The following financial instruments are not carried at fair value on the balance sheet. Their fair values are, however,

provided for information and are calculated as described below.

The group
At 31 December 2011 At 31 December 2010
Carrying Fair Carrying Fair
amount value amount value
£m £m £m £m
Assets
Loans and advances to banks ....... 44,603 44,588 57,027 57,019
Loans and advances to customers ... 288,014 282,813 285,218 281,853
Financial investments: Debt securities.................. 4,151 4,204 4,281 4,548
Liabilities
Deposits by banks™..........cc.covvovververreereerresreneen, 41,032 41,032 48,287 48,287
CUSLtOMEr ACCOUNES......ecvveuierieieie et 346,129 346,184 344,123 344,176
Debt securities in iSSUE ........coceveerverersierieesieeenns 42,688 42,661 48,119 47,991
Subordinated liabilities..........c..cccocooviiirinninnn 9,998 9,266 7,407 6,948
The bank
At 31 December 2011 At 31 December 2010
Carrying Fair Carrying Fair
amount value amount value
£m £m £m £m
Assets
Loans and advances to banks ..........cccccvervrinnnn 22,203 22,189 27,860 27,860
Loans and advances to CUStOMErS ........c.cccervrvreennn, 210,561 205,587 208,548 205,163
Liabilities
Deposits BY Danks®.........c..cooevvervrvereeeiesseeseniens 32,324 32,324 38,873 38,873
Customer accounts...... 237,654 237,654 230,795 230,795
Debt securities in iSSUE ........cocevveerverersierieesieeens 25,705 25,705 29,417 29,414
Subordinated liabilitieS...........cccocevivrrrecieriririns 9,893 9,125 7,562 7,075

1 The carrying amounts of these instruments are equal to the fair value because they are short-term in nature or reprice to current

market rates frequently.

(i) Loans and advances to banks and customers

The fair value of loans and advances is based on observable market transactions, where available. In the absence
of observable market transactions, fair value is estimated using discounted cash flow models.

Performing loans are grouped, as far as possible, into homogeneous pools segregated by maturity and coupon
rates. In general, contractual cash flows are discounted using the group’s estimate of the discount rate that a
market participant would use in valuing instruments with similar maturity, repricing and credit risk

characteristics.

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date and estimates of market
participants’ expectations of credit losses over the life of the loans. For impaired loans, fair value is estimated by
discounting the future cash flows over the time period in which they are expected to be recovered.
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(if) Financial investments

The fair values of listed financial investments are determined using bid market prices. The fair values of unlisted
financial investments are determined using valuation techniques that take into consideration the prices and future
earnings streams of equivalent quoted securities.

(iii) Deposits by banks and customer accounts

For the purposes of estimating fair value, deposits by banks and customer accounts are grouped by residual
maturity. Fair values are estimated using discounted cash flows, applying current rates offered for deposits of
similar remaining maturities. The fair value of a deposit repayable on demand is assumed to be the amount
payable on demand at the balance sheet date.

(iv) Debt securities in issue and subordinated liabilities

Fair values are determined using quoted market prices at the balance sheet date where available, or by reference
to quoted market prices for similar instruments.

The fair values in this note are stated at a specific date and may be significantly different from the amounts which
will actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to
realise immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values
do not represent the value of these financial instruments to the group as a going concern.

Maturity analysis of assets and liabilities

The balance in the table below will not agree directly with those in our consolidated balance sheet as the table
incorporates, on an undiscounted basis, all cash flows relating to principal and future coupon payments (except for
trading liabilities and trading derivatives). In addition, loan and other credit-related commitments and financial
guarantees and similar contracts are generally not recognised on our balance sheet. Trading liabilities and trading
derivatives are included in the ‘On demand’ time bucket, and not by contractual maturity, because trading liabilities
are typically held for short periods of time. We classify the undiscounted cash flows payable under hedging
derivative liabilities according to their contractual maturities. The undiscounted cash flows potentially payable under
financial guarantees and similar contracts are classified on the basis of the earliest date they can be called.

Cash flows payable in respect of customer accounts are primarily contractually repayable on demand or at short
notice. However, in practice, short-term deposit balances remain stable as inflows and outflows broadly match and a
significant portion of loan commitments expire without being drawn upon. We therefore manage our balance sheet
on both contractual and behaviouralised bases. Each operating entity determines the behaviouralisation of its
products within the guidelines set out in the group’s liquidity framework and as approved by its Asset and Liability
Committee.

