HSBC HOLDINGS PLC

Statement of Directors’ Responsibilities in relation to Financial Statements

The following statement, which should be read in conjunction with the Auditors’ statement of their responsibilities
set out in their report on pages 291 and 292, 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
Holdings and its subsidiaries (the ‘Group’) and holding company financial statements for HSBC Holdings (the
‘parent company’) 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 parent company financial statements on the same basis.

The Directors are also required to present additional information for US Shareholders. Accordingly these
financial statements are framed to meet both UK and US requirements to give a consistent view to all shareholders.

The Group and parent company financial statements are required by law and IFRSs as adopted by the EU to
present fairly the financial position of the Group and the parent company and the performance for that period; the
Companies Act 1985 provides in relation to such financial statements that references in the relevant part of that Act
to financial statements giving a true and fair view are references to their achieving a fair presentation.

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 the 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 parent company and enable them to ensure that its
financial statements comply with the Companies Act 1985.

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.

Under applicable law and regulations, the Directors also have responsibility for preparing a Directors’ Report,
Directors” Remuneration Report and the Corporate Governance statement on pages 248 to 289 that comply with that
law and those regulations.

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

On behalf of the Board 5 March 2007

R G Barber, Secretary
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HSBC HOLDINGS PLC

Independent Auditor’s Report to the Members of HSBC Holdings plc

We have audited the Group and parent company financial statements (the ‘financial statements’) of HSBC Holdings
plc for the year ended 31 December 2006 which comprise the Group Income Statement, the Group and parent
Company Balance Sheets, the Group and parent Cash Flow Statements, the Group Statement of Recognised Income
and Expense, the Company Statement of Changes in Equity and the related notes. These financial statements have
been prepared under the accounting policies set out therein. We have also audited the information in the Directors’
Remuneration Report that is described as having been audited.

This report is made solely to the company’s members, as a body, in accordance with section 235 of the
Companies Act 1985. Our audit work has been undertaken so that we might state to the company’s members those
matters we are required to state to them in an auditor’s 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 company and the company’s members as
a body, for our audit work, for this report, or for the opinions we have formed.

Respective responsibilities of directors and auditors

The directors’ responsibilities for preparing the Annual Report, the Directors Remuneration Report and the financial
statements in accordance with applicable law and International Financial Reporting Standards (IFRSs) as adopted by
the EU are set out in the Statement of Directors’ Responsibilities on page 290.

Our responsibility is to audit the financial statements and the part of the Directors’ Remuneration Report to be
audited in accordance with relevant legal and regulatory requirements and International Standards on Auditing (UK
and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and whether the
financial statements and the part of the Directors’ Remuneration Report to be audited have been properly prepared in
accordance with the Companies Act 1985 and, as regards the group financial statements, Article 4 of the [AS
Regulation. We also report to you whether in our opinion the information given in the Directors’ Report is consistent
with the financial statements.

In addition we report to you if, in our opinion, the company has not kept proper accounting records, if we have
not received all the information and explanations we require for our audit, or if information specified by law
regarding directors’ remuneration and other transactions is not disclosed.

We review whether the Corporate Governance Statement reflects the company’s compliance with the nine
provisions of the 2003 Combined Code specified for our review by the Listing Rules of the Financial Services
Authority, and we report if it does not. We are not required to consider whether the board’s statements on internal
control cover all risks and controls, or form an opinion on the effectiveness of the group’s corporate governance
procedures or its risk and control procedures.

We read the other information contained in the Annual Report and Accounts 2006 and consider whether it is
consistent with the audited financial statements. We consider the implications for our report if we become aware of
any apparent misstatements or material inconsistencies with the financial statements. Our responsibilities do not
extend to any other information.

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) issued by the
Auditing Practices Board. An audit includes examination, on a test basis, of evidence relevant to the amounts and
disclosures in the financial statements and the part of the Directors’ Remuneration Report to be audited. It also
includes an assessment of the significant estimates and judgments made by the directors in the preparation of the
financial statements, and of whether the accounting policies are appropriate to the group’s and company’s
circumstances, consistently applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary in order to provide us with sufficient evidence to give reasonable assurance that the financial statements
and the part of the Directors’ Remuneration Report to be audited are free from material misstatement, whether caused
by fraud or other irregularity or error. In forming our opinion we also evaluated the overall adequacy of the
presentation of information in the financial statements and the part of the Directors’ Remuneration Report to be
audited.
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HSBC HOLDINGS PLC

Independent Auditor’s Report to the Members of HSBC Holdings plc (continued)

Opinion
In our opinion:

e the Group financial statements give a true and fair view, in accordance with IFRSs as adopted by the EU, of the
state of the Group’s affairs as at 31 December 2006 and of its profit for the year then ended;

e the parent company financial statements give a true and fair view, in accordance with IFRSs as adopted by the
EU as applied in accordance with the provisions of the Companies Act 1985, of the state of the parent
company’s affairs as at 31 December 2006;

e the financial statements and the part of the Directors’ Remuneration Report to be audited have been properly
prepared in accordance with the Companies Act 1985 and, as regards the group financial statements, Article 4 of
the IAS Regulation; and

e the information given in the Directors' Report is consistent with the financial statements.

KPMG Audit Plc 5 March 2007
Chartered Accountants
Registered Auditor
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HSBC HOLDINGS PLC

Financial Statements
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HSBC HOLDINGS PLC

Financial Statements (continued)

Consolidated income statement for the year ended 31 December 2006

2006 2005 2004
Notes US$m US$m US$m
Interest income 75,879 60,094 50,471
Interest expense (41,393) (28,760) (19,372)
Net INtErest INCOME ......cveverieierierieieeteere et ee et ste e sresreeseeeeeseeseenes 34,486 31,334 31,099
FEE INCOME ..ottt 21,080 17,486 15,902
FEE EXPEOIISE ..evinieiieiieieieteete ettt nes (3,898) (3,030) (2,954)
Net fE€ INCOME ...ovvviviiriiciieciieeteeee et 17,182 14,456 12,948
Trading income excluding net interest inCOME ..........cocvverveeerveerrennnns 5,619 3,656 2,786
Net interest income on trading activities 2,603 2,208 —
Net trading iNCOME .....c.cveviiririeieiiiiirieicieer e 8,222 5,864 2,786
Net income from financial instruments designated at fair value ........ 3 657 1,034 -
Net investment income on assets backing policyholders’ liabilities .. - - 1,012
Gains less losses from financial investments ............cccceceveceriererenneen 969 692 540
Dividend INCOME ......c.eeueerieieieieriecieete ettt eaees 340 155 622
Net earned INSUrance PremMilmms .........o.eeeeeererereererererereerenereereesenesenens 4 5,668 5,436 5,368
Other Operating iNCOME ........ccovveiereiereieeieerieeeteeeteeereseeeseeneeaeneenas 2,546 2,733 1,613
Total operating inCoOMe ..............c.cooeiviiiniiineinceeeeeree e 70,070 61,704 55,988
Net insurance claims incurred and movement in policyholders’
HADIIIEIES evveveveveeeieeiieieieieeec ettt 5 (4,704) (4,067) (4,635)
Net operating income before loan impairment charges and
other credit risk provisions ...............ccoccoevveneiinneneneeee 65,366 57,637 51,353
Loan impairment charges and other credit risk provisions ................. (10,573) (7,801) (6,191)
Net operating inCome ...............cccoeviriiirinirinieeieereeeeeeeee e 6 54,793 49,836 45,162
Employee compensation and benefits ...........c.covveeeinnneecninnnnene 7 (18,500) (16,145) (14,523)
General and administrative €XPEenSses .........ecevveereereereeereneeeriereseeeenes 8 (12,823) (11,183) (9,739)
Depreciation and impairment of property, plant and equipment ........ 23 1,514) (1,632) (1,731)
Amortisation and impairment of intangible assets............c.cevveueerenne (716) (554) (494)
Total operating exXpenses ..............cccccvueueueeinneieieeenieneeeeereneens (33,553) (29,514) (26,487)
Operating Profit .............cccoccoviiiiiiinccccc e 21,240 20,322 18,675
Share of profit in associates and joint VENtures ...........cccoceeeeevrueuenenee 20 846 644 268
Profit before tax ..............cccooiiiiiiiieee 22,086 20,966 18,943
TAX EXPEIISE ...oviuviiiiniiiieiieeii et 10 (5,215) (5,093) (4,685)
Profit for the year ..............cccoooiiiiiiniinccceee e 16,871 15,873 14,258
Profit attributable to shareholders of the parent company .................. 15,789 15,081 12,918
Profit attributable to minority interests ..........cocevevveererirenirereeeneene 1,082 792 1,340
US$ US$ US$
Basic earnings per ordinary Share ..........c..cccoeoeeveenenenneneeneene 12 1.40 1.36 1.18
Diluted earnings per ordinary share 12 1.39 1.35 1.17
Dividends per ordinary Share ............c.ccccceveecinnneeccnneeecerenne 11 0.76 0.69 0.63

The accompanying notes on pages 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.
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Consolidated balance sheet at 31 December 2006

Notes
ASSETS
Cash and balances at central DANKS ...........coceoieveieierieenieiieeeeeesee et
Items in the course of collection from other banks .............cccceviveriieirieieieieeeeesee e
Hong Kong Government certificates of indebtedness ............cccvevrerireneenenenncineeeene
TIAAINE ASSELS 1.veveverieveietiietitetestee et esee bt e st te st ese st et e s et e beseeseseesestesenaesessesensesessenesseneesenes 15
Financial assets designated at fair Valtue ...........cccooeeciiininieccninccceecce e 16
Derivatives ......ccoceeeveeieieieieieens 17
Loans and advances to banks ...... 33
Loans and advances to customers 33
FInancial INVESIMENTS .......cc.evuiriiriiiieiiiee ettt sttt e e e s e bebessessensene 18
Interests in associates and JOINt VENTUIES .......coceveveriruerirenieririerenieesieesseeeseseesessesessesessenennes 20
Goodwill and Intangible ASSELS .........ccccveueuiiriririiieieiirreecee et 21
Property, plant and eqUIPMENT ...........ccooiiriiriiiriineeee e 23
ONET ASSELS ...evevvevinieteietiriestete et ettt et sttt et et et e be st stene et eseesesaesensesesseseeseseeseneeseneasesenennes 25
Prepayments and accrued INCOME ..........eoueueriererieirieirieiieteieteete ettt se e eenes
TOLAL @SSELS .veuveueeietitieieet ettt ettt sttt ettt et e st e s e st et et et e ete s aeebeebeeneent e st et et ebeeteeaes
LIABILITIES AND EQUITY
Liabilities
Hong Kong currency notes in CirCulation ............coceeeeeieeieerieenieenieesieesieessee e seesens
DEPOSILS DY DANKS ....einiiiietiieiiiesie ettt ettt en e eenes 33
CUSEOIMET ACCOUINLS ...veeveveeueeurentetetentesteeteeseeseestestestestentessessetessesaeeseeseeseessensensensensessessessensesses 33
Items in the course of transmission to other banks .............cocooveevieirieiinerineieeeeeeeeen
Trading HaDILILIES .....e.eeveuieieeiitiieieieetet ettt sttt et b et es et senes 26
Financial liabilities designated at fair Value .........c.cooeeeoinininieccninneeceeeceeeene 27
DErivVatiVeS ...oveveieveieerieeeeeeieeieee e 17
Debt securities in issue .. 28
Retirement benefit liabilities 7
Oher HADIIITIES ...uveviieiiieiiietiiet ittt ettt s e st es e s se e seneesessenenes 29
Liabilities under iNSUTAnCe CONLIACES .........ceerirreereeierieieiesiestessessesseeseeseeseeseessessessesessessessenns 30
Accruals and deferred INCOME .......c.c.eciiveieiiieiiieeseeeeet et aene
PIOVISIONS ..otivitinietiieitetettet ettt ettt ettt sttt s et e st b et ese s es et es e b es e seneeseneeseneeseneesenes 31
Subordinated HAbIlITIES .........ccuevveviirieriieiiieriiete ettt ettt ere e sa s e e esbessesaeseeas 32
TOtAl HADIIITIES ...vvvvieieiiieiiietiietite ettt sttt sb et es e s e s se s se s ese s enennas
Equity
Called up Share Capital .......c.cocoveieueuiiiiriieieice ettt 38
Share premium account . 39
Other reserves ..... 39
REtaINed CAIMINGS .....cuiuiiieieiiiiiieieteteetr ettt ettt ettt bttt 39
Total Shareholders” EQUILY ........ccccevueueueiriririeieieirireee ettt
Minority interests 37
TOLAL EQUILY vovveverieteietieiet ittt ettt ettt et et e s et e s et ese s et e seseseneeseneeseneesenes
Total equity and HaADIItIES ........coeoerueriiiriiiieie ettt

2006 2005
US$m US$m
12,732 13,712
14,144 11,300
13,165 12,554

328,147 232,909
20,573 15,046
103,702 73,928
185,205 125,965
868,133 740,002
204,806 182,342
8,396 7,249
37,335 33,200
16,424 15,206
33,444 26,596
14,552 11,961
1,860,758 1,501,970
13,165 12,554
99,694 69,727
896,834 739,419
12,625 7,022
226,608 174,365
70,211 61,829
101,478 74,036
230,325 188,072

5,555 4,869
29,824 26,515
17,670 14,144
16,310 12,689

2,859 1,966
22,672 16,537

1,745,830 1,403,744

5,786 5,667

7,789 6,896
29,380 23,646
65,397 56,223

108,352 92,432
6,576 5,794
114,928 98,226
1,860,758 1,501,970

The accompanying notes on pages 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.

S K Green, Group Chairman
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HSBC HOLDINGS PLC

Financial Statements (continued)

Consolidated statement of recognised income and expense for the year ended 31 December 2006

2006 2005 2004
US$m US$m US$m
Available-for-sale investments:
— fair value gains/(losses) taken to eqUILY .........ccceerieeeeerieienieinieenienenns 1,582 (400) -
— fair value gains transferred to income statement on disposal or
TMPAITIMENT ..ottt ettt sttt ees (644) (240) -
Cash flow hedges:
— fair value gains/(losses) taken to @qUIty .........c.cccovveeieninieierccneninienns 1,554 92) -
— fair value gains transferred to income statement ....... (2,198) (106) -
Share of changes in equity of associates and joint ventures . 20 161 -
Exchange differences ............cccoceeeeeueueueerinnieiecceenneneenns 4,675 (4,257) 3,720
Actuarial losses on defined benefit plans .........coccveeiveiniininnneincneene (78) (812) (731)
4,911 (5,746) 2,989
Tax on items taken directly t0 €qUILY .......ccooeerieirierirenireieeeceee e (44) 437 319
Total income and expense taken to equity during the year ............cccoovevevenenns 4,867 (5,309) 3,308
Profit fOr the YEaTr ......ceoiiuiiiiiciee e 16,871 15,873 14,258
Total recognised income and expense for the year .........cccccevveverieenierniennnn 21,738 10,564 17,566
Effect of change in accounting policy
IFRSs transition adjustment at 1 January 2005" ........cccccoovvvvrverrervrerenenes — (8,824) -
21,738 1,740 17,566
Total recognised income and expense for the year attributable to:
— shareholders of the parent company . 20,527 9,912 15,743
— MINOTILY INTETESS .e.veuetiuiitiieiereeieeteieetetet ettt e 1,211 652 1,823
21,738 10,564 17,566

1 For an explanation of the IFRSs transition adjustment at 1 January 2005, see Note 46 on the Financial Statements in the Annual Report

and Accounts 2005.

The accompanying notes on pages 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.
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Consolidated cash flow statement for the year ended 31 December 2006

2006 2005 2004
Notes US$m US$m US$m
Cash flows from operating activities
Profit DEfOre taX ......ccvcveiiiieiiciececeee e, 22,086 20,966 18,943
Adjustments for:
— non-cash items included in profit before tax ............cccocvveeeccnnennene, 40 14,956 11,404 11,406
— change in operating assets ............c.cooeennen .. 40 (173,269) (91,753) (133,143)
— change in operating liabilities .........c.coceoverrenininieneerercerecia 40 237,378 72,212 175,503
— elimination of exchange differences’ ............ccccoooveruververrrererereenenns, (12,114) 2,580 (7,783)
— net gain from inVesting aCtiVIties ........cocvvverveeriererieereeriee e, (2,014) (692) (540)
— share of profits in associates and joint VeNtures ...........coecceeeerveennene, (846) (644) (268)
— dividends received from associates ...........c.coeeuenee 97 114 127
— contribution paid to defined benefit pension schemes ... (547) (2,547) (564)
AKX PAIA et (4,946) (4,619) (3,784)
Net cash from operating activities ............coevuevereerennerereenenneererecrereenene, 80,781 7,021 59,897
Cash flows from investing activities
Purchase of financial INVEStMENLS ........ccooevveverieririeirieeieeeeeereee e (286,316) (378,103) (330,917)
Proceeds from the sale of financial investments ..............ccccceevevvevreeveenennen, 273,774 368,696 315,437
Purchase of property, plant and equipment ...........cccoeeereinerenenneneennens (2,400) (2,887) (2,830)
Proceeds from the sale of property, plant and equipment .. 2,504 620 371
Net purchase of intangible assets ...........cccceevievererirerieerieereenee e, (852) (849) (108)
Net cash outflow from acquisition of and increase in stake of
SUDSIAIATIES .uvevevevieniiieteteittt ettt (1,185) (1,662) (2,431)
Net cash inflow from disposal of subsidiaries ............cceceverecererirereennnnn, 62 705 27
Net cash outflow from acquisition of and increase in stake
OF ASSOCIALES ...vvivieiieiieieieieiet ettt ettt ettt se s s bens (585) (2,569) (2,122)
Proceeds from disposal 0f @sSOCIAES .......eovevevevirieerieirieieeieieeeeens 874 422 212
Net cash used in iNVesting aCtiVItIES ........ccoeevereererieerieirieireeeeeeseeneens (14,124) (15,627) (22,361)
Cash flows from financing activities
Issue of ordinary share capital ..........coccoverrireineineneeeeeeeciea 1,010 690 581
Issue of preference Shares ...........ccccocvvrieieeinnineiceeeee e, 374 1,298 —
Net purchases and sales of own shares for market-making and
INVESTMENT PUIPOSES ...cuvneevinetieetintenerteieteseesesteseeteseebesesseseeseseenesseseesenns 46 (55) 98
Purchases of own shares to meet share awards and share
OPLION AWATAS ...eevieiveiieiiietiietieteitetet ettt ettt ese e s saesesenes (575) (766) (345)
On exercise of share options 173 277 159
Increase in non-equity minority interests .. - - 1,480
Subordinated loan capital iSSUEd .........ccoevevirieirieireieeee e, 5,948 2,093 6,021
Subordinated loan capital repaid ...........ccccceeriieriinenni e, (903) (1,121) (1,740)
Dividends paid to shareholders of the parent company ...........c.cccevueueunc. (5,927) (5,935) (4,425)
Dividends paid to minority interests:
— RQUILY ettt ettt ettt s et ee e (710) (508) (664)
— non-equity - - (548)
Net cash used in financing aCtivities ..........cceeerererieerieereeeseereeseeeeenn, (564) (4,027) 617
Net increase/(decrease) in cash and cash equivalents ........................... 66,093 (12,633) 38,153
Cash and cash equivalents at 1 January ..........ccccccccceenneecrenneecceennnn, 141,307 160,956 117,558
Exchange differences in respect of cash and cash equivalents .................. 8,086 (7,016) 5,245
Cash and cash equivalents at 31 December ...........ccocecveerireniecenieinieienenn, 40 215,486 141,307 160,956

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 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.
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HSBC HOLDINGS PLC

Financial Statements (continued)

HSBC Holdings balance sheet at 31 December 2006

Notes
ASSETS

Cash at bank and in hand:

— balances with HSBC undertakings ...........ccccocevieriierinieinieirieieieieieeeeseeeeeesaeesieennens
DErivatiVes ...c.oceveevereeirieireeeeeieeeneeene 17
Loans and advances to HSBC undertakings . 33
Financial INVESTMENTS .......c.cueueueririririeueiininieteieittteee ettt ettt eae st eaebeseaeas
Investments in SUDSIAIATICS .......coveueeueirieieierieieet ettt sttt ene e 24
Property, plant and @QUIPIMENT «........c.eueueiriririeieieiirieieiei ettt ettt
OFHET @SSELS ....euvuvevviiiiieteieteictete ettt ettt sttt st b et bbbttt a et be et et be et s ee
Prepayments and accrued INCOME .........cccouvueueueuiiririeueieiiirieeieicieree et iee st neaeas

TOLAL @SSELS .vevvenveietieii sttt ettt ettt ettt e st et e s e st et et et e ete s b e ebeeseeneestent et et ebe et eaen

LIABILITIES AND EQUITY

Liabilities

Amounts owed to HSBC undertakings ..........cccoeeiveririeieieieeieesieenieesieesieesiee e eenens 33
Financial liabilities designated at fair value .. 27
DIETIVALIVES .vviviviienieiiietiietete ettt ettt ettt ettt a et e b ese e s e s es e st ese st esessesassesesseneesesaesenes 17
Oher HADIIITIES ...vveveueeiiieiiieiiietie ettt ettt ettt ettt e st s e s seneeseneesesenennes 29
Accruals and deferred INCOME .........ccovveiiirieiiicieieeee et eee e
DIETEITEA TAX 1vvvirieiiieiieietieteteetet ettt ettt ettt ettt se s e s e b ese b et e besaesenseseneeseseesenes 31
Subordinated HADIIILIES ......c.eevveirieririeiieieee ettt sttt enesnens 32

TOtAl THADIIILIES ...vievievieiieiieieieie ettt ettt ettt e et e e e bebesaessabenseenas

Equity

Called up Share Capital ..........ccoveueriiueriiirieic ettt 38
Share premium account ...............
Merger reserve and other reserves .
Other 1eServes .........cccveucucrenne
REtaiNed CArMINGS ....c.cueiririiieiiiiiirietetceertr ettt ettt ettt ettt sttt

Total equity

Total equity and HADILIHES ........ccoveveueiriririeieieirtetee e

2006 2005
US$m US$m
729 756
1,599 968
14,456 14,092
3,614 3,517
62,356 58,038
1 1

91 171

41 19
82,887 77,562
3,100 4,075
14,070 13,370
177 286
1,517 1,203
111 95

- 70
8,423 5,236
27,398 24,335
5,786 5,667
7,789 6,896
28,942 28,942
2,384 2,221
10,588 9,501
55,489 53227
82,887 77,562

The accompanying notes on pages 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.

S K Green, Group Chairman
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HSBC Holdings statement of changes in total equity for the year ended 31 December 2006

2006 2005
US$m US$m
Called up share capital
AL T JANUATY oottt sttt st b e st s e st et e b et e bt sb e e b e e bt et e st e st et et entenne 5,667 5,587
Shares issued in connection with the early settlement of HSBC Finance 8.875 per cent
Adjustable Conversion-Rate Equity Security Units .........cccccerueerieireninenineneenecniecseeesieene 2 -
Shares issued under employee Share Plans ..........ccccoveieveueoerininieiccininneccen et 38 28
Shares issued in lieu Of dIVIAENAS ........c.ccoevieiiiiiiiiiiiiciee e 79 52
AL 31 DECEMDET ....ooviivieieieieeee ettt ettt ettt ettt eteeae st et e seeteeseeseeteeseeasensensensensesens 5,786 5,667
Share premium account
AL T JANUATY ittt bttt ettt ettt 6,896 4,881
Shares issued under employee Share Plans ...........ccccevveirieirieiirierieeeee e 975 662
Shares issued in lieu of dividends and amounts arising thereon ..............cccccceeveeueueecennerecenenns (82) (52)
New share capital subscribed, NEt OF COSS ......evuririiriiriiiriiie e - 1,405
JN A B B B =TT 511 o =) TR 7,789 6,896
Merger reserve and other reserves
At 1 January and 31 DECEMDET .......ccecveuirieriieriieiirieieieieteitetete e stese st et se e ssene e e esensesensesenens 28,942 28,942
Other reserves
Available-for-sale fair value reserve
AL T JANUATY oottt sttt st b e st s e st et et ettt sb e e b e e bt et e bt e st et e b entenee 337 -
IFRSs transition adjustments at 1 January 2005 ...........cooccooooimrrmoeeeeeeeeeeeeee e - 464
Fair value changes taken t0 @QUILY? ..........o..ov.evueerveerreereeeceeeeeeeseeesseeesees s seeneeas (121) (184)
Tax on items taken directly t0 EQUILY® ........cocovveveeeeeeereereeeeeseeeseees e s eeeeess e 30 57
AL 3T DECEIMDET ...ttt b ettt sttt bbbt sae e 246 337
Share-based payment reserve
AL T JANUATY ittt bttt ettt ettt 1,234 1,329
Exercise Of HSBC Share OPtioNS .........ccovueueueiriririeieiiininieieicieetsieeeiee ettt eeenesenene (381) (328)
Charge to the income statement in respect of equity settled share-based
PAYMENE LFANSACLIONS ...eeveaiteaeeteeetetetertestste ettt e st ebe e e bt st e st s es et eseebe st e b e e ese e ebe e ebebeseabenesaeneas 58 12
Shares/options granted to employees of subsidiaries under employee share awards ................... 293 219
Other MOVEIMENLS .....eueeviiieieiieteieieteeeteterte ettt ettt et es e teseeseseesessesesesesesesenessenesseneesensesensene 2 2
AL 3T DECEMDET ..ottt ettt et et e e et et e e eteeete e ete e te e re e reereeren 1,202 1,234
Other paid-in capital
AL T JANUATY ittt b ettt ettt ettt 650 411
Exercise Of HSBC Share OPtioNS .........ccovueueueirinirieieiiirinieieieieeteieieieseeteeete et eeesesenene 286 239
AL 31 DECEIMDET ...oviiviiiieiieieieeteete ettt ettt et et et e e s e s teebeesesseeseeseessessessassessessessessseseessessessensesensens 936 650
Total other reserves at 31 DECEMDET ........cocueevieieriiiiieiecteeee ettt ettt ettt e ere et ereere s easeseeseaens 2,384 2,221
Retained earnings
AL T JANUATY ottt ettt b ettt ettt ettt 9,501 8,959
IFRSs transition adjustments at 1 January 2005 .........c..cocovvrvoeieeeieeeeeeeeee s - 317)
Profit for the year attributable to shareholders .............ocoeeiiiirinieicciiiincccecec e 7,139 6,816
Dividends to shareholders of the parent COmMPAanY ..........c.cceeererirerieineenenee e (8,769) (7,750)
Amounts arising on shares in lieu of dividends ...........cocvevieirieiinieiinieieeeeeee e 2,528 1,811
OWn Shares adJUSHINENLS .......c.ccvuiueuiiiiirieieiciier ettt ettt seneae 157 87
Tax on share based payments 9 -
Exchange differences and other MOVEMENtS? ..............co.covuevvreveevereeeiseeeneessessseeessesseseesssesseseesenas 23 (105)
AL3T DECEIMDEI .oocrvveerrereeesssaeeesessseesssssseeessssssseessssseesssss e sssss s ess st ssss s ssssssseseee 10,588 9,501

1 For an explanation of the IFRSs transition adjustment at 1 January 2005, see Note 46 on the Financial Statements in the Annual Report
and Accounts 2005.

2 The total net expense taken directly to equity during the year was US$59 million (2005: US$232 million).

3 Retained earnings include 35,639,856 (US$544 million) of own shares held to fund employee share plans (2005: 49,217,589,
US8701 million).

The accompanying notes on pages 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.
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HSBC HOLDINGS PLC

Financial Statements (continued)

HSBC Holdings cash flow statement for the year ended 31 December 2006

2006 2005
Notes US$m US$m
Cash flows from operating activities
D50 ) AT o <) o) (< 72 - TR T PO PRO SRRt 6,974 6,541
Adjustments for:
— non-cash items included in profit before tax ............cccoeevvreeriinnecerinnreeccrsees 40 58 13
— Change N OPEIAtING ASSELS ....veveverireeririeririerieteseeeeeeseeeteterestesesseseeseseeseseesesesessenesseneesenes 40 (1,827) 3,563
— change in operating liabilities 40 1,056 (4,400)
— elimination of exchange differences’ ...........ccccoovorvoreeeeereeereeeeeeeeeseee e 29) (123)
— net gain from iNVEStING ACHIVITIES ....eveverveerieirierieieieteieteiee ettt ese s eesens (€] -
—EAX TECEIVEA .oveuetinietiet ettt bbbttt ettt sttt 219 158
Net cash from 0perating aCtiVItIES ..........cccererireeueueirinirieieiienineereict ettt 6,443 5,752
Cash flows from investing activities
Proceeds from the sale of financial investments - 303
Net cash outflow from acquisition of and increase in stake of subsidiaries (4,440) (4,093)
Net cash inflow from disposal of SUDSIAIATIES .........cccoveuirieririeirieireirceee e - 1,063
Net cash used in iNVEStING ACHIVILIES ....c.ccoevurieueueuiiririeieieiienieeeieteict sttt seenenes (4,440) (2,727)
Cash flows from financing activities
Issue of ordinary share capital 1,010 690
Issue of preference Shares ...........coceceeeieereenieineeeeeeee e - 1,405
Purchases of own shares to meet share awards and share option awards .............coccceveenee. (46) 39)
On eXercise Of ShAre OPLIONS ......c.cueveiriririeieiiiniricietee ettt 127 67
Subordinated loan capital ISSUEA ..........cccceiriririeiiiirnirieicierreeee et 2,806 1,647
Subordinated loan capital TePAId ........cccoeoirieiiiiiiiiiee e - (350)
DiIVIAENAS PAIA ..ceeviiiiiiiiec ettt (5,927) (5,935)
Net cash (used in)/from financing aCtIVItIES .........cccevveueueurrerirueieueieerinirieiceeeereee e (2,030) (2,515)
Net increase/(decrease) in cash and cash equivalents ..................c..c.cocoooivniininninnn 27 510
Cash and cash equivalents at 1 JANUATY ........ccccooeeirinniecirncccee e 756 246
Cash and cash equivalents at 31 DECEMDET .........oueueueuiriririeieiiirinireei e 40 729 756

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 301 to 434, the audited sections of the ‘Report of the Directors: The Management of Risk’ on pages 165
to 247, and the ‘Critical accounting policies’ on pages 111 to 115 form an integral part of these financial statements.
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Basis of preparation

(a)

Compliance with International Financial Reporting Standards

The consolidated financial statements of HSBC and the separate financial statements of HSBC Holdings have
been prepared in accordance with International Financial Reporting Standards (‘IFRSs”) as endorsed by the EU.
EU-endorsed IFRSs may differ from IFRSs as published by the International Accounting Standards Board
(‘IASB’) if, at any point in time, new or amended IFRSs have not been endorsed by the EU. At 31 December
2006, there were no unendorsed standards effective for the year ended 31 December 2006 affecting these
consolidated and separate financial statements, and there was no difference in application to HSBC between
IFRSs endorsed by the EU and IFRSs issued by the IASB.

IFRSs comprise accounting standards issued by the [ASB and its predecessor body and interpretations issued by
the International Financial Reporting Interpretations Committee (‘IFRIC’) and its predecessor body.

The significant accounting policies applied in the preparation of these financial statements are set out below.
They have been applied consistently, except for:

e JAS 32 ‘Financial Instruments: Presentation’ (‘IAS 32°), IAS 39 ‘Financial Instruments: Recognition and
Measurement’ (‘IAS 39”) and IFRS 4 ‘Insurance Contracts’ (‘IFRS 4”) have been applied for the first time
from 1 January 2005. Where disclosed, the 2004 comparative information has been prepared on the basis of
HSBC’s previous accounting policies disclosed in Note 46g on the Financial Statements in the Annual
Report and Accounts 2005;

e HSBC has adopted ‘Amendment to IAS 39: The Fair Value Option’, ‘Amendment to IAS 19 Employee
Benefits: Actuarial Gains and Losses, Group Plans and Disclosures’, ‘Amendment to IAS 1 Presentation of
Financial Statements: Capital Disclosures’ and IFRIC 4 ‘Determining whether an Arrangement contains a
Lease’ with effect from 1 January 2005;

e No comparative information for disclosures required by IFRS 7 ‘Financial Instruments: Disclosures’ has
been presented for 2004 as permitted for entities applying the standard for annual periods beginning before
1 January 2006; and

e During 2006, HSBC changed how certain of its geographical operating segments are managed and their
performance assessed. As a result, a new segment, Latin America and the Caribbean (‘Latin America’), was
formed from the Group’s businesses previously reported under South America, and those in Mexico and
Panama which had been previously reported as part of the North America geographical segment. All prior
period comparative data have been restated to conform to the current year presentation.

On 1 January 2006, HSBC adopted ‘Amendments to IAS 39 and IFRS 4 — Financial Guarantee Contracts’,
‘Amendment to IAS 21 The Effects of Changes in Foreign Exchange Rates — Net Investment in a Foreign
Operation’, and ‘Amendment to IAS 39 — Cash Flow Hedge Accounting of Forecast Intragroup Transactions’.
The application of these amendments had no significant effect on the consolidated or separate financial
statements.

On 1 January 2006, HSBC adopted ‘IFRIC 7: Applying the Restatement Approach under IAS 29 Financial
Reporting in Hyperinflationary Economies’, ‘IFRIC 8 Scope of IFRS 2’ and ‘IFRIC 9 Reassessment of
Embedded Derivatives’ ahead of their effective dates. The application of these interpretations had no significant
effect on the consolidated or separate financial statements.

(b) Differences between IFRSs and US GAAP, and Hong Kong Financial Reporting Standards

(c)

A discussion of the significant differences between IFRSs and US GAAP and a reconciliation to US GAAP of
certain amounts is contained in Note 47. As stated in Note 46, there are no significant differences between IFRSs
and Hong Kong Financial Reporting Standards. The Notes on the Financial Statements, taken together with the
Report of the Directors, include the aggregate of all disclosures necessary to satisfy IFRSs, Hong Kong and US
reporting requirements.

Presentation of information

Disclosures under IFRS 4 and IFRS 7 relating to the nature and extent of risks have been included in the audited
sections of the ‘Report of the Directors: The Management of Risk” on pages 165 to 247.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Note 1

(e)

Capital disclosures under IAS 1 ‘Presentation of Financial Statements’ have been included in the audited
sections of ‘Capital management and allocation’ on pages 243 to 247.

As a result of the Companies (Disclosure of Auditor Remuneration) Regulations 2005 coming into force, the
presentation and the level of detail of the information disclosed in Note 8 has changed compared with the prior
year. Comparative information has been provided on a consistent basis with the current year presentation as
required by IAS 1 ‘Presentation of Financial Statements’.

In publishing the parent company financial statements here together with the Group financial statements, HSBC
Holdings has taken advantage of the exemption in section 230 of the Companies Act 1985 not to present its
individual income statement and related notes that form a part of these financial statements.

HSBC has taken advantage of the exemption under Regulation 7 of the Partnerships and Unlimited Companies
(Accounts) Regulations 1993 from certain partnerships that are consolidated by HSBC presenting their own
individual financial statements under IFRSs.

The functional currency of HSBC Holdings plc is US dollars, which is also the presentational currency of the
consolidated financial statements of HSBC.

Comparative information

As required by US GAAP, these consolidated financial statements include two years of comparative information
for the consolidated income statement, consolidated cash flow statement, consolidated statement of recognised
income and expense, and related notes on the financial statements, with certain exceptions in respect of the 2004
comparative information, as explained in (a) Compliance with International Financial Reporting Standards
above.

Use of estimates and assumptions

The preparation of financial information requires the use of estimates and assumptions about future conditions.
Use of available information and application of judgement are inherent in the formation of estimates. Actual
results in the future may differ from those reported. In this regard, management believes that the critical
accounting policies where judgement is necessarily applied are those which relate to loan impairment, goodwill
impairment and the valuation of financial instruments (see Critical Accounting Policies on pages 111 to 115).

Further information about key assumptions concerning the future, and other key sources of estimation
uncertainty, are set out in the notes on these financial statements.

Consolidation

The consolidated financial statements of HSBC comprise the financial statements of HSBC Holdings and its
subsidiaries made up to 31 December, with the exception of the banking and insurance subsidiaries of HSBC
Bank Argentina, whose financial statements are made up to 30 June annually to comply with local regulations.
Accordingly, HSBC uses their audited interim financial statements, drawn up to 31 December annually.

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

Entities that are controlled by HSBC 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, HSBC controls and, consequently, consolidates an SPE:

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

e  HSBC has the decision-making powers to obtain the majority of the benefits of the activities of the SPE or,
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(g)

by setting up an ‘autopilot’ mechanism, HSBC has delegated these decision-making powers;

o  HSBC has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks
incident to the activities of the SPE; or

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

All intra-HSBC transactions are eliminated on consolidation.

The consolidated financial statements of HSBC also include the attributable share of the results and reserves of
joint ventures and associates. These are based on financial statements made up to 31 December, with the
exception of the Bank of Communications Limited, Ping An Insurance (Group) Company of China, Limited, and
Industrial Bank Company Limited which are included on the basis of financial statements made up for the twelve
months to 30 September. These are equity accounted three months in arrears in order to meet the requirements
of the Group’s reporting timetable. HSBC has taken into account changes in the period from 1 October to

31 December that would have materially affected its results.

Future accounting developments
IFRSs

At 31 December 2006, HSBC had adopted all IFRSs and Interpretations that had been issued by the IASB and
IFRIC, and endorsed by the EU. There are currently no IFRSs or Interpretations that have been issued by the
IASB and endorsed by the EU which become effective after 31 December 2006 that have not been adopted by
HSBC.

Standards and Interpretations issued by the [ASB but not endorsed by the EU

IFRS 8 ‘Operating Segments’ (‘IFRS 8”), which replaces IAS 14 ‘Segment Reporting’ (‘IAS 14”), was issued on
30 November 2006 and is effective for annual periods beginning on or after 1 January 2009. This standard
specifies how an entity should report information about its operating segments, based on information about the
components of the entity that management uses to make operating decisions. HSBC currently presents two sets
of segments in accordance with IAS 14, one geographical and one based on customer groups, which reflect the
way the businesses of the Group are managed. HSBC currently expects to adopt IFRS 8 with effect from

1 January 2009, and will accordingly present segmental information which reflects the operating segments used
to make operating decisions at that time.

IFRIC 10 ‘Interim Financial Reporting and Impairment’ (‘IFRIC 10”) was issued on 20 July 2006 and is
effective for annual periods beginning on or after 1 November 2006. IFRIC 10 states that any impairment losses
recognised in an interim financial statement in respect of goodwill under IAS 36 ‘Impairment of Assets’, or
certain financial assets under IAS 39 ‘Financial Instruments: Recognition & Measurement’ must not be reversed
in subsequent interim or annual financial statements. HSBC will adopt IFRIC 10 from 1 January 2007, though it
is not expected to have a significant effect.

IFRIC 11 ‘Group and Treasury Share Transactions’ (‘IFRIC 11°) was issued on 30 November 2006 and is
effective for annual periods beginning on or after 1 March 2007. IFRIC 11 requires a share-based payment
arrangement in which an entity receives goods or services as consideration for its own equity-instruments to be
accounted for as an equity-settled share-based payment transaction, regardless of how the equity instruments
required are obtained. The Interpretation also provides guidance on whether share-based payment arrangements
in which suppliers of goods or services of an entity are provided with equity instruments of the entity’s parent,
should be accounted for as cash-settled or equity-settled in the entity’s financial statements. HSBC applies IFRS
2 ‘Share-based Payment’ in the same manner as set out in IFRIC 11, therefore there will be no impact for HSBC.

IFRIC 12 ‘Service Concession Arrangements’ (‘IFRIC 12°) was issued on 30 November 2006 and is effective
for annual periods beginning on or after 1 January 2008. IFRIC 12 provides guidance on service concession
arrangements by which a government or other public sector entity grants contracts for the supply of public
services to private sector operators. IFRIC 12 addresses how service concession operators should apply existing
IFRSs to account for the obligations they undertake and the rights they receive in service concession
arrangements. IFRIC 12 is unlikely to have a material effect on HSBC.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Note 2

US GAAP

Future accounting developments in respect of US GAAP are set out on page 433.

2 Summary of significant accounting policies

(a)

(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 HSBC 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, HSBC 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 HSBC 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 calculated by applying the original effective interest rate of the financial
asset to the carrying amount as reduced by any allowance for impairment.

Non interest income

Fee income

HSBC earns fee income from a diverse range of services provided to its customers. Fee income is accounted for
as follows:

— 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 the arrangement for the acquisition of shares or other securities);

— 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

— 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 2a).

Net trading income
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

‘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 these financial instruments are also included, except for
debt securities issued and derivatives managed in conjunction with debt securities issued. Interest on these
instruments is presented in ‘Interest expense’.

Dividend income

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date for
equity securities.
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(c)

(e)

Segment reporting

HSBC is organised into five geographical regions, Europe, Hong Kong, Rest of Asia-Pacific, North America and
Latin America, and manages its business through four customer groups: Personal Financial Services;
Commercial Banking, Corporate, Investment Banking and Markets; and Private Banking. The main items
reported in the ‘Other’ segment are the income and expenses of wholesale insurance operations, certain property
activities, unallocated investment activities including hsbc.com, centrally held investment companies and
HSBC’s holding company and financing operations. Segment income and expenses include transfers between
geographical regions and transfers between customer groups. These transfers are conducted on arm’s length
terms and conditions.

Determination of fair value

All financial instruments are recognised initially at fair value. The fair value of a financial instrument on initial
recognition is normally the transaction price, i.e. the fair value of the consideration given or received. In certain
circumstances, however, the initial fair value may 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.

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

For certain derivatives, fair values may be determined in whole or in part using valuation techniques based on
assumptions that are not supported by prices from current market transactions or observable market data.

A number of factors such as bid-offer spread, credit profile and model uncertainty are taken into account, as
appropriate, when fair values are calculated using valuation techniques.

If the fair value of a financial asset measured at fair value becomes negative, it is recorded as a financial liability
until its fair value becomes positive, at which time it is recorded as a financial asset, or it is extinguished.
Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances originated by HSBC 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 borrowers repay 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.

Loan impairment

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 loans assessed
collectively. Losses expected from future events, no matter how likely, are not recognised.

Individually assessed loans

At each balance sheet date, HSBC assesses on a case-by-case basis whether there is any objective evidence that a
loan is impaired. This procedure is applied to all accounts that are considered individually significant. In
determining impairment losses on these loans, the following factors are considered:

— HSBC’s aggregate exposure to the customer;

— the viability of the customer’s business model and their capability to trade successfully out of financial
difficulties and generate sufficient cash flow to service debt obligations;

— the amount and timing of expected receipts and recoveries;
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Notes on the Financial Statements (continued)

Note 2

— the likely dividend available on liquidation or bankruptcy;

— the extent of other creditors’ commitments ranking ahead of, or pari passu with, HSBC and the likelihood of
other creditors continuing to support the company;

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

— the realisable value of security (or other credit mitigants) and likelihood of successful repossession;
— the likely deduction of any costs involved in recovery of amounts outstanding;

— the ability of the borrower to obtain, and make payments in, the currency of the loan if not denominated in
local currency; and

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

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. Any loss is
charged in the income statement. The carrying amount of impaired loans on the balance sheet is reduced through
the use of an allowance account.

Collectively assessed loans
Impairment is assessed on a collective basis in two circumstances:

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

—  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 incurred at the balance sheet date which will only be individually
identified in the future.

The collective impairment allowance is determined after taking into account:

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

— 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

— management’s experienced judgement as to 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.

The period between a loss occurring and its identification is estimated by local management for each identified
portfolio.

Homogeneous groups of loans

For homogeneous groups of loans that are not considered individually significant, two alternative methods are
used to calculate allowances on a portfolio basis:

—  When appropriate empirical information is available, HSBC utilises roll rate methodology. This
methodology employs statistical analyses of historical trends of delinquency and default to estimate the
likelihood that loans will progress through the various stages of delinquency and ultimately prove
irrecoverable. The estimated loss is the difference between the present value of expected future cash flows,
discounted at the original effective interest rate of the portfolio, and the carrying amount of the portfolio.
Current economic conditions are also evaluated when calculating the appropriate level of allowance required
to cover inherent loss. 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.
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— In other cases, when the portfolio size is small or when information is insufficient or not reliable enough to
adopt a roll rate methodology, HSBC adopts a formulaic approach which allocates progressively higher
percentage loss rates the longer a customer’s loan is overdue. Loss rates are calculated from the discounted
expected future cash flows from a portfolio.

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 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.

Loan write-offs

Loans (and the related impairment allowance accounts) are normally written off, either partially or in full, when
there is no realistic prospect of recovery of these amounts and, for collateralised loans, when the proceeds from
realising the security have been received.

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 reversal is recognised in the income statement.

Assets acquired in exchange for loans

Non-financial assets acquired in exchange for loans as part of an orderly realisation are recorded as assets held
for sale and reported in ‘Other assets’. The asset acquired is recorded at the lower of 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

The impairment of personal loans is generally subject to collective assessment. Personal loans whose terms have
been renegotiated are no longer considered past due but are treated as new loans only after the minimum
required number of payments required under the new arrangements has been received.

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.

Trading assets and trading liabilities

Treasury bills, debt securities, equity shares 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 HSBC enters into contractual arrangements with counterparties to purchase or sell securities, 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
all gains and losses from changes therein are recognised in the income statement in ‘Net trading income’ as they
arise.
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(h) 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. HSBC may designate financial instruments at
fair value when the designation:

— eliminates or significantly reduces valuation 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 HSBC 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 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. Liabilities to customers under other types of investment contracts would
be measured at amortised cost. 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
equity. These financial instruments are managed on a fair value basis and management information is also
prepared on this 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.

— 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. HSBC 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.

— 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 HSBC 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 ‘Net
income from financial instruments designated at fair value’. The amount of change during the period, and
cumulatively, in the fair value of designated financial liabilities and loans and advances that is attributable to
changes in their credit risk is determined as the amount of change in the fair value that is not attributable to
changes in market conditions that give rise to market risk.

Financial investments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value (Note 2h), are classified as ‘available-for-sale’ or ‘held-to-maturity’. Financial
investments are recognised on trade date, when HSBC 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) Available-for-sale securities 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 equity in the
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‘Available-for-sale reserve’ (Note 39) until the securities are either sold or impaired. When available-for-
sale securities are sold, cumulative gains or losses previously recognised in equity are recognised in the
income statement as ‘Gains less losses from financial investments’.

Interest income is recognised on available-for-sale securities using the effective interest rate 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 or group of assets. This usually arises when circumstances are such that an
adverse effect on future cash flows from the asset or group of assets can be reliably estimated. If an
available-for-sale security is impaired, the cumulative loss (measured as the difference between the asset’s
acquisition cost (net of any principal repayments and amortisation) and its current fair value, less any
impairment loss on that asset previously recognised in the income statement) is removed from equity and
recognised in the income statement. Reversals of impairment losses are subject to contrasting treatments
depending on the nature of the instrument concerned:

— if the fair value of a debt instrument classified as available-for-sale 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;

— impairment losses recognised in the income statement on equity instruments are not reversed through
the income statement.

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

Sale and repurchase agreements (including stock lending and borrowing)

When securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos’), they
remain on the balance sheet and 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 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.

In the normal course of business, the fair value of a derivative 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, HSBC recognises a
trading gain or loss on inception of the derivative. When unobservable market data have a significant impact on
the valuation of derivatives, the entire initial difference in fair value indicated by the valuation model from the
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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.

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
are the same as those of a stand-alone derivative; and the combined contract is not held for trading or 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 only offset 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 and 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, HSBC 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”); or (iii) hedges of net investments in a foreign operation (‘net investment 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, HSBC documents the relationship between the hedging instruments
and the hedged items, its risk management objective and its strategy for undertaking the hedge. HSBC 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’.

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 equity 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.

Amounts accumulated in equity are recycled 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 deferred in equity are transferred
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 equity at that time remains 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 equity is immediately transferred to the income statement.
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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 equity; a gain or loss on the ineffective
portion is recognised immediately in the income statement. Gains and losses accumulated in equity are included
in the income statement on the disposal of the foreign operation.

Hedge effectiveness testing

To qualify for hedge accounting, HSBC 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 an HSBC 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
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 right to receive cash flows from the assets has expired; or when
HSBC has transferred its contractual right to receive the cash flows of the financial assets, and either

— substantially all the risks and rewards of ownership have been transferred; or
— substantially all the risks and rewards have neither been retained nor transferred but control is not retained.

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

(m) Offsetting financial assets and financial liabilities

Financial assets and financial liabilities are offset and the net amount 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

HSBC Holdings’ investments in subsidiaries are stated at cost less any impairment losses. Reversals of
impairment losses are recognised in the income statement if there has been a change in the estimates used to
determine the recoverable amount of the investment.

Investments in associates and interests in joint ventures are recognised using the equity method, initially stated at
cost, including attributable goodwill, and are adjusted thereafter for the post-acquisition change in HSBC’s share
of net assets.
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Profits on transactions between HSBC and its associates and joint ventures are eliminated to the extent of
HSBC'’s interest in the respective associates or joint ventures. Losses are also eliminated to the extent of HSBC’s
interest in the associates or joint ventures unless the transaction provides evidence of an impairment of the asset
transferred.

(o) Goodwill and intangible assets

(@)

(i)

Goodwill arises on business combinations, including the acquisition of subsidiaries, and interests in joint
ventures and associates, when the cost of acquisition exceeds the fair value of HSBC’s share of the
identifiable assets, liabilities and contingent liabilities acquired. By contrast, if HSBC’s interest in the fair
value of the identifiable assets, liabilities and contingent liabilities of an acquired business is greater than the
cost of acquisition, the excess is recognised immediately in the income statement.

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

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 by comparing the present value of the expected future cash flows from a
business with the carrying amount of its net assets, including attributable goodwill. Goodwill is stated at cost
less accumulated impairment losses which are charged to the income statement.

Goodwill on acquisitions of interests in joint ventures and associates is included in ‘Interests in associates
and joint ventures’.

At the date of disposal of a business, attributable goodwill is included in HSBC’s share of net assets in the
calculation of the gain or loss on disposal.

Intangible assets include the value of in-force long-term insurance business, computer software, trade
names, mortgage servicing 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.

— 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.

— Intangible assets that have a finite useful life, except for the 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 value of in-force long-term insurance business see Note 2(x).

(iii) Intangible assets are amortised over their finite useful lives, generally on a straight line basis, as follows:

TTAAC NAIMES ..ttt ettt bbbttt ettt et b e et st sa et sa b et ne e b e eneneen 10 years
MOTtZAage SEIVICING TIZNES ...iuieiiieiiieiiietirieietecetee ettt sttt ettt s et bbb e e ssenesaeneesenes between 5 and 30 years
PUrChased SOTEWALE .......c.eiiuiiiiiiecte bbbttt between 3 and 5 years

Internally generated software ... between 3 and 5 years
Customer/merchant relationships . ... between 3 and 10 years
ORET <.ttt bt b e bt h et s e e st h bt b e h ettt h et n bt eae e generally 10 years

(p) Property, plant and equipment

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

freehold land is not depreciated;

freehold buildings are depreciated at the greater of two per cent per annum on a straight-line basis or over
their remaining useful lives; and
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— leasehold buildings are depreciated over the unexpired terms of the leases, or over their remaining useful
lives.

Equipment, fixtures and fittings (including equipment on operating leases where HSBC 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 five 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.

HSBC 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 HSBC 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. 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 HSBC 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, HSBC 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 equipment is
thereby impaired. When HSBC 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.

Income tax

Income tax on the profit or loss for the year comprises current tax and deferred tax. Income tax is recognised in
the income statement except to the extent that it relates to items recognised directly in shareholders’ equity, in
which case it is recognised in shareholders’ equity.

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 HSBC 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 a legal right to offset exists in the entity.

Deferred tax relating to actuarial gains and losses on post-employment benefits is recognised directly in equity.
From 1 January 2005, deferred tax relating to fair value remeasurement of available-for-sale investments and
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cash flow hedging instruments which are charged or credited directly to equity, is also credited or charged
directly to equity 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

HSBC operates a number of pension and other post-employment benefit plans throughout the world. These plans
include both defined benefit and defined contribution plans and various other post-employment benefits such as
post-employment health-care.

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

The costs recognised for funding defined benefit plans are determined using the Projected Unit Credit Method,
with annual actuarial valuations performed on each plan. Actuarial differences that arise are recognised in
shareholders’ equity and presented in the Statement of Recognised Income and Expense in the period in which
they arise. Past service costs are recognised immediately 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. Current service costs
and any past service costs, together with the unwinding of the discount on plan liabilities less the expected return
on plan assets, are charged to operating expenses.

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 providing other defined post-employment benefits, such as post-employment health-care, are
accounted for on the same basis as defined benefit pension plans.

Equity compensation plans

Shares awarded to an employee on joining HSBC that are made available immediately, with no vesting period
attached to the award, are expensed immediately. When an inducement is awarded to an employee on
commencement of employment with HSBC, and the employee must complete a specified period of service
before the inducement vests, the expense is spread over the period to vesting.

The expense of share options is recognised over the vesting period, and is determined by reference to the fair
value of the options on grant date, and the effect of any non-market vesting conditions such as option lapses. An
option may lapse if, for example, an employee ceases to be employed by HSBC before the end of the vesting
period. Estimates of future such employee departures are taken into account when accruing the cost during the
service period.

The expense relating to shares awarded as bonuses in respect of past service, by which an employee is required
to complete a specified period of future service to be entitled to the award, is spread over the period of service
rendered to the vesting date.

The compensation expense charged to the income statement is credited to the share-based payment reserve over
the vesting period of the shares and options. If awards of shares and options lapse during the vesting period due
to an employee leaving employment with HSBC, the charge to date is reversed to the income statement. If an
award lapses due to an employee leaving a plan but not employment with HSBC or due to HSBC cancelling or
modifying a plan, this is accounted for as an acceleration of vesting with full immediate recognition of the
outstanding charge in the income statement. If awards of shares or options lapse after they have fully vested, the
amount in respect of the award charged to the share-based payment reserve is transferred to retained earnings.

Foreign currencies

Items included in the financial statements of each of HSBC’s entities are measured using the currency of the
primary economic environment in which the entity operates (‘the functional currency’). The consolidated
financial statements of HSBC are presented in US dollars, which is the Group’s presentation 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
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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 directly in equity if the gain or loss
on the non-monetary item is recognised directly in equity. Any exchange component of a gain or loss on a non-
monetary item is recognised directly 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 US dollars, are translated
into the Group’s presentation currency at the rate of exchange ruling at the balance sheet date. The results of
branches, subsidiaries, joint ventures and associates whose functional currency is not US dollars are translated
into US dollars 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 equity in the ‘foreign exchange reserve’. 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 the foreign exchange reserve in

shareholders’ equity. On disposal of a foreign operation, exchange differences relating thereto and previously
recognised in reserves are recognised in the income statement.

(v) 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 as a result of past events, and 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 HSBC. Contingent
liabilities are not recognised in the financial statements but are disclosed unless they are remote.

(w) Financial guarantee contracts

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

HSBC Holdings has issued financial guarantees to other Group entities. Where these guarantees have been
classified as insurance contracts, they are measured consistently with insurance liabilities.

(x) Insurance contracts

Through its insurance subsidiaries, HSBC issues contracts to customers that contain insurance risk, financial risk
or a combination thereof. A contract under which HSBC 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.

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
contracts 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.
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Notes 2 and 3

(y)

Premiums for life insurance contracts 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 during 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.

Present value of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business and are in force at the
balance sheet date is recognised as an asset.

The present value of in-force long-term insurance business is determined by discounting future cash flows
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 long-term insurance business. Movements in the present value of in-force long-term
insurance business are included in ‘Other operating income’ on a gross of tax basis.

Investment contracts

Customer liabilities under non-linked and unit-linked investment contracts and the linked financial assets are
designated at fair value, and the movements in fair value are recognised in the income statement in ‘Net income
from financial investments 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 unit-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.
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(z) Debt securities issued and deposits by customers and banks

Financial liabilities are recognised when HSBC 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 consideration 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 net of directly attributable transaction costs and the redemption amount over the expected life
of the debt.

(aa)Share capital

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.

HSBC Holdings plc shares held by HSBC are recognised in ‘Total shareholders’ equity’ as a deduction from
retained earnings until they are cancelled. When such shares are subsequently sold, reissued or otherwise
disposed of, any consideration received is included in ‘Total shareholders’ equity’, net of any directly
attributable incremental transaction costs and related income tax effects.

(ab)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.

Net income from financial instruments designated at fair value

Net income from financial instruments designated at fair value includes:

all gains and losses from changes in the fair value of financial assets and liabilities designated at fair value,
including liabilities under investment contracts;

all gains and losses from changes in the fair value of derivatives that are managed in conjunction with financial
assets and liabilities designated at fair value; and

interest income, interest expense and dividend income in respect of:
— financial assets and liabilities designated at fair value; and
— derivatives managed in conjunction with the above,

except for interest expense arising on HSBC’s issued debt securities, together with the interest element of
derivatives managed in conjunction with them, which are recognised in ‘Interest expense’.

2006 2005
US$m US$m
Net income/(expense) arising on:
— financial assets held to meet liabilities under insurance and investment contracts ...................... 1,552 1,760
— other financial assets designated at fair Value ..........c.cocoeviiiiiniincnnccee e 217 90
— derivatives managed in conjunction with financial assets designated at fair value ...................... 57 17
1,826 1,867
— liabilities to customers under iNVEStMENt CONLIACES ......ceevevirreeereirreieriieeeeresseessereeseeeseeesennns (1,008) (1,126)
— HSBC’s issued debt SECUITHES" .........covvveveeeereieeeeeeeeeeeeeee e 277) 1,795
— derivatives managed in conjunction with HSBC’s issued debt securities 242 (1,392)
— other financial liabilities designated at fair value ...........c.cccoeireincnininnicccceeceee (125) (112)
— derivatives managed in conjunction with other financial liabilities designated at
FAIE VAIUE .ottt ettt ettt s ettt s et s a et e bt e s neetene s 1) 2
(1,169) (833)
Net income from financial instruments designated at fair value ............ccocevveiiviecineineicieieeee 657 1,034

317



HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Notes 4, 5 and 6

1 Gains and losses from changes in the fair value of HSBC's issued debt securities may arise from changes in HSBC'’s own credit risk. In
2006, HSBC recognised a US$388 million loss on changes in the fair value of these instruments arising from changes in HSBC'’s own

credit risk (2005: loss US$70 million).

Net earned insurance premiums

Investment
contracts with
Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
US$m US$m US$Sm US$m US$m
2006
Gross written premiums ............ceceeeevevenene 1,824 3,640 848 8 6,320
Movement in unearned premiums ............ 122 14 (1) - 135
Gross earned premiums .........cccecevveereenne 1,946 3,654 847 8 6,455
Gross written premiums ceded to
TEINSULETS ..vovenieeneeieeeeeeenesteeeeeeeeeeeees (451) 274) 14) - (739)
Reinsurers’ share of movement in
unearned Premiums .........cccoceveevevenenenes (48) — — - (48)
Reinsurers’ share of gross earned
PIEMIUMS ..ot (499) (274) (14) - (787)
Net earned insurance premiums ............... 1,447 3,380 833 8 5,668
2005
Gross Written premiums ..........coceceeveereenns 2,364 3,441 768 12 6,585
Movement in unearned premiums ... (225) 2 (210) — (433)
Gross earned premiums ............ceceeveereenene 2,139 3,443 558 12 6,152
Gross written premiums ceded to
TEINSUICTS .vvevevvvenierenieeerieneeseseesenneseneenens (479) 277) (20) - (776)
Reinsurers’ share of movement in
unearned Premiums ........coceceeevvereeeenene 60 - - - 60
Reinsurers’ share of gross earned
PIEMIUMS ... (419) (277) (20) - (716)
Net earned insurance premiums ............... 1,720 3,166 538 12 5,436
Net insurance claims incurred and movement in policyholders’ liabilities
Investment
contracts with
Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
US$m US$m US$m US$m US$m
2006
Claims, benefits and surrenders paid ........ 889 814 495 - 2,198
Movement in liabilities ............c..ccceevenen. 10 2,207 651 6 2,874
Gross claims incurred and movement in
TiabIlities ..ovoeeveeereieieieeieeeeee e 899 3,021 1,146 6 5,072
Reinsurers’ share of claims, benefits and
surrenders paid ........ocooeveeineieneninenine (228) (154) ()] - 391)
Reinsurers’ share of movement in
HabIlities ...oveveeeeiieeiecreeeeeeeeens 57 (54) 20 - 23
Reinsurers’ share of claims incurred and
movement in liabilities ............cocvevenene. (171) (208) 11 - (368)
Net insurance claims incurred and
movement in policyholders’
TiabIlities ..veveeveeeieieeieeeeeeeee e 728 2,813 1,157 6 4,704
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Investment
contracts with

Life discretionary
Non-life Life insurance insurance participation
insurance (non-linked) (linked) features Total
US$m US$m US$m US$m US$m
2005
Claims, benefits and surrenders paid ........ 966 621 357 - 1,944
Movement in liabilities ...........ccccoevveviennenns 72 1,683 445 9 2,209
Gross claims incurred and movement in
labilities ......coovveveeicccieieierrceen 1,038 2,304 802 9 4,153
Reinsurers’ share of claims, benefits and
surrenders paid ........oceeceeeininirieeenenene (146) (111) (11) - (268)
Reinsurers’ share of movement in
Habilities .....coovvereiceeicieieieirrnccceees 2 191 (11 — 182
Reinsurers’ share of claims incurred and
movement in liabilities ............c.cccc..... (144) 80 (22) - (86)
Net insurance claims incurred and
movement in policyholders’
liabilities ........ccccoovvviniiiiiiie 894 2,384 780 9 4,067
Net operating income
Net operating income is stated after the following items of income, expense, gains and losses:
2006 2005
US$m US$m
Income
Interest recognised on impaired fInancial @SSELS ...........ccvveveueiriririeieucirrieieeeer e 284 120
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 11,182 9,077
Fees earned on trust and other fiduciary activities where HSBC holds or invests assets on
behalf of its customers ....... 2,909 2,912
Income from listed investments' . 7,304 6,819
INCOmE from UNTIStEd TINVESLITIENIES® .....v.veeveeeeeeeeeeeeeeeeeeeeeeeeeseeeeeeeeeeseeeeeee e et seeseeeeeeseseseeeneeesesesseseseaees 9,192 5,001
Expense
Interest on financial instruments, excluding interest on financial liabilities held for trading
or designated at fair value ........... (38,158) (26,627)
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
HADIIIEIES ...t (1,826) (1,357)
Fees payable relating to trust and other fiduciary activities where HSBC holds or invests
assets on behalf Of ItS CUSTOMETS .........cueucueiririiieiciciieeeec e (103) (238)
Gains/(losses)
Gain /(loss) on disposal or settlement of loans and adVances ...........ccoceceveieeirierieeneereeseeeeens 24 (12)
Net impairment 1oss on 10ans and adVANCES .........cc.eerieirieirieinieireereseeeee e (10,547) (7,860)
Net (charge)/reversal of impairment allowances in respect of available-for-sale financial investments
........................................................................................................................................................ 21 42
Gains on disposal of property, plant and equipment and non-financial investments ...................... 781 703

1 Income from listed investments at 31 December 2004 was US$5,166 million.
2 Income from unlisted investments at 31 December 2004 was US$3,521 million.
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7 Employee compensation and benefits

2006 2005 2004

US$m US$m US$m

Wages and SALATIES ........cc.eveveieiieirieereete ettt eeenes 16,186 14,008 12,374
Social security costs ........ 1,194 1,072 973
Post-employment DENefits .........ococeeeririririeiiinininieecee e 1,120 1,065 1,176
18,500 16,145 14,523

The average number of persons employed by HSBC during the year was as follows:

2006 2005 2004
(restated") (restated')

BUIOPE ottt sttt ettt tenes 84,170 82,638 80,930
Hong Kong ..... 27,328 25,699 25,070
Rest of Asia-Pacific 68,182 50,605 37,211
North America ........ 57,654 51,518 49,832
Latin AMETICA .vocvivieivieieeeieieee ettt ettt b b ebe e b ereeaeeteeseensennas 58,863 54,825 51,684
TOLAL oottt ettt ettt et se bt bttt ne s e enn 296,197 265,285 244,727

1 In 2006, Mexico and Panama were reclassified from the North America segment to the Latin America segment. Comparative
information has been restated accordingly. See Note 13.

Post-employment benefit plans
HSBC pension plans

HSBC operates some 166 pension plans throughout the world, covering 76 per cent of HSBC’s employees, with a
total pension cost of US$1,058 million (2005: US$1,007 million; 2004: US$1,111 million), of which US$668 million
(2005: US$546 million; 2004: US$485 million) relates to plans outside the UK.

Progressively, HSBC has been moving to defined contribution plans for all new employees. The pension cost for
defined contribution plans, which cover 35 per cent of HSBC’s employees, was US$456 million (2005:
US$389 million; 2004: US$351 million).

Both HSBC’s and, where relevant and appropriate, the trustees’ long-term investment objectives for defined benefit
plans are:

e to limit the risk of the assets failing to meet the liability 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.

Both HSBC and, where relevant and appropriate, the trustees, consider that the investment policy should be
consistent with meeting their mutual overall long-term investment objectives. In pursuit of these long-term
objectives, an overall 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 desired levels of out-performance where relevant. This is intended to be reviewed at least triennially
within 18 months of the date at which the actuarial valuation is made, or more frequently if circumstances or local
legislation so require. The process generally involves an extensive asset and liability review.

The Group’s defined benefit plans, which cover 41 per cent of HSBC’s employees, are predominantly funded plans
with assets which, in the case of most of the larger plans, are held in trust or similar funds separate from HSBC. 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 they are situated.

The largest plan exists in the UK, where the HSBC Bank (UK) Pension Scheme covers employees of HSBC Bank plc
and certain other employees of HSBC. This plan comprises a funded defined benefit plan (‘the principal plan’) which
is closed, and a defined contribution plan which was established on 1 July 1996 for new employees. In 2006, HSBC
and the Trustee of the principal plan agreed to change the investment strategy in order to reduce the investment risk.
This involved switching from a largely equity-based strategy to a strategy largely based on holding bonds together
with a more diverse range of investments. At the same time the principal plan entered into swap arrangements
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whereby the principal plan is committed to making LIBOR related interest payments in exchange for cash flows paid
into the plan, based on a projection of the future benefit payments from the principal plan. The asset allocation for the
new strategy is:

%

BUQUILIES ettt ettt b bt a et h e bbb b H R h et b a bt h et he et st et eh et s bt b et eaeeas 12.5
BOMAS .ttt ettt ettt b et bt b st s st s et ke et ek e b e R e s e Rt s st e s e Rt ke st ek ea s e te et ese et eseesese b e s s bessetentenenrn 50.0
ATEEINALIVE ASSEES! .....veveeeeeievee e s e a e s ss e s ssseae s s s s ee e s ss e e s s e s e s s e s e seeseeeen 12.5
PLOPEILY ntteteieeteeet ettt ettt ettt e ettt e st e e st e st en e s e a e e s en ek en ek a s e Rt s e AR e Rt e R e n ek en e ke n s Rt et e Rt s e st et en et e st bentene e enennan 10.0
CASI ettt ettt ettt e st e st et et e be et e ea e b e eteesees e e Rt e st easenten s e A et e aeeheebe st eaeeseeseentententententenbenaennes 15.0
100.0

1 Alternative assets include emerging market bonds, loans, and infrastructure assets.

At 31 December 2006, significant progress had been made towards the new strategy and swap arrangements were in
place.

The latest actuarial investigation of the principal plan was made at 31 December 2005, by C G Singer, Fellow of the
Institute of Actuaries, of Watson Wyatt Limited. At that date, the market value of the HSBC Bank (UK) Pension
Scheme’s assets was US$18,072 million (including assets relating to the defined benefit plan, the defined
contribution plan, and additional voluntary contributions). The market value of the plan assets represented 89 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

US$2,065 million. The method adopted for this investigation was the projected unit method. The expected cash flows
from the plan were projected by reference to the Retail Price Index (‘RPI’) swap break-even curve at 31 December
2005. Salary increases were assumed to be 1 per cent per annum above RPI and inflationary pension increases,
subject to a minimum of 0 per cent and a maximum of 5 per cent, were assumed to be in line with RPI. The projected
cash flows were discounted at the LIBOR swap curve at 31 December 2005 plus a margin for the expected return on
the investment strategy of 110 basis points per annum. The mortality experience of the plan’s pensioners over the
three year period since the previous valuation was analysed and the mortality assumption set on the basis of this with
allowances for medium cohort improvements on the PA92 series of tables from the valuation date.

In anticipation of the results of the 2005 investigation, on 22 December 2005 HSBC Bank plc made an additional
contribution of US$1,746 million to the principal plan in order to reduce the deficit of the plan. Following receipt of
the valuation results, HSBC agreed with the Trustee to meet a schedule of additional future funding payments, as set
out below:

US$m
2007 ettt ettt et e ehe b ekttt et e aeen e e st e st ent e b et et e ea e b e Rt eseeReeReenteneenten s e A e teseehe ke eseeneeneeseentententensensentenneenen 589
200 2 ettt st bt a bt h e a e st en e a e et en b et e eh e b ekt ea e eh e eR e eR e ea e e Rt e Rt e b et e bt ehe bt e Rt eneehees e ent e st en b et e nbenbententes 913
2003 ettt bbbt h e bt bt h e a e h e Rt et e st et e a b e bt eh e bt bt es £ e st e Rt e R e b et et e b bt e bt eh e e bt e bt e st e st en b et e s b et e nentes 913
20T ettt e b e ea et et et e eteeae st et e eat et e s e be b e ehebe st eseeAteseestessensenseae b e seeseeheeseeaeesseseensensensensessebensenaes 913

HSBC considers that the contributions set out above are sufficient to meet the deficit as at 31 December 2005 over
the agreed period.

HSBC also decided to make ongoing contributions to the principal plan in respect of the accrual of benefits of
defined benefit section members at the rate of 36 per cent of pensionable salaries from 1 January 2007, until the
completion of the next actuarial valuation, due at 31 December 2008. During 2006 HSBC paid contributions at the
rate of 20 per cent of pensionable salaries. A further 2 per cent of pensionable salaries is being paid over the period
1 January 2007 to 31 December 2014 to make good the difference in contributions during 2006.

As part of the 31 December 2005 valuation, calculations were also carried out as to the amount of assets that might be
needed to meet the liabilities if the plan 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 run the plan
without the support of HSBC. The amount required under this approach is estimated to be US$26,700 million as at 31
December 2005. 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.
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The benefits payable from the defined benefit plan are expected to be as shown in the chart below:

Benefit payments (US$m) In Hong Kong, the HSBC Group Hong Kong Local
20000 & - o ____. Staff Retirement Benefit Scheme covers employees
of The Hongkong and Shanghai Banking
Corporation and certain other employees of HSBC.
The plan comprises a funded defined benefit plan
(which provides a lump sum on retirement but which
is now closed to new members) and a defined
contribution plan. The latter was established on 1
January 1999 for new employees. The latest
valuation of the defined benefit plan was made at 31
December 2004 and was performed by E Chiu,
Fellow of the Society of Actuaries of the United
States of America, of HSBC Life (International)
HSBC Holdings. At that date, the market value of the defined benefit plan’s assets was US$942 million. On an
ongoing basis, the actuarial value of the plan’s assets represented 115 per cent of the benefits accrued to members,
after allowing for expected future increases in salaries, and the resulting surplus amounted to US$121 million. On a
wind-up basis, the actuarial value of the plan’s assets represented 128 per cent of the members’ vested benefits, based
on current salaries, and the resulting surplus amounted to US$206 million. The actuarial method used was the
projected unit credit method and the main assumptions used in this valuation were a discount rate of 4 per cent per
annum and long-term salary increases of 3 per cent per annum (with short-term deviation from 2005 to 2008).
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The HSBC North America (U.S.) Retirement Income Plan was formed with effect from the close of business on

31 December 2004 by the merger of the HSBC Bank USA Pension Plan and the Household International Retirement
Income Plan. This plan covers employees of HSBC Bank USA, HSBC Finance, and certain other employees of
HSBC. It comprises a final average pay plan (now closed to new participants) and a cash balance plan. All new
employees participate in the cash balance plan. The first full actuarial valuation of the merged plan was made at

1 January 2005 by Pedro Nebres, Fellow of the Society of Actuaries and Dan Kutliroff, Enrolled Actuary, of Mercer
Human Resource Consulting. Both are members of the American Academy of Actuaries. At that date, the market
value of the merged plan’s assets was US$2,305 million. The actuarial value of the assets represented 137 per cent of
the benefits accrued to members, after allowing for expected future increases in earnings. The resulting surplus
amounted to US$622 million. The method employed for this valuation was the projected unit credit method and the
main assumptions used were a discount rate of 8 per cent per annum and average salary increases of 3.75 per cent per
annum. The Internal Revenue Service granted formal approval for changes in funding method due to the merger of
pension plans on 23 August 2006.

The HSBC Bank (UK) Pension Scheme, The HSBC Group Hong Kong Local Staff Retirement Benefit Scheme, and
the HSBC North America (U.S.) Retirement Income Plan cover 37 per cent of HSBC’s employees.

HSBC healthcare benefits plans

HSBC also provides post-employment healthcare benefits under plans in the UK, the US, Canada, Mexico, France
and Brazil, the majority of which are unfunded. Post-employment healthcare benefits plans are accounted for in the
same manner as defined benefit 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. Total healthcare cost was US$62 million (2005: US$58 million; 2004: US$65 million).
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Post-employment defined benefit plans’ principal actuarial financial assumptions

The principal actuarial financial assumptions used to calculate the Group’s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2006, were as follows. These assumptions will also
form the basis for measuring periodic costs under the plans in 2007:

Healthcare cost trend

Rate of Rate Year of
Discount Inflation increase for of pay Initial Ultimate ultimate
rate rate pensions' increase rate rate rate

Y% % Y% % Y% %
UK 5.1 3.0 3.0 4.0 7.0 7.0 n/a
Hong Kong .......cccccveiiininns 3.75 n/a n/a 3.0 n/a n/a n/a
US e 5.9 2.5 n/a 3.75 10.5 5.0 2014
Jersey .. 5.1 3.0 3.0 4.75 n/a n/a n/a
Mexico ... . 8.0 35 2.0 4.0 6.75 6.75 n/a
Brazil ...... . 10.75 4.5 4.5 4.5 11.0 5.5 2016
France ... 4.5 2.0 2.0 3.0 6.0 6.0 n/a
Canada .......cccevvceruciciiiniinn, 5.19 2.5 n/a 3.47 9.9 4.9 2012
Switzerland ..o 2.25 1.5 n/a 2.25 n/a n/a n/a
Germany ..........ccceeeeeeveueeneenne 4.5 2.0 2.0 3.0 n/a n/a n/a

1 Rate of increase for pensions in payment and deferred pension.

The principal actuarial financial assumptions used to calculate the Group’s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2005, were as follows. These assumptions also
formed the basis for measuring periodic costs under the plans in 2006:

Healthcare cost trend

Rate of Rate Year of
Discount Inflation  increase for of pay Initial Ultimate ultimate
rate rate pensions' increase rate rate rate

% % % % % %

475 2.7 2.7 3.7 6.7 6.7 n/a
4.2 n/a n/a 5.0 n/a n/a n/a
5.7 2.5 n/a 3.75 10.4 5.0 2013

4.75 2.7 2.7 4.45 n/a n/a n/a

8.90 3.75 3.75 4.5 7.3 7.3 n/a

11.75 5.5 5.5 5.5 12.5 6.5 2016
4.1 2.0 2.0 3.0 6.0 6.0 n/a

5.25 2.5 n/a 3.0 7.3 4.5 2009

2.25 1.5 n/a 2.25 n/a n/a n/a
4.0 2.0 2.0 3.0 n/a n/a n/a

1 Rate of increase for pensions in payment and deferred pension.
2 The 2005 and 2004 rate of pay increase assumptions disclosed have been increased from 3.2 per cent to 3.7 per cent to reflect an age-
related promotional salary scale that was included in the obligation calculation but not in the disclosed assumption.

HSBC determines the discount rates to be applied to its obligations in consultation with the plans’ local actuaries, on
the basis of current average yields of high quality (AA rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obligations. The expected rate of return on plan assets is based on
historical market returns adjusted for additional factors such as the current rate of inflation and interest rates.

The principal actuarial financial assumptions used to calculate the Group’s obligations under its defined benefit
pension and post-employment healthcare plans at 31 December 2004, which formed the basis for measuring the 2005
periodic costs, were as follows:
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Note 7
Healthcare cost trend
Rate of Rate Year of
Discount Inflation  increase for of pay Initial Ultimate ultimate
rate rate pensions ! increase rate rate rate
% % % % % %
UK e 53 2.7 2.7 3.7 7.7 7.7 n/a
4.0 n/a n/a 5.0 n/a n/a n/a
6.0 2.5 n/a 3.75 11.6 5.9 2009
53 2.7 2.7 4.45 n/a n/a n/a
10.75 5.0 5.0 6.50 8.68 8.68 n/a
11.75 5.0 5.0 5.0 10.5 6.0 2015
4.5 2.0 2.0 3.5 6.0 6.0 n/a
6.0 2.5 n/a 3.0 7.7 4.6 2009
3.25 1.5 n/a 2.25 n/a n/a n/a
4.5 1.5 1.5 2.5 n/a n/a n/a

1 Rate of increase for pensions in payment and deferred pension.
2 The 2005 and 2004 rate of pay increase assumptions disclosed have been increased from 3.2 per cent to 3.7 per cent to reflect an age-
related promotional salary scale that was included in the obligation calculation but not in the disclosed assumption.

Mortality assumptions are increasingly significant in measuring the Group’s obligations under its defined benefit
pension and post-employment healthcare plans, particularly given the maturity of the plans. The mortality tables and
average life expectancy at 65 used at 31 December 2006 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
UK ottt PA92' 20.3 21.6 23.3 24.6
Hong Kong .....ccooevivinieinciniiicnccnceeceen n/a n/a n/a n/a n/a
US e e RP 2000 projected to
2005 18.7 18.7 20.9 209
PA92' 20.3 21.6 23.3 24.6
GAMS3 16.6 16.6 16.6 16.6
RP 2000 imp 2006 18.9 20.5 21.0 21.9
TG 05 22.8 25.6 26.3 29.1
Between UP94 C2015 19.0 19.0 21.6 21.6
and UP9%4 C2027 and 20.0 and 20.0 and 22.1 and 22.1
Canada healthcare plan ..........ccococoeveinievinecenenne UP94 C2025 19.8 19.8 22.0 22.0
Switzerland .........cocooeeeiiieneee EVK2000 and 17.6 17.6 20.4 20.4
BVG2000 and 17.8 and 17.8 and 21.1 and 21.1
GEIMANY ...ttt ettt es Heubeck 2005 G 18.1 20.8 22.2 24.9

1 PA92 with standard improvements to 2005 and medium cohort improvements thereafter.

The mortality tables and average life expectancy at 65 used at 31 December 2005 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
UK ettt PA92U2005 19.53 20.89 22.57 23.86
Hong Kong ....oveveieiieiieieeeeeese e n/a n/a n/a n/a n/a
US ettt RP 2000 imp 2005 17.90 17.90 20.25 20.25
JEISEY ettt PA92C2036 20.83 20.83 23.75 23.75
Mexico GAMS3 16.56 16.56 16.56 16.56
Brazil .. .. ATS3 18.51 18.51 21.89 21.89
France .....cccooevnenee. .. TPG93 23.02 25.32 23.02 25.32
Canada pension plans ...........c.ceeeeeveeneccnennenns UP9%4 C2012 18.65 18.65 21.37 21.37
and UP%4 C2027 and 19.84 and 19.84 and 22.00 and 22.00
Canada healthcare plan ...........cccooevivecinenineneenne GAM94M/F 17.88 17.88 21.32 21.32
Switzerland ..........coeeeieinieieeee e EVK2000 17.6 17.6 20.4 20.4
GEIMNANY ...ttt Heubeck 2005 G 18.06 20.84 22.20 24.85
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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:

HSBC Bank
(UK) Pension
Scheme
US$m
Discount rate
Change in pension obligation at 31 December 2006 from a 25bPS INCIEASE .......eerverirveiererieieieirieirieeeseeeseeeeeeseseesenes (1,086)
Change in pension obligation at 31 December 2006 from a 25bps deCrease ...........cccceeererieueueurerineeieueererereeeeeneeseseenenes 1,147
Change in 2007 pension coSt from @ 25DPS INCTEASE .......c.eeveiruirieiirieiirieiieteteteeie sttt ettt sttt sttt be e sbe e eneeas (20)
Change in 2007 pension cost from @ 25DPS AECTEASE ......c.veveveuiuiririririeieiiirieieiettrtete ettt ettt ettt seenenes 22
Rate of inflation
Change in pension obligation at 31 December 2006 from a 25bps increase 1,147
Change in pension obligation at 31 December 2006 from a 25bps decrease (1,086)
Change in 2007 pension oSt from @ 25DPS INCTEASE .......eveveveririeirierietesieteieteteestesestesteseseeteseesessesessesesseseesessesessesesseseses 88
Change in 2007 pension cost from @ 25bPS AECTEASE .........c.eueuiuiriririricuciiiirieieetire ettt enaes 7

Rate of increase for pensions in payment and deferred pensions
Change in pension obligation at 31 December 2006 from a 25bPS INCIEASE .......eerverirveriereieieieerieeriereeeeeeseseeeeeseseeneees 909

Change in pension obligation at 31 December 2006 from a 25bps decrease (872)
Change in 2007 pension cost from a 25bps INCrease .........c.ccocevevevereeeennnne. . 57
Change in 2007 pension cost from @ 25DPS AECTEASE ......c..eveueueuiririririeieiriirieteiet ettt ettt ettt enenes (55)
Rate of pay increase

Change in pension obligation at 31 December 2006 from a 25bPS INCTEASE ....c..c.erveuervererieririeiienieiereeiereeieeteeereeeie e 287
Change in pension obligation at 31 December 2006 from a 25bps deCrease ..........coceeeeririerereririniririeeeerenenieeeseerereseenenes (275)
Change in 2007 pension oSt frOm @ 25DPS INCTEASE .......eveveieririeirierirteiieteieteteestesesseseeseseeseseesessesesseseeseseeseseesessesensesenss 31
Change in 2007 pension cost from @ 25bPS AECTEASE .........c.cueuiueririririeiciiiirieieiette ettt 27)
Mortality

Change in pension obligation from each additional year of longevity assumed ...........cccocevveerieiinierinerineeeeereee e 756

The following table shows the effect of changes in the discount rate and in mortality rates on plans other than the
principal plan:

Other plans
US$m
Change in pension obligations at 31 December 2006 from a 25bps increase in diSCOUNt rate .........cceccererervevevcecrcrereenenes (276)
Change in 2007 pension cost from a 25bps increase in discount rate ...........c.ccccevveueueeennnnee Q)
Increase in pension obligation from each additional year of longevity assumed ............cocoverrenerineiineneneneeseneees 167
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Defined benefit pension plans

The calculation of the net liability under the Group’s defined benefit pension plans is set out below together with the
expected rates of return and plan assets used to measure the net defined benefit pension costs in each subsequent year.

At 31 December 2006

HSBC Bank (UK) Pension Scheme Other plans
Expected Expected
rates of rates of
return Value return Value
% US$m % US$m
EQUITIES w.vveveeeiiieieiei e 8.0 5,046 8.1 3,209
Bonds .... 53 12,189 5.7 3,302
Property . . 7.0 2,056 7.0 138
OFhET oot 4.3 1,296 4.6 467
Fair value of plan assets .........c.covveeerennrieceninnienene 20,587 7,116
Present value of funded obligations ...........c.cccceceurueee (24,332) (7,534)
Present value of unfunded obligations ............ccccccee. - (382)
Defined benefit obligation ............coccoevevreneincicnennnne (24,332) (7,916)
Effect of limit on plan surpluses ............cccccececniencnns - ()
Unrecognised past SEIVICe COSt ......c.cueuererrrreuerererenueuenne - 1
Net Hability ..o.cecvveereeieieiiirieieeceeeeie e (3,745) (808)
At 31 December 2005
HSBC Bank (UK) Pension Scheme Other plans
Expected Expected
rates of rates of
return Value return Value
% US$m % US$m
Equities . . 8.0 8,181 8.6 2,749
Bonds ... . 43 5,234 52 2,539
PIOPEILY .vceeevieietiieieie et 6.5 1,540 6.5 97
OBhET oottt 3.6 2,441 4.6 971
Fair value of plan assets .........cccoveeeeeennniercccninnenene 17,396 6,356
Present value of funded obligations ............ccccevevveuennne (20,587) (6,687)
Present value of unfunded obligations ............coeeuenee — (415)
Defined benefit obligation ..........c.ccceceveverreeerireninnnenene (20,587) (7,102)
Effect of limit on plan surpluses ........c.ccceceeverrueenencne. - (7)
Unrecognised past SErvice COSt .....c.evvevereerenireneeeennenes - 3
Net HabIlLY ..eveveveeeeeeiirieeeiee e (3,191) (750)

Plan assets include US$87 million (2005: US$80 million) of equities issued by HSBC and US$188 million (2005:
USS$53 million) of other assets issued by HSBC. Additionally, the fair value of plan assets include derivatives entered
into with the HSBC Bank (UK) Pension Scheme with a negative fair value of US$273 million at 31 December 2006

(2005: nil).

The principal plan holds a diversified portfolio of investments to meet future cash flow liabilities arising 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 (‘SIP’). The SIP sets out the principles governing how decisions about investments

are made.
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Changes in the present value of defined benefit obligations

2006 2005
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Scheme plans Scheme plans

US$m US$m US$m US$m

At 1 JanUATY .ocveeiiiiccccnrecceeeccc e 20,587 7,102 19,988 6,501
CUITENt SEIVICE COSE ..vvivivinieriieiirieiseeeeiereereeeesieeenens 456 304 383 283
INLETESt COSE .nviiriiiiiitiiciiecee e 1,055 366 981 333
Contributions by employees ..........c.cocvveverererreieeenne - 28 - 14
AcCtuarial IoSSES ......c.ocevveeveeeeerierieieeeieeeee e 30 211 1,968 506
Benefits paid .......ccocoveveeeniiienne (696) (386) (540) (338)
Past service cost — vested immediately ... - 9 - 3)
Past service cost — unvested benefits ... - - - 3
ACQUISILIONS ..evevveeiieiieienieteieieiee et e e eeaens - 10 84 -
Reduction in liabilities resulting from curtailments ..... - Q) - “4)
Liabilities extinguished on settlements .............ccccceueee - 21) - 6)
Exchange differences ..........cooveeerininnicicrcncnncieccnne 2,900 298 (2,277) (187)
At 31 DECEMDET .....eeveveniiiieiiieirieeeee e 24,332 7,916 20,587 7,102

Changes in the fair value of plan assets
2006 2005
HSBC Bank HSBC Bank

(UK) Pension Other (UK) Pension Other

Scheme plans Scheme plans

US$m US$m US$m US$m

At 1 JaNUATY oo 17,396 6,356 15,105 5,823

Expected return on plan assets ...........coceecerveenrecesernnnns 1,169 421 954 401
Contributions by HSBC .......cccovuiiiiinniicircicecne 240 193 1,986 448
—NOTMAL et 240 160 240 156

— SPECIAL e - 33 1,746 292
Contributions by employees ..........cccccovueveererreeuceenne - 28 - 14
EXPErience gains .......coccceveereireeeneninenieeneeseenieene - 203 1,623 78
Benefits paid .....ccceeevieieieiiinieccc e (696) (343) (540) (287)
ACQUISIIONS ..vevveeeieeiieeiieeeene - - 58 -
Assets distributed on curtailments ... - “) - -
Assets distributed on settlements . - (14) - 3)
Exchange differences ..........cocoveeerininineicncnnncieeennne 2,478 276 (1,790) (118)
At 31 DECEMDET .....eevveinieieieiiieiirieeeee et 20,587 7,116 17,396 6,356

The actual return on plan assets for the year ended 31 December 2006 was US$1,793 million (2005:
US$3,056 million). HSBC expects to make US$1,229 million of contributions to defined benefit pension plans during
2007. Benefits expected to be paid from the plans to retirees over each of the next five years, and in aggregate for the

five years thereafter, are:

2007 2008

US$m US$m

HSBC Bank (UK) Pension Scheme ................... 662 693
Other significant plans ..........c.cococcccecnrerecennns 344 361
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US$m

707
380

2010 2011
US$m US$m
750 779
389 422

1

S e

2012-2017
US$m

4,865
2,385
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Total expense recognised in the income statement in ‘Employee compensation and benefits’

Current service cost
Interest cost .......cceenennne
Expected return on plan assets ...
Past service cost
(Gains)/losses on curtailments ....

Total expense

Summary

Defined benefit obligation
Fair value of plan assets

Net deficit ........coeveneenes

Experience gains/(losses) on
plan liabilities
Experience gains on plan assets .
Losses from changes in
actuarial assumptions

Total net actuarial gains/
[ TRy

2006 2005 2004
HSBC Bank HSBC Bank HSBC Bank
(UK) Pension Other  (UK) Pension Other  (UK) Pension Other
Scheme plans Scheme plans Scheme plans
US$m US$m US$m US$m US$m US$m
456 304 383 283 348 257
1,055 366 981 333 921 326
(1,169) 421) (954) (401) (927) (382)
- 11 - 3 - ®
- - — (4) 242 17)
342 260 410 208 584 176
2006 2005 2004
HSBC Bank HSBC Bank HSBC Bank
(UK) Pension Other  (UK) Pension Other  (UK) Pension Other
Scheme plans Scheme plans Scheme plans
US$m US$m US$m US$m US$m US$m
(24,332) (7,916) (20,587) (7,102) (19,988) (6,501)
20,587 7,116 17,396 6,356 15,105 5,823
(3,745) (800) (3,191) (746) (4,883) (678)
540 (167) 70 (113) 401 (42)
- 203 1,623 78 506 3
(570) (44) (2,038) (393) (1,357) (243)
(30) (8) (345) (428) (450) (282)

Actuarial gains and losses represent experience adjustments on plan assets and liabilities as well as adjustments
arising from changes in actuarial assumptions. Total cumulative actuarial losses recognised in equity at 31 December
2006 were US$1,543 million (2005: US$1,505 million).

The total effect of the limit on plan surpluses recognised within actuarial losses in equity during 2006 was a

US$2 million loss (2005: US$4 million gain).

Post-employment healthcare benefits plans

Equities .....ccccovveverenne.

Bonds

Fair value of plan assets

Present value of funded obligations

Present value of unfunded obligations ...........c.cccceueuee

Defined benefit obligation
Unrecognised past service cost

Net liability .......cccooennne

328

2006
Expected rates

of return Value
% US$m

14.5 40

8.5 93

133
(219)
(887)

(1,106)

29)

(1,002)

2005
Expected rates

of return Value
% US$m

12.0 32

8.5 75

107
(178)
(826)
(1,004)
(€19}
(928)



Changes in the present value of defined benefit obligations

2006 2005
US$m US$m
AL 1 JANUATY .ottt 1,004 982
Current service cost 19 18
TIEETESE COST .ttt ettt ettt sttt et b et be s eae e bt eaesebenene 64 63
Contributions DY EMPLOYEES .....cveveuirieirierieieieieieiest ettt eae st st st teseeseseesessesesseseeseseeseneane 2 6
ACHUATIAL LOSSES ....vveienietiietiiei ettt ettt ettt ettt b et a e e eness e st et et e b et e b e s e st eseneeneneeseneebenene 37 44
BENETIS PAIA ...ttt ettt sttt 52) (50)
Past service cost:
— vested immediately . 1 (13)
—unvested benefits .........cocveviveereineiirene . - 29)
Reduction in liabilities resulting from curtailments ............cccocoveerrereinieeneneseeeeeeeseene ()] -
Liabilities extinguished on SEHIEMENTS ........c.covieueuiiririririeiciiiiect et (¢} -
EXChange differenCes ........ccveiieirieirieieie ettt sttt seseebenene 41 (17
AL 3T DECEIMDET ..ottt ettt e e et e et e e e e et e et e eaeeetaeeaseeaeeeaseeaseenseenseenseenrean 1,106 1,004
Changes in the fair value of plan assets
2006 2005
US$m US$m
AL 1 JANUATY .ottt 107 79
Expected return on plan assets . 11 10
Contributions by HSBC ....... 39 19
EXPErience GaINS/(LOSSES) ....cerveirieirieiereieteietesietestesteseseeseseeseseesestesessesesseseesesesseseesensesensesesseseesensane 1) 1
BENETts PAIA .....viuiiiiiciiiieecce ettt et 20) 7
Assets distributed on CUTtAIlMENTS ..........cceviieiiieieieieiete ettt sse s beeseeseeseeneenes a -
EXChange differeNCES ........ceoiriririeuiiiiirieieieicirte ettt ettt 2) 5
AL 31 DECCIMDET ....cviieiiieiieteieteetei ettt ettt sttt ettt et b e e st sees e et e st et es e b et e s e s enesseneeseneebenene 133 107

The actual return on plan assets for the year ended 31 December 2006 was US$10 million (2005: US$11 million).