The following is an analysis, by remaining contractual maturities at the reporting date, of undiscounted cash flows
payable under financial liabilities.
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The group
Due Due
between between
Due within 3and 12 land5 Due after
On demand 3 months months years 5 years Total
£m £m £m £m £m £m
At 31 December 2011
Deposits by banks ..., 11,825 28,748 1,373 5,632 539 48,117
CUStOMEr ACCOUNLS ....vvvveveeereieierie e 252,655 77,975 21,166 5,409 422 357,627
Trading liabilities.........cccooreiiiiiirccne 119,211 - - - - 119,211
Financial liabilities designated
at fair value .....coooeveeeiiseceesece s 4,513 266 935 16,481 15,615 37,810
DeriVatiVES ......cceiiierecceeece e 178,121 116 191 1,489 459 180,376
Debt securities in iSSUE ..........coevrveieivererianens 94 21,223 10,829 11,236 221 43,603
Subordinated liabilities 4 44 69 541 11,302 11,960
Other financial liabilities .............ccccoevvienne, 1,413 4,286 959 439 836 7,933
567,836 132,658 35,522 41,227 29,394 806,637
Loan cComMmItMeNtS.......cccevvveiriennrernnierisienens 119,032 927 657 246 19 120,881
Financial guarantee contracts ..............ccooo.... 3,439 2,583 4,397 1,427 564 12,410
690,307 136,168 40,576 42,900 29,977 939,928
At 31 December 2010
Deposits by banks 13,018 39,150 4,759 3,204 658 60,789
Customer accounts 234,438 86,053 31,709 4,564 641 357,405
Trading liabilities .........cccoevvvnieiniccinen 132,360 - - - - 132,360
Financial liabilities designated
at fair value ......ccccooevviveccccecce 4,762 857 1,855 11,153 14,810 33,437
DErVALIVES .....cvveiieveieece e 129,204 200 649 814 202 131,069
Debt securities in issue .. 652 22,033 15,301 10,776 411 49,173
Subordinated liabilities...... 22 737 68 724 7,850 9,401
Other financial liabilities ..........c..cccvcvvviennn, 1,795 4,628 1,874 553 411 9,261
516,251 153,658 56,215 31,788 24,983 782,895
Loan commitments........ccovovveereererereresiereenenns 112,718 717 386 204 19 114,044
Financial guarantee contracts ...........c.c.ccce.e. 571 4,092 5,263 3,146 1,559 14,631
629,540 158,467 61,864 35,138 26,561 911,570
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The bank
Due Due
between between
Due within 3and 12 land5 Due after
On demand 3 months months years 5 years Total
£m £m £m £m £m £m
At 31 December 2011
Deposits by banks..........ccoceeeiinnninccie, 10,832 20,885 320 203 127 32,367
CUStOMEr aCCOUNES.....cvveveieieie e 199,768 23,354 9,738 4,265 - 237,125
Trading liabilities........ocoeeoviiiviiciccce, 94,584 - - - - 94,584
Financial liabilities designated
at fair value ......c.ceeveveeeeccecceceeee - 159 902 12,940 13,264 27,265
Derivatives . 147,251 113 187 837 453 148,841
Debt Securities in iSSUE .........ccovvvrveeeerererirenienns 94 6,357 9,353 9,709 655 26,168
Subordinated liabilitieS..........c.ccocevvvevieirenenns - 44 28 287 10,562 10,921
Other financial liabilities .............cccccevveiiennn, 97 2,643 247 123 156 3,266
452,626 53,555 20,775 28,364 25,217 580,537
Loan commitments ........ccovvvevveeeierereriseeeeennnnn, 80,691 396 532 164 18 81,801
Financial guarantee contracts ............c.c.ccceeuee. 33 2,749 3,883 1,354 512 8,531
533,350 56,700 25,190 29,882 25,747 670,869
At 31 December 2010
Deposits by banks ..., 11,619 24,858 2,311 2,067 135 40,990
Customer accounts. . 186,133 18,386 23,088 3,252 187 231,046
Trading liabilities........cooeiiivecccc, 98,412 - - - - 98,412
Financial liabilities designated
at fair value ... 4 857 1,730 7,398 12,432 22,421
DErVALIVES ..ot 108,786 199 627 461 196 110,269
Debt securities in iSSUE .........ccccvevevvieveierierennn, 652 7,285 13,918 7,962 63 29,880
Subordinated liabilities..........ccccoevvveiieiienenn, - 735 25 1,353 6,458 8,571
Other financial liabilities ..........c..cccocevveiiinnnnn, 186 2,380 739 166 156 3,627
405,792 54,700 42,438 22,659 19,627 545,216
Loan commitments ..........cceveveeveeereesreriirernenen, 82,267 282 225 124 18 82,916
Financial guarantee contracts . - 3,729 3,816 2,031 812 10,388
488,059 58,711 46,479 24,814 20,457 638,520
The group
At 31 December 2011
Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value............cccccoevvveurnne. 282 15,050 15,332
Loans and advances to banks ...........cccceeveverivincenicceen 42,583 2,020 44,603
Loans and advances to customers... . 137,084 150,930 288,014
Financial iNVEStMENTS .........cccevriririreeieesse s 19,778 73,334 93,112
Other financial aSSetS........ccvvvivieirieiieireesee e 6,585 1,020 7,605
206,312 242,354 448,666
Liabilities
Deposits by Banks ... 35,248 5,784 41,032
CUSEOMET ACCOUNTS .....ovivivieiiiieete ettt 341,886 4,243 346,129
Financial liabilities designated at fair value .. 1,163 30,829 31,992
Debt securities in issue ..... 31,737 10,951 42,688
Other financial liabilities .. . 4,121 1,153 5,274
Subordinated Habilities ..........ccccevveivieiercisc e - 9,998 9,998
414,155 62,958 477,113
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At 31 December 2010

Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value............c.c.cccceervnneee. 556 14,911 15,467
Loans and advances to banks............ccccoevviiveevieieceiieins 54,356 2,671 57,027
Loans and advances to customers 140,227 144,991 285,218
Financial investments .................. 27,312 74,774 102,086
Other financial aSSetS.........ccvvveireiieriiericce e 5,070 1,360 6,430
227,521 238,707 466,228
Liabilities
Deposits by Banks ..........ccccocvvrrencieee e 48,686 (399) 48,287
CUStOMEr ACCOUNES ....cvvveieiiiecicieiesiee 338,438 5,685 344,123
Financial liabilities designated at fair value........................ 2,860 25,075 27,935
Debt SECUNITIES IN ISSUE ....cvevvrieireeieieee e 37,332 10,787 48,119
Other financial liabilities .. 4,627 1,159 5,786
Subordinated labilities ........cccccovveriierrircciee e 22 7,385 7,407
431,965 49,692 481,657
The bank
At 31 December 2011
Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value..............c.ccccoeoeune 4 4,591 4,595
Loans and advances to banks.............. 20,839 1,364 22,203
Loans and advances to customers . 94,973 115,588 210,561
Financial iNVEStMENTS .......cccovvevieeieeeesese e 10,441 31,799 42,240
Other financial @ssetS.........cccvvevveirieeireiieeeeee e 3,630 734 4,364
129,887 154,076 283,963
Liabilities
Deposits by Danks ... 28,495 3,829 32,324
CUSLOMET ACCOUNES ....vvveieriieeieeieee e 232,640 5,014 237,654
Financial liabilities designated at fair value .. . 1,025 21,836 22,861
Debt SECUFItIeS IN ISSUE ....cveveverieirieiecieieiee e 15,579 10,126 25,705
Other financial liabilities .........ccccvvveeieirvcecieirsee 2,307 406 2,713
Subordinated labilities ...........ccocovveveveieviiceeccec, - 9,893 9,893
280,046 51,104 331,150
At 31 December 2010
Due within Due after more than
one year one year Total
£m £m £m
Assets
Financial assets designated at fair value..............c.cccoevrunne 84 4,421 4,505
Loans and advances to banks....... 26,760 1,100 27,860
Loans and advances to customers . 99,035 109,513 208,548
Financial iNVEStMENTS .......c.covvveeeeiiriireeeeeree e 8,995 32,343 41,338
Other financial assetS.........cccvvvvveerieeceiieceeee e 2,561 1,076 3,637
137,435 148,453 285,888
Liabilities
Deposits by Danks ..o 38,514 359 38,873
CUSLOMEr ACCOUNES .....ecvvevierieeieieierieie ettt 224,655 6,140 230,795
Financial liabilities designated at fair value .. . 2,493 15,841 18,334
Debt SECUFItieS IN ISSUE ....cveveverieirieiecieieiee e 21,334 8,083 29,417
Other financial liabilities ............cccccevvveviievieecece, 2,334 583 2,917
Subordinated Habilities ...........cccccoveeviiiiicceecce - 7,562 7,562
289,330 38,568 327,898
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Further discussion of the group’s liquidity and funding management can be found in the Risk section of the Report of
the Directors.

Foreign exchange exposures

35

The group’s structural foreign currency exposure is represented by the net asset value of its foreign currency equity
and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates.

The group’s management of structural foreign currency exposures is discussed in the risk section in the Report of
Directors.

Net structural currency exposures
Currency of structural exposure

2011 2010

£m £m

BLUTO .ot ettt ettt ettt n ettt et et 11,927 12,313
US dollars....... 3,331 2,558
Swiss francs... 1,553 2,162
Turkish lira .... 1,011 1,194
Russian rouble .........cccooeveiviennnnne 166 166
Others, each less than £100 MITION .........coviiiiiicic s 191 221
10 | TP SRPPRPRTTRPRTPO 18,179 18,614

Assets charged as security for liabilities and collateral accepted as security for assets

36

Financial assets pledged to secure liabilities are as follows:

Group assets pledged at 31 December Bank assets pledged at 31 December

2011 2010 2011 2010

£m £m £m £m

Treasury bills and other eligible securities................... 440 532 - 29
Loans and advances to banks ..........c..cceevevevivciiiiennns 11,422 6,467 7,856 6,432
39,736 23,077 23,407 12,439

102,416 110,978 60,580 61,721

3,993 4,231 3,971 4,173

54 84 - _

158,061 145,369 95,814 84,794

These transactions are conducted under terms that are usual and customary to collateralised transactions, including,
where relevant, standard securities lending and repurchase agreements.

Collateral accepted as security for assets

The fair value of financial assets accepted as collateral that the group is permitted to sell or repledge in the absence of
default is £144,699 million (2010: £157,462 million) (the bank: 2011 £85,654 million; 2010 £83,643 million). The
fair value of any such collateral that has been sold or repledged is £84,228 million (2010: £93,643 million) (the bank:
2011 £33,581 million; 2010 £29,208 million). The group is obliged to return equivalent securities.

These transactions are conducted under terms that are usual and customary to standard securities borrowing and
reverse repurchase agreements.

Called up share capital and other equity instruments

Issued capital
HSBC Bank plc ordinary shares

Number £m
At 1 January 2011 796,969,107 797
SNAIES ISSUBH .....vevecviietiieieeiee sttt ettt sttt ettt b et ettt et et e st sesrene s e e s enserenes - -
At 31 DECEMDET 201L.....eimieiieceeeeeeee ettt ettt n st b aneean 796,969,107 797
AL 1 JANUANY 2010 ...t 796,969,107 797
SHATES ISSUBH ...vvvvveiieeeieiisie ettt sttt ee - —
At 31 DECEMDBET 2010 .....cuiiiiieeeieiriisieteieee sttt sa st ss st e e e s s sese e e s ssesenanens 796,969,107 797
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HSBC Bank plc preferred ordinary shares

Number £°000
At 1 January and 31 December 2011 .........cccviriririereeeeresesiseee e seenesenens 1 —
At 1 January and 31 December 2010........cccccuirriinirinieieee s 1 —

The preferred ordinary share ranks pari passu in all respects with the ordinary shares and with all other shares
expressed to rank pari passu therewith. It carries the same rights and is subject to the same limitations as the ordinary
shares but in addition the preferred ordinary share confers:

(i) on each and any distribution of profits by the bank on any class of share (other than the ordinary shares), the right
to receive, in priority to any other share, the first £100 of any amount so distributed; and

(ii) on any distribution on a winding-up of the bank (but not on any redemption, reduction or purchase of any share
capital), the right to receive out of the assets of the bank available for distribution, in priority to any other share, a
sum equal to the nominal amount of the preferred ordinary share and any premium paid on the issue thereof.

HSBC Bank plc non-cumulative third dollar preference shares

Number £°000
At 1 January and 31 December 2011 .........ccccocoirreeiiinneee e 35,000,000 172
At 1 January and 31 December 2010.........c.cceeriririneeeinsiseeseee e 35,000,000 172

The bank has no obligation to redeem the preference shares but may redeem them in part or in whole at any time,
with prior notification to the FSA. Dividends on the preference shares in issue are paid annually at the sole and
absolute discretion of the Board of Directors. The Board of Directors will not declare a dividend on the preference
shares in issue if payment of the dividend would cause the bank not to meet the capital adequacy requirements of the
FSA or the profit of the bank, available for distribution as dividends, is not sufficient to enable the bank to pay in full
both dividends on the preference shares in issue and dividends on any other shares that are scheduled to be paid on
the same date and have an equal right to dividends or if payment of the dividend is prohibited by the rights attached
to any class of shares in the capital of the bank, excluding ordinary shares. The preference shares in issue carry no
rights to conversion into ordinary shares of the bank. Holders of the preference shares in issue will be able to attend
any general meetings of shareholders of the bank and to vote on any resolution proposed to vary or abrogate any of
the rights attaching to the preference shares or any resolution proposed to reduce the paid up capital of the preference
shares. If the dividend payable on the preference shares in issue has not been paid in full for the most recent dividend
period or any resolution is proposed for the winding-up of the bank or the sale of its entire business then, in such
circumstances, holders of preference shares will be entitled to vote on all matters put to general meetings. In the case
of unpaid dividends the holders of preference shares in issue will be entitled to attend and vote at any general
meetings until such time as dividends on the preference shares have been paid in full, or a sum set aside for such
payment in full, in respect of one dividend period.

All shares in issue are fully paid.

HSBC Bank plc perpetual subordinated debt

£m
AL L JANUANY 2011 ..ottt bbb bbb h et h R bR R £ R R e R AR R R Rt h ettt h bt 1,750
DEDE FEPAIA™ ........ooo oottt (1750)
F N Lol 4y T 2 0 TR PPTTTTRTN -
At 1 January and 31 DECEMDET 2010........ccuiuiueurieriiirieeeieeeseseete e se e te s s et st tetese e e e sssbeses e e seebeseseseseasesesese e se et esetenenennas 1,750

1 In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt. At the same time, the bank issued
US dollar denominated perpetual subordinated debt of US$2,862 million to HSBC Holdings plc, which is included in ‘Subordinated
liabilities’.

Interest on HSBC Bank plc perpetual subordinated debt was paid quarterly at the sole and absolute discretion of the

Board of Directors. The perpetual subordinated debt could only be redeemed at the option of the bank and carried no

rights to conversion into ordinary shares of the bank.
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37 Notes on the cash flow statement

Non-cash items included in profit before tax

Depreciation, amortisation and impairment..............c........
Share-based payment expense ..................

Credit-related impairment losses.. .
Provisions raiSed ...........cocveericuiceierininieceiereese e
Impairment of INVESIMENTS ..........oceeiiirriceeece
Credit charge for defined benefit plans............ccccceevevrvennne
Accretion of discounts and amortisation of premiums.......

Change in operating assets

Change in prepayments and accrued income...........co.c.....
Change in net trading securities and net derivatives.
Change in loans and advances to banks................