HSBC expects to make US$19 million of contributions to post-employment healthcare benefit plans during 2007.
Benefits expected to be paid from the plans to retirees over each of the next five years, and in aggregate for the five

years thereafter, are:

2007 2008 2009 2010 2011  2012-2017

US$m US$m US$m US$m US$m US$m

Significant plans ...........ccccecevveveriecenenineieeenne 47 49 53 55 57 320

Total expense recognised in the income statement in ‘Employee compensation and benefits’

2006 2005 2004

US$m US$m US$m

CULTENE SEIVICE COSE .uvuviviriuiniiiereieairtnteeeteetrenteeeserettesesebesesensesesesesesseeseseseneas 19 18 17
TIEETESE COSE uvviniruiieriietieteiete ettt sttt ese e s nenesnene 64 63 58
Expected return on plan assets . 11 (10) ®)
Past service cost .........oeen... . )} (13) ?2)
Losses on curtailments ) _ _
L0SSES ON SELICMENLS ....evivieitieiieiieiieieiei ettt eae e 1) — —
TOAL EXPEISE .veveviviniiieieieiiirtetet ettt ettt ettt bbbttt besenene 62 58 65
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Summary
2006 2005 2004
US$m US$m US$m
Defined benefit Obligation ...........cccveeieeirieiirieiriei e (1,106) (1,004) (982)
Fair value of plan @sSets .........ccccovrueeeerininieieicenineicceeeeteeee e 133 107 79
INEt AETICTE .t (973) (897) (903)
Experience gains/(losses) on plan liabilities ...........cccceceveeerieerirenieenieiiennns 12) 19 (15)
Experience gains/(losses) on plan assets 1) 1 -
Gains/(losses) from changes in actuarial assumptions ............c.ccccococevrrucucnne. (25) (63) 20
Total net actuarial ZaiNS/(I0SSES) .....covevvevereereiererieierieirierieiereetee et eeeeeeeens (38) (43) 5

Actuarial gains and losses represent experience adjustments on plan assets and liabilities as well as adjustments
arising from changes in actuarial assumptions. Total cumulative net actuarial losses recognised in equity at
31 December 2006 were US$76 million (2005: US$38 million).

The actuarial assumptions of the healthcare cost trend rates have a significant effect on the amounts recognised. A
one percentage point change in assumed healthcare cost trend rates would have the following effects on amounts
recognised in 2006:

1% increase 1% decrease

US$m US$m
Increase/(decrease) of the aggregate of the current service cost and interest COst .........occevvvvevvrnnene 8 6)
Increase/(decrease) of defined benefit Obligation ............cccccceeeriririeicciinininicecirrecceeee e 103 (111)

HSBC Holdings

Employee compensation and benefit expense in respect of HSBC Holdings’ employees in 2006 amounted to
US$193 million (2005: US$166 million). The average number of persons employed by HSBC Holdings during 2006
was 505 (2005: 433).

Employees of HSBC Holdings who are members of defined benefit pension plans are principally members of either
the HSBC Bank (UK) Pension Scheme or the HSBC International Staff Retirement Benefit Scheme. There is no
contractual or stated policy for charging the net defined benefit cost to HSBC Holdings, which is recognised in the
consolidated accounts of HSBC in the note above. HSBC Holdings pays contributions to plans in accordance with
schedules determined by the Trustees following consultation with qualified actuaries.

Directors’ emoluments

The aggregate emoluments of the Directors of HSBC Holdings, computed in accordance with Part I of Schedule 6 of
the Companies Act, were:

2006 2005 2004

US$000 US$000 US$000

FEES vttt ettt ettt ettt aeaee 2,660 2,100 2,713
Salaries and other eMOIUMENTS ............cceeeviiiiieiiiiiieieeee et 7,774 12,869 9,721
BOMUSES ..ottt ettt ettt sa b b s e bt se s se e ese s esenee 10,705 13,264 17,288
21,139 28,233 29,722

Gains on the exercise of share OPtions ..........c.coeeveoirenirennenieneeneeseeees 3 17 14,078
Vesting of Restricted Share Plan awards .........c.cooeeevinnnecrcnnneccncnnne 18,975 24,221 9,598

In addition, there were payments under retirement benefit agreements with former Directors of US$1,045,448 (2005:
US$996,098). The provision at 31 December 2006 in respect of unfunded pension obligations to former Directors
amounted to US$17,759,454 (2005: US$16,458,975).

During the year, aggregate contributions to pension schemes in respect of Directors were US$889,241 (2005:
US$4,819,759), including US$395,740 (2005: US$3,304,081) arising from a Director’s waiver of bonus.

Discretionary bonuses for Directors are based on a combination of individual and corporate performance and are
determined by the Remuneration Committee. Details of Directors’ remuneration, share options and conditional
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awards under the Restricted Share Plan 2000 and The HSBC Share Plan are included in the ‘Directors’ Remuneration
Report’ on pages 280 to 289.

Auditors’ remuneration

Auditors’ remuneration in relation to statutory audit amounted to US$44.7 million (2005: US$47.0 million; 2004:
US$41.7 million).

The following fees were payable by HSBC to the Group’s principal auditor, KPMG Audit Plc and its associates
(together ‘KPMG’):

2006 2005 2004
US$m US$m US$m
Audit fees for HSBC Holdings’ statutory audit:

— fees relating to CUITENt YEAT ......cvvveveeeiereieieieeriee et 2.7 2.8 2.3
— fees relating to PriOT YEAT ........cccccccverireeueueiiirireeieeeseeseeteaeseseseseeeesenenenens - 0.2 0.7
2.7 3.0 3.0

Fees payable to KPMG for other services provided to HSBC:
— audit of HSBC’s subsidiaries, pursuant to legislation .............ccccooveuene. 40.4 42.5 36.6
— other services pursuant to legislation' ...........c..ccooorierierinrierierinen. 154 29.2 134
— tax services 2.0 2.6 6.2
— services relating to information technology ............cccoccececucirivnininicanee 0.6 - -
— services related to corporate finance transactions ...........c.ceceeveeveereeenns 1.6 0.3 1.6
— Al1 OhET SEIVICES ..evuevenieiiieiieieieete ettt 4.1 5.0 4.7
64.1 79.6 62.5
Total feeS PAYADIE .......cooveuiuiiiieiiiciiccc e 66.8 82.6 65.5

1 Including fees paid to KPMG in respect of work relating to preparation for reporting under section 404 of the Sarbanes-Oxley Act of
US$2.2 million (2005: US$11.7 million; 2004.: US$4.1 million). Other accounting firms have been paid a total of US$8.3 million (2005:
US$16.7 million; 2004: US$6.6 million) for work on this project.

No fees were payable by HSBC to KPMG for the following types of services: internal audit services, valuation and
actuarial services, services related to litigation, and services related to recruitment and remuneration.

‘Audit fees for HSBC Holdings’ statutory audit’ are fees payable to KPMG Audit Plc for the statutory audit of the
consolidated financial statements of HSBC and the separate financial statements of HSBC Holdings. They exclude
amounts payable for the statutory audit of HSBC Holdings’ subsidiaries which have been included in ‘Fees payable
to KPMG for other services provided to HSBC’.

The following is a description of the types of services included in ‘Fees payable to KPMG for other services provided
to HSBC’:

Audit related services

—  ‘Audit of HSBC’s subsidiaries pursuant to legislation’ includes fees payable to KPMG for the statutory audit of
HSBC'’s subsidiaries.

‘Other services pursuant to legislation’ include services for assurance and other services that are in relation to
statutory and regulatory filings, including comfort letters and interim reviews.

Tax services
‘Tax services’ include tax compliance services and tax advisory services.
Other services

—  ‘Services relating to information technology’ include advice on IT security and business continuity and
performing agreed upon IT testing procedures.

—  ‘Services related to corporate finance transactions’ include fees payable to KPMG for transaction-related work,
including US debt issuances.

—  “All other services’ include other assurance and advisory services such as translation services, ad-hoc accounting
advice and review of financial models.
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The following fees were payable by HSBC’s associated pension schemes to KPMG:

2006 2005 2004

US$°000 US$°000 US$°000

AUAIE FEES .eevviveiieieieieetee ettt b et se et esenes 581 550 536
TAX SEIVICES .veuvevivertesrieseeseeteeseeeesessessessessessessesseeseesesssessessessessessessesassessessens 23 17 11
AL OtNET SEIVICES .uviuvirieiieietietieiieieteteste e etestesteeteese e e esee e esaebessessesbeeseeneeneas 23 5 5
Total fees payable ... 627 572 552

No fees were payable by HSBC’s associated pension schemes to KPMG for the following types of services: other
services pursuant to legislation, services relating to information technology, internal audit services, valuation and
actuarial services, services related to litigation, services related to recruitment and remuneration, and services related
to corporate finance transactions.

In addition to the above, KPMG estimate they have been paid fees of US$2.1 million (2005: US$4.5 million; 2004:
US$4.0 million) by parties other than HSBC but where HSBC is connected with the contracting party and therefore
may be involved in appointing KPMG. These fees arise from services such as auditing mutual funds managed by
HSBC and reviewing the financial position of corporate concerns which borrow from HSBC.

Fees payable to KPMG for non-audit services for HSBC Holdings are not disclosed separately because such fees are
disclosed on a consolidated basis for HSBC Group.

Share-based payments

During 2006, US$854 million was charged to the income statement in respect of equity-settled share-based payment
transactions (2005: US$540 million; 2004: US$450 million). This expense was based on the fair value of the share-
based payment transactions when contracted. All of the expense arose under employee share awards made within
HSBC’s reward structures.

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award, are calculated using a
binomial lattice model methodology that is based on the underlying assumptions of the Black-Scholes model. When
modelling options/awards with vesting dependent on HSBC’s Total Shareholder Return over a period, these
performance targets are incorporated into the model using Monte Carlo simulation. The expected life of options
depends on the behaviour of option holders, which is incorporated into the option model consistent with historic
observable data. The fair values calculated are inherently subjective and uncertain due to the assumptions made and
the limitations of the model used.

The significant weighted average assumptions used to estimate the fair value of the options granted were as follows:

1-year 3-year S-year
HSBC Savings- Savings- Savings-
Holdings Related Related Related Share The
Group Share Share Option Share Option Option HSBC
Option Plan Plan Plans Plans Share Plan
2006
Risk-free interest rate' (%) ............... - 4.7 4.8 4.7 -
Expected life” (years) ........coocoorvunne. - 1 3 5 -
Expected volatility® (%) .... . - 17 17 17 -
Share price at grant date (£) .............. - 9.54 9.54 9.54 -
2005
Risk-free interest rate' (%) ............... 4.6 - 43 43 43
Expected life” (years) ........c.cccoov..... 7.8 - 3 5 5
Expected volatility® (%) .....cocvveenee. 20 - 20 20 20
Share price at grant date (£) .............. 8.30 - 8.68 8.68 8.37

1 The risk-free rate was determined from the UK gilts yield curve for the HSBC Holdings Group Share Option Plan awards and UK
Savings-Related Share Option Plans. A similar yield curve was used for the International Savings-Related Share Option Plans.

2 Expected life 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.
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Expected dividends have been incorporated into the valuation model for options and shares, where applicable. The
expected US dollar denominated dividend growth was determined to be 9 per cent for the first year (2005: 12 per
cent) and 8 per cent thereafter (2005: 8 per cent), consistent with consensus analyst forecasts.

The HSBC Share Plan

The HSBC Share Plan was adopted by HSBC Holdings in 2005. Under this Plan Performance Share awards,
Restricted Share awards and Share Option awards may be made. The aim of The HSBC Share Plan is to align the
interests of executives to the creation of shareholder value and recognise individual performance and potential.
Awards are also made under this plan for recruitment and retention purposes.

Performance Share awards

Performance Share awards are made to executive Directors and other senior executives taking into account individual
performance in the prior year. Performance Share awards are divided into two equal parts for testing attainment
against pre-determined benchmarking. One half of the award is subject to a Total Shareholder Return measure, based
on HSBC'’s ranking against a comparator group of 28 major banks. The other half of the award is subject to an
earnings per share target. For each element of the award, shares would be released to the employee according to a
sliding scale from 30 to 100 per cent of the award, dependent upon the scale of achievement against the benchmarks
and provided that the minimum criteria for each performance measure has been met. Shares will be released after
three years to the extent that the performance conditions are satisfied.

2006 2005

Number Number

(000°s) (000’s)

Outstanding at 1 JANUATY .....c.coveiiiiiriiiieeie ettt ettt 5,077 -
Additions dUring the YEar' ...............covviviveieeeeeeeeeeeeeee e 5,312 5,077
FOrfeited in the YEAT .....ccveuivieiieicieieeee ettt sttt ettt ene s eseeseseebenene (22) -
Outstanding at 31 DECEMDET .........eirueuieiirieiiieierieireieteeete ettt ettt se e sessesesseseeseseesenene 10,367 5,077

1 Additions during the year include 1,413,650 shares awarded to employees of HSBC Holdings (2005: 3,453,884).

The weighted average fair value of shares awarded by HSBC for Performance Share awards in 2006 was US$9.72
(2005: US$9.02).
Restricted Share awards

Restricted Share awards are made to other employees based on performance, potential and retention requirements, for
recruitment or as part of deferral of annual bonus. The awards vest between one and three years from date of award.

2006 2005

Number Number

(000°s) (000’s)

Outstanding at 1 JANUATY .....c.coveiiiiiriiieieitee ettt ettt 5,106 -
Additions dUring the YEar' ...............covuiviveeieeeeeeeeeeeeeeee e 41,440 5,285
REIEASEA 1N the YEAT ....vevieviieeiieiicieeeee ettt sttt s et st nesseseeseseebenene (1,685) (179)
FOrfeited in the YEAT ......c.ceiieiiieireeieeee ettt sttt s et a st e st nene (1,441) —
Outstanding at 31 DECEMDET .......c.eueiririeieuiiiirieieieie ettt ettt ettt ettt sttt ettt 43,420 5,106

1 Additions during the year include 324,884 shares awarded to employees of HSBC Holdings (2005: 823).

The weighted average fair value of shares awarded by HSBC for Restricted Share Awards in 2006 was US$17.65
(2005: US$16.66).
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Share options

Share options were granted in 2005 under the Rules of The HSBC Share Plan to employees in France based on their
performance in the previous year. The share options are subject to the corporate performance condition, which
consists of an absolute earnings per share measure and a Total Shareholder Return measure, based on HSBC
Holdings’ ranking against a comparator group of 28 major banks. The options vest after three years and are
exercisable up to the tenth anniversary of the date of grant, after which they will lapse.

2006 2005
Weighted Weighted
average average
exercise exercise
Number price Number price
(000’s) £ (000’s) £
Outstanding at 1 January .......c...ccccccceeevevccvcnneenenene. 628 8.84 - -
Granted in the year - - 628 8.84
Forfeited in the year .......c.cocoeeovneeeinnnccccrene - - - -
Outstanding at 31 December ..........ccooeueeceninnreucncncne. 628 8.84 628 8.84

The fair value of options granted in 2005 was US$2.29. No options were awarded in 2006. The weighted average
remaining contractual life of options outstanding at the balance sheet date is 3.3 years (2005: 4.3 years). None of
these options are exercisable at the balance sheet date.

Savings-related share option plans

The savings-related share option plans invite eligible employees to enter into savings contracts to save up to £250 per
month (or equivalent in US dollars, Hong Kong dollars or euros), with the option to use the savings to acquire shares.
The aim of the plan is to align the interests of all employees to the creation of shareholder value. The options are
exercisable within three months following the first anniversary of the commencement of a one-year savings contract
or within six months following either the third or the fifth anniversary of the commencement of three-year or five-
year savings contracts. The exercise price is set at a 20 per cent (2005: 20 per cent) discount to the market value at
the date of grant (except for the one-year options granted under the US sub-plan where a 15 per cent discount is
applied).

2006 2005
Weighted Weighted
average average
exercise exercise
Number' price Number' price
(000’s) £ (000’s) £
Outstanding at 1 January ........c.cccecevveeveeerevereesennns 98,416 6.07 109,722 5.92
Granted in the year ... 22,627 7.63 26,995 6.68
Exercised in the year.. (25,066) 5.61 (29,693) 6.06
Forfeited in the year .......c.cocoeeovnniceinnncccnnene (7,307) 6.26 (8,608) 6.06
Outstanding at 31 December ..........ccoceeueecennneicncnnne. 88,670 6.58 98,416 6.07

1 The above includes HSBC Holdings employee options of 606,205 outstanding at 1 January 2006 (2005: 599,322), 112,181 options
granted in the year (2005: 136,100) and 689,603 options outstanding at 31 December 2006 (2005: 606,205).

The weighted average fair value of options granted in the year as at the date of grant was US$3.45 (2005: US$3.76).
The exercise price range and weighted average remaining contractual life for options outstanding at the balance sheet
date, were as follows:

2006 2005

EXEICISE PIICE TANGZE (£) vevveueueiereierieiririeieietestrtet sttt ettt ettt s et st bbbttt et b st st et besenene s 5.35-8.07 5.35-6.75

Weighted average remaining contractual life (years) 1.76 1.89
Of which exercisable:

INUMDET (0007S) .ttt ettt ettt sttt bbbttt b bbbttt se et et e ebeeene 671 772

Weighted average eXercise PriCe (£) ..c.coveeeeririririeieiriririeieiettnteeeteieertseetese et eseseseseseseesesenene 5.35 6.09

The weighted average share price at the date the share options were exercised was US$17.55 (2005: US$16.56).

334



HSBC Holdings Restricted Share Plan 2000

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

Performance Share awards under the Restricted Share Plan were granted to Senior Executives from 2000 to 2004.
The aim of the plan was to align the interests of executives to the creation of shareholder value. This was achieved by
setting certain Total Shareholder Return targets against a peer group of major banks which must normally be attained
in order for the awards to vest. No further awards will be made under this Plan following adoption of The HSBC
Share Plan in 2005 other than from reinvested scrip dividends.

2006 2005

Number Number

(000’s) (000’s)

Outstanding at 1 January 14,970 17,044
Additions during the year' ... 520 710
Released in the year ......... (3,050) (2,455)
FOrfeited in the YEAT .....cc.civieiieicieieeee ettt sttt et ene s neeseseebenene (112) (329)
Outstanding at 31 DECEMDET .........cccciiiiiiiiiiiiiiiiiiic e 12,328 14,970

1 Additions during the year comprise reinvested scrip dividends, and include nil shares awarded to employees of HSBC Holdings (2005:
321,279).

The weighted average remaining vesting period as at 31 December 2006 was 1.53 years (2005: 2.14 years).

Restricted share awards made under the HSBC Holdings Restricted Share Plan 2000

Restricted shares were awarded to eligible employees after taking into account the employee’s performance in the
prior year, potential and retention requirements. Restricted shares are also awarded as part deferral of annual bonus or
for recruitment purposes. Shares are awarded without corporate performance conditions and are generally released to
employees between one and three years after the award was made, providing the employees have remained
continuously employed by HSBC for this period.

2006 2005

Number Number

(000°s) (000°s)

Outstanding at 1 JANUATY ....ccooooveuiuiiiniicccieeccte ettt e 58,427 46,021
Additions during the YEar' ..............coooiuoioiieeeeeeeeeeeeeeeeeeee e 1,499 34,439
RELASEA 1N The YEAT ...e.eviiiiiiieieieieete ettt ettt (19,224) (21,007)
FOrfeited in the YEAT ......cvcivieiieicieieeeteeee ettt sttt ettt e st ne s eseeseseebennne (2,032) (1,026)
Outstanding at 31 DECEMDET ......c..civuiuiriiiitiiiteniei ettt sttt 38,670 58,427

1 Additions during the year comprise reinvested scrip dividends, and include 41,951 shares awarded to employees of HSBC Holdings
(2005: 384,797).

The weighted average fair value of shares awarded by HSBC for Restricted Share Awards in 2005 was US$15.88. No
awards were made in 2006.

The weighted average remaining vesting period as at 31 December 2006 was 0.84 years (2005: 1.09 years).

HSBC Holdings Group Share Option Plan

The HSBC Holdings Group Share Option Plan was a long-term incentive plan under which certain HSBC employees
between 2000 and 2005 were awarded share options. The aim of the plan was to align the interests of those higher
performing employees to the creation of shareholder value. This was achieved by setting certain Total Shareholder
Return targets which must normally be attained in order for the awards to vest. Options were granted at market value
and are normally exercisable between the third and tenth anniversaries of the date of grant, subject to vesting
conditions. Any options granted after May 2005 will be made under the Rules of The HSBC Share Plan.
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2006 2005
Weighted Weighted
average average
exercise exercise
Number' price Number' price
(000°s) £ (000°s) £
Outstanding at 1 January ...........ccccccceevevecvcnneenenene. 209,982 8.06 220,670 8.07
Granted in the year ..o - - 7,470 8.36
Exercised in the Year ..........c.covveveeinnenieccnnneecene (38,469) 7.80 (11,764) 8.49
Forfeited in the Year ..........ccoeeeveinerieenieeneieeeeene (3,393) 8.29 (6,394) 8.00
Outstanding at 31 December ..........ccccceveevenrenenennne. 168,120 8.09 209,982 8.06

1 The above includes HSBC Holdings employee awards of 2,537,647 options outstanding at 1 January 2006 (2005: 2,624,133), zero
options granted in the year (2005:3,775) and 2,189,156 options outstanding at 31 December 2006 (2005: 2,537,647).

The weighted average fair value of options granted in 2006 was US$3.09. No options were granted in 2006. The
number of options, weighted average exercise price, and the weighted average remaining contractual life for options
outstanding at the balance sheet date, analysed by exercise price range, were as follows:

2006 2005

Exercise price range (£) ......cooeerveerererereeenieenreeeenens 6.00 — 8.00 8.01 -10.00 6.00 — 8.00 8.01 —10.00
NUmMbEr (0007S) ..ceeuveevereiiiirieieieiiereeieieie et 35,160 132,960 53,242 156,741
Weighted average exercise price (£) .. . 6.92 8.40 6.91 8.45
Weighted average remaining contractual life (years) .. 4.74 717 5.63 7.05
Of which exercisable:

Number (000°S) ..covrveveveriiriririeieieererreeieeeereseeienene 35,160 66,541 411 84,145

Weighted average exercise price (£) ......ccecvvveeervenenn 6.92 8.58 7.46 8.55

The weighted average share price at the date the share options were exercised was US$17.65 (2005: US$16.18).

After consideration of the performance and shareholder returns over the period between 2003 and 2005, the
Remuneration Committee exercised its discretion to waive the Total Shareholder Return performance condition in
respect of the awards made under this plan in 2003.

As aresult, a charge of US$135 million was recognised in 2006, reflecting the incremental fair value granted
measured at the date the performance condition was waived. This was measured using a binomial lattice model
methodology that is based on the underlying assumptions of the Black-Scholes model, as described above in
‘Calculation of fair values’. A risk-free interest rate of 4.3 per cent was used, with all other inputs to the model
consistent with those used to value the other share options and awards made during 2006.

HSBC Holdings Executive Share Option Scheme

The HSBC Holdings Executive Share Option Scheme was a long-term incentive scheme under which certain senior
HSBC employees were awarded share options before the adoption of the HSBC Holdings Group Share Option Plan
in 2000. The aim of the plan was to align the interests of those higher performing senior employees to the creation of
shareholder value. This was achieved by setting certain Total Shareholder Return targets to be attained in order for
the awards to vest. Options were granted at market value and were exercisable between the third and tenth
anniversaries of the date of grant, subject to vesting conditions. No awards have been made under this plan since
2000 and the remaining unexercised options are summarised below:

2006 2005
Weighted Weighted
average average
exercise exercise
Number' price Number' price
(000°s) £ (000’s) £
Outstanding at 1 January ...........ccccccceevevecvcnneenenene. 32,255 6.78 43,977 6.76
Exercised in the year . (9,638) 6.69 (11,206) 6.67
Forfeited in the year .......c.ocoeeovneieeinninicccnene (146) 5.94 (516) 7.31
Outstanding at 31 December ..........cccoveeeernnienenenne. 22,471 6.82 32,255 6.78

1 The above includes HSBC Holdings employee awards of 712,922 options outstanding at 1 January 2006 (2005: 864,327) and 751,936
options outstanding at 31 December 2006 (2005: 712,922).
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The weighted average fair value of options as at the last date of grant during 2000 was US$5.26.
The weighted average share price at the date the share options were exercised was US$17.65 (2005: US$16.18).

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

2006 2005

Exercise price range (£) ......ccoceceveeeeeeeenieeneeneeneens 2.17-6.00 6.01 - 7.87 2.17-6.00 6.01 —7.87
Number (000’s) 252 22,234 781 31,474
Weighted average exercise price (£) 5.02 6.84 4.57 6.83
Weighted average remaining contractual life (years) ... - 2.64 0.97 3.64
Of which exercisable:

Number (000°S) ....cveveereririeieeiirireeeeeereeeeieieeens 252 22.234 781 31,474

Weighted average exercise price (£) .......cocevevvrvennnns 5.02 6.84 4.57 6.83

HSBC France and subsidiary company plans

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

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

HSBC France granted 909,000 options in 2000 after the public announcement of the acquisition and these options did
not vest as a result of the change in control. The options were subject to continued employment and vested on

1 January 2002. The HSBC France shares obtained on exercise of the options are exchangeable for HSBC’s ordinary

shares of US$0.50 each in the same ratio as the Exchange Offer for Crédit Commercial de France shares (13 ordinary
shares of US$0.50 for each HSBC France share). Options were granted at market value and are exercisable within

10 years of the date of grant.

2006 2005
Exercise Exercise
Number price Number price
(000’s) € (000’s) €
Outstanding at 1 January ........c.ccccceccevvecvencnneeeenene 766 142.5 860 142.5
Exercised in the Year ........cceceveevevirenieenieeeeeeenne (120) 142.5 (94) 142.5
Outstanding at 31 December ..........ccccoeeveencenennnnne 646 142.5 766 142.5

The remaining contractual life for options outstanding at the balance sheet date was 3.3 years (2005: 4.3 years).
The weighted average share price at the date the share options were exercised was US$17.64 (2005: US$16.18).

At the date of its acquisition in 2000, certain of HSBC France’s subsidiary companies also operated employee share
option plans under which options could be granted over their respective shares. On exercise of certain of these
options, the subsidiary shares are exchanged for HSBC ordinary shares. The total number of HSBC ordinary shares
exchanged under such arrangements in 2006 was 356,491 (2005: 821,466).

HSBC Finance Corporation

Upon acquisition, HSBC Finance Corporation share options previously granted were converted to share options over
HSBC ordinary shares of US$0.50 each at a rate of 2.675 HSBC share options (the same ratio as the Exchange Offer
for HSBC Finance Corporation) for each HSBC Finance Corporation share option. Options granted under HSBC
Finance Corporation’s own share option schemes prior to the announcement of the acquisition by HSBC in
November 2002 vested as options over HSBC shares upon acquisition by HSBC. Options granted after the
announcement of the acquisition in November 2002 but prior to its completion on 28 March 2003, generally vest
equally over 4 years and expire 10 years from the date of grant.

Information with respect to share options granted under the HSBC Finance Corporation’s pre-acquisition scheme was
as follows:
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2006 2005

Exercise Exercise
Number price Number price
(000°s) US$ (000’s) Us$

HSBC Finance Corporation share options
outstanding at 1 January ...........ccoceeevevveenveerieenenens 6,358 10.66 7,112 10.66
Exercised in the year ...........ccccccevveeeinnnneecnieenene (3,219) 10.66 (754) 10.66
Forfeited in the year .........cococeeveeneinenncnciccene (13) 10.66 - -
Outstanding at 31 December ...........ccccevveeererereeierennnen 3,126 10.66 6,358 10.66
Of which exercisable ..........cocoveeiinnieeeireeeene 3,126 10.66 5,520 10.66

The weighted average share price at the date the share options were exercised was US$17.65 (2005: US$16.18).

Tax expense

Current tax
United Kingdom corporation tax charge — on current year profit ..................
United Kingdom corporation tax charge — adjustments in respect of

PIIOT YEALS .ueveveeieniteeeteieaeerte ettt bbbttt bttt et be s s et b s benestebenene
Overseas tax — on current year profit ..o
Overseas tax — adjustments in respect of prior years

Deferred tax

Origination and reversal of temporary differences ...........c.ccoevevevencccneennee
Effect of changes in tax rates .........c.coveveeerinininieieeinieee e
Adjustments in reSPect Of PriOr YEALS .....ccveervererieirieieieieieieereee e seeeesenns

TAX EXPEIISE .ververiiiriietieieeiieitet e st ettt st sbe ettt eat st e et et esbesbe sttt saesbeebeeseenean

2006 2005 2004
US$m US$m US$m
772 663 848
122) 29 (132)
4,600 4,103 2,877
(48) (110) 21)
5,202 4,685 3,572
1) 506 1,204
- 8 (15)
64 (106) (76)
13 408 1,113
5,215 5,093 4,685

The UK corporation tax rate applying to HSBC Holdings and its subsidiary undertakings was 30 per cent (2005:
30 per cent; 2004: 30 per cent). Overseas tax included Hong Kong profits tax of US$751 million (2005:
US$639 million; 2004: US$539 million). Subsidiaries in Hong Kong provided for Hong Kong profits tax at the rate
of 17.5 per cent (2005: 17.5 per cent; 2004: 17.5 per cent) on the profits for the year assessable in Hong Kong. Other
overseas subsidiaries and overseas branches provided for taxation at the appropriate rates in the countries in which

they operate.

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

tax rate:
2006 2005 2004
US$m % US$m % US$m %

Analysis of tax expense
Taxation at UK corporation tax rate of

30% (2005 and 2004: 30% ) ....ccoceeeene. 6,626 30.0 6,290 30.0 5,683 30.0
Effect of taxing overseas profits in

principal locations at different rates ....... (568) (2.6) (342) (1.6) (347) (1.8)
Tax-free gains .......cccccceeveeeiccecicecieiennns (199) 0.9) (220) (1.0) (64) 0.3)
Adjustments in respect of prior period

Habilities ...c.cvevevrereecccicicieeee e (106) 0.5) (187) 0.9) (229) (1.2)
Low income housing tax credits' ............... (108) 0.5) (110) 0.5) 95) 0.5)
Other items ........ccceueueiviniririiccicieeieeeees a77) 0.8) (145) (0.8) 9 0.1)
Deductible innovative tier 1 capital

expense presented below profit before

EAX ceverereentente ettt s - - - - (192) (1.0)
Effect of profit in associates and joint

VENUIES ..ot (253) (1.1 (193) 0.9 (80) 0.4
TaX EXPENSE .vevveveevirieriieiieieiereienienienee e 5,215 23.6 5,093 24.3 4,685 24.7

1 Low income housing tax credits arise in the US and are designed to encourage the provision of rental housing for low income

households.
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1

In addition to the amount charged to the income statement, the aggregate amount of current and deferred tax, relating
to items that are taken directly to equity, was a US$44 million reduction in equity (2005: US$437 million; 2004:
US$319 million — both increases in equity).

Dividends

12

Dividends to shareholders of the parent company were as follows:

2006 2005 2004

Per Settled Per Settled Per Settled
share Total in scrip share Total in scrip share Total in scrip
US$ USSm  US$m US$ US$m  US$m US$ US$m  US$m

Dividends declared on ordinary shares
Fourth interim dividend in respect of

PIEVIOUS YOAT ...ovevveenierveneeeereeneeeeeaenes 0.310 3,513 1,542 0.270 3,007 431 - - -
First interim dividend in respect of

CUITENE YEAT ... 0.150 1,712 248 0.140 1,563 677 0.130 1,425 747
Second interim dividend in respect of

CUITENE YEAT ..cuviveverieeeriieieeieeirerereeenens 0.150 1,724 515 0.140 1,574 311 0.130 1,436 746
Third interim dividend in respect of

CUITENE YEAT ... 0.150 1,730 223 0.140 1,585 392 0.130 1,444 255
Third interim dividend in respect of previous

VEAL vttt - - - - — — 0.240 2,627 346

0.760 8,679 2,528 0.690 7,729 1,811 0.630 6,932 2,094

Quarterly dividends on preference
share capital

March dividend ........cccooeeviiieiiiiiiiiiiiees 15.50 22 — — _ _
June dividend 15.50 23 - - - -
September dividend ..........ccccceveeirieiniennnne. 15.50 22 - - _ _
December dividend.........cc.oooeevveiviieieineenes 15.50 23 14.29 21 _ _

62.00 90 14.29 21 — —

The Directors declared after the end of the year a fourth interim dividend in respect of the financial year ended 31
December 2006 of US$0.36 per ordinary share, a distribution of US$4,171 million. The fourth interim dividend will
be payable on 10 May 2007 to shareholders on the Register at the close of business on 23 March 2007. No liability is
recorded in the financial statements in respect of the fourth interim dividend.

Earnings per share

Basic earnings per ordinary share was calculated by dividing the earnings of US$15,699 million
(2005: US$15,060 million; 2004: US$12,918 million) by the weighted average number of ordinary shares, excluding
own shares held, outstanding in 2006 of 11,210 million (2005: 11,038 million; 2004: 10,907 million).

2006 2005 2004

US$m US$m US$m

Profit attributable to shareholders of the parent company ............c.cccoveueuence 15,789 15,081 12,918
Dividend payable on preference shares classified as equity (90) (21) —
Profit attributable to the ordinary shareholders of the parent company .......... 15,699 15,060 12,918

Diluted earnings per ordinary share was calculated by dividing the basic earnings, which require no adjustment for
the effects of dilutive potential ordinary shares (including share options outstanding not yet exercised), by the
weighted average number of ordinary shares outstanding, excluding own shares held, plus the weighted average
number of ordinary shares that would be issued on ordinary conversion of dilutive potential ordinary shares in 2006
of 11,320 million (2005: 11,171 million; 2004: 11,054 million). The effect of dilutive share options and share awards
on the weighted average number of ordinary shares in issue was as follows:
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Number of shares (millions)

2006 2005 2004

Average number of Shares in iSSUE .........ccceeveerirerieinieiereee e 11,210 11,038 10,907
Dilutive share options and share awards ...........cccoeoireeneinenncneenceeene 110 133 147
— Savings-related Share Option Plan ..........cooeeoeiennnieiinnneccnnnens 27 22 38

— Executive Share Option SCheme ..........cccecvvieirieinieieeieeieeeeeesieenns 10 11 12

— Group Share Option Plan .........cccooiiiiiiniiiiicccecccee 28 14 13

— Restricted and performance share awards ...........occoeeeevenrieneineenenenne 32 70 63

— HSBC France Share options .........cocceeeerennieueeeenininiereieecnenesieneseeseeneens 8 10 13

— HSBC Finance share options ...........cceceeeverieenieinieenieinieeeeeeeeeeseeenenns 5 6 8
Average number of shares in issue assuming dilution ...........c.coeveeernnnnne 11,320 11,171 11,054

Of the total number of employee share options and share awards existing at 31 December 2006, 20 million were anti-
dilutive (2005: 121 million; 2004: 70 million).

13 Segment analysis

In the following segmental analysis, the benefit of shareholders’ funds impacts the analysis only to the extent that
these funds are actually allocated to businesses in the segment by way of intra-HSBC capital and funding structures.

By geographical region

Geographical information is classified by the location of the principal operations of the subsidiary undertaking, or,
for The Hongkong and Shanghai Banking Corporation, HSBC Bank, HSBC Bank Middle East, HSBC Finance and
HSBC Bank USA, by the location of the branch responsible for reporting the results or advancing the funds. Due to
the nature of HSBC'’s structure, the analysis of profits shown below includes intra-HSBC items between geographical
regions with the elimination shown in a separate column. The Rest of Asia-Pacific geographical segment includes the
Middle East, India and Australasia. Shared costs are included in segments on the basis of the actual recharges made.

During 2006, HSBC changed how certain of its geographical segments are managed and their performance assessed.
As a result, a new segment, Latin America and the Carribean (‘Latin America’), was formed from the Group’s
businesses previously reported under South America, and those in Mexico and Panama which had been previously
reported as part of the North America geographical segment. All prior period comparative data have been restated to
conform to the current year presentation.

Total assets

At 31 December 2005

At 31 December 2006 (restated)
US$m % US$m %
BUTOPE ottt sttt ettt n et nenes 828,701 44.6 636,703 42.4
Hong Kong ............. . 272,428 14.6 235,376 15.7
Rest of Asia-Pacific . 167,668 9.0 142,014 9.4
INOTth AIMETICA ..vivieiiiiieiiieeciete ettt a e bt esene s 511,190 27.5 432,490 28.8
Latin AIMETICA ..cuvevevieeiieiiieeiieicetetete ettt sttt be e esessenesseseesenene 80,771 4.3 53,387 3.7
1,860,758 100.0 1,501,970 100.0

Total liabilities
At 31 December 2005

At 31 December 2006 (restated)
US$m % US$m %
BUTOPE .ttt ettt ettt 778,635 44.7 594,953 42.4
Hong Kong ............. . 258,028 14.8 223,093 159
Rest of Asia-Pacific . 161,388 9.2 136,892 9.8
NOTth AIMETICA ...ttt e 477,310 273 401,686 28.5
Latin AMETICA ...ocooviviieiiiiiicicc e 70,469 4.0 47,120 3.4
1,745,830 100.0 1,403,744 100.0
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Profit before tax

Year ended 31 December 2006

Interest income ...........cceeevveevcnnee
Interest eXpense .......c.ceceeevevuennene

Net interest income .....................

Fee income
Fee expense

Net fee income .......cccevvevrvenenene.

Trading income excluding net
interest iNCOME ..........cceevevenne
Net interest income/(expense)

on trading activities ................

Net trading income .....................
Net income/(expense) from
financial instruments
designated at fair value ...........
Gains less losses from financial
INVESTMENLS ...venveieeeeieiiieene
Dividend income
Net earned insurance premiums ..
Other operating income ..............

Total operating income ............

Net insurance claims incurred
and movement in policy-
holders’ liabilities ...................

Net operating income before
loan impairment charges
and other credit risk
Provisions ...........ccccceeenenne

Loan impairment charges and other
credit risk provisions ..............

Net operating income' ..............

Total operating expenses
(excluding depreciation and
AMOTtiSAtion) ......ccovveverveeevenne

Depreciation of property, plant
and equipment ..........cccceeeeene

Amortisation of intangible
ASSELS wevevveneniieieie s

Total operating expenses ..........

Operating profit ........................

Share of profit/(loss) in
associates and joint ventures ..

Profit before tax ........................

Other disclosures:

Capital expenditure incurred” .....

Investment in associates and
joint Ventures ..........c.oceeveveuene

1 Net operating income:

External ...........coceeeveevevennnne.

Inter-segment ................cccu...

Rest of Intra-
Hong Asia- North Latin HSBC

Europe Kong Pacific America America items Total
US$m USSm US$m US$m US$m US$m US$m
25,249 11,097 7,693 27,959 7,289 (3,408) 75,879
(16,960) (6,412) (4,646) (13,691) (3,092) 3,408 (41,393)
8,289 4,685 3,047 14,268 4,197 - 34,486
9,583 2,448 1,912 5,611 1,975 (449) 21,080
(2,475) 392) (290) (845) (345) 449 (3,898)
7,108 2,056 1,622 4,766 1,630 - 17,182
2,842 924 935 617 301 - 5,619
1,687 307) 246 741 236 - 2,603
4,529 617 1,181 1,358 537 - 8,222
144 260 79 (63) 237 - 657
624 162 41 58 84 - 969
183 61 5 85 6 - 340
1,298 2,628 174 492 1,076 - 5,668
1,428 834 765 922 91 (1,494) 2,546
23,603 11,303 6,914 21,886 7,858 (1,494) 70,070
(531) (2,699) (192) (259) (1,023) - (4,704)
23,072 8,604 6,722 21,627 6,835 (1,494) 65,366
(2,155) 172) (512) (6,796) (938) - (10,573)
20,917 8,432 6,210 14,831 5,897 (1,494) 54,793
(12,811) (3,002) (3,412) (9,669) (3,923) 1,494 (31,323)
(762) (171) (124) (284) (173) - (1,514)
(298) (96) (12) (240) (70) - (716)
(13,871) (3,269) (3,548) (10,193) (4,166) 1,494 (33,553)
7,046 5,163 2,662 4,638 1,731 - 21,240
(72) 19 865 30 4 - 846
6,974 5,182 3,527 4,668 1,735 — 22,086
1,508 324 235 899 2,017 - 4,983
1,321 128 6,322 541 84 - 8,396
19,664 7,970 5,592 15,694 5,873 - 54,793
1,253 462 618 (863) 24 (1,494) -

2 Expenditure incurred on property, plant and equipment and intangible assets.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Note 13
Year ended 31 December 2005 (restated)
Rest of Intra-
Hong Asia- North Latin HSBC
Europe Kong Pacific America America items Total
US$m US$m US$m US$m US$m US$m US$m
Interest income 21,023 7,419 5,673 22,189 6,133 (2,343) 60,094
Interest expense (12,802) (3,355) (3,261) (8,894) (2,791) 2,343 (28,760)
Net interest income ..................... 8,221 4,064 2,412 13,295 3,342 - 31,334
Fee income ......cooveveievenieveniennne 8,081 1,967 1,619 4,605 1,481 (267) 17,486
Fee eXpense .......coeeveeeererireennns (1,782) (293) (279) (653) (290) 267 (3,030)
Net fee income ........cccevveeveenenee 6,299 1,674 1,340 3,952 1,191 - 14,456
Trading income excluding net
interest iNCOME .........cccvvneenen. 1,660 773 753 250 220 - 3,656
Net interest income/(expense)
on trading activities ................ 1,376 (227) 107 635 317 — 2,208
Net trading income .............e...... 3,036 546 860 885 537 — 5,864
Net income/(expense) from
financial instruments
designated at fair value ........... 362 (6) 58 434 186 - 1,034
Gains less losses from financial
INVEStMENtS ......ccccvevvevenvennenens 439 108 18 47 80 - 692
Dividend income .........ccccoeveuenee 63 41 5 41 5 - 155
Net earned insurance premiums . 1,599 2,334 155 477 871 - 5,436
Other operating income 1,603 805 335 642 286 (938) 2,733
Total operating income 21,622 9,566 5,183 19,773 6,498 (938) 61,704
Net insurance claims incurred
and movement in policy-
holders’ liabilities ................... (818) (2,059) (166) (232) (792) - (4,067)
Net operating income before
loan impairment charges and
other credit risk provisions ..... 20,804 7,507 5,017 19,541 5,706 (938) 57,637
Loan impairment charges and other
credit risk provisions .............. (1,929) (146) (134) (4,916) (676) - (7,801)
Net operating income' ................ 18,875 7,361 4,883 14,625 5,030 (938) 49,836
Total operating expenses
(excluding depreciation and
amortisation) ..........ceceeveeerennnns (11,493) (2,586) (2,648) (8,276) (3,263) 938 (27,328)
Depreciation of property, plant
and equipment ............coceeeuene 912) (168) (107) (307) (138) - (1,632)
Amortisation of intangible
ASSCLS vveveriereiereee et (234) (113) (7) (175) (25) - (554)
Total operating expenses ............ (12,639) (2,867) (2,762) (8,758) (3,426) 938 (29,514)
Operating profit ........c.ccceceeveeneneee 6,236 4,494 2,121 5,867 1,604 - 20,322
Share of profit in associates
and joint ventures ................... 120 23 453 48 - - 644
Profit before tax .........cccceevevennnne 6,356 4,517 2,574 5,915 1,604 — 20,966
Other disclosures:
Capital expenditure incurred? ..... 1,892 249 191 1,826 315 — 4,473
Investment in associates and
joint ventures .........c.coceveeeeuene. 1,733 108 5,362 43 3 - 7,249
1 Net operating income:
External ..........cooeeeeeeennanne. 18,300 7,001 4,636 14,860 5,039 - 49,836
Inter-segment ................c......... 575 360 247 (235) [ (938) -

2 Expenditure incurred on property, plant and equipment and intangible assets.
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Interest income
Interest expense

Net interest income .....................

Fee income .........cccoeeuvevvniicanes
Fee expense .....c.ccooeecevvevcicncnnens

Net fee income ......cceceveveeenennene.

Trading inCOME ......cccoevvvveremenenenee
Net investment income on

assets backing

policyholders’ liabilities .........
Gains less losses from financial

INVESMENLS ..vevenieeeeeeieieene
Dividend income .........ccccouevueueeee
Net earned insurance premiums
Other operating income .

Year ended 31 December 2004 (restated)

Total operating income

Net insurance claims incurred
and movement in policy-
holders’ liabilities ...................

Net operating income before
loan impairment charges and
other credit risk provisions .....

Loan impairment charges and other
credit risk provisions ..............

Net operating income' ................

Total operating expenses
(excluding depreciation and
amortisation) ..........c.eceeeerernenns

Depreciation of property, plant
and equipment ............ccccceenee.

Amortisation of intangible
ASSELS ..o

Total operating expenses ............

Operating profit .........c.ccccccceeenee.

Share of profit/(loss) in
associates and joint ventures ..

Profit before tax .........ccccvevveiennnne

Other disclosures:

Capital expenditure incurred” .....

Investment in associates and
joint ventures ........c..coeceeeruenne

1 Net operating income:

External .........ccoooovveeneennne.
Inter-segment

Rest of Intra-
Hong Asia- North Latin HSBC
Europe Kong Pacific America America items Total
US$m US$m US$m US$m US$m US$m US$m
18,360 5,133 4,149 19,483 4,174 (828) 50,471
(9,262) (1,495) (2,089) (5,696) (1,658) 828 (19,372)
9,098 3,638 2,060 13,787 2,516 - 31,099
7,546 1,964 1,287 4,115 1,226 (236) 15,902
(1,566) (261) (246) (918) (199) 236 (2,954)
5,980 1,703 1,041 3,197 1,027 - 12,948
997 659 494 509 127 — 2,786
571 314 32 - 95 - 1,012
154 175 17 147 47 - 540
558 27 3 32 2 — 622
1,875 2,247 97 450 699 - 5,368
1,175 536 146 341 46 (631) 1,613
20,408 9,299 3,890 18,463 4,559 (631) 55,988
(1,628) (2,154) (82) (236) (535) — (4,635)
18,780 7,145 3,808 18,227 4,024 (631) 51,353
(1,033) 220 (89) (5,036) (253) - (6,191)
17,747 7,365 3,719 13,191 3,771 (631) 45,162
(10,783) (2,256) (1,984) (7,448) (2,422) 631 (24,262)
(1,095) (168) 99) (266) (103) - (1,731)
(150) (134) “4) (201) 5) — (494)
(12,028) (2,558) (2,087) (7,915) (2,530) 631 (26,487)
5,719 4,807 1,632 5,276 1,241 - 18,675
37 23 215 (8) 1 - 268
5,756 4,830 1,847 5,268 1,242 — 18,943
2,001 234 114 1,913 366 - 4,628
896 97 2,392 46 9 - 3,440
17,463 7,052 3,569 13,261 3,817 - 45,162
284 313 150 (70) (46) (631) -

2 Expenditure incurred on property, plant and equipment and intangible assets.
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Notes on the Financial Statements (continued)

Note 13

By customer group

HSBC’s operations include a number of shared support services and head office functions. The costs of these
functions are allocated to customer groups, where appropriate, on a systematic and consistent basis. In addition, a
number of income and expense items include the effect of financial transactions entered into in the ordinary course of
business between customer groups co-operating within the integrated HSBC Group. The following analysis includes
inter-segment amounts within each customer group with the elimination shown in a separate column.