Change in loans and advances to customers.......... .
Change in financial assets designated at fair value............
Change in Other aSSetS ........ccovireeirrneee e

Change in operating liabilities

Change in accruals and deferred income............ccccoeevviennne
Change in deposits by banks ...
Change in CUStOMEr aCCOUNTS ......cvovvrveeeeeeerireeieereesereeeas
Change in debt Securities in iSSUE .........ccccceverirerereernreninnns
Change in financial liabilities designated at fair value ......
Change in other liabilities...........ccccvvrvvrceierirree e

Cash and cash equivalents

Cash and balances at central banks ...........cccccoveevvieiirienne
Items in the course of collection from other banks .. .
Loans and advances to banks of one month or less ..........
Treasury bills, other bills and certificates of deposit less
than three MoNthS ........ccceeeiiiiricsece s
Less: items in the course of transmission to other banks...

Total cash and cash equivalents®............cc...coo.oerrverrnnnne.

The group The bank
2011 2010 2011 2010
£m £m £m £m
549 622 359 343
328 246 213 166
1,623 1,952 1,109 1,614
630 202 522 95
18 8 7 156
(219) (432) (255) 208
161 239 1 (367)
3,090 2,837 1,956 2,215
The group The bank
2011 2010 2011 2010
£m £m £m £m
631 (214) 308 (294)
17,430 22,388 18,628 (1,260)
6,365 1,229 6,787 (5,783)
(2,601) (10,482) (2,392) (1,205)
122 951 (90) 2,087
(1,015) 3,353 (250) 932
20,932 17,225 22,991 (5,523)
The group The bank
2011 2010 2011 2010
£m £m £m £m
(440) 214 (186) 103
(7,255) (9,443) (6,549) (473)
2,006 11,232 7,053 7,152
(5,418) 8,974 (3,712) 14,781
4,057 9,770 4,527 7,659
(1,298) 121 (100) (488)
(8,348) 20,868 1,033 28,734
The group The bank
2011 2010 2011 2010
£m £m £m £m
56,460 24,495 44,967 22,357
1,663 1,932 908 1,030
47,497 53,557 27,109 26,086
3,974 7,432 2,818 2,463
(1,154) (1,411) (446) (577)
108,440 86,005 75,356 51,359

1 Total cash and cash equivalents include the following amounts that are not available for use by the group: Nil held by foreign
subsidiaries and subject to foreign exchange control restrictions (2010: nil); and £1,335 million subject to other restrictions (2010:

£1,459 million).

Total interest paid by the group during the year was £5,044 million (2010: £4,062 million). Total interest received by
the group during the year was £13,200 million (2010: £12,401 million). Total dividends received by the group during

the year were £234 million (2010: £259 million).
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38 Contingent liabilities, contractual commitments and guarantees

The group The bank
2011 2010 2011 2010
£m £m £m £m
Guarantees and other contingent liabilities
GUANANEEES ..ottt 17,510 17,324 10,883 11,293
Other contingent liabilities .... 88 32 60 -
17,598 17,356 10,943 11,293
Commitments'
Documentary credits and short-term trade-related transactions ....... 2,436 1,809 1,160 725
Forward asset purchases and forward deposits placed............c......... 21 19 - -
Undrawn formal standby facilities, credit lines and other
COMMItMENTS 10 1NG? ...vvevvoeeeriereeseeeees s neeeenes 118,424 112,215 80,641 82,191
120,881 114,043 81,801 82,916

1 Excluding capital commitments, which are separately disclosed below.
2 Based on original contractual maturity.

The table above discloses the nominal principal amounts of commitments, guarantees and other contingent liabilities.
They are mainly credit-related instruments which include both financial and non-financial guarantees and
commitments to extend credit. Nominal principal amounts represent the amounts at risk should contracts be fully
drawn upon and clients default. As a significant portion of guarantees and commitments is expected to expire without
being drawn upon, the total of these nominal principal amounts is not representative of future liquidity requirements.

Contingent liabilities arising from litigation against the group are disclosed in Note 40.

Financial Services Compensation Scheme

The Financial Services Compensation Scheme (‘FSCS’) has provided compensation to consumers following the
collapse of a number of deposit takers. The compensation paid out to consumers is currently funded through loans
from the Bank of England and HM Treasury. The bank could be liable to pay a proportion of the outstanding
borrowings that the FSCS has borrowed from HM Treasury which at 31 December 2011 stood at approximately
£18.5 billion. Currently, the Management Expenses Levy paid by the bank represents its share of the interest on these
borrowings.

The interest rate to be applied on HM Treasury loans for the period from 1 April 2012, on which the Management
Expenses Levy for Scheme Year 2012/2013 will be based, has yet to be formally agreed by FSCS and HM Treasury.
The bank's accrual for the Scheme Year 2012/2013 levy is based on an estimated funding rate which considers rates
levied in prior years as well as previous public announcements.

The accrual at 31 December 2011 reflects an estimate of £56 million in respect of expected Management Expenses
Levy due in Scheme Year 2012/2013. However until negotiations are complete and the funding rate is finalised there
exists the possibility that the levy for Scheme Year 2012/2013 will be based on a higher rate and that the bank's
liability will be consequently higher. In addition, an agreement by the FSCS not to charge Compensation Cost Levy
for three years is also at an end and there exists the possibility that compensation for losses suffered could be levied
in Scheme Year commencing 1 April 2012.

The ultimate FSCS levy to the industry as a result of the collapses cannot currently be estimated reliably as it is
dependent on various uncertain factors including the potential recoveries of assets by the FSCS and changes in the
interest rate and level of protected.

Guarantees

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
within the group. These guarantees are generally provided in the normal course of the group’s banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which the group could
be required to make at 31 December, were as follows:
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The group

At 31 December 2010
Guarantees by the

At 31 December 2011
Guarantees by

Guarantees in the group in Guarantees in  group in favour of
favour of third favour of other  favour of third other Group
parties  Group entities parties entities
£m £m £m £m

Guarantee type
Financial QUarantees® ..........cocoovvoeveeeveoeeeerreeeeseessessessessssiennes 9,060 1,458 12,184 1,024
Credit-related SUDSHIIULES? ...........cc..vveceeecerecreeeeneeeeeeeee e 1,825 67 1,317 264
Other QUATANTEES ......vcveveeereriririereieiesisesieeeesessssesesesesssseseseeseens 5,156 32 2,523 44
TOLAL o e 16,041 1,557 16,024 1,332

The bank

At 31 December 2011 At 31 December 2010

Guarantees in

Guarantees by
the bank in

Guarantees in

Guarantees by the
bank in favour of

favour of  favour of other  favour of third other Group
third parties ~ Group entities parties entities
£m £m £m £m

Guarantee type
Financial guarantee CONtracts’ ...........cocoerverveereeereeenrenreereeis 5,451 2,320 7,391 2,240
Credit-related substitutes?.... . 444 316 937 66
Other QUATANTEES ......veveveriireeisieierereiseseseeeesesesse e sesesesenns 2,336 76 184 475
TOLAl et 8,231 2,712 8,512 2,781

1 Financial guarantees contracts are contracts that require the issuer to make specified payments to reimburse the holder for a loss
incurred because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt
instrument. The amounts in the above table are nominal principal amounts.