Total assets

At 31 December 2006 At 31 December 2005
US$m % US$m %
Personal Financial SEIVICES ........ccccevvivvivieirieiiiicieere ettt 546,568 29.4 484,314 322
Commercial Banking .........cccccoeeveccncnnnne . 213,450 11.5 175,120 11.7
Corporate, Investment Banking and Markets . 994,436 53.5 755,056 50.3
Private Banking .......c.cococoveueiinniieeiinieeee ettt 73,026 3.9 59,827 4.0
OBRET ettt ettt ettt 33,278 1.7 27,653 1.8
TOTAL ASSELS -ueuveveeeteniiieteteee ettt ettt ettt ettt sttt e s senenn 1,860,758 100.0 1,501,970 100.0
Profit before tax
Year ended 31 December 2006
Corporate,
Personal Investment Intra-
Financial Commercial Banking Private HSBC
Services Banking & Markets Banking Other items Total
US$m US$m US$m US$m US$m USSm US$m
Net interest income/(expense) ... 26,076 7,514 3,168 1,011 (625) (2,658) 34,486
Net fee income ........cccevveereennnene 8,762 3,207 3,718 1,323 172 - 17,182
Trading income/(expense)
excluding net interest income . 391 204 4,890 362 (228) - 5,619
Net interest income/(expense)
on trading activities ................ 220 20 (379) 2 82 2,658 2,603
Net trading income/(expense) ..... 611 224 4,511 364 (146) 2,658 8,222
Net income/(expense) from
financial instruments
designated at fair value ........... 739 (22) 20 1 (81) - 657
Gains less losses from financial
INVESMENtS ..o.eeveneeeeienereenenene 78 44 534 166 147 - 969
Dividend income ..........ccccceuvueeeee 31 6 235 5 63 - 340
Net earned insurance premiums . 5,130 258 73 - 207 - 5,668
Other operating income .............. 782 250 1,378 61 3,254 3,179) 2,546
Total operating income ............ 42,209 11,481 13,637 2,931 2,991 3,179) 70,070
Net insurance claims incurred
and movement in policy-
holders’ liabilities ................... (4,365) (96) (62) - (181) - (4,704)
Net operating income' ............. 37,844 11,385 13,575 2,931 2,810 3,179) 65,366
Loan impairment (charges)/
recoveries and other credit
risk provisions ..........cccevueueeee (9,949) (697) 119 33) 13) - (10,573)
Net operating income” . 27,895 10,688 13,694 2,898 2,797 3,179) 54,793
Operating expenses .... (18,818) (4,979) (7,991) (1,685) (3,259) 3,179 (33,553)
Operating profit/(loss) .............. 9,077 5,709 5,703 1,213 (462) - 21,240
Share of profit in associates and
joint ventures ..........oceceveeennene 380 288 103 1 74 - 846
Profit/(loss) before tax .............. 9,457 5,997 5,806 1,214 (388) — 22,086
Capital expenditure incurred® ..... 2,150 1,083 1,021 45 684 — 4,983
1 Net operating income before loan impairment (charges)/recoveries and other credit risk provisions.
2 Net operating income:
External .........ccooveevnennne. 23,238 9,692 20,034 1,661 168 54,793

Inter-segment 4,657 996 (6,340) 1,237 2,629 (3,179) —
3 Expenditure incurred on property, plant and equipment and intangible assets.
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Net interest income/(expense) ....
Net fee income .........cccoeevvvrnnnnne

Trading income/(expense)
excluding net interest income .
Net interest income/(expense)
on trading activities ................

Net trading income/(expense) .....
Net income/(expense) from
financial instruments
designated at fair value ...........
Gains less losses from financial
INVESMENtS ..ovvveneeeeieieieeiens
Dividend income ...........ccccccennee.
Net earned insurance premiums ..
Other operating income ..............

Total operating income ...............

Net insurance claims incurred
and movement in policy-
holders’ liabilities ...

Net operating income' ...............

Loan impairment (charges)/
recoveries and other credit
risk provisions ......c.c.c.ecceeeeeene

Net operating income” ...............
Operating exXpenses ...........coee...
Operating profit/(1oss) ................

Share of profit in associates and
joint ventures ........c.cceceeeruenne

Profit before tax .........ccccvevvenennnne

Capital expenditure incurred® ...

2 Net operating income:
External ............ccccevcennins

Year ended 31 December 2005

Corporate,
Personal Investment Intra-
Financial Commercial Banking Private HSBC

Services Banking & Markets Banking Other items Total
US$m US$m US$m US$m US$m US$m US$m
23,351 6,310 3,001 848 (472) (1,704) 31,334
7,313 2,876 2,967 1,080 220 - 14,456
360 150 2,919 317 (90) - 3,656

214 3) 306 - (13) 1,704 2,208

574 147 3,225 317 (103) 1,704 5,864

574 (12) 67 (@) 406 - 1,034

19 9 475 45 144 - 692

16 9 79 9 42 - 155
4,864 236 76 - 260 - 5,436
729 327 1,621 68 2,634 (2,646) 2,733
37,440 9,902 11,511 2,366 3,131 (2,646) 61,704
(3,716) (118) (549 - (179) — (4,067)
33,724 9,784 11,457 2,366 2,952 (2,646) 57,637
(7,537) (547) 272 12 (€)) - (7,801)
26,187 9,237 11,729 2,378 2,951 (2,646) 49,836
(16,427) (4,453) (6,838) (1,466) (2,976) 2,646 (29,514)
9,760 4,784 4,891 912 (25) - 20,322
144 177 272 - 51 — 644
9,904 4,961 5,163 912 26 — 20,966
1,583 411 1,783 102 594 - 4,473

1 Net operating income before loan impairment (charges)/recoveries and other credit risk provisions.

25,000 8,258 13,998 1,668 912 - 49,836
1,187 979 (2,269) 710 2,039 (2,646) —

Inter-segment ................cccu...

3 Expenditure incurred on property, plant and equipment and intangible assets.
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Notes on the Financial Statements (continued)

Notes 13 and 14

Year ended 31 December 2004

Corporate,
Personal Investment Intra-
Financial Commercial Banking Private HSBC
Services Banking & Markets Banking Other items Total
US$m US$m US$m US$m US$m US$m US$m
Net interest income ..................... 21,422 4,875 3,994 718 90 - 31,099
Net fee income ...........ccevevenenen. 6,406 2,645 2,764 962 171 - 12,948
Trading inCOMe ........coeevvveeuenrennne 320 234 1,935 257 40 - 2,786
Net investment income on
assets backing policy-
holders’ liabilities ................... 635 324 9 - 44 - 1,012
Gains less losses from financial
INVeStMents .........ccocevveeveruenene 79 6 197 39 219 - 540
Dividend income .........cccceeveuenne 16 37 548 5 16 - 622
Net earned insurance premiums . 3,652 1,072 86 - 558 - 5,368
Other operating income .............. 360 513 1,029 24 2,050 (2,363) 1,613
Total operating income ............... 32,890 9,706 10,562 2,005 3,188 (2,363) 55,988
Net insurance claims incurred
and movement in
policyholders’ liabilities ......... (2,953) (1,264) (59) - (359) - (4,635)
Net operating income' ................ 29,937 8,442 10,503 2,005 2,829 (2,363) 51,353
Loan impairment (charges)/
recoveries and other credit
risk provisions ............ceceeueuene (6,500) (200) 499 11 (1) - (6,191)
Net operating income” ................ 23,437 8,242 11,002 2,016 2,828 (2,363) 45,162
Operating eXpenses ..................... (15,009) (4,220) (5,809) (1,319) (2,493) 2,363 (26,487)
Operating profit .......c.cccoceeeveene 8,428 4,022 5,193 697 335 - 18,675
Share of profit in associates
and joint ventures ................... 69 35 95 - 69 — 268
Profit before tax ........ccccceevevuennns 8,497 4,057 5,288 697 404 — 18,943
Capital expenditure incurred® ..... 1,415 614 1,919 142 538 - 4,628
1 Net operating income before loan impairment (charges)/recoveries and other credit risk provisions.
2 Net operating income:
External ............ccoeeeeeeeerennnn, 22,760 7,419 12,239 1,704 1,040 45,162

677 8§23 (1,237) 312 1,788 (2,363) -

3 Expenditure incurred on property, plant and equipment and intangible assets.

Inter-segment

14 Analysis of financial assets and liabilities by measurement basis

Financial assets and financial liabilities are measured on an ongoing basis either at fair value or at amortised cost. The
summary of significant accounting policies in Note 2 describes how the classes of financial instruments are measured,
and how income and expenses, including fair value gains and losses, are recognised. The following table analyses the
carrying amounts of the financial assets and liabilities by category as defined in IAS 39 and by balance sheet heading.

346



SYEVILT  €LET SIE £88°T0E'T - SOT'EL - TIz0L 86£°97E SONI[IQel] [EroURULY [E10 ]
Nb@.NN _ _ Nb@»NN — — — — L eetecesceescecsecircsetsatsectrisetoatsecsrssnsoatsetsrssnsontsetns mo_ﬁﬁﬁ—m: UOHNE_—QhO&Bm
LSO‘ST _ _ LSO'ST _ _ _ _ Y S[enIooY
cbonmN _ _ @bonMN _ _ _ _ N PPN SOTT[IqeT] Hoﬂuo
STE0ET - - STE0€T - - - - - " QNSSI Ul SaNLIND3S 1930
wbvnﬂeﬂ MFmaﬂ SIE — — — — _ C@b»@@ ...................................................................................... m®>ﬁw>:®ﬁ—
T1T°0L - - - - - - T1C0L — e an[eA Irej Je pajeuSIsop saNI[IqeI] [BIOURUL]
wconONN _ _ _ _ _ _ _ wOGnGNN ............................................................................ SoTT[IqeT] mﬁﬁum.ﬁﬁ
ST9°T1 - - ST9°T1 - - - - — e SYUERQ JIYI0 0) UOISSTWSURI) JO ISINOD I} UI SWId)]
$€8°968 - - $€8968 - - - - - SJUN099® 1OWO)SN))
6966 - - ¥69°66 - - - - - syueq £q susoda(
SOTET = - - - SOT‘ET - - — e UOIR[NOIIO Ul S2Jou Aouarmnd Suoy] Suoy
SHILI'TIAVIT TVIDNVNIA
LV998L°T 6VLE 10T 91679 SEPS61 €05990°T ILE6 €LS°0T 668°LTY S)osse [eroueuly 8101,
MMbaNﬁ — — WMFaNH — — — — L eetecieceeseeiceciicieieetieiiiiittettietitiinteatotitttintettttttntinseasaetn QEOoCm —u0300<
SOE°ET - - SOE°€T - - - - - ** §)9sSE 120
wcwmch _ _ _ mmv.m@~ _ :.mma _ R SJUOWISOAUT [EIOUBUL]
£€1°898 - - - - €€1°898 - - — SIQWO)SND 0} SIOUBAPE PUB SUBO]
chamw~ —_ —_ —_ — WONamwﬁ _ _ P va&D 0} mwoﬂw\/_uw _vﬁm mENO‘u—
N@hnﬂeﬂ @Vbam 102 — — — — _ Nmbaaﬁ ...................................................................................... m®>ﬁw>:®ﬁ—
€LS°0T - - - - - - €LS0T - * ON[eA I1e] Je PajeusIsop S)osse [eIoueUl,{
b.—uﬁanm _ _ _ _ _ _ _ bVﬂanM ................................................................................. sjosse WGEUN.H,H
SOTET = = - - SOIEL - - = e SSAUPIQIPUL JO SOJBIJIIII JUSWUIAA0LD) Fuoy FuoHq
[4484! - - 14484t - - - - LA SYUERQ JIYI0 WIOIJ UOTJOJ[[0D JO ISINOD Y} Ul SWA)|
LT - - ELT - - - - — e SYUEBQ [BNUID B SIOUB[RQ PUR [SB)
SLASSYV TVIDNVNIA
wgsn wgsn wgsn wgsn wgsn wgsn wgsn wgsn wsgsn
[eI0L SHUdWINIISUI  SHUIWNISUL )0 SANLINJAS SI[qBAIIIAL  SINLINIIS anjeA ey je  guipen
Suidpay Suidpay pasnaowe Jes-10J pue sueo|  Ayrnjewr pajeusdisaq 10 pPH
MO[J YSBd Se  In[eA IIeJ st Je SADI[IqRI] -I[qe[leAY -0)-pPIPH
P)eUSISAp  pIAJLUSISAP  pue S)Isse
SOACALI(  SIANBALId(  [eldUBUL]

900T PR I€ IV

O4dSH

347



HSBC HOLDINGS

Notes on the Financial Statements (continued)

Notel4

S9L°T8E’] 9LT‘1 1Ly 186°650°1 - $SS°T1 - 62819 ¥SL9YT
LES91 - - LESOT - - - - -
689°C1 - - 689°C1 - - - - -
S15°9¢ - - SIS°9T - - - - -
TLO'8SI - - TLO'88I - - - - -
9€0VL 9LT‘T 1Ly - - - - - 68€°TL
67819 - - - - - - 62819 -
SOEYLI - - - - - - - SOEYLI
T°0°L - - T2°0°L - - - - -
617°6€L - - 617°6€L - - - - -
LTL69 - - LTL69 - - - - -
125941 - - - - 12554t - - -
STE9PPI 8TS'E 6v1 695°€9 LTS ELT 125°8L8 G168 9v0°S1 091°€0¢
196°T1 - - 19611 - - - - -
965°9T - - 965°9T - - - - -
weesl - - - LTS ELT - G168 - -
700°017L - - - - 200°0¥L - - -
$96°STI - - - - $96°ST1 - - -
8T6EL 8TS°¢ 4! - - - - - 1ST°0L
9v0°S1 - - - - - - 9v0°S1 -
606°CET - - - - - - - 606°CET
239! - - - - 12594 - - -
00€°T1 - - 00€°1T - - - - -
TILEL - - TILEl - - - - -
wgsn wgsn wgsn wgsn wgsn wgsn wgsn wgsn wgsn
ﬂmuor—l mucuasbwﬁi wucuasbwﬁi JS0d m@ﬁﬁﬂg@m mvﬁﬁﬁ\/muovh moﬁﬁ_aoow o_\:m\/ .d.m,w Jje wﬁﬂu\mb

Suidpay Suidpay pasniowe Jes-10j pue sueo] Aunjew pojeudisag 10} PloH

MO[J ySed se  onjeA IreJ se  Je SANI[IQel]  -J9[qe[IBAY -01-p[oH

poreusdisop poreusdisop pue sjosse

SOANJBALIQ(]  SOANBALIQ(  [eroueul]

S00T Tequiade 1€V

SonI[Iqe] [erouruL [eI0L,

................................................................... SOI[IqEI] PaJRUIPIOqNS
.......................................................................................... s[enIoy
............................................................................... SsonI[IqeI] 110
................................................................... NSST UI SONLINDAS 14O
* SOAIRALId
................................... Oﬂ:m\w ﬁmm 1e ﬁwumﬁwmmoﬁ mms:_n—m: —mmoﬂwﬁﬁm
............................................................................ sonIIqer| w:_vﬁ..ﬁ
........................ syueq JOYI0 0} UOISSTWSURI) JO 9SINOD dY} UT SWIA]
.......................................................................... SJUNODOE JOWO)SN)
* syueq Aq susodag
...................................... UONR[NOILO UL $3}0U AdUdLmd Suoy Suoy

SHILI'TIVIT TVIONVNIA

...................................................................... $)0SSE [BIOURUL [E10],

.............................................................................. oW0oU] PANIOY
..................................................................................... S1e8S% 10G10)
" SJUSUIISIAUT [RIOUBUI]
.................................................. SIOWO}ISND 0} SIOUBAPE PUL SUBO]
......................................................... Ssyueq 0} SOOUBAPE pUB SUBO]
...................................................................................... SoATBALID
........................................ OB_N\V ‘:mm 10 @Qamﬁmmwuv sjosse —mmoﬂwﬁﬁm
sjosse Jurper],
................... SSQUPAIQIPUT JO SAJBOIJILI0 JUIWUIIAOD) FUOY SuoHq
........................ Syue(q I9YI0 WIOIJ UOT)II[[0I JO ASINOI JY) UT SWId)|
................................................ SyUeq [EIIUDO JB SOJUR[eq PUR Yse)

SLASSV TVIONVNIA

JdSH

348



HSBC Holdings

FINANCIAL ASSETS

Cash at bank and in hand

DErivatiVes ....cooveivveeieieiiieieieceeieeeeeieins .
Loans and advances to HSBC undertakings ......
Financial investments ............ccocoevvevvevieveriennenens
Other @SSELS ..ovveveeeeeieieieieeieeieeteere e eeeeieeeeneenaens

Total financial assets ..........ccceeevervevereieerieenns

FINANCIAL LIABILITIES

Amounts owed to HSBC undertakings ..............
Financial liabilities designated at fair value .......
DErIVALIVES ..oovvenienieiiiecieeieeeee et
Subordinated 1iabilities ............ccocevvevuerierieniennenns
Other Habilities .......cccoceeveevieerieirieieieiereieens
ACCIUALS ettt

Total financial liabilities ...........ccccevvevvevierierennns

FINANCIAL ASSETS

Cash at bank and in hand ..........c.cccooevenienrnnnene
DETIVALIVES vt
Loans and advances to HSBC undertakings ......
Financial investments ............ccocceevevvevierreerernnnns
Other @SSELS ..ovveveereerieieieieereeieeteete e ereeeeseeaens

Total financial asSets ..........ccccvevirereeerieerieenns

FINANCIAL LIABILITIES

Amounts owed to HSBC undertakings ..............
Financial liabilities designated at fair value .......
DErIVALIVES ..voviiiievieeeeeeieeeeeeeee e
Subordinated liabilities
Other liabilities
ACCIUALS o

Total financial liabilities ...........cccccevvevievierueriennne

At 31 December 2006

Financial

assets and

Available- liabilities at

Held for Designated Loans and for-sale amortised
trading at fair value receivables securities cost Total
USSm US$m US$m US$m US$m US$m
- - - - 729 729
1,599 - - - - 1,599
- - 14,456 - - 14,456
- - - 3,614 - 3,614
- - - - 25 25
1,599 — 14,456 3,614 754 20,423
- - - - 3,100 3,100
- 14,070 - - - 14,070
177 - - - - 177
- - - - 8,423 8,423
- - - - 1 1
- - - - 111 111
177 14,070 — — 11,635 25,882

At 31 December 2005

Financial

assets and

Available-  liabilities at

Held for  Designated Loans and for-sale amortised
trading  at fair value  receivables securities cost Total
US$m US$m US$m US$m US$m US$m
- - - - 756 756
968 - - - — 968
- - 14,092 - - 14,092
- - - 3,517 - 3,517
- - - - 25 25
968 — 14,092 3,517 781 19,358
- - - - 4,075 4,075
- 13,370 - - - 13,370
286 - - - - 286
- - - - 5,236 5,236
- - - - 3 3
— - - - 95 95
286 13,370 — — 9,409 23,065
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Notes 15 and 16

15 Trading assets

2006 2005
US$m US$m

Trading assets:
— not subject to repledge or resale by COUNLEIPATtIES ..........ccoveueueueuiuerinirieueieirineieiee e 273,507 171,274
— which may be repledged or resold by COUNEIPATLIES .......cc.cerveuirieiriiiriiieieieeree e 54,640 61,635
328,147 232,909
Treasury and other €ligible DIllS ..........ccooiiiiiiiiiiice e 21,759 12,746
DIEDE SECUITLIES ..vviviivietieeietieiet et ettt ettt ettt et et et et e eteeteebeeseeseetsessessenseseeseeteeseessessessensensensesees 155,447 117,659
EQUILY SECUTTEIES ..vvvevieiesietiietiieeesiet sttt et e stesestese et e e sessesesesesse st eseseeseneesensesensesensenensesensenn 27,149 20,203
204,355 150,608
Loans and advances t0 DANKS ............ccooiiiiieiiiieiciccicceceteete ettt ettt ettt ettt 52,006 29,806
Loans and advances t0 CUSIOMETS ..........cvevueieueiiueieeeeeteeeeeeeteeeeeeeeeeeeeeeeeeeeseeeeeneeeseesseseeseeseeneeans 71,786 52,495
328,147 232,909

The following table provides an analysis of trading securities which are valued at market value and the net gains/
(losses) resulting from trading activities:

2006 2005

Fair Gains/ Fair Gains/

value (losses) value (losses)

US$m US$m US$m US$m
US Treasury and US Government agencies ................. 8,348 91 12,094 (21)
UK GOVEINMENT .....ovvieiieeieeiieeiieeie e e eve e eeve e 6,176 77 3,225 2
Hong Kong Government 8,759 4 6,529 (16)
Other government ...... . 70,747 232 49,852 280
Asset-backed securities ........... . 15,781 3 3,361 (24)
Corporate debt and other securities ............cccvcervrrennene. 67,395 27 55,344 324
EqUity SECUITHES ....c.cucuiiireieieiiireeieicicereeeeeieeseeeeenene 27,149 30) 20,203 (117)
204,355 350 150,608 428

Included within the above figures are debt securities issued by banks and other financial institutions of US$36,153 million
(2005:US$16,888 million).

The following table analyses trading securities between those listed on a recognised exchange and those that are

unlisted:
Treasury
and other Debt Equity
eligible bills securities securities Total
US$m US$m USS$m USSm
Fair value at 31 December 2006
Listed on a recognised exchange' ............c.ccoocoveruernnn. 1,373 112,403 25,337 139,113
UNBSEA .ot 20,386 43,044 1,812 65,242
21,759 155,447 27,149 204,355
Fair value at 31 December 2005
Listed on a recognised exchange' ............c.ccocooeerunnne. 7,174 95,994 17,728 120,896
Unlisted 5,572 21,665 2,475 29,712
12,746 117,659 20,203 150,608

1 Included within listed investments are US$4,309 million (2005: US32,049 million) of investments listed in Hong Kong.
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The following table summarises HSBC’s trading portfolios by valuation methodology:

Assets Liabilities
Trading
Trading securities —
securities Derivatives short positions Derivatives
% % % %
At 31 December 2006
Fair value based on:
Quoted market Prices .........coeeeeeerrrierecrenreieeenns 82.2 1.9 93.2 2.6
Internal models with significant observable
market parameters ............coccoeeueueunininineiccenenns 17.8 96.3 6.8 96.5
Internal models with significant unobservable
market Parameters ...........ccceceeereeueueueerennrnenereennns — 1.8 - 0.9
100.0 100.0 100.0 100.0
At 31 December 2005
Fair value based on:
Quoted market Prices ..........coeeevenireereeereeneereenes 87.6 6.0 96.0 5.7
Internal models with significant observable
market Parameters .........ccoceeveerverereeerieereeeseeenas 12.4 91.5 4.0 92.4
Internal models with significant unobservable
market Parameters ..........coeoverereerieenieenieeneennes - 2.5 - 1.9
100.0 100.0 100.0 100.0
16 Financial assets designated at fair value
2006 2005
US$m US$m
Treasury and other eligible DillS ........cccooieiininiiiiiiiiec e 133 53
Debt securities ..........ccoenenn. 9,449 5,705
Equity securities ... 10,602 8,533
Loans and advances to banks ... 236 124
Loans and advances t0 CUSTOIMELS ...........eueueueuiririrueueieirieieieteeenttstetesesee ettt stebe e s tebeseseesenas 153 631
20,573 15,046
Treasury
and other Debt Equity
eligible bills securities securities Total
US$m US$m US$m US$m
Fair value at 31 December 2006
Listed on a recognised exchange' . 133 4,939 9,212 14,284
UnLSted ..ovviiiicccccicieee e - 4,510 1,390 5,900
133 9,449 10,602 20,184
Fair value at 31 December 2005
Listed on a recognised exc;:hange1 ................................. 41 3,012 7,192 10,245
Unlisted .....coovviiiiicccee e 12 2,693 1,341 4,046
53 5,705 8,533 14,291

1 Included within listed investments are US$1,014 million of investments listed in Hong Kong (2005: US$3932 million).
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Note 17

The following table provides an analysis of securities designated at fair value:

Market value

2006 2005

US$m US$m

US Treasury and US GOVEINMENt QZENCIES .....o.eveviieuirieiirieirieietetetestescsteesie s seesessesessesesseneeneneas 92 86
UK GOVEIIIMENT .....ouviiviiiiiciieeiteetie ettt ettt ett e et e etteeteeetaeetseeseeessesssesssasssasssesssesssesssesssessseessesssessseans 1,359 1,164
Hong Kong GOVETIIIMENT ........ccueriiiiiriiriiitieiirieitieieetetete sttt sttt ettt ettt et saesbe et eseeseessenaeneen 216 171
Other GOVEITITICNE .....ceoiiiiiiiiieieteiete ettt ettt ettt a ettt ea e sese s 2,131 1,358
ASSCE-DACKEA SECUTTLIES ...veuvevieiieieieetiiteetieteettetiett et et et e st e stesteesesseeseeseeseesaensessesbensesseeseeseensensensensensan 274 193
Corporate debt and Other SECUTTIES ......covvveveveuiriririereriiririeieie sttt es 5,510 2,786
EQUITIES o.vinvetietetiieieete etttk ettt st et e st et et e s e s e s e st e s e st e s e st et e st et et b et e s et ene e enesenen 10,602 8,533
20,184 14,291

Included within the above figures are debt securities issued by banks and other financial institutions of US$2,438 million (2005: US$1,703
million).

17 Derivatives

Fair values of derivatives by product contract type held by HSBC

Assets Liabilities
Trading Hedging Total Trading Hedging Total
US$m US$m US$m US$m US$m US$m

At 31 December 2006
Foreign exchange .........cccovvveeenninieceencninneenenes 30,648 2,399 33,047 (28,837) (394) (29,231)
Interest rate .. . 52,664 1,551 54,215 (52,927) (1,287) (54,214)
Equities ............ . 10,767 - 10,767 (11,647) (@) (11,654)
Credit derivatives ........cooeeeeeeniririeeeinreeeenene 8,237 - 8,237 (8,611) - (8,611)
Commodity and other ..........cccovveeirinnneecens 1,304 - 1,304 (1,636) — (1,636)
Gross total fair values ........c.ccccoeeeveenenreneens 103,620 3,950 107,570 (103,658) (1,688) (105,346)
NENG cvoveviiieveieieerieieeeee et eees (3,868) 3,868
TOtal oo 103,702 (101,478)
At 31 December 2005
Foreign exchange ..........ccoeeeveeveriveneinecneens 21,082 263 21,345 (20,794) (81) (20,875)
INEIESE TALE ..veneeeeeieiiieieeeeeieeeeeie e 44,323 3414 47,737 (46,580) (1,566) (48,146)
EqQUItIES ..oveiiiieieiciiieeec e 4,833 - 4,833 (4,713) - (4,713)
Credit derivatives .........coceeeeeeereieenieesiee s 3,585 - 3,585 (3,509) - (3,509)
Commodity and other .........ccococeevciinnncencenne 1,077 - 1,077 (1,442) - (1,442)
Gross total fair values ..........cccovveeerinnneecncns 74,900 3,677 78,577 (77,038) (1,647) (78,685)
NEHNE vt (4,649) 4,649
TOAL v 73,928 (74,036)

Fair values of derivatives by product contract type held by HSBC Holdings with subsidiaries

Year ended 31 December

2006 2005
Trading Trading
Assets Liabilities Assets Liabilities
US$m US$m US$m US$m
Foreign eXchange .........cocoveveeerinnieiecenniseeceneeeeeene 1,557 - 896 144
Interest rate 42 177 72 142
Gross total fair values ..........ccccoeeveeeeeeeciieeieeeeeeeeens 1,599 177 968 286

Derivatives are financial instruments that derive their value from the price of underlying items such as equities,
bonds, interest rates, foreign exchange, credit spreads, commodities and equity or other indices. Derivatives enable
users to increase, reduce or alter exposure to credit or market risks. HSBC makes markets in derivatives for its
customers and uses derivatives to manage its exposure to credit and market risks.

Derivatives are carried at fair value and shown in the balance sheet as separate totals of assets and liabilities. Asset
values represent the cost to HSBC of replacing all transactions with a fair value in HSBC’s favour assuming that all
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HSBC’s relevant counterparties default at the same time, and that transactions can be replaced instantaneously.
Liability values represent the cost to HSBC’s counterparties of replacing all their transactions with HSBC with a fair
value in their favour if HSBC were to default. Derivative assets and liabilities on different transactions are only set
off if the transactions are with the same counterparty, a legal right of set-off exists and the cash flows are intended to
be settled on a net basis.

Use of derivatives

HSBC transacts derivatives for three primary purposes: to create risk management solutions for clients, for
proprietary trading purposes, and to manage and hedge HSBC’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.

HSBC’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 utilised to
achieve this where necessary. When entering into derivative transactions, HSBC employs the same credit risk
management procedures to assess and approve potential credit exposures that are used for traditional lending.

Trading derivatives

Most of HSBC’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 exchange 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 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. Changes in the fair values of trading derivatives are inclusive
of contractual interest. Changes in the fair value of derivatives managed in conjunction with financial instruments
designated at fair value are included in ‘Net income from financial instruments designated at fair value’ inclusive of
contractual interest unless the derivatives are managed with debt securities in issue, in which case the contractual
interest is shown in interest payable with the interest payable on the issued debt. Substantially all of HSBC Holdings’
derivatives entered into with HSBC undertakings are managed in conjunction with financial liabilities designated at
fair value.
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Contract amounts of derivatives held for trading purposes by product type

HSBC HSBC Holdings
2006 2005 2006 2005
US$m US$m US$m US$m
Foreign eXchange ..........cooeeveeinieineireneeeeeeeeene 2,182,005 1,721,456 9,869 10,224
INEETESE TALE ...ttt 9,843,601 6,731,721 5,304 5,304
EQUILIES ..o 207,016 101,364 - -
Credit derivatives ..........cccovvevveveevieeieeecesreereee e 1,109,828 511,741 - -
Commodity and other ..........cccoeeeionnnecinnneeene. 30,532 38,458 - -
13,372,982 9,104,740 15,173 15,528

Derivatives valued using models with unobservable inputs

The amount that has yet to be recognised in the consolidated income statement relating to the difference between the
fair value at initial recognition (the transaction price) and the amount that would have arisen had valuation techniques
used for subsequent measurement been applied at initial recognition, less subsequent releases, is as follows:

2006 2005

US$m US$m

Unamortised balance at 1 January ... 252 73
Deferral on new transactions 283 340

Recognised in the income statement during the period:

— AMOTEISATION ....oviuiaiiiieiiiiete ettt ettt a bbbt a e ese et bt e b s e ennen 59) (56)
— subsequent to unobservable inputs becoming observable ................cccccoiiiiiiiiinniii (226) (64)
— MAtUTity OF tEIMUINALION ..ottt (53) (25)
EXChange diffEreNCes ........coveuirieuiieirieisieetee ettt ettt ene e s esenn 17 (16)
Unamortised balance at 31 DECEMDET ..........ccovruiriiuiniiiinieirieirierteee ettt 214 252

Hedging Instruments

HSBC uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own asset and
liability portfolios and structural positions. This enables HSBC 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 investment hedges. These are described under the relevant headings below:

Contract amounts of derivatives held for hedging purposes by product type

At 31 December 2006 At 31 December 2005
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
US$m US$m US$m US$m
Foreign eXchange ..........ccoveevieinieiieieenieeneceeeeens 21,765 2,985 16,940 2,699
Interest rate . 201,635 24,279 174,875 19,745
EQUILIES .ot - 30 - -
223,400 27,294 191,815 22,444

With respect to exchange rate and interest rate contracts, 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.

Fair value hedges

HSBC’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 income. 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 income as a yield adjustment
over the remainder of the hedging period.
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The fair values of outstanding derivatives designated as fair value hedges at 31 December 2006 were assets of
US$201 million (2005: US$149 million) and liabilities of US$315 million (2005: US$471 million).

Gains or losses arising from fair value hedges

2006 2005
US$m US$m
Gains/(losses):
— 0N hedgiNg INSLIUMENLS ....c.veviieiieiieieiieieieeteet ettt se st es et e esessesesseseeseneeseneans 8 81
— on the hedged items attributable to the hedged risk 8 (67)
16 14

Cash flow hedges

HSBC’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 directly in equity, in the cash flow hedging reserve, and are
transferred to the income statement when the forecast cash flows affect the income statement.

At 31 December 2006, the fair values of outstanding derivatives designated as cash flow hedges of forecast
transactions were assets of US$3,749 million (2005: US$3,528 million) and liabilities of US$1,364 million (2005:
US$1,062 million).

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December 2006 is
as follows:

More than 3 5 years or less
3 months months but less but more than More than

or less than 1 year 1 year 5 years

US$m US$m US$m US$m
At 31 December 2006
Cash inflows from assets ...... 61,649 51,471 22,271 496
Cash outflows from liabilities (96,852) (91,868) (60,712) (8,093)
Net cash OutfloWS ......ccovveieiiieiicieeeeeeeene (35,203) (40,397) (38,441) (7,597)
At 31 December 2005
Cash inflows from assets ..........c.cccceevveevieeieeeeeiieennennn. 54,355 37,270 31,664 1,474
Cash outflows from liabilities .........cccececerervreircnnenee (80,744) (64,622) (47,918) (1,799)
Net cash outflows .......oceueivinrieciinnecceeeecene (26,389) (27,352) (16,254) (325)

This table reflects the interest rate refixing profile of the underlying hedged items and 2005 balances have been adjusted to ensure
consistency with the 2006 balances for this disclosure.

The gains and losses on ineffective portions of such derivatives are recognised immediately in the income statement.
During the year to 31 December 2006, a loss of US$122 million (2005: US$96 million) was recognised due to hedge
ineffectiveness.

Hedges of net investments in foreign operations

HSBC’s consolidated balance sheet is affected by exchange differences between the US dollar and all the non-US
dollar functional currencies of subsidiaries. HSBC hedges structural foreign exchange exposures only in limited
circumstances. Hedging is undertaken using forward foreign exchange contracts which are accounted for as hedges of
a net investment in a foreign operation, or by financing with borrowings in the same currencies as the functional
currencies involved.
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18

At 31 December 2006, the fair values of outstanding financial instruments designated as hedges of net investments in
foreign operations were liabilities of US$254 million (2005: US$114 million).

The ineffectiveness recognised in ‘Net trading income’ in the year ended 31 December 2006 that arose from hedges
in foreign operations was nil (2005: nil).

Sensitivity of fair values to changing significant assumptions to reasonably possible alternatives

Fair values of certain derivatives recognised in the financial statements may be determined in whole or in part using
valuation techniques based on assumptions that are not supported by prices from current market transactions or
observable market data. In these instances, the net fair value recorded in the financial statements is the sum of three
components:

- the value given by application of a valuation model, based upon HSBC’s best estimate of the most appropriate
model inputs;

- any fair value adjustments to account for market features not included within the valuation model (for example,
bid-mid spreads, counterparty credit spreads and/or market data uncertainty); and

-  inception profit, or an unamortised element thereof, not recognised immediately in the income statement in
accordance with Note 2(k).

As the valuation models are based upon assumptions, changing the assumptions changes the resultant estimate of fair
value. HSBC performs various sensitivity analyses on its valuation assumptions. The potential effect of using
reasonably possible alternative assumptions in valuation models has been quantified as a reduction in assets of
approximately US$72 million (2005: US$77 million) using less favourable assumptions, and an increase in assets of
approximately US$69 million (2005: US$73 million) using more favourable assumptions. The ranges of reasonably
possible alternative assumptions are established by application of professional judgement to an analysis of the data
available to support each assumption.

The total amount of the change in fair value estimated using a valuation technique that was recognised in the year
ended 31 December 2006 was a loss of US$195 million (2005: US$129 million).

Financial investments

HSBC
2006 2005
US$m US$m
Financial investments:
— not subject to repledge or resale by COUNtETPATTIES ......c..cevveuirueuirieririeirerieerieesei e 197,055 176,301
— which may be repledged or resold by COUNtErparties ...........cccoecevevereeueeririreeieieerinieiereeeneseenes 7,751 6,041
204,806 182,342
2006 2005
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Treasury and other eligible bills ..........ccccoevecininnennne. 25,313 25,313 25,042 25,042
— available-for-sale ..........cccocvvevirinieeneieceeee 25,268 25,268 24,834 24,834
— held-to-maturity .......coceoveerirerieirieereeee e 45 45 208 208
Debt SECUTIHIES ..o.voveveeieieiietiietcieeeeeeee e 171,196 171,498 149,781 149,962
— available-for-sale .. 161,870 161,870 141,699 141,699
— held-to-maturity ........ccecevevvrerieeieeeeeeeeee 9,326 9,628 8,082 8,263
Equity SECUTTIES ...evveuireeiriiieieieiirieereeeeeeeeeeeeene 8,297 8,297 7,519 7,519
— available-fOr-Sale ...........mrrrrerrressrsssessseesesessns 8,297 ] | 8,207 ] | 7519] | 7,519
Total financial INVEStMENLS ..........ccevvevverreerieeerierienennn. 204,806 205,108 182,342 182,523
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Gross Gross

Amortised unrealised unrealised Fair
cost gains losses value
US$m US$Sm US$m US$m

At 31 December 2006
US TTCASUIY w.veueneeneeieeeteeeteieeesie st eeeeesesesessenesnens 10,219 5 21 10,203
US Government agencies ...........ceeeeverveeruererereeeneenne 6,004 40 (76) 5,968
US Government sponsored entities ............coeveereenenene 14,010 74 (285) 13,799
UK GOVEINMENL ..ottt 7,515 10 (23) 7,502
Hong Kong GOVernment ............cocecvereeerueeneerenennens 1,085 1 6) 1,080
Other ZOVErNMENt ........ccceevueuerieirienirieieereeeeeseeniene 37,828 475 (105) 38,198
Asset-backed SECUTTLIES ......cvevveveiirerieeiieieieieieieeenns 26,752 9 an 26,750
Corporate debt and other securities . 93,217 363 (269) 93,311
EQUILIES .ouvoveieieieiieiee e 6,295 2,010 (8) 8,297
202,925 2,987 (804) 205,108

At 31 December 2005
US TICASULY ..ttt 9,015 5 (23) 8,997
US Government agencies .......... 4,173 52 (52) 4,173
US Government sponsored entities . 16,099 82 (292) 15,889
UK GOVEINMENL ...t 7,658 83 (1) 7,740
Hong Kong Government ............cccccceeeneveneincenennnne 4,429 2 (23) 4,408
Other GOVEINMENt ........ocveveveeirieirieireieeieeesieeseeenens 34,623 317 87) 34,853
Asset-backed SECUTILIES ........ccoeevvvevvieeeeeereeeeeeeeeeeereens 2,893 8 (12) 2,889
Corporate debt and other securities . 96,018 452 (415) 96,055
EQUITIES .veeiieieieieieieie et 6,414 1111 (6) 7,519
181,322 2,112 911) 182,523

At 31 December 2004
US TIEASUTY ...t 7,998 25 (22) 8,001
US Government agencies .......... 9,657 91 (94) 9,654
US Government sponsored entities . 10,093 133 (48) 10,178
UK GOVEINMENL ....cvevveviieeiieiieieieieieeesienesieseeieesieeenens 11,510 1 2) 11,509
Hong Kong Government ...........ccccceeeeeuevevcvcreninuereenennns 5,274 88 - 5,362
Other ZOVEINMENt ........cccevevirerieirieirieieereeieseeseennene 36,393 543 (290) 36,646
Asset-backed SECUTLIES ......cvevrveiierieiieiieieieeeeiens 13,367 28 6) 13,389
Corporate debt and other Securities ...........coceveevrervenene 84,477 1,061 (136) 85,402
EQUIIES .eveviieieeeieieeee e 6,563 1,136 (10) 7,689
185,332 3,106 (608) 187,830

Included within the above figures are debt securities issued by banks and other financial institutions of US$86,649
million (2005: US$68,954 million). The fair value of these was US$86,596 million (2005: US$68,933 million).

Treasury Treasury
and other and other Debt Debt
eligible bills eligible bills securities securities
available- held-to- available- held-to- Equity
for-sale maturity for-sale maturity securities Total
USSm US$m US$m US$m US$m US$m
Carrying amount at 31 December 2006
Listed on a recognised exchange ............ccccc.c..... 1,861 45 58,216 3,590 2,937 66,649
Unlisted ..o 23,407 - 103,654 5,736 5,360 138,157
25,268 45 161,870 9,326 8,297 204,806
Carrying amount at 31 December 2005
Listed on a recognised exchange ............cccceceu.. 6,610 207 62,187 4,022 3,394 76,420
UNlStEd ..ot 18,225 — 79,512 4,060 4,125 105,922
24,835 207 141,699 8,082 7,519 182,342

The fair value of listed held-to-maturity debt securities as at 31 December 2006 was US$3,663 million (2005:
US$4,143 million). Included within listed investments were US$1,179 million (2005: US$1,246 million) of

investments listed in Hong Kong.
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The maturities of investment securities at carrying value are analysed as follows:

Remaining contractual maturity of total debt securities:
1 YEAT OF LESS ittt ettt bbbtttk ettt b ettt bbbttt be bt
5 years O 1€8S DUL OVET 1 YEAT ..c.evueuieiiiieiiieiiieieieieiete ettt ettt esennene
10 years or 18SS UL OVET 5 YEATS .....c.ccveurieueueuiiririeieieiiirieteeteieteee ettt neneae
OVET 10 YEATS ...ttt ettt bbbttt b e e bt b e st s ettt s b et e b et e bt e b et et et ebeneene

Remaining contractual maturity of debt securities available for sale:
1 WEAT OF LESS 1.ttt ettt ettt ettt s et b et ettt en et sttt enene s
5 years O 1€8S DUL OVET 1 YEAT ..c.ovuiuiiiiiiiiiiiiiicire ettt
10 years or 18SS DUL OVET 5 YEATS .....c.eeririeueriiiiririeteteiiirteteiet ettt ettt ettt et benene
OVET 10 YRATS .uvetiiiieiieiietestet ettt ettt ettt s ae bt ae bt bt e st e st et et e s be s b e bt ssesb e e bt et et en e et ensennenne

Remaining contractual maturity of debt securities held to maturity:

At 31 December

1 WEAT OF LESS 1.ttt ettt ettt b bbbt b et s ettt ettt st enene s
5 years O 1€8S DUL OVET 1 YEAT ..c.ovviuiiiiiiiiiiiiiieeree sttt
10 years or 185 DUL OVET 5 YEATS .....c.eeririeieuiuiiirieieieitinietetet ettt ettt ettt benene
OVET 10 YRATS .uveuiiuieiieiietest ettt ettt ettt ettt s ae ettt e b e bt e s e st e st et e s be e b et seeebe e bt et et estentensennenne

2006 2005
US$m US$m
63,932 50,991
55,145 56,956
12,015 10,902
40,104 30,932
171,196 149,781
63,382 50,559
53,497 55,531
8,827 8,636
36,164 26,973
161,870 141,699
550 432
1,648 1,425
3,188 2,266
3,940 3,959

9,326 8,082

The following table provides an analysis of contractual maturities and weighted average yields of investment debt

securities as at 31 December 2006:

Within one year

After one year but
within five years

After five years but
within ten years

After ten years

Amount
US$m

Available-for-sale
US Treasury agencies ...............c.... 199

US Government agencies .. 409
US Government-sponsored

AZENCICS vvvveveereerreiereiene e 145
UK Government ...........cccceeeevenenne 769
Hong Kong Government ............... 265
Other governments ............c.cc.c..... 11,790
Asset-backed securities ................. 4,554
Corporate debt and other

SECUIIHIES ..o 44,875
Total amortised COSt ......cceevveeennene. 63,006
Total carrying value ........ccoeueueee 63,382
Held-to-maturity
US Treasury agencies ........c...........
US Government agencies .............. 1
US Government-sponsored

AZENCICS ..o 2
UK Government .........cccceeeereeeennene. -
Hong Kong Government 6
Other governments .... 126
Asset-backed securities ................. -
Corporate debt and other

SECUIIEIES ..ovvrvnvvreeeniirieeererencnenes 412
Total amortised COSt .......ccoeveeeuenne 550
Total carrying value .........c.ccceueee 550

Yield
Y%

3.95
4.81

2.97
3.87
2.22
4.06
4.79

3.93

5.88
7.05

6.99
8.01

4.20

3.96

Amount
USSm

1,463
461

927
1,324
205
11,907
1,228

36,046
53,561
53,497

21
135

1,472
1,648
1,648

Yield
%

3.65
5.30

2.78
5.26
2.75
8.00
5.65

5.41

5.06
6.98

7.35
3.95

5.95

4.73

Amount
USSm

125
100

1,533

194
2,175
1,928

2,512
8,567
8,827

26

93

130

2,935
3,188
3,188

Yield Amount
% USSm
4.38 22
5.10 4,449
2.66 9,560
4.88 -
7.07 1,274
5.24 19,042
4.53 2,487
36,834

36,164

4.23 77
8.66 570
6.10 1,741
- 8
4.84 594
4.83 950
3,940

3,940

Yield
%

4.97
513

4.85
7.54
5.45

5.18

5.11
6.49

5.90
5.21

4.94

4.92

The maturity distributions of asset-backed securities are presented in the above table based upon contractual maturity

dates. The weighted average yield for each range of maturities in the above table is calculated by dividing the

annualised interest income for the year ended 31 December 2006 by the book amount of available-for-sale debt
securities at that date. The yields do not include the effect of related derivatives.
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19 Securitisations and other structured transactions

HSBC 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 the full or partial derecognition
of the financial assets concerned.