2 Credit related guarantees are contracts that have similar features to financial guarantee contracts but fail to meet the strict definition
of a financial guarantee contract under IAS 39.

The amounts disclosed in the above table reflect the group’s maximum exposure under a large number of individual
guarantee undertakings. The risks and exposures arising from guarantees are captured and managed in accordance
with the group’s overall credit risk management policies and procedures. Guarantees with terms of more than one
year are subject to the group’s annual credit review process.

Other commitments

In addition to the commitments disclosed above, at 31 December 2011 the group had contractual commitments to
purchase, within one year, land and buildings and other fixed assets from a number of suppliers for a value of £5
million (2010: £4 million).

The group had no contingent liabilities or commitments in relation to joint ventures or associates, incurred jointly or
otherwise.
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39 Lease commitments

Finance lease commitments

The group leases land and buildings (including branches) and equipment from third parties under finance lease
arrangements to support its operations.

2011 2010
Total future Total future

minimum Interest Present ~ minimum Interest Present

payments charges value payments charges value

£m £m £m £m £m £m

No later than ONe YEar ...........cccccevvvniniiicicieieenas 8 8) - 12 (12) 1
Later than one year and no later than five years ............ 56 (54) 2 53 (51) 2
Later than five Years ........cccocovveiernrveeierensee s 227 (60) 167 242 (74) 168
291 (122) 169 307 (136) 171

At 31 December 2011 future minimum sublease payments of £267 million (2010: £281 million) were expected to be
received under non-cancellable subleases at the balance sheet date.

Operating lease commitments

At 31 December 2011, the group was obligated under a number of non-cancellable operating leases for properties,
plant and equipment for which the future minimum lease payments extend over a number of years.

Land and buildings

2011 2010
£m £m

Future minimum lease payments under non-cancellable operating leases expiring
NO 1ater tNAN ONE YEAL ....cuiiiiiciiee ettt bbbt 193 189
Later than one year and no later than five years 685 680
Later than fIVE YEAS ......ccviiriieiecieiesi ettt ne et nenene 1,143 1,213
2,021 2,082

In 2011, £164 million (2010: £162 million) was charged to ‘General and administrative expenses’ in respect of lease
and sublease agreements, all of which related to minimum lease payments.

Finance lease receivables

HSBC leases a variety of assets to third parties under finance leases, including transport assets (such as aircraft),
property and general plant and machinery. At the end of lease terms, assets may be sold to third parties or leased for
further terms. Lessees may participate in any sales proceeds achieved. Lease rentals arising during the lease terms
will either be fixed in quantum or be varied to reflect changes in, for example, tax or interest rates. Rentals are
calculated to recover the cost of assets less their residual value, and earn finance income.

2011 2010
Total future Total future
minimum Interest Present ~ minimum Interest Present
payments charges value payments charges value
£m £m £m £m £m £m
Lease receivables
No later than ONe YEar ...........cccccevvvneiriccecerneens 1,165 (132) 1,033 1,049 (138) 911
Later than one year and no later than five years 3,193 (495) 2,698 2,938 (438) 2,500
Later than five Years .........ccccccovvveieinnnccenn 2,486 (637) 1,849 2,766 (762) 2,004
6,844 (1,264) 5,580 6,753 (1,338) 5,415

At 31 December 2011, unguaranteed residual values of £117 million (2010: £114 million) had been accrued, and the
accumulated allowance for uncollectible minimum lease payments receivable amounted to £12 million (2010: £2
million).

In 2011, £35 million (2010: £42 million) was received as contingent rents and recognised in the income statement.
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Operating lease receivables

The group leases a variety of different assets to third parties under operating lease arrangements, including property,
aircraft and general plant and machinery.

Equipment
2011 2010
£m £m
Future minimum lease payments under non-cancellable operating leases expiring
NO [ATEN AN ONE YEAN .....c.eeiiii et 11 10
Later than one year and no later than five years 25 14
Later than fIVE YEAIS .......ccciiirieieeee et - 1
36 25

In 2011, nil (2010: nil) was received as contingent rents and recognised in ‘Other operating income’.

Legal proceedings and regulatory matters

The bank is party to legal proceedings, investigations and regulatory matters in a number of jurisdictions arising out
of its normal business operations. Apart from the matters described below, the bank considers that none of these
matters is material, either individually or in the aggregate. The bank recognises a provision for a liability in relation
to these matters when it is probable that an outflow of economic benefits will be required to settle an obligation
which has arisen as a result of past events, and for which a reliable estimate can be made of the amount of the
obligation. While the outcome of these matters is inherently uncertain, management believes that, based on the
information available to it, appropriate provisions have been made in respect of legal proceedings as at 31 December
2011.

Bernard L. Madoff Investment Securities LLC

In December 2008, Bernard L. Madoff (‘Madoff’) was arrested for running a Ponzi scheme and a trustee was
appointed for the liquidation of his firm, Bernard L. Madoff Investment Securities LLC (‘Madoff Securities’), an
SEC-registered broker-dealer and investment adviser. Since his appointment, the trustee has been recovering assets
and processing claims of Madoff Securities customers. Madoff subsequently pleaded guilty to various charges and is
serving a 150 year prison sentence. He has acknowledged, in essence, that while purporting to invest his customers’
money in securities and, upon request, return their profits and principal, he in fact never invested in securities and
used other customers’ money to fulfil requests for the return of profits and principal. The relevant US authorities are
continuing their investigations into his fraud, and have brought charges against others, including certain former
employees and the former auditor of Madoff Securities.

Various non-US HSBC companies provided custodial, administration and similar services to a number of funds
incorporated outside the US whose assets were invested with Madoff Securities. Based on information provided by
Madoff Securities, as at 30 November 2008, the purported aggregate value of these funds was US$8.4bn, an amount
that includes fictitious profits reported by Madoff. Based on information available to HSBC to date, we estimate that
the funds’ actual transfers to Madoff Securities minus their actual withdrawals from Madoff Securities during the
time that HSBC serviced the funds totalled approximately US$4bn.

Plaintiffs (including funds, fund investors, and the Madoff Securities trustee) have commenced Madoff-related
proceedings against numerous defendants in a multitude of jurisdictions. Various HSBC companies have been named
as defendants in suits in the US, Ireland, Luxembourg, and other jurisdictions. Certain suits (which included four US
putative class actions) allege that the HSBC defendants knew or should have known of Madoff’s fraud and breached
various duties to the funds and fund investors.

In July 2010, the US District Court Judge overseeing a putative class action in the Southern District of Florida
dismissed all claims against the HSBC defendants for lack of personal jurisdiction and on forum non-conveniens
grounds. In August 2011, the US Court of Appeals for the Eleventh Circuit affirmed the dismissal.