- Full derecognition occurs when HSBC transfers its contractual right to receive cash flows from the financial
assets, or retains the right but assumes an obligation to pass on the cash flows from the asset, and transfers
substantially all the risks and rewards of ownership. The risks include credit, interest rate, currency, prepayment
and other price risks.

- Partial derecognition occurs when HSBC sells or otherwise transfers financial assets in such a way that some but
not substantially all of the risks and rewards of ownership are transferred but control is retained. These financial
assets are recognised on the balance sheet to the extent of HSBC’s continuing involvement.

The majority of financial assets that do not qualify for derecognition are (i) debt securities held by counterparties as
collateral under repurchase agreements or (ii) equity securities lent under securities lending agreements. The
following table analyses the carrying amount of financial assets that did not qualify for derecognition during 2006
and 2005, and their associated financial liabilities:

2006 2005

Carrying Carrying Carrying Carrying

amount of amount of amount of amount of

transferred associated transferred associated
assets liabilities assets' Liabilities'

US$m US$Sm US$m US$m

Nature of transaction

Repurchase agreements ........ 67,558 66,127 62,663 62,880
Securities lending agreements 12,908 12,469 4,138 4,281
80,466 78,596 66,801 67,161

1 2005 amounts for repurchase agreements and securities lending agreements have been reclassified to ensure a consistent presentation
with 2006 balances for this disclosure.

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 HSBC 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, HSBC continues to be exposed to risks associated
with these transactions.

The rights and obligations that HSBC 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 analyses the carrying amount of financial assets to the extent
of HSBC’s continuing involvement that qualified for partial derecognition during the year, and their associated

liabilities:
Carrying

Carrying amount of Carrying
amount of assets amount of
assets (currently associated
(original) recognised) liabilities
US$m US$m US$m

Securitisations
At 31 December 2000 ...............ccocooooiiiiiiiiiii e 20,095 599 306
At 31 December 2005 ....ooouviiiiieeeee e 6,731 256 256
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20 Interests in associates and joint ventures

Principal associates of HSBC

At 31 December 2006 At 31 December 2005
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Listed
Bank of Communications Co., Limited ............c..c........ 2,710 11,065 2,480 4,143
Ping An Insurance (Group) Company of
China, Limited .................. . 2,037 6,825 1,837 2,274
The Saudi British Bank Limited .........c.cccoooeviiiienenene. 978 4,700 772 8,800
5,725 22,590 5,089 15,217

At 31 December 2006

HSBC’s Issued
Country of interest in equity
incorporation equity capital capital
Listed

Bank of Communications Co., Limited ..........ccccoeirerieiriieieieieneseee e PRC' 19.90% RMB45,804m
Ping An Insurance (Group) Company of China, Limited...........cccovueueecrinnenne PRC! 19.90% RMB6,195m
The Saudi British Bank Limited ..........c.cocooeiioiiiiieieieeeeeeeceeceeeeeeeeeee e Saudi Arabia 40.00% SR3,750m

Unlisted
Barrowgate Limited™ ..............coooooveieeeeeeeeeeeeee oo Hong Kong 24.64% -
British Arab Commercial Bank Limited ..........cccooevivieviveiiniieeieeneeseeeeen England 46.51% US$81m
£32m fully paid
£5m nil paid
ELISA SLAL et France 49.99% €115m
Financiera Independencia S.A. de C.V. ...cccovieeieiieieieeeeeeee e Mexico 19.90% MXP64m
Industrial Bank Company Limited™ ..............ccoooorrvrervrereeeeesees s PRC' 15.98% RMB3,999m
Wells Fargo HSBC Trade Bank, N.A® .......c...coovvomivenirenrieneeseees oo United States 20.00% -

AEA Investors (Cayman) I LP%’

HSBC PE European No. 2 LP™®

Montagu III LP"#

Ortigas & Company LP’

Private Equity Portfolio (Investment) LP Inc’*

People’s Republic of China.

Issued equity capital is less than HK$1 million.

Investment held through Hang Seng Bank Limited, a 62.14 per cent owned subsidiary of HSBC.

Industrial Bank Company Limited listed on the Shanghai Stock Exchange on 5 February 2007.

Issued equity capital is less than US$1 million.

Venture Capital Limited partnership. Address of principal place of business is c/o Walkers SPV Limited, Walker House, 87 Mary Street,

PO Box 908GT, George Town, Grand Cayman, Cayman Islands.

7 Limited partnership where the group owns more than 50 per cent but does not have control due to the limitations within these types
of entities.

8 Limited partnership. Address of principal place of business is 68 Upper Thames Street, London EC4V 3PE.

9 Limited partnership. Address of principal place of business is 9/F Ortigas Building, Ortigas Avenue, Pasig City, Philippines.

AN AW~

All the above investments in associates are owned by subsidiaries of HSBC Holdings. On 6 February 2006, HSBC
disposed of its 21.16 per cent shareholding in the Cyprus Popular Bank Limited (trading as Laiki Group).

HSBC had US$4,747 million (2005: US$4,317 million) of investments in associates and joint ventures listed in Hong
Kong.

For the year ended 31 December 2006, HSBC’s share of associates and joint ventures tax on profit was
US$279 million (2005: US$225 million), which is included within share of profit in associates and joint ventures in
the income statement.
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Summarised aggregate financial information on associates

2006 2005
US$m US$m

HSBC’s share of:
T ASSEES 1ttt ettt bt a e bt h e st et a et ettt e eh e bt h e a e h b e et e e et ettt saeebe e ennen 83,096 63,347
—THADILIEIES .vvevivititetiteet ettt ettt ettt ettt ettt eb et et e et e ae s ae s ese s et e b essebe s ese s ene s ens 77,446 58,883
S TEVEIIUES ...vvieuvieateeteeeteesteeeteeeteeeseeeteeaseeaseeesseaseeasseessessseassessseessessseessesssesssaessessseessesssesssesssesseenseenns 5,521 3,330
— PIOTIE AFEET TAX 1.ttt ettt ettt s e se s e st e s e st et e s et e s s ebe s eneeseneeseneesenene 823 546

HSBC’s share of associates’ contingent liabilities amounted to US$13,824 million at 31 December 2006 (2005:
US$7,818 million). No matters arose where HSBC was severally liable.

HSBC’s 15.98 per cent investment in Industrial Bank Company Limited was equity accounted with effect from

May 2004, reflecting HSBC’s significant influence over this associate. HSBC’s significant influence was established
as a result of representation on the Board of Directors, and in accordance with the Technical Support and Assistance
Agreements, HSBC is assisting in the development of financial and operating policies.

HSBC’s 19.9 per cent investment in Ping An Insurance (Group) Company of China, Limited was equity accounted
with effect from 31 August 2005, reflecting HSBC’s significant influence over this associate. HSBC’s significant
influence was established as a result of the acquisition of an additional participation of 9.91 per cent on 31 August
2005, for a consideration of US$1,039 million.

HSBC’s significant influence on Bank of Communications Co., Limited was established as a result of
representation on the Board of Directors, and in accordance with the Technical Support and Assistance
Agreements, HSBC is assisting in the development of financial and operating policies and a number of staff
have been seconded to assist in this process.

The statutory accounting reference date of Bank of Communications Co., Limited, Ping An Insurance (Group)
Company of China, Limited and Industrial Bank Company Limited is 31 December. For the year ended 31 December
2006, these companies were included on the basis of financial statements made up for the twelve months to

30 September 2006, taking into account changes in the subsequent period from 1 October 2006 to 31 December 2006
that would have materially affected their results.

HSBC also has a 100 per cent interest in the issued preferred stock (less than US$1 million) of Wells Fargo HSBC
Trade Bank, N.A. HSBC has a 40 per cent economic interest in Wells Fargo HSBC Trade Bank, N.A. by virtue of the
joint agreement under which HSBC’s equity capital and preferred stock interests are being held.

HSBC acquired 19.9 per cent of Financiera Independencia S.A. de C.V. on 20 June 2006. The investment was
equity accounted from that date, reflecting HSBC’s significant influence over this associate.

Principal interests in joint ventures

At 31 December 2006

HSBC’s
interest in Issued
Country of Principal equity equity
incorporation activity capital capital
Investment
HSBC Saudi Arabia Limited ..........ccoceevveviveieeieens Saudi Arabia Banking 60% SR50m

HSBC Saudi Arabia Limited has been established as a joint venture between HSBC and The Saudi British Bank,
operating from July 2006. The ownership of HSBC Saudi Arabia Limited is split between HSBC, with 60 per cent,
and The Saudi British Bank, with 40 per cent. The strategic financial and operating decisions of HSBC Saudi Arabia
Limited require unanimous consent of HSBC and The Saudi British Bank.
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21

Summarised aggregate financial information on joint ventures

HSBC'’s share of:

— CUITEIE @SSEES 1iiiiiiiiiiieiiit ettt e et e e e st e e e e e e s bbb et e e e s iabaeeeeeesasnrnaeeeessnnnnee

Goodwill and intangible assets

2006
US$m

125
107
98
87
102
79

2005
US$m

95
55
34
107
118
20

Goodwill and intangible assets includes goodwill arising on business combinations, the present value of in-force
long-term insurance business, and other intangible assets.

Goodwill
Rest of
Asia- North Latin
Europe Hong Kong Pacific America America Total
US$m USSm USSm US$m US$m US$m
Cost
At 1 January 2006 ........cccoceervnnnneniecenen 13,777 120 270 12,424 2,634 29,225
AddItIONS ...ovviiiiccccce e 29 - 34 55 1,608 1,726
Exchange differences . 1,428 4 25 - 20 1,477
Other changes .......c.cocvceeveeieenieenieerieees - “4) 48 - 44
At 31 December 2006 .........ccccoevverrreiecennee 15,234 124 325 12,527 4,262 32,472
Cost (restated)
At 1 January 2005 .....c.coooveeveerenienrieenenens 15,873 120 284 11,594 2,491 30,362
AddItIoNS ...c.ceeveviiriiccce e 108 1 4 534 13 660
Disposals ................. (70) - - 3) - (73)
Exchange differences . (2,137) (1) a7 328 185 (1,642)
Other changes ........ccccceevvveveieeerererereienns 3 — €)) (29) (55) (82)
At 31 December 2005 ........cccceeeururrninenae 13,777 120 270 12,424 2,634 29,225
1 In 2006, Mexico and Panama were reclassified from the North America segment to the Latin America segment. Comparative
information has been restated accordingly. See Note 13.
The addition to goodwill in Latin America related principally to the acquisition of Grupo Banistmo, S.A. on
23 November 2006.
The present value of in-force long-term insurance business (‘PVIF’)
Movement on the PVIF
2006 2005
US$m US$m
AL T JANUATY oot e 1,400 1,877
IFRSs transition adjustment at 1 January 2005 ............c..ccoooimmieeoeeeeeeeeeeeeeeeeee e neenen - (384)
Addition from current year NEW DUSINESS ......c.c.eeveriereueriiririnieieieirinteieteseestssetesesees et eeseesesenene 254 289
Movement from iN-fOrce DUSINESS .......eirieririerieieieieieeriee ettt ettt esessenessesesens (203) (268)
Exchange differences and other MOVEMENLS ..........ceviviriririeirieiieieeee et 98 (114)
AL 31 DECEMDET .....vovivieeieeieieteeteeteete ettt ettt ettt e e eteete e e st eat et e b e s e eteeteebeeaseaeetsensensensesean 1,549 1,400

1 For an explanation of the IFRSs transition adjustment at 1 January 2005, see Note 46 on the Financial Statements in the Annual Report

and Accounts 2005.
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PVIF-specific assumptions

The key assumptions used in the computation of PVIF for HSBC’s main life insurance operations were:

2006 2005
UK Hong Kong UK Hong Kong
% % % %
RiSK fIe€ Tate ...c.evveieeiicicieeiecee e 4.30 3.73 3.90 4.19
Risk discount rate 8.00 11.00 8.00 11.00
Expenses inflation.... 3.40 3.00 3.20 3.00

The PVIF represents the value of the shareholder’s interest in the in-force business of the life insurance operations.
The calculation of the PVIF is based upon assumptions that take into account risk and uncertainty. To project these
cash flows, a variety of assumptions regarding future experience is made by each insurance operation which reflect
local market conditions and management’s judgement of local future trends. Some of the Group’s insurance
operations incorporate risk margins separately into the projection assumptions for each product, while others
incorporate risk margins into the overall discount rate. This is reflected in the wide range of risk discount rates

applied.

Other intangible assets

The analysis of the movement of intangible assets, excluding the PVIF, was as follows:

Customer/
Mortgage Internally merchant
Trade servicing generated  Purchased relation-
names rights software software ships Other Total
US$m US$m US$m US$m US$m US$m US$m
Cost
At 1 January 2006 ..........cccoeee. 43 979 2,094 295 1,034 373 4,818
Additions" ......ccoocvvverneeririirreennnns - 99 589 70 96 3 857
Acquisition of subsidiaries ......... 15 - - 6 195 114 330
Disposals ....cccocevverieineinieinene - - A3) (2)) - (€)] (25)
Amounts written-off ... - - - - (71) - (71)
Exchange differences .. . 1 - 150 17 28 39 233
Other changes ........ccccoceevveeenenene - - 41 278 373 (349) 343
At 31 December 2006.................. 57 1,078 2,871 645 1,655 179 6,485
Accumulated amortisation
At 1 January 2006 ..........ccoeoeeee. 5) (560) (1,301) 170) 173) (24) (2,243)
Charge for the year® ................... @) (59) (345) (107) 137) (36) (691)
Impairment ........c.cccceevvnnnccnee - - (25) A3) (56) - (84)
Disposals ....c.oceveereeinieinieinene - - - 20 - - 20
Amounts written-off ................... - - - - 71 - 71
Exchange differences .................. 1 - 97) 13) a @) (114)
Other changes ........cccceovvvvreceee — — 4) (153) (24) 51 (130)
At 31 December 2006 ................. (21) (619) 1,772) (426) (320) (13) (3,171)
Net carrying amount at
31 December 2006 .................. 36 459 1,099 219 1,335 166 3,314
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22

Customer/
Mortgage Internally merchant
Trade servicing generated Purchased relation-
names rights software software ships Other Total
US$m US$m US$m US$m US$m US$m US$m
Cost
At 1 January 2005 ......cccoovvvennee. 41 791 1,823 210 764 393 4,022
AddItions' ......ovvvrreeeenne - 136 420 49 13 8 626
Acquisition of subsidiaries ......... - - - - 271 - 271
Disposals .......ccceeerevireiecinninnnes - - - (63) (15) (1) (79)
Exchange differences .................. 2 2 (104) (19) (72) (44) (235)
Other changes ........cccoceeuecenenne - 50 (45) 118 73 17 213
At 31 December 2005 ................. 43 979 2,094 295 1,034 373 4,818
Accumulated amortisation
At 1 January 2005 ... ) (474) (1,064) (115) (95) (7) (1,763)
Charge for the year® (6) 27) (354) (76) 99) (19) (581)
DisSposals ......cccoevevenieenieiirieeine - - - 29 - - 29
Exchange differences .................. (1) 1 123 37 5 2 93
Other changes .........c.coovvveuecncne — (60) (6) 29 16 — 21)
At 31 December 2005 ................. (15) (560) (1,301) (170) (173) (24) (2,243)
Net carrying amount at
31 December 2005 ................. 28 419 793 125 861 349 2,575

1 At 31 December 2006, HSBC had US$23 million (2005: US856 million) of contractual commitments to acquire intangible assets.
2 The amortisation charge for the year is recognised within the income statement under ‘Amortisation and impairment of intangible
assets’, with the exception of the amortisation of mortgage servicing rights that is charged to net fee income.

Impairment of assets other than financial instruments

During 2006 there was no impairment of goodwill (2005: nil; 2004: nil). Impairment testing in respect of goodwill is
performed annually by comparing the recoverable amount of cash generating units (‘CGUs’) determined at 1 July
2006 based on a value in use calculation. That 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 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 HSBC 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 to reflect the inherent risk of the business being evaluated. These
variables are established on the basis of management judgement.

Management judgement is required in estimating the future cash flows of the CGUs. 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 following CGUs include in their carrying value goodwill that is a significant proportion of total goodwill
reported by HSBC. These CGUs do not carry on their balance sheets any intangible assets with indefinite useful
lives, other than goodwill.
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2006 2005
Nominal Nominal
growth rate growth rate
beyond beyond
Goodwill at initial  Goodwill at initial
1 July Discount cash flow 1 July Discount cash flow
Cash Generating Unit 2006 rate projections 2005 rate  projections
US$m % % US$m % %
Personal Financial Services — Europe ................ 4,149 10.6 5.0 3,515 10.2 4.3
Commercial Banking — Europe ....... . 2,948 10.2 4.5 2,913 9.9 3.9
Private Banking — Europe ...... . 4,417 10.0 4.2 3,701 10.0 32
Corporate, Investment Banking and Markets —

EUIOPE ..o 3,792 8.2 4.5 3,694 10.1 4.0
Personal Financial Services — North America .... 12,205 10.0 5.8 10,451 10.0 6.1

Total goodwill in the CGUs listed above ........... 27,511 24,274

There was no evidence of impairment arising from this review. The only circumstances where a reasonably
possible change in key assumptions might have caused an impairment loss to be recognised was in respect of
Private Banking Europe where a fall of 0.9 per cent in the long-term growth rate beyond the initial cash flow
projections, or an increase of 0.8 per cent in the discount rate would have caused an impairment loss to be
recognised. Recognising this, the calculation of the value in use for Private Banking — Europe, based on
discounted projected cash flows, has been additionally benchmarked against market transactions in private
banking companies in Europe to ensure the carrying value is supportable.

At 1 July 2006, aggregate goodwill of US$2,833 million had been allocated to CGUs that were not considered
individually significant. These CGUs do not carry on their balance sheets any intangible assets with indefinite

useful lives, other than goodwill.
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23 Property, plant and equipment

HSBC
Property, plant and equipment

Cost or fair value

At 1 January 2006 ........ccoevvueuecnininnierecens
Additions at cost® ...........
Acquisition of subsidiaries ...
Fair value adjustments ......
DiISPOSaLS ...oveviieiiieeieeee e
Transfers ......cceeveveenennereeeeeeee
Exchange differences .........cccccovveveeennnnee
Other changes ........ccccvcevveeieerieerieerienenes

At 31 December 2006 ........ccccevvevrerienrennnne.

Accumulated depreciation

At 1 January 2006 ........ccoevvueeeninnnnierecens
Depreciation charge for the year ................
DiSPOSALS ..o
Transfers ...
Exchange differences .
Other changes .......cccocveevvereeenieeneeneees

At 31 December 2006 .........ccccevvreeverreenene

Net carrying amount at 31 December 2006

Cost or fair value

At 1 January 2005 .....cooovevevieninincreneee
Additions at cost® .........cocooviirierirreernnn.
Acquisition of subsidiaries ........c...c.ccceeueee.
Fair value adjustments
Disposals ......ccccovevenee
Transfers
Exchange differences .
Other changes .........c.coveeveereneninieieccnenenn

At 31 December 2005 ........ccocvevveererieerienenns

Accumulated depreciation

At 1 January 2005 .....cooovvveieieieenenieeen
Depreciation charge for the year ................
DiSPOSals ....cuevveuerieirieieieeeeeee
Exchange differences ..........coovvevecninnnnne
Other changes ........cccoevevveivieenieceneeseenes

At 31 December 2005 .......cccevvevveveereniennne.

Net carrying amount at 31 December 2005

Long Short Equipment
Freehold leasehold leasehold Equipment, on
land and land and land and fixtures operating
buildings buildings buildings' and fittings’ leases Total®
US$m USSm USSm USSm US$m US$m
4,828 2,235 2,265 8,639 4,964 22,931
376 24 253 1,473 274 2,400
189 - 17 55 1 262
64 77 23 - - 164
(407) (421) (66) 972) (28) (1,894)
- 38) 38 - - -
287 102 65 633 474 1,561
(6) (43) (21) (126) 238 42
5,331 1,936 2,574 9,702 5,923 25,466
(252) (132) (604) (5,418) (1,319) (7,725)
(85) (46) (131) (1,075) a77) (1,514)
30 2 59 915 89 1,095
- 1 a) - - -
(28) ®8) 40) (401) (190) (667)
7 15 (6) 5 (238) (231)
(342) (168) (723) (5,974) (1,835) (9,042)
4,989 1,768 1,851 3,728 4,088 16,424
4,384 2,153 2,252 8,722 6,117 23,628
601 142 124 1,269 751 2,887
10 - 5 14 - 29
48 95 58 - - 201
(224) (87) (77) (542) (359) (1,289)
30 - 30) - - -
(245) (82) (55) (445) (660) (1,487)
224 14 (12) 379 (885) (1,038)
4,828 2,235 2,265 8,639 4,964 22,931
(204) (74) (590) (5,375) (1,761) (8,004)
(76) (55) (101) (1,082) (318) (1,632)
6 - 51 431 243 731
18 5 35 285 182 525
4 (6] 1 323 335 655
(252) (132) (604) (5,418) (1,319 (7,725)
4,576 2,103 1,661 3,221 3,645 15,206

Leasehold land and buildings are considered to be held under finance lease contracts where the value of the land cannot reliably be

separated from the value of the lease, and the respective contracts do not meet the criteria for classification as operating leases.

1 Including assets held on finance leases with a net book value of US$11 million (2005: US$7 million).
2 Including assets held on finance leases with a net book value of US8450 million (2005: US$327 million).
3 Including assets with a net book value of US$425 million (2005: US$13 million) pledged as security for liabilities.

4 At 31 December 2006, HSBC had US$1,380 million (2005: US$1,256 million) of contractual commitments to acquire property,

plant and equipment.
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Included within ‘Short leasehold land and buildings’ are the following amounts in respect of assets classed as
improvements to buildings, which are carried at depreciated historical cost:

2006 2005

Accumulated Accumulated

Cost depreciation Cost depreciation

US$m US$m US$m US$m
At 1 January ..o 1,026 @315) 993 (347)
AdAItIONS ..o 218 - 124 -
Disposals .......cccccoeveeruereucinnnnnes 67) 47 (58) 36
Depreciation charge for the year . - 35) - (22)
Impairment loss recognised ..... - A3) - -
Exchange differences ..........cocoovvvecvveivenieeneineceens 63 37 (52) 32
Other changes ..o 37 3 19 (14)
At 31 DECEMDET ... 1,277 351 1,026 315)

Net carrying amount at 31 December ............ccccccceueeee 926 711

Investment properties

The composition of the investment properties at fair value in the year was as follows:

Long Short
Freehold leasehold leasehold
land and land and land and
buildings buildings buildings Total
US$m US$Sm US$m US$Sm
Fair value
At 1January 2000 ........cooeveeeeiinininieieieenenneeeeeneene 1,438 477 255 2,170
Additions at COSt ....cvoveveueiririeieiciirreteccenee e 179 - - 179
DASPOSALS .o seeeeeeesseeeeeee e s eeeeseeseeee (178) @371 ® (557)
Fair value adjustments ..........cccccveveveneenccncnnenenene 64 77 23 164
Exchange differences .... . 42 12 - 54
Other Changes ........ccooveerieirieinieeiieireeee e (12) (21) (28) (61)
At 31 December 2006 .........ccceeninerieeeieiinireeeeeeeeenes 1,533 174 242 1,949
At 1 January 2005 704 250 209 1,163
Additions at cost . 455 137 - 592
DISPOSALS ..o (47) 3) (12) (62)
Fair value adjustments ..........cccccevevevennencenecnenenene 48 95 58 201
Exchange differences .... . ®) 4) - (12)
Other Changes ........cccoveerveirieinieirieereeeee e 286 2 — 288
At 31 December 2005 .......cooeueiniririeeeeeneeieeeeeeeeeeenas 1,438 477 255 2,170

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. Investment properties in Hong
Kong, the Macau Special Administrative Region and mainland China, which represent 25 per cent by value of
HSBC’s investment properties subject to revaluation, were valued by DTZ Debenham Tie Leung Limited, which is a
member of the Hong Kong Institute of Surveyors.

As a result of the revaluation, the net book value of investment properties increased by US$164 million (2005:
surplus of US$201 million), which was credited to the income statement for the year ended 31 December 2006.

HSBC Holdings had no investment properties at 31 December 2006 or 2005.

Included within ‘Other operating income’ was rental income of US$153 million (2005: US$116 million) earned by
HSBC on its investment properties. Direct operating expenses of US$61 million (2005: US$39 million) 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 2006
amounted to nil (2005: US$3 million).

HSBC recognised US$144 million (2005: US$10 million) as contractual obligations to purchase, construct, develop,
maintain or enhance investment properties.
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24

HSBC properties leased to customers

HSBC properties leased to customers included US$470 million at 31 December 2006 (2005: US$646 million) let
under operating leases, net of accumulated depreciation of US$53 million (2005: US$42 million). None was held by

HSBC Holdings.

Investments in subsidiaries

Principal subsidiary undertakings of HSBC Holdings

Europe

HFC Bank Limited
HSBC Investments (UK) Limited
HSBC Asset Finance (UK) Limited

HSBC Bank A.S. ..ottt
HSBC Bank Malta P.l.C. .oveveueieiiieiiieiiiecsiecsieceeceee e

HSBC Bank Middle East Limited
HSBC Bank plc ...

HSBC France .......c.cccu.e...
HSBC Guyerzeller Bank AG

HSBC Insurance Brokers Limited
HSBC Life (UK) Limited
HSBC Private Bank (Guernsey) Limited

HSBC Private Bank (SuiSSe) S.A. ...ocveieieiieieeeieieieiesie et

HSBC Private Bank (UK) Limited
HSBC Trinkaus & Burkhardt AG

Hong Kong

Hang Seng Bank Limited
HSBC Insurance (Asia) Limited
HSBC Life (International) Limited
The Hongkong and Shanghai Banking Corporation Limited

Rest of Asia-Pacific

HSBC Bank Australia Limited

HSBC Bank EZYPt S.ALE. .oouiieiieiieeieeeeeeeeie et

HSBC Investments (Taiwan) Limited
HSBC Bank Malaysia Berhad

North America

The Bank of Bermuda Limited
HSBC Bank Canada
HSBC Bank USA, N.A. .....
HSBC Finance Corporation ..

HSBC Securities (USA) INC. ...cveueiiiiiiciieieicecereeeeee e
HSBC Technology & Services (USA) INC. ..oovveeirieinieiniieiccceeiceene

Latin America

HSBC Bank Argentina S.A. ......cccccoimieeiiininirieicentenneteieerese e enesenenens

HSBC Bank Brasil S.A. — Banco Multiplo
HSBC La Buenos Aires Seguros S.A. ....
HSBC Mexico S.A. .ccooveveerenenne

HSBC Seguros (Brasil) S.A. .

Maxima S.A. AFJP

Primer Banco del IStmo, S.A. .....cooooviviiieiceeeee e

1 Issued equity capital is less than US$1 million.

At 31 December 2006

Country of
incorporation
or registration

England
England
England
Turkey
Malta
Jersey
England
France
Switzerland
England
England
Guernsey
Switzerland
England
Germany

Hong Kong
Hong Kong

Bermuda
Hong Kong

Australia
Egypt
Taiwan
Malaysia

Bermuda
Canada
United States
United States
United States
United States

Argentina
Brazil
Argentina
Mexico
Brazil
Argentina
Panama

HSBC’s
interest in
equity capital
%

100
100
100
100
70.03
100
100
99.99
100
100
100
100
100
100
78.60

62.14
100
100
100

100
94.53
100
100

100
100
100
100
100
100

99.99

100
99.53
99.99
97.94
59.99
99.39

Issued equity
capital

£109m
£37m
£265m
TRL277m
Lm36m
US$431m
£797m
€378m
SFr95m
£2.8m
£94m
US$22m
SFr683m
£177m
€70m

HK$9,559m
HKS$125m
HK$327m

HK$22,494m

AS$811m
E£1,073m
TWD788m
RMS$114m

US$30m
C$1,125m
US$2m
US$3,038m

ARS1,103m
BRL2,147m
ARS44m
MXP3,930m
BRL350m
ARS200m
US$576m

2 Details of the debt, subordinated debt and preference shares issued by the principal subsidiaries to parties external to the Group are

included in the Notes 28 ‘Debt securities in issue’, 32 ‘Subordinated liabilities” and 37 ‘Minority interests’ respectively.

All the above subsidiaries are included in the HSBC consolidated financial statements.
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Details of all HSBC companies will be annexed to the next Annual Return of HSBC Holdings filed with the UK
Registrar of Companies.

All the above make their financial statements up to 31 December except for HSBC Bank Argentina S.A., HSBC La
Buenos Aires Seguros S.A. and Maxima S.A. AFJP, whose financial statements are made up to 30 June annually.

The principal countries of operation are the same as the countries of incorporation except for HSBC Bank Middle
East Limited which operates mainly in the Middle East, and HSBC Life (International) Limited which operates
mainly in Hong Kong.

Subsidiaries which experience significant restrictions on their ability to transfer funds to HSBC in the form of
cash dividends or to repay loans and advances

During 2006 and 2005, none of the Group’s subsidiaries has experienced significant restrictions on paying dividends
or repaying loans and advances.

Subsidiaries where HSBC owns less than 50 per cent of the voting rights

HSBC’s
interest in Description of relationship
Subsidiary equity capital that gives HSBC control
%

2006

Beijing HSBC Insurance Brokers Limited 249 HSBC has the right to appoint the majority of the board,
therefore has management control.

HSBC Insurance Brokers (India) Private Limited 25.9 HSBC has the right to appoint the majority of the board,
therefore has management control.

HSBC Private Equity Fund 3 38.8 HSBC is the fund manager and controls the fund.

HSBC Global Technology Alpha Fund 239 The fund is a “Wider Purpose Fund’ and consolidation is
required under IAS 27 ‘Consolidated and Separate Financial
Statements’.

2005

Beijing HSBC Insurance Brokers Limited 24.9 HSBC has the right to appoint the majority of the board,
therefore has management control.

HSBC Insurance Brokers (India) Private Limited 259 HSBC has the right to appoint the majority of the board,
therefore has management control.

HSBC Private Equity Fund 3 38.8 HSBC is the fund manager and controls the fund.

HSBC Continental European Alpha Fund 6.1 The fund is a “Wider Purpose Fund’ and consolidation is
required under IAS 27.

HSBC Global Technology Alpha Fund 48.7 The fund is a “Wider Purpose Fund’ and consolidation is

required under IAS 27.

Investments where HSBC owns 20 per cent or more of the voting rights but does not classify the investment as
a subsidiary, joint venture or associate

HSBC’s
interest in Description of relationship that results in HSBC accounting
Investment equity capital for entity as an investment
%
2005
Zhong-Run Company Limited 25.0 Entity is held by a venture capital organisation which is exempt

from classifying investments as associates under IAS 28.

In 2006 there were no significant investments where HSBC owned 20 per cent or more of the voting rights but did
not classify the investment as a subsidiary, joint venture or associate.
Acquisitions

HSBC made the following acquisitions of subsidiaries or business operations in 2006, which were accounted for
using the purchase method:

On 23 November 2006 HSBC acquired 99.98 per cent of Grupo Banistmo, S.A. (‘Banistmo’) for a total consideration
of US$1,968 million, comprising US$1,773 million in cash and US$195 million in contingent consideration. The
contingent consideration is in respect of a binding offer to preference shareholders for the purchase of their
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preference shares within one year after acquisition. Banistmo is a leading banking group in Central America and has
operations in Panama, Colombia, Costa Rica, El Salvador, Honduras and Nicaragua. The post-acquisition profit of
Banistmo was US$1 million.

Goodwill of US$1,450 million arose from this acquisition. The goodwill on the Banistmo acquisition represents value
obtainable from synergies with HSBC, expertise HSBC brings to the proposition and the access to the Central
American market that the acquisition provides to the Group.

HSBC also made the following acquisitions of significant subsidiaries or business operations in 2006, which were
accounted for using the purchase method:

(1) On 30 April 2006 HSBC acquired the entire share capital of BNL Inversiones Argentinas S.A., the holding
company of the bank Banca Nazionale del Lavoro S.A., which had net liabilities of US$3 million, for a cash
consideration of US$155 million. Goodwill of US$158 million arose on acquisition.

(i) On 4 October 2006 HSBC acquired the entire share capital of Solstice Capital Group Inc. for a cash
consideration of US$50 million. Goodwill of US$46 million arose on acquisition.

(ii1) On 4 September 2006 HSBC acquired the Australian custody business from Westpac Banking Corporation for a
total consideration of US$105 million, comprising US$91 million in cash and US$14 million contingent
consideration. Goodwill of US$32 million arose on acquisition.

The fair values of the assets, liabilities and contingent liabilities of the companies acquired during the year, which
relate principally to Banistmo, were as follows:

Carrying value
immediately
Fair prior to
value acquisition
US$m US$m
At date of acquisition
Cash and balances at central Danks ..........c.cocoveuecoiininiieciinnec et 244 244
Items in the course of collection from other banks ............cccverireiriineiinereeeeeeeeeee 91 91
TTAAINE ASSELS ...venieiinieiitet ettt ettt sttt b et b ettt ettt b et bt s bt sa ettt eb e ebentene e 29 29
Loans and advances to banks ...... 1,473 1,473
Loans and advances to customers ... 7,031 7,031
Financial investments ................c........ 1,224 1,227
Interests in associates and JOINE VENTUIES .......cc.eoivueirieirieirienirienieieetet ettt ebe e 16 16
INEANGIDIC ASSELS ....eueuiiteiiiiiiteiet ettt sttt sttt 330 169
Property, plant and equipment .... 262 260
Prepayments and accrued income ... 111 111
Other assets ........ccveereeneenennnne 582 575
DEPOSILS DY DANKS ...ttt ettt (1,706) (1,706)
CUSEOIMET ACCOUNLS ...vevivvevinietesiesetesieteseeteseeteseesesteseseesessesessesesseseeseseeseseesensesensesensesensesensesessesessenses (7,652) (7,652)
Items in the course of transmission to other banks .. (119) (119)
Debt securities in iSSUE ........cccveereereecnrecnenennens (238) (238)
Retirement benefit liabilities (10) (10)
PIOVISIONS .iuteuiieuiieiieteiietete et e ettt ettt ettt s te st et et et e s et e st et e senesseseeseseeseseesensesensesesesenseseasensesennan (154) (72)
OFNEr HADIIILIES ...ttt sttt ettt ettt s e e e s esesene s esesasene s esenan (550) (550)
Liabilities under insurance contracts issued .. (72) (72)
Accruals and deferred INCOME ........c.cciiviviiiiieiiieiieeee et b et eseeaenas (73) (73)
Subordinated HADIIITIES .......cvevevirieiiieieiiieiiieeieese ettt ese et esenene (93) (93)
LeSS: MINOTILY INTETESES ...veueveuieiieiiieteietirteeertene sttt et se st s e te st et s se st see e et entebensenesseneas (134) (134)
NEt @SSELS ACGUITEA ...cueuveveriieiirieieteiecrie ettt bttt ettt bbbt be s s 592 507
Goodwill attributable:
SUDSIAIATIES (INOTE 21) wuvvieieiiieiieieieieiete ettt ettt a et s e et esesseseesensens 1,686
Total consideration including costs 0f aCQUISIHION .....c.coveuerveririeriiiirieiiieeeere e 2,278

Included within provisions above are US$46 million of contingent liabilities recognised on acquisition.

In addition to the above, there were other minor acquisitions and increases in investment in subsidiaries which
increased goodwill by US$40 million.
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In addition to cash and balances at central banks, items in the course of collection from other banks and items in the
course of transmission to other banks, included in the assets and liabilities acquired above are cash and cash
equivalents of US$736 million.

Other assets

26

2006 2005
US$m US$m
BUION <ttt t ettt et ae ettt e s et e s te s ese e s ese b ese et ene e b et ete s ene st esetens 3,145 2,358
ASSEES NELA TOT SALE ...voviiviiiieeiiiceteet ettt ettt ettt ettt ettt et e et e et e et e eteeaseaseteens et et eseaas 1,826 959
Reinsurers’ share of liabilities under insurance contracts (NOte 30) ........cccecvvreirreieerieerieereeeennes 1,769 1,545
Current taxation TECOVETADIE ........c.ciiiuiiieiiiietieieieterte et ete ettt e et e s e s e sbesbeeseeseesaeseessensensensensens 380 496
Deferred taxation (Note 31) ..... 3,241 2,665
Endorsements and acceptances 9,577 7,973
OBNET ACCOUNLS ....veiviieieceieceee ettt ettt et e et e eteeeaeeeaeeeteeeaeeeteeeaeeeseeeseeeseesseesaeesasesseesseesseesseeanes 13,506 10,600
33,444 26,596

Assets held for sale
2006 2005
US$m US$m

Disposal groups and non-current assets held for sale
INEETESES TN ASSOCIALES ..veuvevereeeireerietesieteseetee et stete et es e te st beseese st ese st ese et e s e beseebe st ese e esenseseesenesenessenesneneas 25 162

Property, plant and equipment . 1,149 774
Receivables .. 634 23
ONET ettt ettt a ettt ettt s e b et et et et et ettt e b st bt se st et et et e b eneeseneeneneas 18 —
Total assets classified as held fOr SAlE ..........ccoooiiiiiiiiiiiii e 1,826 959

Property, plant and equipment

The property, plant and equipment classified as held for sale is the result of repossession of property that had been
pledged as collateral by customers. These assets are disposed of within 12 months of acquisition. Neither a gain nor
loss was recognised on reclassifying these assets as held for sale. The majority arose within the geographical segment
North America.

Receivables

The receivables classified as held for sale in 2006 relate mainly to a residential mortgage book in New Zealand for
which an agreement to negotiate the sale was entered into in January 2007. Neither a gain nor loss was recognised on
reclassifying these assets as held for sale. These assets are presented within the geographical segment Rest of
Asia-Pacific.

Trading liabilities

2006 2005

US$m US$m

Deposits by banks 32,040 20,829
Customer accounts 89,166 59,863
Other debt SECUTTHES TN ISSUE ....vveueeriietiieiirieietei ettt ettt ettt et e st s e be e s se e sneneas 34,115 26,977
Other liabilities — net ShOrt POSILIONS .....cveuerieuirieiriiietiiet ettt 71,287 66,696
226,608 174,365
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27 Financial liabilities designated at fair value

HSBC
2006 2005
US$m US$m
Deposits by banks and cUStOMET ACCOUNLS ........c.cueuiuerirueueueueirieiieieiestereeeeteseee e e eeeesesee e 577 253
Liabilities to customers under investment contracts 13,278 10,445
Debt securities in iSSUE (NOLE 28) .....cveirierieieieieieiisieisieteeteeet ettt sa e eb e s ese s esessesassesens 33,167 28,338
Subordinated Habilities (INOLE 32) .....eciverieirieirieiieisieeeet ettt sttt st s e sse e eseneenan 18,503 18,447
Preference Shares (INOE 32) ...c.eiiueirieieieieieieteri ettt sttt sttt ettt eae e esesseneebenene 4,686 4,346
70,211 61,829

The carrying amount at 31 December 2006 of financial liabilities designated at fair value was US$1,257 million
(2005: US$1,899 million) higher than the contractual amount at maturity. At 31 December 2006, the accumulated
amount of the change in fair value attributable to changes in credit risk was US$1,535 million (2005:

US$1,144 million).

HSBC Holdings

2006 2005
US$m US$m

Subordinated liabilities (Note 32):
— OWEA 10 third PATLIES ...cveeevieieriieiiieieieeee ettt ettt et b et se s eneesenaeseneans 9,839 9,315
—owed to HSBC undertakings .........c.cccoovueueeirininieeiinneieeetreee et s 4,231 4,055
14,070 13,370

The carrying amount at 31 December 2006 of financial liabilities designated at fair value was US$551 million (2005:
US$910 million) higher than the contractual amount at maturity. At 31 December 2006, the accumulated amount of
the change in fair value attributable to changes in credit risk was US$335 million (2005: US$398 million).

28 Debt securities in issue

2006 2005
US$m US$m
Bonds and meditm teIT NOLES .........ccvevievieriiiiiirierietieieteee et eeteste e ereereeteesee s esesessesaesbeeseessessensenns 203,404 165,773
Other debt securities in issue 94,203 77,613
297,607 243,386
Of which debt securities in issue reported as:
—trading HADILIIES ....ccooveviuiiiiiiiccce ettt (34,115) (26,976)
— financial liabilities designated at fair value (NOte 27) .....ccoevieirieinieineninereeee e (33,167) (28,338)
230,325 188,072

Certain debt securities in issue are managed on a fair value basis as part of HSBC’s interest rate risk management
policies. The hedged portion of these debt securities is presented within the balance sheet caption ‘Financial liabilities
designated at fair value’, with the remaining portion included within ‘Trading liabilities’.

The following table analyses the carrying amount of bonds and medium term notes in issue at 31 December with
original maturities greater than one year:
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2006 2005
US$m US$m
Fixed rate
Debentures — 8.375%: AUE 2007 .....ocuveuieiieieieieteeiecteete ettt ettt sttt ne e s aeas 100 101
Secured financing:
1.14% 10 3.99%: AU 2007 ...oooiiiiiiiiirieieice sttt ettt ettt 195 1,669
4.00% to 4.99%: due 2007 to 2010 1,730 5,090
5.00% to 5.99%: due 2007 to 2011 6,096 843
6.00% to 6.99%: due 2007 to 2011 - 41
7.00% to 7.99%: due 2007 to 2011 98 141
8.00% to 8.99%: due 2007 to 2011 215 -
Other fixed rate senior debt:
2.15% to 3.99%: due 2007 to 2066 17,326 10,527
4.00% to 4.99%: due 2007 to 2046 ... 17,759 32,295
5.00% to 5.99%: due 2007 to 2016 ... 34,191 21,302
6.00% to 6.99%: due 2007 to 2036 ... 16,196 25,356
7.00% to 7.99%: due 2007 to 2032 6,692 12,450
8.00% t0 9.99%: due 2007 to 2015 1,665 2,743
10.00% or higher: due 2007 t0 2010 .......ecivieririeieieieeieeriee ettt 399 890
102,662 113,448
Variable interest rate
Secured financings — 5.00% to 9.99%: due 2007 t0 2009 ........c.cccceveriririereerinireeceeerree e 23,212 15,601
FHLB advances — 5.00% t0 5.99%: due 2007 t0 2036 .......cccceeieieierierienienieeesieeie e 5,000 5,000
Other variable interest rate senior debt —2.16% to 9.99%: due 2007 t0 2036 .......cocoveveveveveeerennens 63,504 24,374
91,716 44,975
Structured notes
INtEreSt Tate TNKEA .....cvoiiviiiiiiieeieeeeeeeeeeee ettt ettt ettt e e et eeaeeeaeeeaeeeaeeeneeeaeeeaeeeneeeneeenes 379 2,748
Equity, equity index or credit HNKed ..........coceiiviniiiiieiiiiecceecceee e 8,647 4,602
9,026 7,350
Total bonds and MEdiUm tEIM NOLES ......c.ecvirvierierieieieierierieere e ee et ere e e e s et e sbessesseebeeseeseesaesseseses 203,404 165,773
29 Otbher liabilities
HSBC HSBC Holdings
2006 2005 2006 2005
US$m US$m US$m US$m
Amounts due to investors in funds consolidated
by HSBC ...... 966 683 - -
Current taxation 1,805 1,640 - -
Obligations under finance 1€ases ..........cccccecerereruruenencne. 707 639 - -
Dividend declared and payable by HSBC Holdings .... 1,507 1,193 1,507 1,193
Endorsements and acceptances ............cooeeueeeereeneuenne 9,577 8,033 - -
Other Habilities ......ccccovveveueenirieieieecrreeiee e 15,262 14,327 10 10
29,824 26,515 1,517 1,203
Obligations under finance leases falling due:
— Within 1 Year ...c.ccooeiviieniireenccreereeee 41 25 - -
—between 1 and 5 years .......c.cocccecererreeeenennnenene 21 54 - -
—OVET 5 YRAIS .everveeviriieiieiieeeieteneesiesiesee st sieeieeneenees 645 560 - —
707 639 — —
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30 Liabilities under insurance contracts

Non-life insurance liabilities
Unearned premium provision ..........c.coeeeeeeenereneereecreneneenenes

Notified Claims .........c.cceiiiiiiniiiicce
Claims incurred but not reported ..........cocoeeeeerrieueeirenneenene
OFhET .o

Life insurance policyholders’ liabilities

Life (Non-linkKed) ......cccoiereirieiieieiieeeeceeeee e

Investment contracts with discretionary participation features'

Life (HKEA) <eovvverereeeeeeeeeeeseesesecereeeeeesseesseeeeseseessssesseeseeeen

Total liabilities under insurance contracts .............coceecveveeeernens

Non-life insurance liabilities

Unearned premium provision ............ccceeveeerenerneerercnnnenens

Notified claims ...................
Claims incurred but not reported .

OLNET ettt st eneeneenes

Life insurance policyholders’ liabilities

Life (Non-linked) ......ccoevveirieirieieieieiiieeeesee s

Investment contracts with discretionary participation features'

Life (HAKEA) wevvvvvrereeeeeeeeeeeesessseeeeeeeesssessseeeseeseseesesseeneenee

Total liabilities under insurance contracts ...............ceeveveevvernenns

2006

Reinsurers’
Gross share Net
US$m US$m US$m
1,262 (176) 1,086
949 (355) 594
460 (58) 402
268 (76) 192
2,939 (665) 2,274
11,026 (1,046) 9,980
20 - 20
3,685 (58) 3,627
14,731 (1,104) 13,627
17,670 (1,769) 15,901

2005

Reinsurers’
Gross share Net
US$m US$m US$m
1,346 (202) 1,144
872 (335) 537
424 (130) 294
229 2) 227
2,871 (669) 2,202
8,369 (807) 7,562
9 - 9
2,895 (69) 2,826
11,273 (876) 10,397
14,144 (1,545) 12,599

1 Though investment contracts with discretionary participation features are financial instruments, HSBC continued to treat them as

insurance contracts as permitted by IFRS 4.
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The movement of liabilities under insurance contracts during the year ended 31 December 2006 was as follows:

Non-life insurance liabilities

2006
Reinsurers’
Gross share Net
US$m US$m US$m
Unearned premium provision
AL T JANUATY oottt ettt 1,346 (202) 1,144
Gross written premiums . 1,824 (451) 1,373
Gross earned premiums . (1,946) 499 (1,447)
Exchange differences and other movements ............ccoeceveenennennenceneenne 38 (22) 16
AL 31 DECEMDET .....ovveviieiiieiiieiieieceie ettt sttt se s esesenes 1,262 (176) 1,086
Notified and incurred but not reported claims
AL T JANUATY ottt 1,296 (465) 831
NOFIEd CLAIMS ....vveeieieiieiiieiiee et 872 (335) 537
Claims incurred but not reported ..........ocoeveerveerieirierireeeeeeee e 424 (130) 294
Claims paid N CUITENT YEAT ..c..veveveuiiireeteiciiirieieieieertetetese ettt serenes (889) 228 (661)
Claims incurred in respect of CUITENt YEAT ........coceevveverierenieriieeiieesieeeieena 680 (147) 533
Claims incurred in reSpect Of Prior YEArs ........ccccevevererererieerieeseerreeeeeeeees 219 24) 195
Exchange differences and other movements ............cccoeceveenennenneneenecnns 103 5) 98
AL 31 DECEMDET ....oveeviieiiieiiieiieiecete ettt sttt se et sesenes 1,409 (413) 996
NOIEd CLAIMS ...t 949 (355) 594
Claims incurred but not reported ..........oooveevieereineireeeeeeeesee e 460 (58) 402
1,409 413) 996
OTRET oo eeeeseees e eeseseesess e eeses s eseeseesessesseessseseees 268 (76) 192
Total non-life insurance Habilities ..........c.ccevirieieiierieieieeree e 2,939 (665) 2,274
2005
Reinsurers’
Gross share Net
US$m US$m US$m
Unearned premium provision
AL T JANUALY oottt sttt et ettt sessenessenaeseneene 1,250 217) 1,033
GroSS WITHEEN PIEMIUIMS .....cueuvevueiiiieeereaeeie e eteveeese s s seseses s sese e senenenes 2,364 (479) 1,885
Gross €arned PremMIUMS ........c.coueuerueuirieirueieteteteeetere et stese ettt sre e eseneenes (2,139) 419 (1,720)
Exchange differences and other movements ............cocovueeerinnneecninnineenene. (129) 75 (54)
At 31 DECEMDET ...ttt s senene 1,346 (202) 1,144
Notified and incurred but not reported claims
AL T JANUALY oottt sttt ettt sesaeneesenaesenene 1,360 (463) 897
Notified ClAIMS ....ccooveveieiiiieieeccere et 871 (408) 463
Claims incurred but nOt rePOIted ..........c.evveuerueirierirerireeeeeeeeree e 489 (55) 434
Claims paid i CUITENE YEAT .....ccvevereueieririerieierietenieteteeesteeeteseaesesesessesesseneenas (966) 146 (820)
Claims incurred in respect 0f CUrTent YEar ..........coceceveverierieeneerenieereereenes 1,070 (150) 920
Claims incurred in respect of prior years ...... . (32) 6 (26)
Exchange differences and other movements (136) (4) (140)
At 31 DECEMDET .....ouveeiiiiieiiieieieetetet ettt st st seneene 1,296 (465) 831
NOtIIEd CLAIMS ...veviteiirieieieetee e 872 (335) 537
Claims incurred but N0t rePOIted .........coovvvurveueueeriririeieeireeeceeeeenes 424 (130) 294
1,296 (465) 831
ONET ettt ettt et ettt ettt et enen 229 (2) 227
Total non-life insurance Habilities ..........c.cceevierieiierienierienieeceeeee e 2,871 (669) 2,202
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Life insurance policyholders’ liabilities

2006
Reinsurers’
Gross share Net
US$m US$m US$m
Life (non-linked)
AL T JANUATY ottt ettt 8,369 (807) 7,562
Benefits PAIA ...oveviieeiieiiieicieeeee et (814) 154 (660)
Claims incurred ........cooeeeveeereenereeeneceeene 3,021 (208) 2,813
Exchange differences and other movements . 450 (185) 265
At 31 DECEMDET ...ttt ettt ettt senens 11,026 (1,046) 9,980
Investment contracts with discretionary participation features
AL 1 JANUATY ettt 9 - 9
Claims incurred 6 - 6
Foreign exchange and other MOVEMENtS ..........ccovveerieinierinenieerieeseceeeenene 5 - 5
At 31 DECEMDET .....cuiiiiiiiiiieieieietrteieiet ettt 20 - 20
Life (linked)
AL T JANUATY .ottt 2,895 (69) 2,826
Benefits paid ... . (495) 9 (486)
Claims incurred .........ccoeveeveeveeeiveereeienenens . 1,146 11 1,157
Exchange differences and other movements ............cocccceveeererireneenecneennens 139 9) 130
At 31 DECEMDET .....cuiiieiiiiiieieicictrtrieeete ettt ettt 3,685 (58) 3,627
Total policyholders’ labilities ..........ccecereerieririeireeieieeeeeeee e 14,731 (1,104) 13,627
2005
Reinsurers’
Gross share Net
US$m US$m US$m
Life (non-linked)
AL T JANUATY ittt 6,860 (1,049) 5,811
BeNefits PAIA ...oovevveveeieieiieieieeeeeee et (621) 111 (510)
Claims INCUITEA .....ocveevieeierieiieietiee ettt se e sseseesse b e ssesaeeseeseenas 2,304 80 2,384
Exchange differences and other movements ............coccceevrenneneinccnecnnens (174) 51 (123)
At 31 DECEMDET ...ttt ettt sttt ettt vesenens 8,369 (807) 7,562
Investment contracts with discretionary participation features
AL 1 JANUATY .ottt ettt - -
Claims INCUITEA ......cuerieiieiiiiiririeietcietnreteet ettt ettt seeseneneae 9 — 9
At 31 DECEMDET ...ttt ettt 9 - 9
Life (linked)
At 1 JANUATY oo 2,523 (73) 2,450
Benefits Paid ......cooeiiiiiieie e (357) 11 (346)
ClaimS INCUITEA ...vvvivieveiietiieteieieeete ettt ese s s s s s e nsens 802 22) 780
Exchange differences and other movements ............cococeevveerieenieinieeneinnns (73) 15 (58)
At 31 DECEMDET ...ttt sttt 2,895 (69) 2,826
Total policyholders’ lHabilities ..........ceevererruerieerieiirieerieeree et 11,273 (876) 10,397

The claims incurred represent the aggregate of all events giving rise to additional policyholders’ liabilities in the year.
These include death claims, surrenders, lapses, the setting up of liability to policyholders at the initial inception of the
policy, the declaration of bonuses and other amounts attributable to policyholders.
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31 Provisions

Total provisions at 31 December 2006 were US$2,859 million (2005: US$1,966 million), of which US$1,096 million
(2005: US$530 million) relates to deferred tax and US$1,763 million (2005: US$1,436 million) relates to other
provisions.

Deferred taxation

HSBC
2006 2005
Deferred Deferred Deferred Deferred
Total tax asset tax liability Total tax asset  tax liability
US$m US$Sm US$m US$m US$m US$m
Temporary differences:
—retirement benefits ............ccooieiiiiiiiiennn, 1,599 169 1,430 1,621 1,537 84
— loan impairment allowances ............c.c.c.o..... 2,775 2,607 168 2,220 1,899 321
— assets leased to customers .... . (1,676) (82) (1,594) (1,342) (1,250) 92)
— revaluation of property ............ . (469) (166) (303) (339) 61 (400)
— accelerated capital allowances .... . (80) 91 a71) (55) ) (50)
— other short-term timing differences ............. 71) 657 (728) (107) 247 (354)
Unused tax L0SSES ......c.ccererervevereinerinierccrenrneenenes 180 59 121 223 176 47
Provision for tax on profit remitted from
OVEISEAS eevevvenreeeeeeseneneseseeeseneneseeesenenesssesenas (112) 93) 19) (86) - (86)
2,146 3242 (1,096) 2,135 2,665 (530

The amount of temporary differences for which no deferred tax asset is recognised in the balance sheet is
US$1,067 million (2005: US$835 million). Of this amount, US$876 million (2005: US$458 million) has no expiry
date and US$191 million (2005: US$377 million) is scheduled to expire within 10 years.

HSBC Holdings
Deferred tax asset/(liability)
2006 2005
US$m US$m
Temporary differences:
— short-term timing diffEereNCES .........ecvvuiiriirieiieirere et 1 5)
— fair valued assets and liabilities .. 10 -
— ShAre-based PAYIMENLS .......cueveueuiuiriririeieieiiri ettt ettt ettt ettt b e s ettt esebebeneneas 24 -
Provision for tax on profit remitted from OVEISEAS ..........ccvvveririeirieirieieieieeeeee e - (65)
35 (70)

The deferred tax asset at 31 December 2006 is included within ‘Other assets’ on the balance sheet.

Deferred tax is not recognised on temporary differences associated with investments in subsidiaries and branches
because earnings are intended to be indefinitely reinvested in the case of subsidiaries and no further tax is expected to
arise in the foreseeable future in the case of branches. The total of such relevant temporary differences amounted to
US$22,424 million (2005: US$15,367 million).

There are no deductible temporary differences, unused tax losses and unused tax credits for which no deferred tax
asset is recognised in the balance sheet.

Other provisions

2006 2005

US$m US$m

AL T JANUATY .ottt 1,436 2,636
IFRSs transition adjustment at 1 January 2005 - (1,033)
Additional provisions/increase in provisions® 652 637
Acquisition of subsidiaries ............c.cccevueuene . 54 -
Provisions ULHSEA .......ccocvevirieririeiieieieieteet ettt ettt st s se b se b se b e e se s ese s esasenas (379) (327)
AINOUNES TEVETSEA ..vveviierieieiietenieteieteste ettt teste et ese st eseesesessesaebeseesesesesseseeseseeseseesensesensesesesesenes (154) (310)
Exchange differences and other MOVEMENLS ..........ocoeueuiiriririeieieirinieeteeereteee e 154 (167)
AL 31 DECEMDET .....ooviviieieieieteeteeteete ettt ettt ettt e et eteete e e e st st et et eese et e eteeteeaseaeetsensensensesees 1,763 1,436
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1 For an explanation of the IFRSs transition adjustment at 1 January 2005, see Note 46 on the Financial Statements in the Annual Report
and Accounts 2005.

2 The increase in ‘other provisions’ includes unwinding of discounts of US88 million (2005: US$11 million) in relation to vacant space
provisions and US$19 million (2005: US$23 million) in relation to Brazilian provisions for civil and fiscal labour claims.

Included within ‘Other provisions’ are:

(i) Provisions for onerous property contracts of US$106 million (2005: US$149 million), of which US$71 million
(2005: US$74 million) relates to discounted future costs associated with leasehold properties that became vacant
as a consequence of HSBC’s move to Canary Wharf in 2002. 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.

(i) Labour, civil and fiscal litigation provisions in HSBC’s Brazil operations of US$282 million (2005:
US$235 million). These relate to labour and overtime litigation claims brought by employees after leaving the
bank. The provisions are based on the expected number of departing employees, their individual salaries and
historical trends. The timing of the settlement of these claims is uncertain.

(iii) Provisions of US$749 million (2005: US$652 million) have been made in respect of costs arising from
contingent liabilities and contractual commitments (Note 41), including guarantees of US$64 million
(2005: US$55 million) and commitments of US$93 million (2005: US$122 million).

Subordinated liabilities

HSBC
Carrying amount
2006 2005
US$m US$m
Subordinated liabilities
AL AMOTTISEA COST ..vviuiiiiiiiie ettt ettt ettt ettt ettt e e eaeeeteeeteeeteeeteeeteeteeeteeeseeeseeeseeeseeereeseennen 22,672 16,537
— SubOrdinated HADIIITIES .......cc.covevviviiiieetieee ettt ettt ettt ettt eae ettt e et veeaeeaeeteereenserseneenes 17,296 11,546
— PIEFEITEA SECUTTLIES ...vovevieviuietisieteietiriettete ettt ettt se ettt sesse st sse st et e e sesaesessesessenessenesenens 5,376 4,991
Designated at fair value (NOE 27) .....c.eviiirieirieirieietetetee sttt 23,189 22,793
— Subordinated HADIIITIES ........c.ccvevviviiiieerieei ettt ettt ettt et b et e et eeveeaeeteese s erseneenns 18,503 18,447
— PIEfEITEA SECUTILIES ...vverietieietinieieietirtetiete ettt ettt se ettt et se st ese st ese e sesaesessesessesesseneesenene 4,686 4,346
45,861 39,330
Subordinated liabilities
HSBC HOLAINGS ..ottt ettt ettt 14,271 10,765
Oher HSBC ..ottt et ettt et sa et e s s b et b essese st esa st e s esssesesseneas 31,590 28,565
45,861 39,330
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HSBC’s subordinated borrowings

Amounts owed to third parties by HSBC Holdings (see below) .........cccccoeuecioinnceiccinnnecnene

Other HSBC subordinated borrowings

€1,400m
£700m
US$1,350m
US$1,200m
£600m
US$1,250m
€800m
US$1,000m
£500m
€750m
US$1,000m
US$1,000m
£500m
£500m
US$900m
€600m
€600m
US$750m
£350m
£350m
US$750m
£350m
€500m
£300m
£300m
US$500m
US$450m
£225m
US$300m
US$300m
£150m
US$300m
BRL608m
US$250m
BRL500m
US$250m
US$200m
US$200m
US$200m
US$200m
US$200m
US$500m
US$300m
£150m
US$200m
US$200m

5.3687% Non-cumulative Step-up Perpetual Preferred Securities' .....................
5.844% Non-cumulative Step-up Perpetual Preferred Securities® ................
9.547% Non-cumulative Step-up Perpetual Preferred Securities, Series 1' .
Primary capital subordinated undated floating rate notes ............c.coceveeveveenenenee
4.75% subordinated N0tes 20406 .........c.cccovreueueininininieieennneeee et
4.61% Non-cumulative Step-up Perpetual Preferred Securities’ ...........cc..coo.......
Callable subordinated floating rate notes 2016 ..........ccccoooerueruereereeereereenaane
5.875% subordinated n0tes 2034 ........cooeueueirinininieiireee e
5.375% subordinated n0tes 2033 ........cooeieuiirininneiee e
5.13% Non-cumulative Step-up Perpetual Preferred Securities'
4.625% subordinated notes 2014 ........ccccooeererireninenineeene
5.911% trust preferred securities 20357 .......c.cccovvrereenens
8.208% Non-cumulative Step-up Perpetual Preferred Securities' ......................
4.75% callable subordinated notes 2020* ...........ccccoooreereeereereesreeeeeee e
10.176% Non-cumulative Step-up Perpetual Preferred Securities, Series 2" ......
4.25% Callable subordinated notes 2016° ...........co.cooouevereereeereeeereseeeseseeneeees
8.03% Non-cumulative Step-up Perpetual Preferred Securities'
Undated floating rate primary capital notes .........
5.375% Callable subordinated step-up notes 2030
5% Callable subordinated notes 2023°% .............cccoovververeereeceeeee e
5.625% subordinated n0tes 2035 ........coveieuiiiininineiect e
Callable subordinated variable coupon notes 20177 ............ccoooevveerververrereernenns
Callable subordinated floating rate notes 2020™ _...........ccoocoorviermereereeeeeereenaen
5.862% Non-cumulative Step-up Perpetual Preferred Securities” ......................
6.5% subordinated Notes 2023 ........c.cccovieiieiiinineieeceeet e
Undated floating rate primary capital notes .....
Callable subordinated floating rate notes 2016° ..
6.25% subordinated notes 2041 ..........cccc.ecee.
7.65% subordinated notes 2025 .............oovverieieeee e
6.95% subordinated Notes 2011 ......ccooiiiviiieiieieeeee s
8.625% step-up undated subordinated NOtES' ............coovveervererveerrenrisessieeesieennes
Undated floating rate primary capital notes Series 3 .........cccoveeerernneeenennennes
Subordinated debentures 2008 ............cccocoerrereeiiinininiereeteeeeee s
5.875% subordinated notes 2008 ...........ccoveirieireinereee s
Subordinated Certificates of Deposits 2016 .
7.20% subordinated debentures 2097 .......
7.53% capital securities 2026 .........
7.75% subordinated notes 2009 ...........oceirieirieireire s
7.808% capital securities 2026 ...........coucuiuiiiiniiiiiiiic e
6.625% subordinated n0tes 2009 ........c.coeueueiririnirieeineee e
8.38% capital SECUIItIES 2027 ...ccvevevveriieerieirieiieieieieie et
7.625% subordinated notes 2006
7% subordinated notes 2006 .....................
9.25% step-up undated subordinated notes ..
7.50% trust preferred securities 2031 ......cooveevveirieirieireieeeeeee s
8.25% trust preferred securities 2031 .......ccoveieueiiininiiecceeee e
Other subordinated liabilities each less than US$200m ........cccoovvviccecucrenrinnnnns

2006 2005
US$m US$m
14,271 10,765

1,918 1,653
1,374 1,205
1,336 1,350
1,205 1,207
1,160 -
1,158 1,250
1,052 -
1,048 1,017
1,043 940
1,011 885
998 997
991 990
982 861
942 861
900 900
801 731
790 708
750 752
701 647
687 613
685 737
675 635
658 588
599 558
585 509
501 502
448 -
438 384
373 358
326 326
304 277
300 302
285 261
243 240
234 -
217 216
209 202
205 207
200 200
197 198
191 200
- 507

- 300

- 268

— 202

- 200
2,870 2,621
31,590 28,565
45,861 39,330

Subordinated loan capital is repayable at par on maturity, but some is repayable prior to maturity at the option of the
borrower, generally with the consent of the Financial Services Authority, and, where relevant, the local banking
regulator, and in certain cases at a premium over par. Interest rates on the floating rate loan capital are related to

interbank offered rates. On the remaining subordinated loan capital, interest is payable at fixed rates up to

10.176 per cent.

1 See Step-up Perpetual Preferred Securities, note (a) Guaranteed by HSBC Holdings.
2 See Step-up Perpetual Preferred Securities, note (b) Guaranteed by HSBC Bank.
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9

10
11
12

The interest margin on the €800m and US$450m callable subordinated floating rate notes 2016 increases by 0.5 per cent from March
2011 and July 2011, respectively.

The interest rate on the 4.75 per cent callable subordinated notes 2020 changes in September 2015 to three-month sterling LIBOR plus
0.82 per cent.

The distributions on the trust preferred securities change in November 2015 to three-month dollar LIBOR plus 1.926 per cent.

The interest rate on the 5.375 per cent callable subordinated step-up notes 2030 changes in November 2025 to three month sterling
LIBOR plus 1.50 per cent.

The interest rate on the callable subordinated variable coupon notes 2017 is fixed at 5.75 per cent 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 per cent.

The interest rate on the 5 per cent callable subordinated notes 2023 changes in March 2018 to become the rate per annum which is the
sum of the gross redemption yield of the prevailing five-year UK gilt plus 1.80 per cent.

The interest rate on the 4.25 per cent callable subordinated notes changes in March 2011 to three-month EURIBOR plus 1.05 per cent.
The interest margin on the callable subordinated floating notes 2020 increases by 0.5 per cent from September 2015.

The 7.65 per cent subordinated notes 2025 are repayable at the option of each of the holders in May 2007.

The interest rate on the 8.625 per cent step-up updated subordinated notes changes in December 2007 to become, for each successive

five year period, the rate per annum which is the sum of the yield on the then five year benchmark UK gilt plus 1.87 per cent.

Footnotes 3 to 12 (excluding footnote 1) 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 consent of the
Financial Services Authority and, where relevant, the local banking regulator.

Step-up Perpetual Preferred Securities

(a) Guaranteed by HSBC Holdings

The seven issues of Non-cumulative Step-up Perpetual Preferred Securities (footnote 1) were made by Jersey
limited partnerships and are guaranteed, on a subordinated basis, by HSBC Holdings. The proceeds of the issues
were on-lent to HSBC Holdings by the limited partnerships by issue of subordinated notes. The Preferred
Securities qualify as innovative tier 1 capital for HSBC. The Preferred Securities, together with the guarantee,
are intended to provide investors with rights to income and capital distributions and distributions upon
liquidation of HSBC Holdings that are equivalent to the rights that they would have had if they had purchased
non-cumulative perpetual preference shares of HSBC Holdings.

The Preferred Securities are perpetual, but redeemable in 2014, 2010, 2013, 2016, 2015, 2030 and 2012
respectively at the option of the general partner of the limited partnerships. If not redeemed, the distributions
payable step-up and become floating rate or, for the sterling issue, for each successive five-year period the sum
of the then five-year benchmark UK gilt plus a margin. There are limitations on the payment of distributions if
prohibited under UK banking regulations or other requirements, if a payment would cause a breach of HSBC’s
capital adequacy requirements, or if HSBC Holdings has insufficient distributable reserves (as defined).

HSBC Holdings has covenanted that if it is prevented under certain circumstances from paying distributions on
the Preferred Securities in full, it will not pay dividends or other distributions in respect of its ordinary shares, or
effect repurchase or redemption of its ordinary shares, until after a distribution has been paid in full.

If () HSBC’s total capital ratio falls below the regulatory minimum ratio required, or (ii) the Directors expect
that, in view of the deteriorating financial condition of HSBC Holdings, (i) will occur in the near term, then the
Preferred Securities will be substituted by Preference Shares of HSBC Holdings having economic terms which
are in all material respects equivalent to those of the Preferred Securities and the guarantee taken together.

(b) Guaranteed by HSBC Bank

The two issues of Non-cumulative Step-up Perpetual Preferred Securities (footnote 2) were made by Jersey
limited partnerships and are guaranteed, on a subordinated basis, by HSBC Bank. The proceeds of the issues
were on-lent to HSBC Bank by the limited partnerships by issue of subordinated notes. The Preferred Securities
qualify as innovative tier 1 capital for HSBC and for HSBC Bank on a solo and consolidated basis and, together
with the guarantee, are intended to provide investors with rights to income and capital distributions and
distributions upon liquidation of HSBC Bank that are equivalent to the rights they would have had if they had
purchased non-cumulative perpetual preference shares of HSBC Bank.

The two issues of Preferred Securities are perpetual, but redeemable in 2031 and 2020, respectively, at the option
of the general partner of the limited partnerships. If not redeemed the distributions payable step-up and become
floating rate. The same limitations on the payment of distributions apply to HSBC Bank as to HSBC, as
described above. HSBC Bank has provided a similar covenant to that provided by HSBC Holdings, also as
described above.
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If (i) any of the two issues of Preferred Securities are outstanding in November 2048 or April 2049, respectively,
or (ii) the total capital ratio of HSBC Bank on a solo and consolidated basis falls below the regulatory minimum
ratio required, or (iii) in view of the deteriorating financial condition of HSBC Bank, the Directors expect (ii) to
occur in the near term, then the Preferred Securities will be substituted by Preference Shares of HSBC Bank
having economic terms which are in all material respects equivalent to those of the Preferred Securities and the
guarantee taken together.

HSBC Holdings

2006 2005
US$m US$m

Subordinated liabilities
AL AMOTEISEA COST ..vnitinietiietirieietei et ettt ettt ettt ettt a ettt b et ese st e st e s eneese st beneesenesseneas 8,423 5,236
Designated at fair VAIUE ......c.ooeoiiiriiiiice ettt 14,070 13,370
22,493 18,606

HSBC Holdings subordinated borrowings
Amounts falling due after
more than 1 year

2006 2005
US$m US$m
Amounts owed to third parties
€2,000m Callable subordinated floating rate notes 2014" ..........cocoovvevreerereereeecrereesreen. 2,648 2,374
US$2,000m 6.5% subordinated NOtes 2036 .........ccoeieieierierieierieree e 2,056 -
US$1,400m 5.25% subordinated notes 2012 .......c.ccooveirieirieiieiiee e 1,401 1,421
€1,000m 5.375% subordinated notes 2012 .........cccveieiiiieciieieiereee e 1,394 1,322
£650m 5.75% subordinated NOteS 2027 ......cccoerireerieirieririeeree et 1,365 1,267
US$1,000m 7.5% subordinated notes 2009 .........ccoocieieieiierieiiee s 1,088 1,115
€700m 3.625% callable subordinated notes 20207.... 888 831
US$750m Callable subordinated floating rate note 2016' ... 750 -
US$750m Callable subordinated floating rate notes 2015" .. 749 749
£250m 9.875% subordinated bonds 2018 ...........co..ervvervveerrvereieseses s 637 595
US$488m 7.625% subordinated notes 2032 ............ccciiiiiiiininiii e 609 482
€300m 5.5% subordinated notes 2009 ..........c.covereeirniniieicrneeet e 418 390
US$222m 7.35% subordinated NOtes 2032 ......c.oceiiririeiirieieere e 268 219
14,271 10,765
Amounts owed to HSBC undertakings
€1,400m 5.3687% fixed/floating subordinated notes 2043 —
HSBC Capital Funding (EUro 2) LP .......ccooeivieinieiieeseeeeceeeeee e 1,995 1,878
US$1,350m 9.547% subordinated step-up cumulative notes 2040 —
HSBC Capital Funding (Dollar 1) LP ......ccooeiiiiiiiineeceeeeeeeees 1,332 1,331
US$1,250m 4.61% fixed/floating subordinated notes 2043 —
HSBC Capital Funding (Dollar 2) LP ......ccooeieiiieiiieereeeeeeeeeee s 1,187 1,185
€750m 5.13% fixed/floating subordinated notes 2044 —
HSBC Capital Funding (Euro 3) LP. ... 1,049 992
£500m 8.208% subordinated step-up cumulative notes 2040 —
HSBC Capital Funding (Sterling 1) LP .....cccooveiveireiieieeceeeeeeeeeees 974 853
US$900m 10.176% subordinated step-up cumulative notes 2040 —
HSBC Capital Funding (Dollar 1) LP ..o 900 900
€600m 8.03% subordinated step-up cumulative notes 2040 —
HSBC Capital Funding (EUro 1) LP ......ccooeiieinieiiecreeeeceeeeeee e 785 702
8,222 7,841
22,493 18,606
1 The interest margins on the callable subordinated floating rate notes 2014, 2015 and 2016 increase by 0.5 per cent from September

2009, March 2010 and October 2011 respectively. The notes are repayable from their step up date at the option of the borrower, subject
to the prior consent of the Financial Services Authority.

2 The interest rate on the 3.625 per cent callable subordinated notes 2020 changes in June 2015 to become three-month EURIBOR plus
0.93 per cent. The notes may be redeemed at par from June 2015 at the option of the borrower, subject to the prior consent of the
Financial Services Authority.

3 The interest rate on the 9.875 per cent subordinated bonds 2018 changes in April 2013 to become the higher of (i) 9.875 per cent or (ii)
the sum of the yield on the relevant benchmark treasury stock plus 2.5 per cent. The bonds may be redeemed in April 2013 at par and
redemption has also been allowed from April 1998, subject to the prior consent of the Financial Services Authority, for an amount based
on the redemption yields of the relevant benchmark treasury stocks.
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Notes 33 and 34

33 Fair values of financial instruments

HSBC

The following table provides an analysis of the fair value of financial instruments not carried at fair value on the
balance sheet:

2006 2005
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Assets
Loans and advances to banks ............c.ccceeeveeveeieiennnns 185,205 185,151 125,965 126,218
Loans and advances to customers 868,133 864,320 740,002 739,439
Financial investments: Treasury and
other eligible bills ........cceoieirireeiirreeceeeeeene 45 45 208 208
Financial investments: Debt securities .............cccveven. 9,326 9,628 8,082 8,263
Liabilities
Deposits by Danks .........ccceoeeerireeeeeenininieieeeeseeeeene 99,694 99,691 69,727 69,540
CUStOMET ACCOUNES .....oeevvieeiieeieeeieeeie e eeee e 896,834 896,429 739,419 739,316
Debt securities in iSSUE .........ccvevvevvevierreereeeieereereeeeneens 230,325 231,189 188,072 188,401
Subordinated liabilities .............ccccoeveivreveeeeerirereeenenn 22,672 22,468 16,537 16,380

The methods used to determine fair values for financial instruments for the purpose of measurement and disclosure
are set out in Note 2(d). The majority of HSBC’s financial instruments carried at fair value are valued using quoted
market prices, or valuation techniques based on observable market data. Observable market prices are not, however,
available for many of HSBC’s financial assets and liabilities not carried at fair value. The fair values of the assets and
liabilities in the table above are determined as follows:

@@

(i)

Loans and advances to banks and customers

The fair values of personal and commercial loans and advances are estimated by discounting anticipated cash
flows (including interest at contractual rates).

Performing loans are grouped, as far as possible, into homogeneous pools segregated by maturity and coupon
rates. In general, cash flows are discounted using current market rates for instruments with similar maturity,
repricing and credit risk characteristics. For fixed rate loans, assumptions are made on the expected prepayment
rates appropriate to the type of loan.

Conforming residential mortgages in the US are treated differently because there is an established market for the
related asset-backed securities. In such cases, fair value is estimated by reference to quoted market prices for
loans with similar characteristics and maturities.

For impaired commercial loans, fair value is estimated by discounting the future cash flows over the time period
they are expected to be recovered.

Financial investments

Held-to-maturity treasury and other eligible bills and debt securities are initially recorded at fair value plus any
directly attributable transaction costs, and are subsequently measured at amortised cost using the effective
interest rate method, less any impairment losses.

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 future earnings
streams and valuations of equivalent quoted securities.

(iii) Deposits by banks and customer accounts

Deposits by banks and customer accounts are grouped by residual maturity. Fair values are estimated using
discounted cash flows, applying either market rates, where applicable, or current rates offered for deposits of
similar remaining maturities.
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(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 presented in the table above are stated at a specific date and may be significantly different from the
amounts which will actually be paid or received on the maturity or settlement dates of the instruments. In many cases,
it would not be possible to realise immediately the estimated fair values. Accordingly, these fair values do not
represent the value of these financial instruments to HSBC as a going concern.

The fair values of intangible assets, such as values placed on portfolios of core deposits, credit card and customer
relationships, are not included above, because they are not financial instruments.

As other entities may use different valuation methodologies and assumptions in determining fair values, comparisons
of fair values between entities may not be meaningful and users are advised to exercise caution when using this data.

The following table lists those financial instruments for which their carrying amount is a reasonable approximation of
fair value because, for example, they are short term in nature or reprice to current market rates frequently:

Assets Liabilities

Cash and balances at central banks Hong Kong Government currency notes in circulation
Items in the course of collection from other banks Items in the course of transmission to other banks
Hong Kong Government certificates of indebtedness

Endorsements and acceptances Endorsements and acceptances

Short-term receivables within ‘Other assets’ Short-term payables within ‘Other liabilities’
Accrued income Accruals

HSBC Holdings

2006 2005
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Assets

Loans and advances to HSBC undertakings ................ 14,456 14,537 14,092 12,252

Liabilities
Amounts owed to HSBC undertakings ...........cccceceueue 3,100 3,155 4,075 3,728
Subordinated liabilities ............cccoeveeerrierieiieerieieiennns 8,423 9,439 5,236 6,493

Maturity analysis of assets and liabilities

The following is an analysis, by remaining contractual maturities at the balance sheet date, of asset and liability line
items that represent amounts expected to be recovered or settled in under one year, and after one year.

Trading assets and liabilities are excluded because they are not held for collection or settlement over the period of
contractual maturity.
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Notes 34 and 35

HSBC

Assets

Financial assets designated at fair valte ...........cccooevieieieerieenieineceeeene

Loans and advances to banks' ......
Loans and advances to customers

Financial INVESTMENES .......ccoiveiiiiieiiietiieieiee ettt eenens
Other fINANCIAL ASSELS ...c.eveveieeirieririeieieieeeee ettt nens

Liabilities

DepOSits DY DANKS .....eveviieiiieirieceieeieetee et

CuStomer aCCOUNLS ......eeveeveerreeerierreierienenns
Financial liabilities designated at fair value ..
Debt securities in iSSUE .......ccovveervererverennne

Other financial Habilities ............ccevievieriiriireeiee e
Subordinated HabIlItIEs .........ccevvevieiierierierierieee ettt

Assets
Financial assets designated at fair value .
Loans and advances to banks' ............

Loans and advances t0 CUSTOMETS ..........ceevrueerieiereiereiereieseeeseseesessesesseennens
Financial iNVEStMENTS ........ccceevierieieiieieiesieie et b e ae e
Other fINANCIal ASSELS ......c.eeieierieieieieierie ettt eae e

Liabilities

Deposits DY DANKS ....ccccveveueuiiriieieiciirieieiece et

CuStomer aCCOUNLS .........ccoevvveveuceceeueuennnes
Financial liabilities designated at fair value ..

Debt SECUTTHIES TN ISSUEC ..vvivevirieiieeietieiieieiete et steete e ereese e esaesaessessenseeaesaes
Other financial labilities ........c.ccccvverieririeirieirieeseeeteceeeee e
Subordinated Habilities ..........ccecererireririeieriieeeeee e

At 31 December 2006

Due after

Due within more than
one year one year Total
US$m US$m US$m
3,735 16,838 20,573
179,240 5,965 185,205
360,191 507,942 868,133
87,848 116,958 204,806
20,833 6,422 27,255
651,847 654,125 1,305,972
89,043 10,651 99,694
871,881 24,953 896,834
1,410 68,801 70,211
111,622 118,703 230,325
25,938 2,197 28,135
326 22,346 22,672
1,100,220 247,651 1,347,871

At 31 December 2005

Due after

Due within more than
one year one year Total
US$m US$m US$m
1,537 13,509 15,046
121,387 4,578 125,965
301,181 438,821 740,002
79,239 103,103 182,342
12,589 134 12,723
515,933 560,145 1,076,078
60,863 8,864 69,727
712,317 27,102 739,419
6,854 54,975 61,829
100,636 87,436 188,072
10,565 799 11,364
313 16,224 16,537
891,548 195,400 1,086,948

1 Loans and advances to banks includes US$147,512 million (2005: US$100,527 million) which is repayable on demand or at short

notice.
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HSBC Holdings
At 31 December 2006

Due after
Due within more than
one year one year Total
US$m US$m USS$Sm
Assets
Loans and advances to HSBC undertakings .............ccoceevvveerievenienineneerenenenns 6,886 7,570 14,456
Financial investments ...........c.cccceceveeerienne . - 3,614 3,614
Other assets ............. 91 - 91
Prepayments and accrued iNCOME .......covvveueveuiuiriririeeiiiiniieieeeesee e 32 9 41
7,009 11,193 18,202
Liabilities
Amounts owed to HSBC undertakings ..........ccccevevieerieinieeniecineneseieeeeeenns 301 2,799 3,100
Financial liabilities designated at fair value .. - 14,070 14,070
Other liabilities ............co..... 1,507 10 1,517
Accruals and deferred income . . 111 - 111
Subordinated Habilities ............ccceeiviriierieiiieieiee et ens — 8,423 8,423
1,919 25,302 27,221

At 31 December 2005

Due after
Due within more than
one year one year Total
US$m US$m US$m
Assets
Loans and advances to HSBC undertakings ............cccoeeeeeeienvennenieeneenenns 4,661 9,431 14,092
Financial investments .............ccccccevveenean. . - 3,517 3,517
Other assets ........ccocevvereveerernenne . 171 - 171
Prepayments and accrued iNCOME ........cooveerveerieieieieieieeeieesieesieeeseeeieneens 11 8 19
4,843 12,956 17,799
Liabilities
Amounts owed to HSBC undertakings ..........cccoceeeverieeninenieereireeeeceeene 1,900 2,175 4,075
Financial liabilities designated at fair value .. - 13,370 13,370
Other liabilities ..................... 1,196 7 1,203
Accruals and deferred income . . 95 - 95
Subordinated Habilities ............ccceeiririierieieieieiee et aenes - 5,236 5,236
3,191 20,788 23,979

Foreign exchange exposures

Structural foreign exchange exposures

HSBC’s structural foreign exchange exposures are represented by the net asset value of its foreign exchange equity
and subordinated debt investments in subsidiary undertakings, branches, joint ventures and associates. Gains or losses
on structural foreign exchange exposures are taken to reserves. HSBC’s management of its structural foreign
exchange exposures is discussed in the ‘Report of the Directors: The Management of Risk’ section on page 223.

In its separate financial statements, HSBC Holdings recognises its foreign exchange gains and losses on structural
foreign exchange exposures in the income statement.
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Notes 35, 36, 37 and 38

Net structural foreign exchange exposures

2006 2005
US$m US$m
Currency of structural exposure
BUTOS <.ttt ettt ettt ettt sttt et 21,202 18,821
STETTINE ittt b et bt b et b bbbt b et b ettt b bbbt a ettt enen 18,562 15,615
Chinese renminbi . 5,678 5,135
Mexican pesos ..... 4,536 3,777
Hong Kong dollars .. 4,461 2,945
CanAdian AOLIATS .........ooviiiiiiieieeteeee ettt e e e e e e e et e et e et e et e et e eateeteeate et e eteenaeenrean 3,284 2,926
BIrazillan TEAIS .....cvcoviiuiiiieiiiiieiee ettt ettt ettt et et eteeaeeteete e st et enseeteeaeebeeseeaeeteeseeasensensenne 2,684 2,174
SWISS TAIICS ..iuviviiiiitietieie ettt ettt ettt e te e st et e b e s et e s beebeeseeseeseessessessess et esbebeeseeseeseessessessensennas 2,495 1,957
UAE QITDAIMS .ottt ettt s s ettt b et s et enesaeneeseneetenene 1,647 1,111
TNAIAN TUPEES ..ttt b ettt sttt b ettt benene 1,575 1,182
TUIKISI TITQ 1ottt ettt eb e bese bt e s e s enesaeseesesaebenene 970 919
Malaysian ringgit . 876 705
Korean won ...... 769 506
Australian dollars . 692 609
SINGAPOTE AOILATS ....eeieetiiiiiieieteic ettt bttt ettt benene 411 334
JAPANESE YOI ..vveuiiiirieitieit ettt ettt ettt b et sh e s h bt a ettt e a bt sae b et e st eae et nne 338 252
EQYPHAN POUNAS ...ttt ettt ettt s s ettt b et e s et eneeneneeseneebenene 325 234
TRATDANE ..ottt ettt ettt ettt s et eae et ese et ese b se et e st ae et eneeaeseebeseebennnn 305 234
Taiwanese dollars 299 298
Saudi riyals' .. 286 347
Maltese lira ...... 269 250
PRILIPPINE PESOS ...cuvnitinitinieteietert ettt ettt ettt sttt et bttt st sttt et eb et e b s s ese s e e st et eseebeneane 213 176
ATGENING PESOS ....o.veerveereeceeceeeeeeeeeeeeeeeseeeeaseeseesseeessee s sesesesese s es s sese s e saee s e e eenene 211 (85)
CRILEAN PESOS .vveviierieteiieteieteiete et et ettt tes et e st st e st et e s e teneesensesesesesseseeseneesensesensesessenssseseesesensenene 189 187
COStA RICAN COLOM ..ottt ettt ettt st s b teeseesaessesse s esbessessesseeseeseeseeseessessessenen 162 -
NeW Zealand dOLIATS .......c.coveieieieieiere sttt sttt e et e aesaesbesbessesbeeseeneenaesnenee 158 141
INAONESIA TUPTAN ..ottt ettt 155 188
Qataririal ............. 150 98
Honduran lempira 148 -
Omani rial ............ 114 78
South African rand 106 106
Others, each less than USS$100 MILHON .........ccooevviiieeieieicteeeceeceeeee ettt veenne 839 611
TOLAL 1ottt ettt ettt ettt ettt ae et ettt e bt e b eae et ensesese et e b be s ete et ete et eneeaeneeseneebenene 74,109 61,831

1 After deducting sales of Saudi riyals amounting to US$750 million (2005: US$480 million) in order to manage the foreign exchange risk
of the investments.

2 The negative net investment in Argentine pesos in 2005 reflects the deficiency in domestic net assets following the pesification of certain
balances formerly denominated in US dollars.

36 Assets charged as security for liabilities and collateral accepted as security for assets

Financial assets pledged to secure liabilities are as follows:

Assets pledged at
31 December

2006 2005
US$m US$m
Treasury bills and other eligible SECUTTLIES ..........cccciiriiiiiiiiiiiiiiiciccccc e 6,480 7,607
Loans and advances to banks 934 1,310
Loans and advances t0 CUSTOIMETS ............eveveiererieerieiniesietesieseseeseteseseesesseseesessesessesessesssseseesessesensene 63,956 36,590
DIEDE SECUITEIES ..eveveuniniiteieseaiieeeteieit sttt bbbttt b ettt b ettt et b st s e et e b st st e besebenenetas 106,652 89,973
Equity shares .... 11,634 5,137
(31T OO SU RSP USRUSTPRRTRNY 390 537
190,046 141,154

These transactions are conducted under terms that are usual and customary to standard lending, and stock borrowing
and lending activities.
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Collateral accepted as security for assets

The fair value of financial assets accepted as collateral that HSBC is permitted to sell or repledge in the absence of
default is US$188,008 million (2005: US$138,303 million).

The fair value of financial assets accepted as collateral that have been sold or repledged was US$135,998 million
(2005: US$97,113 million). HSBC is obliged to return equivalent securities.

These transactions are conducted under terms that are usual and customary to standard stock borrowing and lending
activities.

Minority interests

2006 2005

US$m US$m

Minority interests attributable to holders of ordinary shares in subsidiaries ............c.cccccceoceueeinnnnae 4,026 3,618

Preference shares issued by SUDSIAIAIES ..........cccoioiiiiiiiiiiiiiiiiiccicccc e 2,550 2,176

Total MINOTILY INEETESES ...ttt 6,576 5,794

Preference shares issued by subsidiaries

2006 2005

US$m US$m

US$575m 6.36% non-cumulative preferred stock, Series B ..........ccoovueriverieorreeniiesiiennnn. 559 559

US$518m Floating rate non-cumulative preferred stock, Series F* ..........ccoovrmrveerivrerierniunnn. 518 518

US$374m Floating rate non-cumulative preferred stock, Series G*.........cocovvvrvvvvrvvrvreinnnnns 374 374

US$374m 6.50% non-cumulative preferred stock, Series H ...........ccoooerveorverrererreesreeneonns. 374 -

CAD175m Non-cumulative redeemable class 1 preferred shares, Series C*...........c.cccocoovuec..e. 150 150

CAD175m Non-cumulative class 1 preferred shares, Series D* ...........ccoocoorueeereeeeerreeeneennnn. 150 150
US$150m Depositary shares each representing 25% interest in a share of

adjustable rate cumulative preferred stock, Series D’ ...........cocoovveervervrerieeriernennns 150 150

US$150m Cumulative preferred StOCK® .........orvvrivrieriiiriieriieeieeeeeeeee e . 150 150

US$125m Dutch auction rate transferable securities preferred stock, Series A and B 125 125

2,550 2,176

—_—

The series B preferred stock is redeemable, at the option of HSBC Finance Corporation, in whole or part, from 24 June 2010 at par.

2 The series F preferred stock is redeemable at par, at the option of HSBC USA Inc., in whole or part, on any dividend payment date on or
after 7 April 2010.

3 The series G and Series H preferred stock are redeemable at par, at the option of HSBC USA Inc., in whole or part, at any time from
1 January 2011 and 1 July 2011, respectively.

4 The Series C and Series D preferred stock are redeemable at a declining premium above par, at the option of HSBC Bank Canada, in
whole or part, from 30 June 2010 and 31 December 2010, respectively.

5 The preferred stock has been redeemable, at the option of HSBC USA Inc., in whole or part, from 1 July 1999 at par.

The preferred stock is redeemable, at the option of HSBC USA Inc., in whole or part, at any time on or after 1 October 2007 at par.

7 The preferred stock of each series is redeemable, at the option of HSBC USA Inc., in whole or part, on any dividend payment date at

par.

N

All redemptions are subject to the prior consent of the Financial Services Authority and, where relevant, the local
banking regulator.

Called up share capital

Authorised

The authorised ordinary share capital of HSBC Holdings at 31 December 2006 and 2005 was US$7,500 million
divided into 15,000 million ordinary shares of US$0.50 each.

At 31 December 2006 and 2005, the authorised preference share capital of HSBC Holdings was 10 million non-
cumulative preference shares of £0.01 each, 10 million non-cumulative preference shares of US$0.01 each, and
10 million non-cumulative preference shares of €0.01 each.

At 31 December 2006 and 2005, the authorised non-voting deferred share capital of HSBC Holdings was £301,500
divided into 301,500 non-voting deferred shares of £1 each.
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Note 38
Issued
2006 2005
US$m US$m
HSBC Holdings ordinary SHAres ...........cocueerieerieirieieeieieieteieeiee et st seseeseeesessesessesessesassennens 5,786 5,667
Number US$m
HSBC Holdings ordinary shares
At 1JanUATY 2000 ......cooooviiiiiiiieieii et 11,333,603,942 5,667
Shares issued in connection with the maturity of HSBC Finance
8.875 per cent Adjustable Conversion-Rate Equity Security Units ...........cococeeieeninneeccnennenns 3,424,742 2
Shares issued under HSBC Finance share plans ...........cococooeeriineinennieneeeeeecsecsee e 643,520 -
Shares issued under HSBC employee share plans 75,956,784 38
Shares issued in lieu Of dIVIAENAS .........cceeviiiiiiiiieieiccccceeee et 158,578,747 79
At 31 DECemMBET 2000 .......c.ceeeiiiiiiiiiiciieeieieteee sttt ettt 11,572,207,735 5,786
At 1January 2005 ......c.oooiiiiiiiiiiiiee et 11,172,075,550 5,587
Shares issued in connection with the early settlement of HSBC Finance
8.875 per cent Adjustable Conversion-Rate Equity Security Units ..........cococeeeveninnieeccnennnnns 324,726 -
Shares issued under HSBC Finance share plans ...........cococooeerieneineninenneeecc e 878,224 -
Shares issued under HSBC employee share plans ..........c.cooeeeeeinininieiceninininecccnneeeeeseseeienene 56,363,536 28
Shares issued in lieu of dIVIAENAS ......c.oooviiiviiiiiciicecceeceeeeeeee et 103,961,906 52
At 31 December 2005 ........o.eiueiiieiiriiiiciiieieiete ettt 11,333,603,942 5,667

All ordinary shares confer identical rights in respect of capital, dividends, voting and otherwise.