In November 2011, the US District Court Judge overseeing three related putative class actions in the Southern
District of New York dismissed all claims against the HSBC defendants on forum non conveniens grounds, but
temporarily stayed this ruling as to one of the actions against the HSBC defendants — the claims of investors in
Thema International Fund plc — in light of a proposed amended settlement agreement, pursuant to which, subject to
various conditions, the HSBC defendants had agreed to pay from US$52.5m up to a maximum of US$62.5m. In
December 2011, the court lifted this temporary stay and dismissed all remaining claims against the HSBC
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defendants, and declined to consider preliminary approval of the settlement. In light of the court’s decisions, HSBC
has terminated the settlement agreement. The Thema plaintiff contests HSBC’s right to terminate. Plaintiffs in all
three actions have filed notices of appeal to the US Court of Appeals for the Second Circuit.

In December 2010, the Madoff Securities trustee commenced suits against various HSBC companies in the US
Bankruptcy Court and in the English High Court. The US action (which also names certain funds, investment
managers, and other entities and individuals) sought US$9bn in damages and additional recoveries from HSBC and
the various co-defendants. It sought damages against HSBC for allegedly aiding and abetting Madoff’s fraud and
breach of fiduciary duty. In July 2011, after withdrawing the case from the Bankruptcy Court in order to decide
certain threshold issues, the US District Court Judge dismissed the trustee’s various common law claims on the
grounds that the trustee lacks standing to assert them. In December 2011, the District Court issued an order that
allowed the trustee to immediately appeal that ruling and the trustee has filed a notice of appeal.

The District Court returned the remaining claims to the US Bankruptcy Court for further proceedings. Those claims
seek, pursuant to US bankruptcy law, recovery of unspecified amounts received by HSBC from funds invested with
Madoff, including amounts that HSBC received when it redeemed units HSBC held in the various funds. HSBC
acquired those fund units in connection with financing transactions HSBC had entered into with various clients. The
trustee’s US bankruptcy law claims also seek recovery of fees earned by HSBC for providing custodial,
administration and similar services to the funds. In September 2011, certain non-HSBC defendants moved again to
withdraw the case from the Bankruptcy Court. Those withdrawal motions are currently pending before the District
Court.

The trustee’s English action seeks recovery of unspecified transfers of money from Madoff Securities to or through
HSBC, on the ground that the HSBC defendants actually or constructively knew of Madoff’s fraud. HSBC has not
been served.

Between October 2009 and July 2011, Fairfield Sentry Limited and Fairfield Sigma Limited (‘Fairfield’), funds
whose assets were directly or indirectly invested with Madoff Securities, commenced multiple suits in the British
Virgin Islands (‘BVI’) and the US against numerous fund shareholders, including various HSBC companies that
acted as nominees for clients of HSBC’s private banking business and other clients who invested in the Fairfield
funds. The Fairfield actions seek restitution of amounts paid to the defendants in connection with share redemptions,
on the ground that such payments were made by mistake, based on inflated values resulting from Madoff’s fraud, and
some actions also seek recovery of the share redemptions under BVI insolvency law. The actions in the US are
currently stayed in the Bankruptcy Court while plaintiffs pursue an appeal of a decision that reversed the Bankruptcy
Court’s denial of defendants’ motions to remand or abstain and pending developments in related appellate litigation
in the BVI.

There are many factors which may affect the range of possible outcomes, and the resulting financial impact, of the
various Madoff-related proceedings, including but not limited to the circumstances of the fraud, the multiple
jurisdictions in which the proceedings have been brought and the number of different plaintiffs and defendants in
such proceedings. For these reasons, among others, it is not practicable at this time for HSBC to estimate reliably the
aggregate liabilities, or ranges of liabilities, that might arise as a result of all such claims but they could be
significant. In any event, HSBC considers that it has good defences to these claims and will continue to defend them
vigorously.

Investigations into the setting of London interbank offered rates and European interbank offered
rates

Various regulators and competition and enforcement authorities around the world including in the UK, the US and
the EU, are conducting investigations related to certain past submissions made by panel banks in connection with the
setting of London interbank offered rates (‘LIBOR’) and European interbank offered rates. As certain HSBC entities
are members of such panels, HSBC and/or its subsidiaries have been the subject of regulatory demands for
information and are cooperating with their investigations. In addition, HSBC and other panel banks have been named
in putative class action lawsuits filed by private parties in the US with respect to the setting of US dollar LIBOR.
Based on the facts currently known, it is not practicable at this time for HSBC to predict the resolution of these
regulatory investigations or putative class action lawsuits, including the timing and potential impact, if any, on
HSBC.
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US Regulatory Investigations

Various HSBC Group companies are co-operating in ongoing investigations by the US Department of Justice and the US
Internal Revenue Service regarding whether certain Group companies acted appropriately in relation to certain customers
who had US tax reporting requirements. HSBC continues to cooperate in ongoing investigations by the US Securities and
Exchange Commission in relation to compliance with securities laws.

HSBC continues to cooperate with an investigation by the US Senate Permanent Subcommittee on Investigations relating to
compliance with US tax and securities laws.

HSBC is co-operating in ongoing investigations by the US Department of Justice, the New York County District Attorney’s
Office, the Office of Foreign Asset Control (‘OFAC’), the Federal Reserve and the Office of the Comptroller of the
Currency regarding historical transactions involving Iranian parties and other parties subject to OFAC economic sanctions.

Based on the facts currently known, it is not practicable at this time for HSBC to determine the terms on which the ongoing
investigations will be resolved, or the timing of such resolution, or for HSBC to estimate reliably the amounts or range of
possible amounts of any fines and/or penalties which could be significant.

Related party transactions

The ultimate parent company of the group is HSBC Holdings plc, which is incorporated in England.
Copies of the Group financial statements may be obtained from the following address:

HSBC Holdings plc
8 Canada Square
London

E14 5HQ

The group’s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for HSBC employees, Key Management Personnel, close family members of Key Management
Personnel and entities which are controlled or jointly controlled by Key Management Personnel or their close family
members.

(a) Transactions with Directors and other Key Management Personnel

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of HSBC Bank plc and the group and includes members of the Boards of Directors of
HSBC Bank plc and HSBC Holdings plc and Group Managing Directors of HSBC Holdings plc.

Compensation of Key Management Personnel

The following represents the compensation paid to the Key Management Personnel of the bank in exchange for
services rendered to the bank.

2011 2010"
£000 £000
Short-term employee DENETILS .........oouieiiiiice e, 3,090 2,173
Post-employment benefits 203 -
Other long-term benefits ...... 947 122
Termination benefits ............ - -
Share-based PAYMENTS .........oceiiiiee bbb 4,222 2,724
8,462 5,019

1 2010 figures have been restated to reflect services rendered during the year in respect of deferred awards made under HSBC's
remuneration policy.
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Shareholdings and options of Directors and other Key Management Personnel

Balance at Balance at
31 December 2011 31 December 2010
Number of options over HSBC Holdings plc ordinary shares held by Directors and
other key management personnel under employee share plans ... 630,044 688,652
Number of HSBC Holdings plc shares held by Directors and other key management
Personnel DENEFICIANIY ..........cciiiiiieii s 16,227,279 14,552,607

Transactions, arrangements and agreements including Directors and other Key Management Personnel

The table below sets out transactions which fall to be disclosed under 1AS 24 ‘Related Party Disclosures’ between

the group and Key Management Personnel.

2011 2010

Highest balance Balance at  Highest balance Balance at
during the year' 31 December®  during the year® 31 December*
£000 £000 £000 £000

Key Management Personnel?
LOBNS .viviiiieciieiieee ettt 181,846 158,196 1,217,401 700,616
Credit CArUS ..ot 881 298 8,798 319
GUATANTEES ..ottt st e s ns 43,920 31,036 19,904 17,512

1  Thedisclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

2 Includes the Key Management Personnel of both the bank and its parent company, HSBC Holdings plc, close family members of Key
Management Personnel, and entities which are controlled or jointly controlled by Key Management Personnel or their close family

members.

The above transactions were made in the ordinary course of business and on substantially the same terms, including
interest rates and security, as for comparable transactions with persons of a similar standing or, where applicable,
with other employees. The transactions did not involve more than the normal risk of repayment or present other

unfavourable features.

Transactions with Directors: Advances, Credits and Guarantees (Companies Act 2006)

In addition to the requirements of 1AS 24, particulars of advances (loans and quasi-loans), credits and guarantees
entered into by HSBC Bank plc and its subsidiaries with Directors of HSBC Bank plc are required to be disclosed
pursuant to section 413 of the Companies Act 2006. Under the Companies Act there is no requirement to disclose
transactions with the Key Management Personnel of the bank’s parent company, HSBC Holdings plc.

The table below sets out transactions which fall to be disclosed under section 413 of Companies Act 2006.

The group
Balance at Balance at
31 December 2011 31 December 2010
£000 £000
Directors
LLOBINS .ottt bt h ettt b et e b e beeteeaeereeReere et et e b e nrenrene e 8,582 10,271
CrEAIt CAIUS ....vvivieieictecee ettt ettt e b s e se b e b etesbesesbeneaaenes 91 65

No guarantees were issued in favour of Directors during 2011 (2010: £nil).
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(b) Transactions with other related parties

Associates and joint ventures

The group
2011 2010
Highest balance Balance at Highest balance Balance at
during the year' 31 December' during the year’ 31 December*
£m £m £m £m
Amounts due from joint ventures — unsubordinated ............cc.c...... 208 204 208 208
Amounts due from associates — unsubordinated ..... . 25 25 45 25
AmouNts due to JOINt VENTUIES..........ceeriririririeeeerieiee e 2 2 8 2
AMOUNES dUE t0 8SSOCTALES.......c.veveereeirieirieteiee et 1 1 - -

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The bank
2011 2010

Highest balance Balance at  Highest balance Balance at
during the year' 31 December®  during the year’ 31 December*
£m £m £m £m
Amounts due from joint ventures — unsubordinated ... 208 204 208 208
Amounts due from associates — unsubordinated...... . 25 25 45 25
Amounts due t0 JOINE VENTUIES.......cccovrvevrveereriiriseserereseseeeeeeaseses - - - -
AMOUNLS dUE 0 ASSOCIALES........cueevieieieriiririrteeeeiris e 1 1 - -

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

Transactions of the group with HSBC Holdings plc and fellow subsidiaries of HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Holdings plc.

2011 2010
Highest balance Balance at  Highest balance Balance at
during the year® 31 December®  during the year* 31 December*
£m £m £m £m
Assets
Trading @SSELS ....vvviiiccicicieree e 36 9 567 36
Financial assets designated at fair value...........c.coceoeoveinniniciinnn, 27 25 26 26
Loans and advances t0 CUSLOMENS.........ccveveveirrrenieieiiniseeieeenenean, 465 270 228 -
Financial iNVESIMENTS ........cccvriiiririeeiireeeee e 75 28 78 74
Liabilities
Trading HabilIES .......coveeiiecicieri e, 16 16 17 16
Deposits by Danks ... 236 - 35 -
CUSEOMEF ACCOUNTES ......vveeiireiieteee ittt 7,318 6,857 8,693 7,318
Subordinated amouNts dUE..........c.ceeverivveeiieiiceecee e 4,452 4,452 - -
GUAIANTEES. ...ttt bbbt - - - -
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For the year ended
31 December 2011

£m
Income Statement
INEETEST INCOME ...ttt 2
Interest expense .. 148
FEE INCOME ..ottt bbbt 1
DIVIAENT INCOME .....oiiiiiiiiteceie bbb 2
Trading income ......... 9
Other operating income 12
General and adminiStrative EXPENSES ........coriiiieeuiieieieiiiiiietieerrese e ebesneea 81

For the year ended
31 December 2010

£m

(39)
111

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

In March 2011, the bank repaid to HSBC Holdings plc £1,750 million of perpetual subordinated debt. At the same
time, the bank issued US dollar denominated perpetual subordinated debt of US$2,862 million to HSBC Holdings
plc. Interest on this debt is payable quarterly at prevailing market rates.

Transactions detailed below include amounts due to/from fellow subsidiaries of HSBC Holdings plc

Assets

Trading aSSetS.......coovvveveerierrireeeiirreeenes

Derivatives

Financial assets designated at fair value
Loans and advances to banks
Loans and advances to customers
Financial investments

Liabilities

Trading liabilities.........ccccoovvvciiiinne
Financial liabilities designated at fair value

Deposits by banks
Customer accounts

DErVALIVES ...ovvveeeeeiesiece s

GUAANTEES ....oveveveciisiiseeee e

2011 2010
Highest Highest

balance during Balance at the balance during Balance at the
the year* year end* the year® year end’
£m £m £m £m
11,736 5,887 9,653 5,384
40,658 21,059 360,117 14,424
14 10 12 11
8,757 8,757 6,832 6,150
3,348 2,398 2,758 961
7,445 7,229 6,120 5,295
20,055 11,853 17,299 12,362
34 32 35 34
6,384 5,445 6,061 5,599
2,855 1,038 2,576 1,365
39,578 20,521 330,808 14,784
1,171 1,131 1,171 1,171

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to

represent transactions during the year.

For the year ended
31 December 2011

£m
Income Statement
INEETEST INCOME ... 134
INEEIESE EXPEINSE ...ttt r e nr et ens 111
FEE INCOME ..o 122
Fee expense ... 231
Trading income ......... 60
Other operating income 84
General and adminiStratiVe EXPENSES ......ccovrueueeerireriririeereeisesieie ettt 355

For the year ended
31 December 2010
£m

141
99
93

210
48

4

201

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,

including interest rates and security, as for comparable transactions with third party counterparties.
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Transactions between HSBC Bank plc and its subsidiaries, HSBC Holdings plc and fellow subsidiaries of
HSBC Holdings plc

Transactions detailed below include amounts due to/from HSBC Bank plc and its subsidiaries.