Number US$m
HSBC Holdings preference shares
At 1 January 2006 and 31 December 2000 .........c.ccoeririeieueieinininieieieeinietereseeneseeie et 1,450,000 -
At 1 JanUAry 2005 .o..ooueiiieiieieieteert ettt sttt ettt she bttt eae e enne - -
Issue of non-cumulative preference shares of US$0.01 €ach ........cccooveveieieeinieirieieeeeeeeeene 1,450,000 —
At 31 DecemDEr 2005 .....coviiiiiieieeieeteee ettt ettt e ettt et ettt et e eteeaeeteere s eneentenne 1,450,000 —

Dividends on HSBC Holdings non-cumulative dollar preference shares are paid quarterly at the sole and absolute
discretion of the Board of Directors. The Board of Directors will not declare a dividend on the preference shares if
payment of the dividend would cause HSBC Holdings not to meet the applicable capital adequacy requirements of
the FSA or the profit of HSBC Holdings available for distribution as dividends are not sufficient to enable HSBC
Holdings to pay in full both dividends on the preference shares and dividends on any other shares that are scheduled
to be paid on the same date and that have an equal right to dividends. HSBC Holdings may not declare or pay
dividends on any class of its shares ranking lower in the right to dividends than the preference shares nor redeem nor
purchase in any manner any of its other shares ranking equal with or lower than the preference shares unless it has
paid in full, or set aside an amount to provide for payment in full, the dividends on the preference shares for the then-
current dividend period. The preference shares carry no rights to conversion into ordinary shares of HSBC Holdings.
Holders of the preference shares will only be entitled to attend and vote at general meetings of shareholders of HSBC
Holdings if the dividend payable on the preference shares has not been paid in full for four consecutive dividend
payment dates. In such circumstances, holders of preference shares will be entitled to vote on all matters put to
general meetings until such time as HSBC Holdings shall have paid a full dividend on the preference shares. HSBC
Holdings may redeem the preference shares in whole at any time on or after 16 December 2010, with the consent of
the FSA.

The 301,500 non-voting deferred shares were in issue throughout 2005 and 2006 and are held by a subsidiary
undertaking of HSBC Holdings. Holders of the non-voting deferred shares are not entitled to receive dividends on
these shares. In addition, on winding-up or other return of capital, holders are entitled to receive the amount paid up
on their shares after distribution to ordinary shareholders of the amount of £10,000,000 in respect of each ordinary
share held by them.

Details of the options outstanding to subscribe for HSBC Holdings ordinary shares under the HSBC Holdings Group
Share Option Plan, HSBC Holdings Executive Share Option Scheme, the HSBC Share Plan and HSBC Holdings
savings-related share option plans are given in Note 9. In aggregate, options outstanding under these plans is as
follows:
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31 December 2006 ..............ccocoeerieieieieiennnn

31 December 2005 ......ccoveiveeieieieieieeieeeeeeeees
31 December 2004 ........ccevveevieeiieeieeeeeereeeeeeeens

Number of
HSBC Holdings
ordinary shares

267,270,662
6,661,998
264,838

2,932,100

341,281,540
374,369,127

Period of exercise

2007 to 2015
2007 to 2012
2007 to 2012

2007 to 2012

2006 to 2015
2005 to 2014

Exercise price

£5.0160 — £9.642
HK$103.4401
€11.0062
US$13.3290 —
US$14.1621

£2.1727 — £9.642
£2.1727 — £9.642

Following the acquisition of HSBC France in 2000, outstanding employee share options over HSBC France shares
vested. On exercise of the options, the HSBC France shares are exchangeable for HSBC Holdings ordinary shares in
the same ratio as for the acquisition of HSBC France (13 HSBC Holdings ordinary shares for each HSBC France
share).

During 2006, 445,115 (2005: 435,784) HSBC France shares were issued following the exercise of employee share
options and exchanged for 5,786,495 HSBC Holdings ordinary shares, such shares being delivered from The HSBC
Holdings Employee Benefit Trust 2001 (No. 1) (2005: 5,665,192 HSBC Holdings ordinary shares). During 2006, no
options over HSBC France shares lapsed (2005: nil). During 2006, there were no (2005: 1,500) HSBC France shares
previously issued following the exercise of employee share options that were exchanged for HSBC Holdings ordinary
shares (2005: 19,500 HSBC Holdings ordinary shares). There were 1,287,881 HSBC France employee share options
exchangeable for HSBC Holdings ordinary shares outstanding at 31 December 2006 (2005: 1,732,996). At 31
December 2006, The HSBC Holdings Employee Benefit Trust 2001 (No. 1) held 15,316,328 (2005: 21,102,823)
HSBC Holdings ordinary shares which may be exchanged for HSBC France shares arising from the exercise of
options.

HSBC France options effectively outstanding over HSBC Holdings ordinary shares under this arrangement are as
follows:

Number of

HSBC France
shares exchangeable
for HSBC Holdings
ordinary shares

Period of exercise Exercise price

31 December 2006 .................ccoooeviiiiiiiniinne 1,287,881 2007 to 2010 €37.05 - €142.50
31 December 2005 .... 1,732,996 2006 to 2010 €35.52 - €142.50
31 December 2004 ... 2,170,280 2005 to 2010 €32.78 - €142.50

There also exist outstanding options over the shares of HSBC Private Bank France, a subsidiary of HSBC France
which are exchangeable for HSBC Holdings ordinary shares, the details of which are set out in the Directors’ Report
on pages 271 and 272 and summarised below.

On exercise of options over shares of HSBC Private Bank France, the HSBC Private Bank France shares are
exchangeable for HSBC Holdings ordinary shares in the ratio of 1.83 HSBC Holdings shares for each HSBC Private
Bank France share. During 2006, 194,804 (2005: 473,400) HSBC Private Bank France shares were issued following
the exercise of employee share options and exchanged for 356,472 (2005: 841,291) HSBC Holdings ordinary shares,
such shares being delivered from The CCF Employee Benefit Trust 2001 (Private Banking France). During 2006, no
options over HSBC Private Bank France shares lapsed (2005: 59,875). During 2006, 6,000 (2005: 1,150) HSBC
Private Bank France shares previously issued following the exercise of employee share options were exchanged for
10,980 (2005: 2,104) HSBC Holdings ordinary shares. At 31 December 2006, 8,819 (2005: 14,819) HSBC Private
Bank France shares were in issue and will be exchanged for HSBC Holdings ordinary shares on the fifth anniversary
of the date of the awards of the options. There were 402,856 HSBC Private Bank France employee share options
exchangeable for HSBC Holdings ordinary shares outstanding at 31 December 2006 (2005: 597,660). At

31 December 2006, The CCF Employee Benefit Trust 2001 held 1,085,323 (2005: 1,452,775) HSBC Holdings
ordinary shares which may be exchanged for HSBC Private Bank France shares arising from the exercise of options.

HSBC Private Bank France options (including shares issued but not exchanged) effectively outstanding over HSBC
Holdings ordinary shares under this arrangement are as follows:
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Note 38
Number of HSBC
Private Bank France
shares exchangeable
for HSBC Holdings
ordinary shares Period of exercise Exercise price
31 December 2000 ...........ccoovvueucininnenccienen 411,675 2007 to 2012 €10.84 — €22.22
31 December 2005 612,479 2006 to 2012 €10.84 — €22.22
31 December 2004 1,132,060 2005 to 2012 €10.84 — €22.22

On the acquisition of Banque Hervet in 2001, Banque Hervet shares were held in a Plan d’Epargne Entreprise on
behalf of Banque Hervet employees to vest and be released to employees over a 5 year period. It was agreed to
exchange these Banque Hervet shares, on vesting, for HSBC Holdings ordinary shares in the ratio of 3.46 HSBC
Holdings ordinary shares for each Banque Hervet share. During 2006, 163,369 (2005: 7,670) Banque Hervet shares
were released in connection with the vesting of interests in the Plan d’Epargne Entreprise and exchanged for 565,151
(2005: 26,539) HSBC Holdings ordinary shares, such shares being delivered from The CCF Employee Benefit Trust
2001 (Banque Hervet). At 31 December 2006, The CCF Employee Benefit Trust 2001 (Banque Hervet) held no
(2005: 586,213) HSBC Holdings ordinary shares.

Banque Hervet shares to be exchanged for HSBC Holdings ordinary shares under this arrangement were as follows:

Number of Banque
Hervet shares
exchangeable for

HSBC Holdings

ordinary shares Period of vesting
31 December 2000 ..ot - -
31 December 2005 ..ottt 169,416 2006
31 December 2004 ..o 177,086 2005 — 2006

Following the acquisition of HSBC Finance Corporation in 2003, all outstanding options and equity-based awards
over HSBC Finance Corporation common shares were converted into rights to receive HSBC Holdings ordinary
shares in the same ratio as the share exchange offer for HSBC Finance Corporation (2.675 HSBC Holdings ordinary
shares for each HSBC Finance Corporation common share) and the exercise prices per share adjusted accordingly.
During 2006, options over 10,484,937 (2005: 3,563,020) HSBC Holdings ordinary shares were exercised and
9,781,228 (2005: 2,638,816) HSBC Holdings ordinary shares delivered from The HSBC (Household) Employee
Benefit Trust 2003 to satisfy the exercise of these options. During 2006, options over 300,555 (2005: 152,936) HSBC
Holdings ordinary shares lapsed. At 31 December 2006, The HSBC (Household) Employee Benefit Trust 2003 and
the HSBC (Household) Employee Benefit Trust 2003 (No.2) held a total of 8,670,335 (2005: 9,173,100) HSBC
Holdings ordinary shares and 198,665 (2005: 2,198,829) ADSs, each of which represents five HSBC Holdings
ordinary shares, which may be used to satisfy the exercise of these options and equity-based awards under the HSBC
Finance Corporation share plans.

Options and equity-based awards outstanding over HSBC Holdings ordinary shares under the HSBC Finance
Corporation share plans are as follows:

Number of

HSBC Holdings
ordinary shares Period of exercise Exercise price
31 December 2006 ................ccccociuciiinininininen 27,322,438 2007 to 2012 nil — US$21.37
31 December 2005 38,107,930 2006 to 2012 nil — US$21.37
31 December 2004 41,823,886 2005 to 2021 nil - US$25.40

Prior to its acquisition by HSBC Holdings, HSBC Finance Corporation issued 8.875 per cent Adjustable Conversion-
Rate Equity Security Units (‘Units”) which included a contract under which the holder agreed to purchase, for US$25
each, HSBC Finance Corporation common shares on 15 February 2006, with an option for early settlement. The
Units which remained outstanding following the acquisition of HSBC Finance Corporation were converted into
contracts to purchase HSBC Holdings ordinary shares. Units exercised at maturity, 15 February 2006, entitled the
holder to receive a number of shares based on the market value of HSBC Holdings ordinary shares at the time, which
was 2.6041 HSBC Holdings ordinary shares for each Unit. During 2006, 3,424,742 (2005: 324,726) HSBC Holdings
ordinary shares were issued in connection with the maturity of 1,315,140 (2005: 124,698) Units.
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The maximum number of Units outstanding over HSBC Holdings ordinary shares were as follows:

Number of Units
exchangeable for
HSBC Holdings
ordinary shares

31 December 2006 ...............ccocoveiieieieieienen. -
31 December 2005 .....ccooovevveerieiieiieieeeeeeeeeeeienns 1,315,140
31 December 2004 ........coevveevieeiieieiieeeieieeeeienns 1,439,838

Period of exercise Exercise price

2006 US$8.00 — US$9.60
2005 to 2006 US$8.00 — US$9.60

Following the acquisition of Bank of Bermuda in 2004, all outstanding employee share options over Bank of
Bermuda shares were converted into rights to receive HSBC Holdings ordinary shares based on the consideration of
US$40 for each Bank of Bermuda share and the average closing price of HSBC Holdings ordinary shares, derived
from the London Stock Exchange Daily Official List, for the five business days preceding the closing date of the
acquisition. During 2006, options over 529,233 HSBC Holdings ordinary shares were exercised (2005: 459,091) and
delivered from the HSBC (Bank of Bermuda) Employee Benefit Trust 2004 to satisfy the exercise of these options.
During 2006, options over 126,854 (2005: 744,421) HSBC Holdings ordinary shares lapsed. At 31 December 2006,
the HSBC (Bank of Bermuda) Employee Benefit Trust 2004 held 2,266,949 (2005: 2,796,182) HSBC Holdings

ordinary shares which may be used to satisfy the exercise of options.

Options outstanding over HSBC Holdings ordinary shares under the Bank of Bermuda share plans are as follows:

Number of HSBC

Holdings

ordinary shares

31 December 2006 ....... 2,710,368
31 December 2005 .... 3,366,455
31 December 2004 .......oovevveevieieieiieeeeeieeeeieian 4,569,967

Period of exercise

2007 to 2013
2006 to 2013
2005 to 2013

Exercise price

US$7.04 — US$18.35
US$7.04 — US$18.35
US$3.86 — US$18.35

The maximum obligation at 31 December 2006 to deliver HSBC Holdings ordinary shares under all of the above
option arrangements, together with Performance Share and Restricted Share awards under the HSBC Holdings
Restricted Share Plan 2000 and The HSBC Share Plan, was 404,348,508 (2005: 486,436,966). The total number of
shares at 31 December 2006 held by employee benefit trusts that may be used to satisfy such obligations to deliver

HSBC Holdings ordinary shares was 133,346,569 (2005: 130,812,676).
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40 Notes on the cash flow statement

Non-cash items included in profit before tax

Depreciation, amortisation and impairment ...............
Revaluations on investment property .............c.cee....
Share-based payment eXpense ............ccccceereeeereveenene
Loan impairment losses gross of recoveries ...............
Provisions for liabilities and charges ..........

Impairment of financial investments .........

Charge for defined benefit pension schemes ..............
Accretion of discounts and amortisation of premiums

Change in operating assets

Change in loans to HSBC undertakings .....................
Change in prepayments and accrued income .............
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 ..........cocoveeerenreeeierninieenene

Change in operating liabilities

Change in accruals and deferred income ....................
Change in deposits by banks ...............

Change in customer accounts ...
Change in debt securities in iSSUE ........c.cceueeeereereuenne
Change in financial liabilities designated at fair value
Change in other liabilities ..........cccccoevvreecrnnneenene

Cash and cash equivalents

Cash at bank with HSBC undertakings ..
Cash and balances at central banks ...................... .
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 .........ccocevvvveinieinreeieeeenen
Less: items in the course of transmission to other banks

HSBC HSBC Holdings
2006 2005 2004 2006 2005
US$m US$m US$m US$m US$m
2,528 2,213 2,225 - 11
(164) (201) 99) - -
854 540 450 58 13
11,331 8,295 7,104 - -
498 327 1,181 - -
21 - (105) - (11
664 676 825 —
(776) (446) (175) - -
14,956 11,404 11,406 58 13
HSBC HSBC Holdings
2006 2005 2004 2006 2005
US$m US$m US$m US$m US$m
_ _ - (1,060) 2,544
(2,478) 7,121 (5,329) 22) (14)
(13,620) 4,940 2,695 (740) 1,052
(11,505) 307 10,825 - -
(132,987) (80,150) (139,072) - -
(4,883) (15,048) - - -
(7,796) (8,923) (2,262) 5) (19)
(173,269) (91,753) (133,143) (1,827) 3,563
HSBC HSBC Holdings
2006 2005 2004 2006 2005
US$m US$m US$m US$m US$m
3,549 (3,810) 2,578 16 a7
28,378 (14,328) 12,187 - -
149,849 46,394 104,877 - -
42,253 (19,047) 52,256 - -
8,382 61,837 - 700 12,448
4,967 1,166 3,605 340 (16,771)
237,378 72,212 175,503 1,056 (4,400)
HSBC HSBC Holdings
2006 2005 2004 2006 2005
US$m US$m US$m US$m US$m
- - - 729 756
12,732 13,712 9,944 - -
14,144 11,300 6,338 - -
162,998 100,527 117,658 - —
38,237 22,790 32,317 - -
(12,625) (7,022) (5,301) - -
215,486 141,307 160,956 729 756
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Note 41

11

Total interest paid by HSBC during the year was US$47,794 million (2005: US$33,974 million, 2004:
US$19,038 million). Total interest received by HSBC during the year was US$85,143 million

(2005: US$65,799 million, 2004: US$49,021 million). Total dividends received by HSBC during the year were
US$1,525 million (2005: US$808 million, 2004: US$640 million).

Contingent liabilities, contractual commitments and financial guarantee contracts

HSBC HSBC Holdings
2006 2005 2006 2005
US$m US$m US$m US$m
Contingent liabilities and financial guarantee
contracts
Guarantees and irrevocable letters of credit
pledged as collateral security':
— 1 year and under .......c.coceeevennniieiecninneenne. 42,427 28,152 - -
— over | year 34,983 29,323 17,605 36,877
Other contingent liabilities ...........cccovevrerverrecne. 330 152 - -
77,740 57,627 17,605 36,877
Commitments
Documentary credits and short-term trade-related
AFANSACIONS ...vevveeviviereereeeecee ettt eere et ve e 9,659 8,090 - -
Forward asset purchases and forward forward
deposits placed ..o 2,077 2,179 - -
Undrawn note issuing and revolving
underwriting facilities ..........coceceevrvreccncnennnen 213 468 - -
Undrawn formal standby facilities, credit lines
and other commitments to lend:
— lyearand under .........ccocveonennennininennene 584,167 527,506 2,920 2,517
— OVer ] YEAr ...coiiiiiiiccciccec e 118,514 103,398 1,047 1,146
714,630 641,641 3,967 3,663

1 Including financial guarantee contracts.

The above table discloses the nominal principal amounts of third party off-balance sheet transactions, the
amounts relating to other contingent liabilities and the nominal principal amounts relating to financial
guarantee contracts. Contingent liabilities and commitments are mainly credit-related instruments which
include non-financial guarantees and commitments to extend credit. Contractual amounts represent the
amounts at risk should contracts be fully drawn upon and clients default. Since a significant portion of
guarantees and commitments are expected to expire without being drawn upon, the total of the contractual
amounts is not representative of future liquidity requirements.

At 31 December 2006, HSBC had US$1,259 million (2005: US$1,218 million) of capital commitments contracted
but not provided for and US$289 million (2005: US$333 million) of capital commitments authorised but not
contracted for.

Guarantees (including financial guarantee contracts)

HSBC provides guarantees and similar undertakings on behalf of both third party customers and other entities within
the HSBC Group. These guarantees are generally provided in the normal course of HSBC’s banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which HSBC could be
required to make at 31 December 2006, were as follows:
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At 31 December 2006

At 31 December 2005

Guarantees Guarantees
by HSBC by HSBC
Holdings Holdings
Guarantees in in favour of Guarantees in favour of
favour of other HSBC in favour of other HSBC
third parties Group entities third parties Group entities
US$m US$m US$m US$m
Guarantee type
Financial guarantee contracts' ............c.cccoocoovververenncn. 22,746 17,605 19,080 36,877
Standby letters of credit which are financial
QUATANLEE CONIACES? ......vvvoveeeveecvesrees e ssesssseeeean 4,535 - 3,649 -
Other direct credit substitutes® 5,514 - 5,302 -
Performance bonds” .............. 8,070 - 6,355 -
Bid bonds® ..o 592 - 595 -
Standby letters of credit related to particular
transactions® 7,301 - 6,640 -
Other transaction-related guarantees™ . 28,627 - 15,709 -
Other items 25 - 145 —
77,410 17,605 57,475 36,877

—_

Financial guarantees 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 Standby letters of credit which are financial guarantee contracts are irrevocable obligations on the part of HSBC to pay third parties

when customers fail to make payments when due.

3 Other direct credit substitutes include re-insurance letters of credit and trade-related letters of credit issued without provision for the

issuing entity to retain title to the underlying shipment.

4 Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the
obligation on HSBC to make payment depends on the outcome of a future event.

The amounts disclosed in the above table reflect HSBC’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 HSBC’s overall credit risk management policies and procedures. Approximately half of the above guarantees
have a term of less than one year. Guarantees with terms of more than one year are subject to HSBC’s annual credit
review process.

Joint ventures

HSBC and its operations are contingently liable with respect to lawsuits and other matters that arise in the normal
course of business. Management is of the opinion that while it is impossible to ascertain the ultimate legal and
financial liability with respect to these contingencies, their eventual outcome is not expected to materially affect the
Group’s financial position and operations.

In relation to joint ventures, HSBC had no contingent liabilities, incurred jointly or otherwise.

HSBC had no capital commitments incurred jointly or otherwise in relation to its interests in joint ventures.

Post-employment benefit obligations

HSBC had no contingent liabilities relating to post-employment benefits.

397



HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

Notes 42, 43 and 44

42 Lease commitments

Finance lease commitments

HSBC leases land and buildings (including branches) and equipment from third parties under finance lease
arrangements to support its operations.

2006 2005
US$m US$m
Total future minimum payments:
— 10 1ater thAn ONE YEAT ....oovviiiiiiieicieiret ettt ettt sttt aebenene 60 50
— later than one year and no later than five years 145 152
— later than fIVE YEAIS .......cccccvriiiiiiiiiccce ettt 707 630
912 832
Less: fUture INEreSt CHATZES .....covveirieieieiieteieieiee ettt sttt be e sesseneese s seseesenene (205) (193)
Present value of finance lease COMMIMENLS .........c.ccoiriririeuiirininieieieiinieerccen e 707 639

At 31 December 2006, future minimum sublease payments of US$163 million (2005: US$26 million) are expected to
be received under non-cancellable subleases at the balance sheet date.
Operating lease commitments

At 31 December 2006, HSBC was obligated under a number of non-cancellable operating leases for properties, plant
and equipment on which the future minimum lease payments extend over a number of years.

2006 2005

Land and Land and
buildings Equipment buildings Equipment
US$m US$m US$m US$m

Future minimum lease payments under non-cancellable
operating leases:

— 1o later than one year .........cccoceoeveverenveneeneenne 789 10 712 32
— later than one year and no later than five years ... 2,290 21 1,730 24
— later than five Years .........ccccevevevvverieenieenieerenene 1,198 - 1,452 —
4,277 31 3,894 56

In 2006, US$781 million (2005: US$704 million; 2004: US$588 million) was charged to ‘General and administrative
expenses’ in respect of lease and sublease agreements, of which US$762 million (2005: US$683 million; 2004:
US$567 million) related to minimum lease payments, US$19 million (2005: US$21 million; 2004: US$21 million) to
contingent rents, and nil (2005: nil; 2004: nil) to sublease payments.

The contingent rent represents escalation payments made to landlords for operating, tax and other escalation
expenses.

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.
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2006 2005

Total future Unearned Total future Unearned
minimum finance Present minimum interest Present
payments income value payments income value
US$m US$m US$m US$m US$m US$m
Lease receivables:

— no later than one year ...... 2,305 (460) 1,845 2,170 (266) 1,904

— later than one year and
no later than five years .... 7,207 (1,400) 5,807 5,908 (1,329) 4,579
— later than five years ......... 9,206 (2,944) 6,262 8,369 (3,109) 5,260
18,718 (4,804) 13,914 16,447 (4,704) 11,743

At 31 December 2006, unguaranteed residual values of US$212 million (2005: US$68 million) had been accrued, and
the accumulated allowance for uncollectible minimum lease payments receivable amounted to US$28 million
(2005: US$15 million).

During the year, a total of US$59 million (2005: nil) was received as contingent rents and recognised within ‘Other
operating income’.
Operating lease receivables

HSBC leases a variety of different assets to third parties under operating lease arrangements, including transport
assets (such as rolling stock), property and general plant and machinery.

2006 2005

Land and Land and
buildings Equipment buildings Equipment
US$m US$m US$m US$m

Future minimum lease payments under
non-cancellable operating leases:

— no later than one year ............cccocccceeivninciccnnnne 47 808 71 397
— later than one year and no later than five years ... 17 1,561 160 1,136
— later than five years .........cccceeeveviverieereeerieerienns 12 573 153 456
76 2,942 384 1,989

Litigation

HSBC is party to legal actions in a number of jurisdictions including the UK, Hong Kong and the US, arising out of
its normal business operations. HSBC considers that none of the actions is regarded as material, and none is expected
to result in a significant adverse effect on the financial position of HSBC, either individually or in the aggregate.
Management believes that adequate provisions have been made in respect of such litigation. HSBC has not disclosed
any contingent liability associated with these legal actions because it is not practicable to do so.

Related party transactions

The Group’s related parties include associates, joint ventures, post-employment benefit plans for the benefit of HSBC
employees, key management personnel, close family members of key management personnel and entities which are
controlled, jointly controlled or significantly influenced, or for which significant voting power is held, by key
management personnel or their close family members.

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 Holdings, being the members of the Board of Directors of HSBC Holdings
and Group Managing Directors.
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Note 44

Compensation of Directors and other key management personnel

HSBC
2006 2005
US$m US$m
Short-term employee DENETIS .......c.coueiriiiriiieiiieee ettt 76 71
Post-employment DENETIES .........oueueueiriririiieiiirrietee ettt 3 2
Share-based PAYIMEINL ........c.eieieirieieieieieieeet ettt ettt et et et e b et sbesessesesseneesensesan 61 21
140 94

Transactions, arrangements and agreements involving Directors and others

Particulars of transactions, arrangements and agreements entered into by subsidiaries of HSBC Holdings with
Directors and connected persons and companies controlled by them and with officers of HSBC Holdings, disclosed
pursuant to section 232 of the Companies Act 1985, were as follows:

2006 2005
Number of Balance at Number of Balance at
persons 31 December persons 31 December
US$000 US$000
Directors and connected persons and companies

controlled by them' ..................ccccoooovvviioiirine. 85 76
L0ANS .o 407,176 279,297
Credit Cards .....ooveeeveeerieeireere e 317 250
GUATANTEES ..cvveevieveeerieeteeetee ettt e e e eve e 21,751 10,622

OFFICEIS™ .....oooomiriveeecrrieieceeeeiere e seneenns 12 37
L0ANS .ot 16,706 42,857
Credit Cards .....c.ooeveeerieenieree e 687 352
GUATANTEES ..evevenvvieeiireenieteeeteteee ettt aeeeaens 23 164

Further information on related party transactions, disclosed pursuant to the requirements of IAS 24, is shown below.
The disclosure of the year-end balance and the highest amount outstanding during the year is considered the most
meaningful information to represent the amount of the transactions and the amount of outstanding balances during the
year.

—_

All of the Directors are key management personnel of HSBC Holdings. The aggregate of the highest amounts outstanding during 2006
of loans, credit card transactions and guarantees with HSBC for the Directors and close members of their family and companies that
they control, jointly control or significantly influence, or for which significant voting power is held were US$550,175,512, US$696,444
and US$24,929,062 respectively (2005: US$495,990,427, US$617,259 and US$16,775,779 respectively).

2 Included within Officers are non-Director members of the key management personnel of HSBC Holdings. During 2006, 17 non-Director
key management personnel and close members of their family and companies that they control, jointly control or significantly influence,
or for which significant voting power is held entered into loan, credit card transactions and guarantees with HSBC (2005: 13 persons).
The aggregate of the highest amounts outstanding during 2006 of loans, credit card transactions and guarantees with HSBC for the
non-Director key management personnel and close members of their family and companies that they control, jointly control or
significantly influence, or for which significant voting power is held were US$332,429,961, US$941,114 and US$22,747 respectively
(2005: US$30,116,609, US$287,888 and US$20,385 respectively). The aggregate of the balances of loans and credit card transactions
and guarantees with HSBC outstanding at 31 December 2006 for the non-Director key management personnel and close members of
their family and companies that they control, jointly control or significantly influence, or for which significant voting power is held were
US816,418,110, US3658,890 and US$22,747 respectively (2005: US$20,166,452, US$66,467 and US$20,385 respectively).

3 For 2006, Officers comprise ten Group Managing Directors, the Group Chief Accounting Officer and the Group Company Secretary.

For 2005, Officers comprised six Group Managing Directors, 30 Group General Managers and the Group Company Secretary.

Particulars of Directors’ transactions are recorded in a register held at the Registered Office of HSBC Holdings which
is available for inspection by members for 15 days prior to the HSBC Holdings Annual General Meeting and at the
Annual General Meeting itself.

Some of the transactions were connected transactions, as defined by the Rules Governing The Listing of Securities on
The Stock Exchange of Hong Kong Limited but were exempt from any disclosure requirements under the provisions
of those Rules.

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.
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Shareholdings and options of Directors and other key management personnel

At 31 December

2006 2005
’000 ’000
Number of options over HSBC Holdings ordinary shares made under employee share plans
held by Directors and other key management personnel ............cccccecceevveeeeninneeccnneneeneenes 4,563 14,217
Number of HSBC Holdings ordinary shares held beneficially and non-beneficially by
Directors and other key management personnel ............cccccoeeeuecrinnieiciecinineeieeeeree e 20,912 24,304
25,475 38,521

Transactions with other related parties of HSBC
Associates and joint ventures

The Group provides certain banking and financial services to associates and joint ventures. Details of the interests in
associates and joint ventures are given in Note 20. Transactions and balances during the year with associates and joint
ventures were as follows:

2006 2005
Highest Highest
balance during Balance at balance during Balance at
the year' 31 December’ the year' 31 December'
US$m US$Sm US$m US$m
Amounts due from joint ventures:
— unsubordinated 746 80 539 539
Amounts due from associates:
— SUbOrdinated ........cccceeveeeieiieieeeeee e 52 15 63 29
—unsubordinated ...........ccoceevievierieniiee s 586 376 1,133 333
1,384 471 1,735 901
Amounts due to joint VENLUIES ..........cccoveereererreererennens 1,490 58 1,382 1,382
Amounts due to associates 892 506 161 133
2,382 564 1,543 1,515

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 2006, US$15.1 billion (2005: US$19.4 billion) of HSBC pension fund assets were under
management by HSBC companies. Fees of US$49 million (2005: US$50 million) were earned by HSBC

companies for these management services. HSBC’s pension funds had placed deposits of US$348 million

(2005: US$252 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.

HSBC Bank (UK) Pension Scheme entered into swap transactions with HSBC to manage the inflation and interest
rate sensitivity of the liabilities. At 31 December 2006, the gross notional value of the swaps was US$14.5 billion, the
swaps had a negative fair value of US$273 million to the scheme and HSBC had delivered collateral of

US$265 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 HSBC and the scheme. The collateral agreement stipulates that the scheme never posts
collateral to HSBC. Collateral is posted to the scheme by HSBC at an amount that the Trustee is highly confident
would be sufficient to replace the swaps in the event of default by HSBC Bank plc.
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Notes 44, 45, 46 and 47

With the exception of the special collateral arrangements detailed above, all other aspects of the swap transactions
between HSBC and the scheme are on substantially the same terms as comparable transactions with third party
counterparties.

HSBC International Staff Retirements Benefits Scheme entered into swap transactions with HSBC to manage the
inflation and interest rate sensitivity of the liabilities and selected assets. At 31 December 2006, the gross notional
value of the swaps was US$1.2 billion (2005: US$1.0 billion), and the swaps had a net positive fair value of
US$14 million to the scheme (2005: US$53 million).

HSBC Holdings

Details of HSBC Holdings’ principal subsidiaries are shown in Note 24.

Transactions and balances during the year with subsidiaries were as follows:

2006 2005
Highest Highest
balance during Balance at balance during Balance at
the year' 31 December' the year' 31 December'
Subsidiaries US$m US$m US$m US$m
Assets
Cash at bank ........c.cccovvevieieiiieieeeeeee s 784 729 756 756
DETIVALIVES ..evvieieeiiieeieiceeieeteeeee et 1,599 1,599 1,795 968
Loans and advances ............ccocovevevvevvecieeeieereeeeeenens 14,935 14,456 17,282 14,092
Financial invesStments ............c.cceevevvevievieniesieereeeeeenens 3,426 3,316 6,240 3,256
Investments in subsidiaries ............ccooerecereenererennnnne 62,356 62,356 58,038 58,038
Total related party assets ......c.coeeerererireereererereeieeenens 83,100 82,456 84,111 77,110
Liabilities
Amounts owed to HSBC undertakings ..........c.ccccceenee 4,279 3,100 7,352 4,075
DETIVALIVES .uveviieeiiieiieicieteieteee et 385 177 286 286
Subordinated liabilities:
— COSE vttt ettt ettt ettt et neee 3,991 3,991 3,997 3,786
—fair value .....cooveviieee 4,231 4,231 4,498 4,055

Total related party 1liabilities ..........cccocevveverieirrecererinnnne 12,886 11,499 16,133 12,202
GUATANTEES ..c.veeevievieerieeteeetee et eeee et eee e e eae e 36,877 17,605 41,455 36,877

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 in the ordinary course of business and are on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties, with no
exceptions in respect of loans and advances to subsidiaries (exceptions in 2005: US$3,296 million), and exceptions of
US$640 million (2005: US$3,235 million) in respect of loans from HSBC undertakings to HSBC Holdings made at
an agreed zero per cent interest.

Some employees of HSBC Holdings are members of the HSBC Bank (UK) Pension Scheme, which is sponsored by a
separate Group company. HSBC Holdings incurs a charge for these employees equal to the contributions paid into
the scheme on their behalf. Disclosure in relation to the scheme is made in Note 7 to the accounts.

45 Events after the balance sheet date

As a consequence of inviting proposals for a sale and leaseback of 8§ Canada Square, London, under an operating
lease arrangement, the property has been reclassified as a non-current asset held for sale after 31 December 2006.
This is in accordance with IFRS 5 ‘Non-current Assets Held for Sale and Discontinued Operations’. The
reclassification was made at carrying value, with no financial impact on the income statement. At 31 December 2006,
the carrying amount of the property, included in ‘Property, plant and equipment’, was US$742 million and the
carrying amount of the long leasehold land, included in ‘Prepayments and accrued income’, was US$210 million.
The building and leasehold interest are included in the assets of the Europe geographical segment and the ‘Other’
customer group segment.
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46

On 1 March 2007, Ping An Insurance (Group) Company of China Limited (‘Ping An Insurance’), an associate of
HSBC, issued 1,150 million new shares for a total consideration of RMB38,870 million (approximately US$4,920
million). HSBC did not subscribe for any additional shares and, as a result, its interest in the equity of Ping An
Insurance decreased from 19.9 per cent to 16.8 per cent. While the Group’s interest has reduced, the assets of Ping
An Insurance have substantially increased as a result of this issue. Consequently, it is expected that this transaction
would result in an increase in HSBC’s share of underlying net assets of Ping An Insurance.

A fourth interim dividend for 2006 of US$0.36 per share (US$4,171 million) (2005: US$0.31 per share,
US$3,513 million) was declared by the Directors after 31 December 2006.

These accounts were approved by the Board of Directors on 5 March 2007 and authorised for issue.

UK and Hong Kong accounting requirements

47

The financial statements have been prepared in accordance with IFRSs. There would be no significant differences
had they been prepared in accordance with Hong Kong Financial Reporting Standards.

Differences between IFRSs and US GAAP

The consolidated financial statements of HSBC are prepared in accordance with IFRSs which differ significantly in
certain respects from US GAAP. The following is a summary of the significant differences applicable to HSBC.

Shareholders’ interest in the long-term insurance fund
IFRSs

e JFRS 4 permits entities to continue to account for insurance contracts under previous GAAP until a
comprehensive standard relating to the measurement of insurance liabilities is developed.

e Under UK GAAP and, hence, current IFRSs, the value placed on insurance contracts that are classified as long-
term insurance business and are in force at the balance sheet date is recognised as an asset. The present value of
in-force long-term insurance business is determined by discounting future cash flows 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
long-term insurance business.

e Movements in the present value of in-force long-term insurance business are included in ‘Other operating
income’ on a gross of tax basis.

US GAAP

e The net present value of future earnings is not recognised. Acquisition costs and fees are deferred and amortised
in accordance with Statement of Financial Accounting Standard (‘SFAS’) 97 ‘Accounting and Reporting by
Insurance Enterprises for Certain Long-duration Contracts and for Realised Gains and Losses from the Sale of
Investments’.

Impact

e Under US GAAP, shareholders' equity is lower than under IFRSs because the present value of in-force long-term
insurance business is not recognised.

e This effect is partly offset by the treatment of acquisition costs, which are deferred and amortised under US
GAAP but are written off immediately as an expense of long-term insurance business under IFRSs.

Pension costs

IFRSs

e TAS 19 ‘Employee Benefits’ (‘IAS 19”) requires pension liabilities to be assessed on the basis of current actuarial
valuations performed on each plan, and pension assets to be measured at fair value. The net pension surplus or
deficit, representing the difference between plan assets and liabilities, is recognised on the balance sheet.
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Note 47

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

US GAAP

e SFAS 87, ‘Employers’ Accounting for Pensions’, prescribes a similar method of actuarial valuation for pension
liabilities and requires the measurement of plan assets at fair value.

e SFAS 158 ‘Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans — an
amendment of FASB Statements No. 87, 88, 106 and 132(R)’ (SFAS 158), was adopted by HSBC as at
31 December 2006 and aligns the US GAAP balance sheet treatment with IFRSs by requiring the funded status
of HSBC'’s benefit plan (the difference between plan assets at fair value and the plan benefit obligations) to be
recognised on the balance sheet.

e In 2005, when the value of benefits accrued based on employee service up to the balance sheet date (the
accumulated benefit obligation) exceeded the value of plan assets, HSBC recognised an additional minimum
pension liability to the extent that the excess was greater than any accrual already established for unfunded
pension costs.

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

Impact

e Net income under US GAAP is lower than under IFRSs as a result of the amortisation of the amount by which
actuarial losses exceed gains beyond the 10 per cent 'corridor'.

Stock-based compensation
IFRSs

e IFRS 2, ‘Share-based Payment’, requires that when annual bonuses are paid in restricted shares and the
employee must remain with the employer for a fixed period in order to receive the shares, the fair value of the
award is expensed over that period.

US GAAP

e  For awards made before 1 July 2005, SFAS 123, ‘Accounting for Stock-based Compensation’, (‘SFAS 123”)
requires that compensation cost be recognised over the period(s) in which the related employee services are
rendered. HSBC has interpreted this service period as the period to which the bonus relates.

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

Impact

e Some of the bonuses awarded in respect of 2002, 2003 and 2004 were recognised over the relevant vesting
period and were, therefore, expensed in ‘Net income’ under IFRSs during 2005. Under US GAAP, these awards
were expensed in the years for which they were granted. 2005 bonuses will be expensed over the vesting period
under both IFRSs and US GAAP. Net income was, therefore, higher under US GAAP in 2005.

e [FRSs and US GAAP are now largely aligned and this transition difference will be eliminated over the next few
years.
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Goodwill, purchase accounting and intangible assets

IFRSs

Prior to 1998, goodwill under UK GAAP was written off against equity. HSBC did not elect to reinstate this
goodwill on its balance sheet upon transition to IFRSs. From 1 January 1998 to 31 December 2003, goodwill
was capitalised and amortised over its useful life. The carrying amount of goodwill existing at 31 December
2003 under UK GAAP was carried forward under the transition rules of IFRS 1 from 1 January 2004, subject to
certain adjustments.

IFRS 3 ‘Business Combinations’ requires that goodwill should not be amortised but should be tested for
impairment at least annually at the cash generating unit level by applying a test based on recoverable amounts.

Quoted securities issued as part of the purchase consideration are valued for the purpose of determining the cost
of the acquisition at their market price on the date the transaction is completed.

US GAAP

Up to 30 June 2001, goodwill acquired was capitalised and amortised over its useful life, which could not
exceed 25 years. The amortisation of previously acquired goodwill ceased with effect from 31 December 2001.

Quoted securities issued as part of the purchase consideration are fair valued for the purpose of determining the
cost of acquisition at their average market price over a reasonable period before and after the date on which the
terms of the acquisition are agreed and announced.

Impact

Total goodwill and shareholders’ equity are both higher under US GAAP than under IFRSs because, under US
GAAP, (i) pre-1998 goodwill is included on the balance sheet and (ii) the amortisation of goodwill ceased on
31 December 2001 compared with 31 December 2003 under IFRSs.

However, goodwill on the acquisition of HSBC Finance in March 2003 is lower under US GAAP than under
IFRSs. This is principally the result of differences in the accounting for securitisations and intangibles. Under
IFRSs, previously recognised gains on the sale of assets to securitisation vehicles are eliminated and the
securitised assets are recognised on balance sheet. However, because HSBC elected not to restate business
combinations prior to 1 January 2004 on transition to IFRSs, a significant amount of intangible assets arising on
acquisition were not recognised for IFRSs purposes. Under US GAAP, recognition of these assets was required.

Offsetting this was the recognition of a deferred tax liability under US GAAP in respect of these intangibles and
gains on sale of securitised assets.

The effect of these items was further offset by the higher value under US GAAP of HSBC shares issued as part
of the purchase consideration. The HSBC share price fell between the time of the announcement of the
acquisition in November 2002 and its completion in March 2003, so the average price under US GAAP
exceeded the price on the date of acquisition under IFRSs.

Derivatives and hedge accounting

IFRSs

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.

In the normal course of business, the fair value of a derivative on initial recognition is considered to be the
transaction price (that is the fair value of the consideration given or received). However, in certain circumstances
the fair value of an instrument will be evidenced by comparison with other observable current market
transactions in the same instrument (without modification or repackaging) or will be based on a valuation
technique whose variables include only data from observable markets, including interest rate yield curves, option
volatilities and currency rates. When such evidence exists, HSBC recognises a trading gain or loss on inception
of the derivative. When unobservable market data have a significant impact on the valuation of derivatives, 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.
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e Derivatives may be embedded in other financial instruments; for example, a convertible bond has an embedded
conversion option. An embedded derivative is treated as a separate derivative when its economic characteristics
and risks are not clearly and closely related to those of the host contract, its terms are the same as those of a
stand-alone derivative, and the combined contract is not held for trading or designated at fair value. These
embedded derivatives are measured at fair value with changes in fair value recognised in the income statement.

e 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 only netted if the transactions are
with the same counterparty, a legal right of offset exists, and the cash flows are intended to be settled on a net
basis.

e The method of recognising the resulting fair value gains or losses depends on whether the derivative is held for
trading, or is designated as a hedging instrument and, if so, the nature of the risk 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, HSBC classifies them as either: (i) hedges of the change in fair value
of recognised assets or liabilities or firm commitments (‘fair value hedge’); (ii) hedges of the variability in highly
probable future cash flows attributable to a recognised asset or liability, or a forecast transaction (‘cash flow
hedge’); or (iii) hedges of net investments in a foreign operation (‘net investment hedge’). 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

— Itis HSBC’s policy to document, at the inception of a hedge, the relationship between the hedging
instruments and the hedged items, as well as the risk management objective and strategy for undertaking the
hedge. The policy also requires documentation of the assessment, both at hedge inception and on an ongoing
basis, of whether the hedging instruments, primarily derivatives, that are used in the hedging transaction are
highly effective in offsetting changes in fair values or cash flows of hedged items attributable to the hedged
risks. Interest on designated qualifying hedges is included in ‘Net interest income’.

Fair value hedge

—  Changes in the fair values of derivatives that are designated and qualify as fair value hedging instruments
are recorded in the income statement, together with changes in the fair values of the hedged assets or
liabilities or groups thereof that are attributable to the hedged risks.

—  If the hedging relationship no longer meets the criteria for hedge accounting, the cumulative adjustment to
the carrying amount of a 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 values of derivatives that are designated and qualify as cash flow
hedges are recognised in equity within the cash flow hedging reserve. Any gain or loss relating to an
ineffective portion is recognised immediately in the income statement.

— Amounts accumulated in equity are recycled 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 deferred in
equity are transferred 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 equity at that time remains 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 equity is immediately transferred to the
income statement.
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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 equity; a gain or loss on the
ineffective portion is recognised immediately in the income statement. Gains and losses accumulated in
equity are included in the income statement on the disposal of the foreign operation.

Hedge effectiveness testing

— To qualify for hedge accounting, IAS 39 requires that at 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 HSBC entities adopt for assessing hedge effectiveness will depend on their risk management
strategies.

— 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 for the hedge to be deemed effective.

Derivatives that do not qualify for hedge accounting

— All gains and losses from changes in the fair value 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, in which case gains and losses are reported in ‘Net income from financial instruments designated at
fair value’, other than interest settlements on derivatives managed in conjunction with issued debt securities
designed at fair value which are reported in ‘Interest expense’. All other gains and losses on these
derivatives are reported in ‘Net income from financial instruments designated at fair value’.

From 1 January 2004 to 31 December 2004

Derivative financial instruments comprised futures, forward, swap and option transactions undertaken by HSBC
in the foreign exchange, interest rate, equity, credit derivative, and commodity markets that were held off’
balance sheet. Netting was applied where a legal right of set-off existed.

Accounting for these instruments was dependent upon whether the transactions were undertaken for trading or
non-trading purposes.

Trading transactions

Trading transactions included transactions undertaken for market-making, to service customers’ needs and for
proprietary purposes, as well as any related hedges.

Transactions undertaken for trading purposes were marked to market and the net present value of any gain or
loss arising was recognised in the income statement as ‘Net trading income’, after appropriate deferrals for
unearned credit margins and future servicing costs. Derivative trading transactions were valued by reference to
an independent liquid price where this was available. For those transactions with no readily available quoted
prices, predominantly over the counter transactions, market values were determined by reference to
independently sourced rates, using valuation models. If market observable data was not available, the initial
increase in fair value indicated by the valuation model, but based on unobservable inputs, was not recognised
immediately in the income statement. This amount was held back and recognised over the life of the transaction
where appropriate, or released to the income statement when the inputs became observable, or when the
transaction matured or was closed out. Adjustments were made for illiquid positions when appropriate.

Assets, including gains, resulting from derivative exchange rate, interest rate, equities, credit derivative and
commodity contracts which were marked to market were included in ‘Derivatives’ on the asset side of the
balance sheet. Liabilities, including losses, resulting from such contracts, were included in ‘Derivatives’ on the
liability side of the balance sheet.
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Non-trading transactions

Non-trading transactions, which were those undertaken for hedging purposes as part of HSBC'’s risk
management strategy against cash flows, assets, liabilities or positions, were measured on an accrual basis.
Non-trading transactions included qualifying hedges and positions that synthetically altered the characteristics
of specified financial instruments.

Non-trading transactions were accounted for on an equivalent basis to the underlying assets, liabilities or net
positions. Any gains or losses arising were recognised on the same basis as those arising from the related assets,
liabilities or positions.

To qualify as a hedge, a derivative was required effectively to reduce the price, foreign exchange or interest rate
risk of the asset, liability or anticipated transaction to which it was linked and be capable of designation as a
hedge at inception of the derivative contract. Accordingly, changes in the market value of the derivative were
required to be highly correlated to changes in the market value of the underlying hedged item at inception of the
hedge and over the life of the hedge contract. If these criteria were met, the derivative was accounted for on the
same basis as the underlying hedged item. Derivatives used for hedging purposes included swaps, forwards and
futures. Interest rate swaps were also used to alter synthetically the interest rate characteristics of financial
instruments. In order to qualify for synthetic alteration, a derivative instrument had to be linked to specific
individual, or pools of similar, assets or liabilities by the notional principal and interest rate risks of the
associated instruments, and had to achieve a result that was consistent with defined risk management objectives.
If these criteria were met, accruals based accounting was applied, i.e. income or expense was recognised and
accrued to the next settlement date in accordance with the contractual terms of the agreement.

Any gain or loss arising on the termination of a qualifying derivative was deferred and amortised to earnings
over the original life of the terminated contract. Where the underlying asset, liability or position was sold or
terminated, the qualifying derivative was immediately marked to market and any gain or loss arising was taken
to the income statement.