2011 2010
Highest Highest
balance during Balance at the balance during Balance at the
the year* year end’ the year year end’
£m £m £m £m
Assets

Trading @SSetS.......cveeirirerieieieririeiresie e 26,035 18,291 23,756 16,245
Derivatives .......coeeveevrisieecieiesieenns 20,486 20,486 25,580 14,897
Financial assets designated at fair value. 77 - 87 77
Loans and advances to banks.............. 8,287 5,903 10,157 8,287
Loans and advances to CUStOMETS.............cceveee. 21,031 17,764 21,307 20,425
Financial investments ..........ccccocoevvveveicicecnennn. 3,309 2,522 3,309 3,309

Liabilities
Trading liabilities ......cccocovviieeeieiceees 16,305 14,092 21,946 9,244
Deposits by banks ... 12,454 11,326 12,918 10,906
CUStOMEr ACCOUNIS ....cvvereeieieie et 8,909 6,887 11,243 7,085
Derivatives 15,877 15,877 22,495 11,597
Subordinated amounts due............ccccceevevevvierienns - - - -
GUANANTEES ..ottt 1,284 1,271 1,896 1,273

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

In November 2011, the bank acquired £2.5 billion of French and £0.6 billion of Belgian sovereign debt from HSBC
France. These debt securities were acquired, together with related hedging arrangements, at an arm's length fair value
and are reported as available-for-sale by the bank. The securities continue to be reported as ‘trading assets' within the
group's statement of financial position and the transfer had no impact on the group's financial performance for the
year.

Transactions detailed below include amounts due to/from HSBC Bank plc and HSBC Holdings plc.

2011 2010
Highest Highest
balance during Balance at the balance during Balance at the
the year* year end* the year* year end*
£m £m £m £m
Assets

Trading aSSEtS ....vcveveerirerireeeereseseeeeereereseseenens 36 9 567 36
Loans and advances to CUStOMETS .............cc.ve... 464 269 228 -

Liabilities
Trading liabilities ... 16 16 17 16
Deposits by banks ... - - 35 -
Customer accounts ........... 7,541 6,292 8,378 7,541
Subordinated amounts due............ccccceeveveviierienens 4,452 4,452 - -

GUATANTEES ..ot - - - -

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

In December 2010, the bank received two guarantees from HSBC Holdings plc in respect of monies owing to the
bank by its structured investment conduits (‘SICs’). The first guarantee renewed an existing contract and covers due
but unpaid monies owed by the bank’s principal SIC, Solitaire, up to a maximum amount of US$16 billion, to the
extent that unpaid liabilities exceed US$1 billion. A second guarantee covers losses on unpaid monies owed by the
bank’s other SICs, Mazarin, Barion and Malachite, up to a maximum amount of US$22 billion, to the extent that
unpaid liabilities exceed US$200 million.
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The bank pays no fee to its parent company for the provision of these guarantees.

Transactions detailed below include amounts due to/from HSBC Bank plc and fellow subsidiaries of HSBC

2011 2010
Highest balance Balance at the  Highest balance Balance at the
during the year* year end'  during the year year end*
£m £m £m £m
Assets
Trading @SSELS.....c.cvivreerereiirrieieee s 11,291 5,869 9,081 5,138
Derivatives 20,854 18,779 17,496 14,030
Loans and advances to banks...........cccoerrrienininncnnnens 5,065 5,026 5,408 4,096
Loans and advances t0 CUStOMENS.........cccvvvevrerviereeeeas 3,202 2,211 2,052 864
Liabilities
Trading liabilities .......cccovvvrrieiriieeeee e 19,598 11,575 16,813 11,949
Deposits by banks ... 5,274 4,135 4,798 4,351
CUSEOMEr ACCOUNIES ...t 2,513 868 2,198 557
DErIVALIVES ....vevvieeice e 20,241 18,819 17,327 14,577
GUATANTEES ....e.eeveeeeeeieeeeie ettt ene s 988 988 969 969

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

Pension funds

At 31 December 2011, fees of £8 million (2010: £6 million) were earned by group companies for management
services related to the group’s pension funds held under management. The group’s pension funds had placed deposits
of £761 million (2010: £1,163 million) with its banking subsidiaries.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

The HSBC Bank (UK) Pension Scheme (the ‘Scheme”) entered into swap transactions with the bank to manage the
inflation and interest rate sensitivity of the liabilities. At 31 December 2011, the gross notional value of the swaps
was £16,056 million (2010: £14,686 million), the swaps had a negative fair value of £3,591 million to the bank
(2010: negative fair value of £1,400 million) and the bank had delivered collateral of £4,451 million (2010: £2,136
million) to the Scheme in respect of these swaps. All swaps were executed at prevailing market rates and within
standard market bid/offer spreads.

In order to satisfy diversification requirements, the Trustee has requested special collateral provisions for the swap
transactions between the bank and the Scheme. The collateral agreement stipulates that the Scheme never posts
collateral to the bank. Collateral is posted to the Scheme by the bank at an amount that the Trustee is highly confident
would be sufficient to replace the swaps in the event of default by the bank. Under the terms of the agreement,
increases in collateral when required, are posted by the bank on a daily basis and any reductions of collateral are
repaid to the bank on a monthly basis.

With the exception of the special collateral arrangements detailed above, all other aspects of the swap transactions
between the bank and the Scheme are on substantially the same terms as comparable transactions with third party
counterparties.

In June 2010, the Scheme used a special contribution by the bank of £1,760 million, which was made to accelerate
the reduction of the deficit of the Scheme, to acquire debt securities from the bank in a transaction at an arm’s length
value determined by the Scheme’s independent third party advisors.

In December 2011, the bank made a US$286 million (£184 million) special contribution to the Scheme. Following
the contribution, the Scheme purchased asset-backed securities from the group at an arm’s length value determined
by the Scheme’s independent third party advisors.
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Purchase of HSBC International Trustee Limited

In July 2011, the group purchased HSBC International Trustee Limited from HSBC Bank Bermuda Limited, for a
cash consideration of £139m.

Purchase of non-controlling interests

In November 2011, the group purchased the non-controlling interest in HSBC Investment Holdings (Guernsey)
Limited which was owned by HSBC International Finance Corporation (Delaware), an indirect subsidiary of HSBC
Bank USA, National Association, for a cash consideration of £45m.

In June 2010, the group purchased the non-controlling interest in HSBC Europe B.V. which was owned by HSBC
Holdings (Luxembourg) S.A., a direct subsidiary of HSBC Overseas Holdings (UK) Limited, for a cash
consideration of £176m.

Events after the balance sheet date

A second interim dividend for 2011 of £200 million to shareholders of the parent company was declared by the
Directors after 31 December 2011.
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