US GAAP

The accounting under SFAS 133 “Accounting for derivative instruments and hedging activities’ is generally
consistent with that under IAS 39, which HSBC has followed in its IFRSs reporting from 1 January 2005, as
described above. However, specific assumptions regarding hedge effectiveness under US GAAP are not
permitted by IAS 39.

The requirements of SFAS 133 have been effective from 1 January 2001.

During 2006, HSBC’s US operating subsidiaries discontinued the use of the ‘shortcut method’. The US GAAP
‘shortcut method’ permits an assumption of zero ineffectiveness in hedges of interest rate risk with an interest
rate swap provided specific criteria have been met. IAS 39 does not permit such an assumption, requiring a
measurement of actual ineffectiveness at each designated effectiveness testing date.

However, IFRSs allow greater flexibility in the designation of the hedged item. Under US GAAP, all contractual
cash flows must form part of the designated relationship, whereas IAS 39 permits the designation of identifiable
benchmark interest cash flows only.

Certain issued structured notes are classified as trading liabilities under IFRSs, but not under US GAAP. Under
IFRSs, these notes will be held at fair value, with changes in fair value reflected in the income statement. Under
US GAAP, if the embedded derivative would otherwise require bifurcation, an irrevocable election may be made
to initially and subsequently measure the entire issued note at fair value, with changes in fair value recognised
through income. This election is made under US GAAP when the underlying issued notes are classified as
trading liabilities under IFRS. If the embedded derivative is clearly and closely related to the host contract, the
issued note will be held at amortised cost in its entirety, with changes in the amortised cost reflected in the
income statement.

Under US GAAP, derivatives receivable and payable with the same counterparty may be reported net on the
balance sheet when there is an executed ISDA Master Netting Arrangement covering enforceable jurisdictions.
These contracts do not meet the requirements for offset under IAS 32 and hence are presented gross on the
balance sheet under IFRSs.
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Impact

Prior to 2006, HSBC’s North American subsidiaries followed the ‘shortcut method’ of hedge effectiveness
testing for certain transactions in their US GAAP reporting. Alternative hedge effectiveness testing
methodologies were sought under IFRSs for these hedging relationships.

Apart from certain subsidiaries in North America, HSBC has chosen not to adopt hedge accounting for US
GAAP purposes as this would require a designated hedged item inconsistent with the approach adopted under
IFRSs. Qualifying IAS 39 hedging derivatives have been measured at fair value with the gain or loss recognised
in net income for US GAAP purposes.

Designation of financial assets and liabilities at fair value through profit and loss

IFRSs

Under IAS 39, a financial instrument, other than one held for trading, is classified in this category if it meets the
criteria set out below, and is so designated by management. An entity may designate financial instruments at fair
value where the designation:

— eliminates or significantly reduces a measurement or recognition inconsistency that would otherwise arise
from measuring financial assets or financial liabilities or recognising the gains and losses on them on
different bases; or

— applies to a group of financial assets, financial liabilities or a combination of both that is managed and its
performance evaluated on a fair value basis, in accordance with a documented risk management or
investment strategy, and where information about that group of financial instruments is provided internally
on that basis to management; or

— relates to financial instruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments.

Financial assets and financial liabilities so designated are recognised initially at fair value, with transaction costs
taken directly to the income statement, and are subsequently remeasured at fair value. The designation, once
made, is irrevocable in respect of the financial instruments to which it relates. Financial assets and financial
liabilities are recognised when HSBC enters into the contractual provisions of the arrangements with
counterparties, which is generally on trade date.

Gains and losses from changes in the fair value of such assets and liabilities are recognised in the income
statement as they arise, together with related interest income and expense and dividends, within ‘Net income
from financial instruments designated at fair value’, except for interest on own debt issued by HSBC, and related
derivatives, which is reported in ‘Interest expense’.

US GAAP

Generally, for financial assets to be measured at fair value with gains and losses recognised immediately in the
income statement, they must meet the definition of trading securities in SFAS 115 Accounting for Certain
Investments in Debt and Equity Securities’ (‘SFAS 115”). Financial liabilities are usually reported at amortised
cost under US GAAP.

Since 1 January 2006, HSBC has accounted for hybrid financial instruments under the provisions of SFAS 155
‘Hybrid Financial Instruments’. Hybrid financial instruments used that contain an embedded derivative that
would otherwise require bifurcation are, where so designated through an irrevocable election, initially and
subsequently measured at fair value, with changes in fair value recognised through income.

Impact

HSBC has principally used the fair value designation option in the following cases:

—  for certain fixed rate long-term debt issues whose interest rate characteristic has been changed to floating
through interest rate swaps as part of a documented interest rate management strategy. In 2006,
approximately US$56 billion (2005: US$51 billion) of the Group’s debt issues have been accounted for
using this option. The movement in fair value of these debt issues includes the effect of changes in own
credit spread and any ineffectiveness in the economic relationship between the related swaps and own debt.
Such ineffectiveness arises from the different credit characteristics of the swap and own debt coupled with
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the sensitivity of the floating leg of the swap to changes in short-term interest rates. In addition, the
economic relationship between the swap and own debt can be affected by relative movements in market
factors, such as bond and swap rates, and the relative bond and swap rates at inception. The size and
direction of the accounting consequences of changes in own credit spread and ineffectiveness can be volatile
from period to period, but do not alter the cash flows envisaged as part of the documented interest rate
management strategy.

— certain financial assets held by insurance operations and managed at fair value to meet liabilities under
insurance contracts (in 2006, approximately US$6 billion; 2005: US$4 billion of assets);

— financial liabilities under investment contracts and the related financial assets, when the change in value of
the assets is correlated with the change in value of the liabilities to policyholders (in 2006, approximately
US$12 billion; 2005: US$8 billion of liabilities and related assets).

Under US GAAP, debt issues are generally reported at amortised cost. There are circumstances, by virtue of
different technical requirements and the transition arrangements to IFRSs, where derivatives providing an
economic hedge for an asset or liability, and so designated under IFRSs, are not so treated under US GAAP,
thereby creating a reconciliation difference and asymmetrical accounting between the asset and liability and the
offsetting derivative. Such derivatives result in an adjustment that is included in the reconciliations below, within
‘Derivatives and hedge accounting’.

Prior to 1 January 2006, debt issues which had embedded derivatives were also reported at amortised cost with
any embedded derivatives bifurcated where required by SFAS 133.

From 1 January 2006, as described above, the Group’s hybrid debt issues that contain an embedded derivative
that would otherwise require bifurcation are accounted for in a consistent manner under both IFRSs and US
GAAP, where such instruments are designated to be measured at fair value. On the US GAAP balance sheet,
such instruments are reclassified as ‘Financial liabilities designated at fair value’.

Under US GAAP, assets held to meet insurance/investment contracts are reported as available-for-sale, with
gains and losses taken directly to ‘Other comprehensive income’. When the corresponding liability is reported at
fair value, with movements reported immediately in net income, this also results in asymmetrical accounting
being reflected in US GAAP net income.

All these adjustments are included as ‘Derivatives and hedge accounting’ in the reconciliations below.

Available-for-sale securities

IFRSs

Treasury bills, debt securities and equity shares intended to be held on a continuing basis are classified as
available-for-sale securities unless designated at fair value (see above) or classified as held-to-maturity.

Available-for-sale securities are initially measured at fair value plus direct and incremental transaction costs.
They are subsequently remeasured at fair value. Changes in fair value are recognised in equity until the securities
are either sold or impaired. On the sale of available-for-sale securities, cumulative gains or losses previously
recognised in equity are recognised through the income statement and classified as ‘Gains less losses from
financial investments’. Interest income is recognised on such securities using the effective interest rate method,
calculated over the asset’s expected life. When dated available-for-sale securities are purchased at a premium or
a discount, the premiums and discounts are included in the calculation of the effective interest rate.

If an available-for-sale security is determined to be impaired, the cumulative loss (measured as the difference
between the acquisition cost, net of any principal repayments and amortisation, and the current fair value, less
any impairment loss on that financial asset previously recognised in the income statement) is removed from
equity and recognised in the income statement. If, in a subsequent period, the fair value of a debt instrument
classified as available-for-sale increases 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. Impairment losses recognised in the income statement on equity instruments are not reversed through
the income statement.

410



e Foreign exchange differences on available-for-sale monetary items, such as debt securities, denominated in
foreign currency are recognised in net income to the extent that they relate to the translation of the amortised cost
of the security.

1 January 2004 to 31 December 2004

e Debt securities and equity shares intended to be held on a continuing basis were classified as financial
investments and included in the balance sheet at cost less provision for any permanent diminution in value.
Other participating interests were accounted for on the same basis. Premiums or discounts on dated investment
securities purchased at other than face value were amortised through the income statement over the period from
date of purchase to date of maturity and included in ‘Interest income’. Any gain or loss on realisation of these
securities was recognised in the income statement as it arose and included in ‘Gains less losses from financial
investments’.

e Foreign exchange differences on foreign currency-denominated monetary items, including securities, were
recognised in the income statement.

US GAAP

e Available-for-sale securities are measured at fair value with unrealised holding gains and losses excluded from
earnings and reported net of applicable taxes and minority interests as a separate component of shareholders’
funds.

e A decline in fair value below the cost of an available-for-sale or held-to-maturity security is treated as a realised
loss and included in earnings if it is considered ‘other than temporary’. The reduced fair value is then treated as
the cost basis for the security. A decline in fair value is generally considered other than temporary when
management does not intend or expect to hold the investment for sufficient time to enable the fair value to rise
back to the original cost of the investment.

e  Foreign exchange differences on available-for-sale securities denominated in foreign currency are excluded from
earnings and recorded as part of a separate component of shareholders’ funds.

Impact

e In 2005, certain assets have been reported at fair value for IFRSs purposes (see above). Under US GAAP, equity
shares that do not have a readily determinable fair value as defined in SFAS 115 are recorded at cost rather than
at fair value under IFRSs.

e Foreign exchange differences on available-for-sale securities denominated in foreign currency are recognised in
‘Net income’ under IFRSs. Under US GAAP, they are not reflected in net income but are deferred and
recognised on maturity or sale of the security.

Unguoted equity securities

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

IFRSs

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

US GAAP

e Under SFAS 115, equity securities that are not quoted on a recognised exchange are not considered to have a
readily determinable fair value and are required to be measured at cost (less any provisions for impairment).
Unquoted equity securities are reported within ‘Other assets’.
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Impact

e  Changes in fair value of equity securities for which IFRSs require recognition of the change in fair value and US
GAAP requires the securities to be held at amortised cost, impact net income and shareholders’ equity when the
security is classified as trading under IFRSs and impact shareholders’ equity when the security is classified as
available-for-sale under IFRSs.

Loan origination
IFRSs
From 1 January 2005

e Certain loan fee income and incremental directly attributable loan origination costs are amortised to the income
statement over the life of the loan as part of the effective interest calculation under IAS 39.

1 January 2004 to 31 December 2004

e Prior to 1 January 2005, fee and commission income was accounted for in the period when receivable, except
when charged to cover the costs of a continuing service to, or risk borne for, the customer, or was interest in
nature. In these cases, income was recognised on an appropriate basis over the relevant period. Loan costs
associated with origination were generally expensed as incurred.

US GAAP

e  Certain loan fee income and direct but not necessarily incremental loan origination costs, including an
apportionment of compensation and related benefit costs, are deferred and amortised to the income statement
account over the life of the loan as an adjustment to interest income (SFAS 91, ‘Accounting for Non-refundable
Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct Costs of Leases’.)

Impact

e More costs are deferred and amortised under US GAAP, such as an apportionment of base salaries, than under
IFRSs. Base salaries are written off in the period they are incurred under IFRSs. This difference in treatment
results in increased net income and shareholders’ equity under US GAAP because, in the years presented, the
extra cost deferral under US GAAP exceeds the amortisation of previously deferred costs.

Securitisations
IFRSs

e The continued recognition of securitised assets is governed by a three-step process, which may be applied to the
whole asset, or, in certain circumstances, a part of an asset:

— If the rights to the cash flows arising from securitised assets have been transferred to a third party, and
substantially all the risks and rewards of the assets have been transferred, the assets concerned are
derecognised.

— If, subject to certain detailed criteria, the rights to the cash flows are retained by HSBC but there is a
contractual obligation to pay them to another party, substantially all the risks and rewards of the assets have
been transferred, and the securitised assets concerned are derecognised.

— If some significant risks and rewards of ownership have been transferred, but some have also been retained,
it must be determined whether or not control has been retained. If control has been retained, HSBC
continues to recognise the assets to the extent of its continuing involvement; if not, the assets are
derecognised.

US GAAP

e SFAS 140, ‘Accounting for Transfers and Servicing of Finance Assets and Extinguishments of Liabilities’,
requires that receivables that are sold to a special purpose entity (‘SPE’) and securitised can only be
derecognised and a gain or loss on sale recognised if the originator has surrendered control over the securitised
assets.

e Control is surrendered over transferred assets if and only if all of the following conditions are met:
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—  The transferred assets are put presumptively beyond the reach of the transferor and its creditors, even in
bankruptcy or other receivership.

— Each holder of interests in the transferee (i.e. holder of issued notes) has the right to pledge or exchange
their beneficial interests, and no condition constrains this right and provides more than a trivial benefit to the
transferor.

—  The transferor does not maintain effective control over the assets through either an agreement that obligates
the transferor to repurchase or to redeem them before their maturity, or through the ability to unilaterally
cause the holder to return specific assets other than through a clean-up call.

If these conditions are not met the securitised assets continue to be consolidated.

When HSBC retains an interest in securitised assets, such as a servicing right or the right to residual cash flows
from the special purpose entity, HSBC recognises this interest at fair value on sale of the assets to the SPE.

Impact

Gains on sale of assets to securitisation vehicles are recognised under US GAAP in cases when no such gain is
recognised under IFRSs. This results in higher US GAAP net income in periods in which there is significant
securitisation activity.

Since early 2004, HSBC has reduced securitisation activity that results in ‘gain on sale’ accounting under US
GAAP. As aresult, net income is lower under US GAAP because the amortisation of HSBC’s retained interest
in previous securitisations exceeds the gains on new transactions where a gain is recognised. The new
transactions largely replenish short-term loan assets held by existing vehicles.

Note (1) on page 430 gives further details of transactions during the year where assets are derecognised under US
GAAP.

Loan impairment

IFRSs

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

US GAAP

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

Impact

Under both [FRSs and US GAAP, HSBC’s policy and regulatory instructions mandate that individual loans
evidencing adverse credit characteristics which indicate no reasonable likelihood of recovery, are written off.
When, on a portfolio basis, cash flows can reasonably be estimated in aggregate from these written-off loans, an
asset equal to the present value of the future cash flows is recognised under IFRSs.

No asset for future recoveries arising from written-off assets was recognised in the balance sheet under IFRSs
prior to 1 January 2005.
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Interest recognition
IFRSs

e The calculation of effective interest rates under IAS 39 requires an estimate of all fees and points paid or
received between parties to the contract that are an integral part of the effective interest rate be included.

US GAAP

e FAS 91 also generally requires all fees and costs associated with originating a loan to be recognised as interest
but, when the interest rate increases during the term of the loan, it prohibits the recognition of interest income to
the extent that the net investment in the loan would increase to an amount greater than the amount at which the
borrower could settle the obligation.

Impact

e When HSBC provides introductory incentives in the form of either a low or nil interest rate for the early period
of a loan, interest income on such products is recognised under [FRSs on the basis of the overall effective
interest rate over the expected life of the product. No interest income is recognised during the incentive period
under US GAAP.

Mortgage servicing rights
IFRSs

e Intangible assets that have a finite useful life, such as mortgage servicing rights, 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 economic life.

US GAAP

e SFAS 156 ‘Accounting for Servicing of Financial Assets’ was issued by the FASB in March 2006. SFAS 156
amends SFAS 140 ‘Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities’ with respect to the accounting for separately recognised servicing assets and liabilities. SFAS 156
requires that all separately recognised servicing assets and liabilities be initially measured at fair value with
subsequent measurement at either fair value, with changes in fair value reported in the income statement when
they occur, or using the amortisation method. At the date of adoption, SFAS 156 permits a one-time
reclassification of available-for-sale securities to trading securities where those securities are identified as
offsetting exposure to changes in the fair value of servicing assets and liabilities that have been elected to be
subsequently measured at fair value. HSBC elected to adopt SFAS 156 from 1 January 2006.

e  From 1 January 2006 HSBC elected to subsequently measure at fair value certain classes of mortgage servicing
rights held by its US subsidiaries.

Impact

e Prior to 1 January 2006 the amortisation method was used to account for mortgage servicing rights under US
GAAP and, therefore, no difference with IFRSs arose.

e Upon adoption of SFAS 156 the cumulative effect adjustment to US GAAP retained earnings, representing the
difference between the fair value and cost less amortisation of mortgage servicing rights, was immaterial.

e At 1 January 2006 an election was made to reclassify certain securities used by one of HSBC’s US subsidiaries
to offset changes in the fair value of mortgage servicing rights from available-for-sale financial investments to
trading assets. At 31 December 2005 those securities had a cost of US$115m and a fair value of US$111m.
This resulted in a transfer out of US GAAP other comprehensive income of the accumulated loss of US$4m at
1 January 2006, with an offsetting amount recorded as a cumulative effect adjustment to retained earnings.

e In 2006 the net difference between the fair value adjustment of the mortgage servicing asset and the offsetting
changes in the fair value of mortgage servicing rights classified as trading assets is recorded as an adjustment to
US GAAP net income.

414



Unearned commission income
IFRSs

e In accordance with IAS 18, revenue on commissions received from third party insurance providers is recognised
when HSBC does not expect to render further service under the contract, taking into account expectations of
future policy termination.

US GAAP

e Under Staff Accounting Bulletin No. 104 (SAB 104), revenue should be recognised when, along with other
criteria, the seller’s price to the buyer is fixed or determinable. Commissions which are earned when the
customer has the right to cancel and receive a proportionate refund are not considered to be fixed and
determinable under US GAAP until the cancellation privilege expires. Cancellation privileges generally expire
rateably over the contract.

e Under the American Institute of Certified Public Accountants (‘AICPA’) Audit and Accounting Guide for
Deposit and Lending Institutions; Insurance Commissions received from an independent insurer should be
deferred and systematically amortised to income over the life of the related insurance contract.

Impact

e The difference between recognising revenue based on the likelihood that future services will be rendered and
rateably over the life of the policy creates a timing difference in the recognition of revenue under IFRSs and US
GAAP. Net income under US GAAP will generally be lower, but would be higher if new commission revenue
decreased below the level of commissions earned from prior years policies.

e The liability for customers fees which have not been earned under US GAAP, net of amounts deferred under
IFRSs, decrease shareholders’ net assets under US GAAP.

Interests in own shares held
IFRSs

e In accordance with IAS 32, long positions in HSBC Holdings’ shares are deducted from shareholders’ funds. No
gains or losses are recognised on own shares held.

e JAS 32 also applies to derivatives over HSBC’s own shares, when they meet the definition of an equity
instrument, and HSBC shares held to meet liabilities under insurance and investment contracts.

US GAAP

e AICPA Accounting Research Bulletin 51, ‘Consolidated Financial Statements’ (‘ARB 51°), requires a reduction
in shareholders’ equity for own shares held. The rules in ARB 51 do not extend to derivatives over own shares.

e AICPA Accounting Research Bulletin 43 ‘Restatement and Revision of Accounting Research Bulletins’ also
requires a reduction in shareholders’ equity for own shares held. HSBC shares held as long-term insurance assets
attributable to policyholders are classified as an asset when the criteria for classification as ‘separate accounts’
are met.

Impact

e Certain HSBC insurance operations hold shares in HSBC as part of policyholder funds that qualify for
classification as ‘separate accounts’. These shares represent an addition to shareholders’ equity for US GAAP
purposes and are reported within ‘Other assets’ with gains and losses during the period reported in ‘Other
income’, where they are matched with corresponding movements in the amounts attributable to policyholders.
No such gains and losses are recognised under IFRSs and the cost of the shares is deducted from shareholders’
equity.
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Revaluation of property
IFRSs

e As allowed by the transition rules of IFRS 1, HSBC elected to adopt the value of all its properties held for its
own use as at 1 January 2004 as their ‘deemed cost’ at that date. Assets are carried at cost less any accumulated
depreciation and impairment losses. Freehold land is not depreciated.

e Investment properties are carried at current market values with gains or losses thereon recognised in the income
statement for the period. Investment properties are not depreciated.

US GAAP

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

Impact

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

e There is a correspondingly lower depreciation charge and higher net income under US GAAP, partially offset by
higher gains (or smaller losses) on the disposal of fixed assets.

e For investment properties, net income under US GAAP does not reflect the gain or loss recorded under IFRSs
for the period.

Restructuring provisions
IFRSs

e In accordance with IAS 37, ‘Provisions, Contingent Liabilities and Contingent Assets’, provisions are made for
any direct costs arising from a business that management is committed to restructure, sell or terminate; has a
detailed formal plan and has raised a valid expectation of carrying out that plan.

US GAAP

e SFAS 146, ‘Accounting for Costs Associated with Exit or Disposal Activities’, requires that the fair value of a
liability for a cost associated with an exit or disposal activity be recognised when the liability is incurred.
Accordingly, provisions are recognised upon the implementation of the restructuring plan.

Impact

e The recognition of costs associated with plans to restructure and streamline operations is earlier under IFRSs
than under US GAAP, for example, where there is a time lag between developing and communicating a formal
plan, and putting it into practice. This resulted in marginally higher net income and shareholders’ equity under
US GAAP in 2005.

Consolidation of special purpose entities or variable interest entities

IFRSs

e Under the IASB’s Standing Interpretations Committee (‘SIC”) Interpretation 12 (‘SIC-12"), a special purpose
entity (‘SPE’) should be consolidated when the substance of the relationship between an enterprise and the SPE
indicates that the SPE is controlled by that entity.

US GAAP

e FASB Interpretation No. 46 (revised December 2003), ‘Consolidation of Variable Interest Entities’ (‘FIN 46R’),
requires consolidation of variable interest entities (“VIE’s) in which HSBC is the primary beneficiary and
disclosures in respect of all other VIEs in which it has a significant variable interest.

e A VIE is an entity in which equity investors hold an investment that does not possess the characteristics of a
controlling financial interest or does not have sufficient equity at risk for the entity to finance its activities.
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HSBC is the primary beneficiary of a VIE if its variable interests absorb a majority of the entity’s expected
losses. Variable interests are contractual, ownership or other pecuniary interests in an entity that change with
changes in the fair value of an entity’s net assets exclusive of variable interests. If no party absorbs a majority of
the entity’s expected losses, HSBC consolidates the VIE if it receives a majority of the expected residual returns
of the entity.

Impact

When HSBC is deemed the primary beneficiary under US GAAP, but does not consolidate the vehicle under
IFRSs, the assets and liabilities of that vehicle are consolidated on the US GAAP balance sheet. This results in a
grossing up of the balance sheet but does not have a material impact on net income for the period or on
shareholders' equity.

When HSBC is deemed not to be the primary beneficiary under US GAAP of a vehicle that is consolidated under
IFRSs, the assets and liabilities of that vehicle are de-consolidated in the US GAAP balance sheet. This results in
a reclassification in the 2004 balance sheet but does not have a material impact on shareholders' equity or on net
income for 2004 or 2005.

Long-term insurance assets and liabilities

IFRSs

Long-term insurance fund assets, excluding own shares held, are classified in accordance with IAS 39, for
example, available-for-sale securities, or financial instruments designated at fair value. The accounting for these
financial assets is consistent with other holdings of similar assets.

Liabilities attributable to policyholders under insurance contracts are recognised in accordance with IFRS 4 and
appropriate actuarial principles as ‘Liabilities under insurance contracts issued’. Liabilities attributable to
policyholders under linked investment contracts are recognised as financial liabilities designated at fair value and
classified under ‘Financial liabilities designated at fair value’.

US GAAP

Under the Statement of Position issued by the AICPA 03-1 (‘SOP 03-1°), ‘Accounting and Reporting by
Insurance Enterprises for Certain Non-traditional and Long-duration Contracts and for Separate Accounts’,
which became fully effective in 2004, when long-term insurance assets qualify for separate accounting they are
measured at fair value and are reported in the financial statements as a summary total, with an equivalent
summary total for related liabilities. Otherwise, assets that do not qualify for separate accounting and that
represent policyholders’ funds are accounted for and recognised as general account assets, that is consistent with
other holdings of similar assets. Any related liability is accounted for as a general account liability.

Impact

Long-term insurance assets that are recorded in accounts meeting the definition of ‘separate accounts’ in SOP
03-1 are measured at fair value through net income and disclosed in a single line, ‘Other assets’, in the US
GAAP balance sheet.
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Reconciliation of net income and shareholders’ equity under IFRSs and US GAAP

The following tables summarise the significant adjustments to consolidated net income and shareholders’ equity
which would result from the application of US GAAP:

Year ended 31 December

2006 2005 2004
US$m US$m US$m
Net income
Profit attributable to shareholders of the parent company of HSBC (IFRSs) 15,789 15,081 12,918
Shareholders’ interest in long-term insurance fund ............ccccccceeenncieccnnnne. (532) 88 (102)
PENSION COSES .vvivinieiinietiietiiteiietet ettt ettt et ss e b e beseese s esessesessesesesaesens (209) (175) (125)
Stock-based COMPENSALION ......cevevirieirierieieieieiee ettt eeens 119 225 (83)
TNtANGIDIE ASSELS ...evevietinieteieieriee ettt (264) (325) (323)
Purchase accounting adjustments ...........c.coceeevreeueenininieiererenenneieeenreeeeienenens (303) (520) (1,239)
Derivatives and hedge accounting ...........ccocveeevievirieieieieeieeieereeeseeeseeniens 514 (2,144) 244
Foreign exchange differences on available-for-sale securities . . 1,203 2,235 1,069
Loan origination .........cc.eceeeerreeueuererinniereeenseeeesceseeeeienene . 156 249 143
Securitisations ...... . (57) (237) (33)
L0oan impairment ..........ccveerieerieinieinieesieeeee ettt ese e enens 36) 20 -
Interest rECOZNILION .....couiiiuerieirieirieieete ettt 2 (131) -
Mortgage Servicing TIILS ........cveeeueriririeueieiriirieieesetet ettt 14 - -
Unquoted equity SECUTILIES ........c.ccerirurueueuiirieirieieieieiieteieseese et eaenesenens 45) - -
Unearned commission income . . (291) - -
Oher ..o . 92 (44) 74
Taxation, including taxation on reconciling items . 81 578 (77)
Minority interest in reCONCIling MEMS .....c.evvrverieirieirieinieireeee e 125 197) 40
Net income (US GAAP) ..ottt eenens 16,358 14,703 12,506

Year ended 31 December

2006 2005 2004
US$ Us$ USS$
Per share amounts (US GAAP)
Basic earnings per ordinary Share ...........ccocoocecoenieneeienennneeeenneeeeens 1.45 1.33 1.15
Diluted earnings per ordinary Share ............cocoeeevirinnecennneieeeneeecens 1.44 1.32 1.13

At 31 December

2006 2005
US$m US$m
Shareholders’ equity
Total shareholders’ equity (IFRSS) .....coccoueueuiininiiieiciiieccc et 108,352 92,432
Shareholders’ interest in long-term insurance fund ...........c..ccoeoiviiieniininne e (1,678) (1,077)
Pension COSLS ......ccevviruiirierieeieeieieeeeeerere e - 1,585
Unquoted equity shares . (1,311) (597)
Goodwill ....coovvviiciaeee 1,246 1,048
Revaluation of property (1,490) (1,530)
Purchase accounting adjuStMENtS ..........c.eveueiruerieirieirie ettt sttt nene 18 155
TNEANGIDIE ASSELS ..cuvviieiiieiieteiet ettt bbbttt ettt 1,845 2,127
Derivatives and hedge aCCOUNTING .........oveieuiieirieirieieeeeteeet ettt se s seebenene 1,129 (58)
L0an OTIZINALION .....oueuiiiiiiiiieteicct ettt ettt et 916 717
SECULTLISATIONS ...ttt ettt ettt b et b et b et b et eb bbb et s b et et et ettt eb et ebe et et sae e eseneenen 101 158
Loan impairment (372) (327)
INLETESt TECOZMITION ....vueveviiiiieicicict ettt ettt ettt e (257) (259)
Unearned COMMISSION IMCOMIE .....c.evververieererreerierieieietentessesseesesseeseeseessessessessessessessessessesssessessensenses (291) -
MOTtZAge SEIVICING TIZNLS ...veviieiiiieiieiiieieiete ettt sttt s st s seseebenene 16 -
ORCT .ot ettt sttt b e h et n e e s stttk b et st et ene et e st eneebenene 79 112
Taxation including taxation on reconCiling iteMS ..........ccevueerueirerirerieirieereeete et 51 (1,213)
Minority interest in TeCONCIING HEMS .....c.veveieieieirieieieieieieteee ettt et neebenene 288 251
Total shareholders’ equity (US GAAP) ....oouiiiiiiiie ettt 108,540 93,524
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Movement in shareholders’ equity (US GAAP)
Balance brought forward (as previously published) ........cccocccecevnneivcnnnnnne
Adoption of SFAS 155 at 1 January 2000 ..........cceceieeeerereeerirenieeseeeeeeeenns

Balance brought forward (restated)

NEE INCOMC ..ottt
Dividends .....
Share options .................
Shares issued in lieu of dividends ..o

New share capital subscribed net of COStS .......ceovireireineiiniinereeeeeee
Other, including movements in own shares held .........c.ccccceoevniccinnnnnne.
Net change in net unrealised losses on available-for-sale securities,

net of tax effeCt ...
Net change in net unrealised gains on derivatives classified as cash flow

hedges, net of tax effect .......ocovveriviieicee
Minimum pension liability adjustment, net of tax effect ..........c.ccocvereincene
SFAS 158 transition adjustment, net 0f taX ........cccoeeveerinnneeennineeecnene
Exchange differences and other movements ...........cccoceeeeveieerieeneenieenenns

Total other comprehensive iNCOME ..........ccooeirieirierirenieenieieneeneesee e

AL 31 DECEMDET .....ouveviieeiieiiieiieiecee ettt ettt ese e s aesenes

419

2006 2005 2004
US$m US$m US$m
93,524 90,082 80,251

467
93,991
16,358 14,703 12,506
(8,769) (7,750) (6,932)
735 450 234
2,525 1,811 2,607
- 1,405 581
567 94 (148)
(450) (2,716) (837)
(255) 1 (349)
340 (236) (195)
(1,406) - -
4,904 (4,320) 2,364
3,133 (7,271) 983
108,540 93,524 90,082
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Consolidated US GAAP balance sheet

The following table provides an estimated summarised consolidated balance sheet for HSBC which incorporates the
adjustments arising from the application of US GAAP.

At 31 December

2006 2005
US$m US$m
Assets
Cash and balances at Central DANKS ............cceciiuieieiiieiiiiiet ettt ea e s ere e eaeeaeenne 12,725 13,712
Items in the course of collection from other banks .. 14,626 11,300
Hong Kong Government certificates of indebtedness . 13,165 12,554
TTAINE ASSELS ..uveviieriierieteeieteietet ettt eseete st teseebe st ete e esestes e seseeseseebeseese e esessesaseseeseseesenseneeseseeseseesenene 325,149 235,964
DIETIVALIVES ...ttt ettt ettt ettt ettt s ettt e st es b et eae st e st st e st et es et e st esensenesseneeseneesenene 43,083 29,295
Loans and advances to banks 185,081 125,751
Loans and advances t0 CUSTOMETS ..........ccvieuiieieireeeeeieeeteeeseeeeeeeeeeeeeseeeeeeeeeneseeeeneseseanseeseeseaneeas 798,534 689,414
Financial iNVESTIMENS .......ccueuerieirieirieieteieteiet ettt ettt ettt se st ettt b et esestenesseneeseneebenene 212,233 188,637
Interest in associates and JOINt VENTUIES .......c.covurueueueririnirieteeiinirieietestertetetesesese sttt beseseneseeas 7,915 7,163
Goodwill and INtANGIDIE ASSELS ......c.evveieierieriieiirieirieie ettt sttt aene s e seseebenene 39,003 35,081
Property, plant and equipment ............cccceeveeeerreeeereeeennnnn 13,580 14,891
Other assets (including prepayments and accrued INCOME) ........ouvueueveeriririeeeerinirieercerreeieneererene 47,533 43,182
TOTAL @SSELS ..vveuveureeeiteteete ettt te et et est et e te et e esesaeebeeseessessessessessesessassaeseessessessessensessensesaeeseeseeseesneneenen 1,712,627 1,406,944
Liabilities
Hong Kong currency notes in CirCulation ..........cc.cceeeiririrueieinininieieeeiireteieeeseeie e 13,165 12,554
DEPOSILS DY DANKS ..ottt ettt ettt ettt sttt s bt s et s ne st s eneebenene 99,089 69,895
CUSTOIMET ACCOUNTS .....viviiieeieeteetteetteetee et e eteeeteeteetaeeteeseeaseeseeaseesseeaseeaseenseenseenseenseeseenseeseenseenseenreas 846,647 704,647
Items in the course of transmission to other banks 12,625 7,022
Trading HADIIIIES ......cooveveuiiiiieicicieccc ettt et 164,744 148,451
DIEIIVALIVES ...uviiuviiieeeteeete ettt ettt ettt e e et e et e eteeeteeeteeeteeeteeeaeeeaeeeaeeesaeeaseeaseeaeeeaseeaseenseenseenrean 40,837 29,410
DEDE SECUITLIES TN ISSUE ...vviviierieiiiiitietiete ettt ettt ettt et e et e et e eteeaeeteeteessesseaseseeseeseeseeseereessensensensenne 279,859 225,681
Financial liabilities designated at fair Value ............ccccoovieiciiiniciciecee e 28,368 -
Retirement benefit liabilities 5,555 3,217
Other liabilities (including accruals and deferred INCOME) ........oovvveveeierininieeiininineeiecces 27,993 39,385
Liabilities under insurance cONtracts iSSUCH ..........eovvueriruerieririeeirieirienieieseeeeieste e seseenene 17,672 14,157
Provisions ........cccceeveeeeeeeeevieeieeeeeeeeens 16,601 4,285
Subordinated liabilities 45,031 45,612
TOLAl HADILIEIES .vevivieeeeeietieieieiet et te ettt ettt et et et e st e sbeeseeseesaessessessensesessesseesessessaeseessesseseanen 1,598,186 1,304,316
Equity
Total Shareholders” EQUILY ........cccceeiririeieieiiirieeec ettt e 108,540 93,524
IMINOTIEY TNEETESES ...veeveuetentetetetirteie ettt ettt ettt et eb et b et sese st et et e b e eb e e e st s tenesaeseeteseebenene 5,901 9,104
TOLAL EQUILY c.veveverieierieteietetete ettt ettt ettt st et ettt e s b es s e s e e st saes e et ese et eneeseneesesenesseseesesesenene 114,441 102,628
Total equity and HADILIIES .....c.cceviiiriiirieiieeee ettt 1,712,627 1,406,944

Net assets arising due to reverse repo transactions of US$45,019 million (2005: US$24,754 million),
US$18,755 million (2005: US$14,610 million) and US$74,344 million (2005: US$51,125 million) are included in
‘Loans and advances to banks’, ‘Loans and advances to customers’ and ‘Trading assets’ respectively.

Net liabilities arising due to repo transactions of US$18,094 million (2005: US$10,005 million), US$13,600 million
(2005: US$13,523 million) and US$65,445 million (2005: US$52,218 million) are included in ‘Deposits by banks’,
‘Customer accounts’ and ‘Trading liabilities’ respectively. Average repo liabilities during the year were

US$102,715 million (2005: US$74,143 million). The maximum quarter-end repo liability outstanding during the year
was US$109,689 million (2005: US$78,590 million).

At 31 December 2006, collateral received under reverse repo transactions which HSBC had the right to sell or
repledge amounted to US$161,638 million gross (2005: US$103,977 million). Approximately US$119 billion (2005:
approximately US$79 billion) of the collateral obtained from reverse repo transactions had been sold or repledged by
HSBC in connection with repo transactions and securities sold not yet purchased.

HSBC also enters into stock lending and borrowing transactions by which either cash or other securities may be
received in exchange for stock. At 31 December 2006, stock borrowing transactions where the securities borrowed
were subject to sale or repledge amounted to US$26,370 million (2005: US$25,783 million).

420



Approximately US$17 billion (2005: US$18 billion) of the consideration received has been sold or repledged in
connection with stock borrowing transactions.

(a) Pension and post-retirement costs

On 31 December 2006, HSBC adopted the recognition and disclosure provisions of SFAS 158 ‘Employers’
Accounting for Defined Benefit Pension and Other Post-retirement Plans — an amendment of FASB Statements
No. 87, 88, 106 and 132(R)’ (SFAS 158), SFAS 158 requires HSBC to recognise the funded status of its pension
plans in a manner similar to IAS 19.

The provisions of SFAS 87 ‘Employers’ accounting for pensions’ and SFAS 158 have been applied to HSBC’s
main defined benefit pension plans, which make up approximately 96 per cent of all HSBC’s schemes by plan
assets. For non-US schemes, HSBC has applied SFAS 87 with effect from 30 June 1992 as it was not feasible to
apply as at 1 January 1989, the date specified in the standard.

The transition adjustments for adoption of SFAS 158 for pensions and post-retirement costs were as follows:

Before After

application of application of

Statement 158 Adjustments Statement 158

US$m US$m US$m

Other assets (including prepayments and accrued income) ................... 47,589 56 47,533
TOtAl ASSELS ...vivvieiieeeie ettt ettt et ettt 1,712,683 56 1,712,627
Retirement benefit liabilities .. 7,555 2,000 5,555
Provisions ...... 15,951 (650) 16,601
Total liabilities ................ 1,596,836 (1,350) 1,598,186
Total shareholders” eqUILY ........ccocveeeirrrieieeirrreeceee e 109,946 1,406 108,540

Components of net periodic benefit cost related to HSBC’s defined benefit pension plans and post-retirement
benefits other than pensions under US GAAP were as follows:

2006 2005 2004
US$m US$m US$m
Components of net periodic benefit cost
Service cost ... 779 684 590
Interest CoSt .....ccoovvevrievieenens 1,485 1,377 1,305
Expected return on plan assets ..........c.cocveeeeenninierererenennieecneneneeenenes (1,601) (1,365) (1,317)
Amortisation of transition 0bligation ............ccccecevererieirieierieineeseees - 8 12
Amortisation of prior service cost ............... 7 (6) 5
Amortisation of recognised net actuarial loss . 202 165 142
CUtATIMENLE ..eoviteieieeeee e enens (8) 4) 225
Net periodic pension cost under US GAAP .......ccovevieiniinicnicneeee 864 859 962
Net periodic pension cost under IFRSS .......cocoovveinieinininenieeeceene 664 684 837

In 2007, components of net periodic benefit cost will include US$7 million for the amortisation of prior service
cost and US$164 million for amortisation of recognised net actuarial loss.

Under the provisions of SFAS 87, when a pension plan’s accumulated benefit obligation (the value of the
benefits accrued based on employee service up to the balance sheet date) exceeds the fair value of its assets, an
additional minimum pension liability equal to this excess is recognised by the employer to the extent that the
excess is greater than any accrual which has already been established for unfunded pension costs.
Simultaneously, an intangible asset is established equal to the lower of the liability recognised for the unfunded
benefit obligation and the amount of any unrecognised prior service cost.

At 31 December 2006, HSBC recognised an additional minimum pension liability of US$3,130 million prior to
adoption of FAS158 (2005: US$3,206 million) in respect of its unfunded accumulated benefit obligation.
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(b)

Disclosures in 2005

2005
US$m
Funded status as per IFRSs balance Sheet (INOLE 7) .......ceucueeiririeieueiiirieeeieieciree ettt e es (3,941)
Unrecognised Net aCtUATIAL LOSS .....c.e.eviiiriiiiiiiiiiiciciet ettt bbbttt ettt 4,756
UNIeCoZNISEA PIIOT SETVICE COSLE .vuvruirerirterirtesieteeesetesetesetesesseseesensesessesessesesesessessesensesansesensessesensesensesensesensesessesessens 35
Accrued pension cost ............. 850
Additional minimum liability (3,206)
Net amount recognised Under US GAAP ...ttt (2,356)
Amounts recognised under US GAAP in the balance sheet consist of:
— PIePaid DENETIE COSE ......ouiiiiiiiiiiiicictce ettt ettt ettt st a e sens 1,434
— accrued benefit HAbIlIty .........cccccooiiiiiiiiicc e (584)
— additional minimum Hability ..o (3,206)
(2,356)
US GAAP adjustment
Amount recognised UNAETr US GAAP .....oo ittt sttt (2,356)
Amounts recognised for these schemes Under IFRSS ........ccoivuiiririeinieiieieeeeeeeesee et (3,941)
1,585

In 2005, plans with an aggregated accumulated benefit obligation of US$21,098 million and assets with an
aggregated fair value of US$18,444 million had an accumulated benefit obligation in excess of plan assets. Plans
with an aggregated projected benefit obligation of US$22,595 million and assets with an aggregated fair value of
US$18,795 million had a projected benefit obligation in excess of plan assets.

The projected benefit obligations at 31 December 2005 for HSBC’s main pension plans have been calculated
using the same financial assumptions as detailed in Note 7.

The accumulated benefit obligation in respect of the above schemes was:

2005

US$m

HSBC Bank (UK) Pension SCHEIMIE .........ccccieuiririeieiierieieetesteeteete ettt ettt stessestestesseeseeseeseeseeseensensensansessensessenses 19,709
Other schemes 5,241

The projected benefit obligations at 31 December 2006 and 2005 for HSBC’s main post-retirement healthcare
plans have been calculated using the same financial assumptions as detailed in Note 7.

Goodwill

Goodwill arises on the acquisition of subsidiaries, investments in associates and interests in joint ventures when
the cost of acquisition exceeds the fair value of HSBC’s share of the identifiable assets, liabilities and contingent
liabilities acquired.

Under IFRSs (and before them, UK GAAP), goodwill arising on acquisitions made on or after 1 January 1998 is
included in the balance sheet in ‘Goodwill and intangible assets’ in respect of subsidiary undertakings, and in
‘Interests in associates and joint ventures’ in respect of associates and joint ventures. Capitalised goodwill was
amortised over its estimated useful life on a straight-line basis until the adoption of IFRSs on 1 January 2004,
since then it is not amortised but is subject to annual impairment testing. Goodwill arising on acquisitions prior
to 1 January 1998 was charged against reserves in the year of acquisition. This goodwill was not reinstated on
the balance sheet upon adoption of IFRSs.

Under US GAAP, goodwill on acquisitions made before 1 July 2001, including those made before 1 January
1998, would have been capitalised and amortised over its useful economic life. Goodwill on acquisitions made
after 1 July 2001 is capitalised but not amortised, and is subject to annual impairment testing. Goodwill on
acquisitions made before 1 July 2001 ceased to be amortised on 1 January 2002 and is subject to annual
impairment testing.

At 31 December 2006, the cost of goodwill arising on the acquisition of subsidiaries on a US GAAP basis was
US$37,670 million (2005: US$34,147 million; 2004: US$36,084 million) and the accumulated amortisation of
goodwill was US$3,952 million (2005: US$3,873 million; 2004: US$4,385 million).
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(c)

Intangible assets

The following intangible assets were recognised under US GAAP:

2006 2005

US$m US$m

Balance brought forward at 1 JANUATY .......cccoeoiriiriiiiiie e 4,702 4,608
Additions 857 580
On acquisition of subsidiaries . 330 271
AMOTTISAION CHATZE ....euviiiiiiteieieet ettt ettt sttt be e b ebene (840) (905)
Changes in fair value of mortgage Servicing rights ...........ccocvevirieirieireninerieeseeseeee e (44) -
Provision fOr iMPaiTMENt .........ccceerieiiieterieeieeree ettt ettt s re st et e teeesenesnens (84) 34
Exchange differences and other MOVEMENLS .........cceevueuirieirienireniieee e 364 114
Balance carried forward at 31 DECEMDET .........c.covevviviiiiiiriciiciecteeeeee ettt 5,285 4,702

Since 1 January 2004, the accounting treatment for intangible assets has generally been consistent between
IFRSs and US GAAP. The additional intangible assets recognised under US GAAP represent those acquired in
business combinations during the period between SFAS 141 ‘Business combinations’ becoming effective on
30 June 2001 and IFRSs being adopted on 1 January 2004. They primarily comprise credit card and other loan
relationships, merchant relationships and other intangibles assumed on the acquisition of HSBC Finance.

The provision for impairment in 2006 relates primarily to a write down of a merchant relationship. Provision for
impairment in 2005 relates to the release of a provision for the write-down of mortgage servicing rights, as
prepayment rates slowed. Changes in the value of mortgage servicing rights in 2006 follow the adoption of
SFAS 156 on 1 January 2006.

HSBC conducts an annual impairment test of intangible assets which are not subject to annual amortisation since
HSBC determines these assets have indefinite lives. As a result of this testing in 2006, no impairment charge was
recorded (2005: US$13 million was recorded relating to a trade name in the UK).

Weighted
average At 31 December 2006
amortisation Accumulated Carrying
period Cost Amortisation Value
Months US$m US$m US$m
Intangible assets subject to annual amortisation
Purchased credit card relationships and related
PIOGIAMIMES ....oviiiiiiiiiiieeeee e 98 2,503 (636) 1,867
Retail services merchant relationship . 60 270 (203) 67
Other loan related relationships ..........ccccoceevevenns 109 333 (135) 198
Technology, customer lists and other contracts .. 61 3,162 (2,056) 1,106
Core deposit relationships ........cccoeeeerrrvecncnne. 210 233 (144) 89
Other ....ooviiiiiciccccc s 60 649 (80) 569
7,150 (3,254) 3,896
Intangible assets not subject to annual
amortisation
Trade NAME .....cccoveeeieieieieeeeeeceee e 928 (13) 915
8,078 (3,267)
Intangible assets measured at fair value
Mortgage servicing rights .........c.ccoeeeicennieenens 474
5,285

The intangible asset amortisation expense under US GAAP for the next five years is estimated to be:

2007 2008 2009 2010 2011
US$m US$m US$m US$m US$m
Amortisation charge............cccccceeenene 765 662 548 515 411

Derivatives and hedge accounting

Under IFRSs, all derivatives are recorded at fair value, consistent with US GAAP. Under IFRSs, HSBC has
elected either hedge accounting or fair value option for certain economic hedging relationships. With the
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exception of US operating subsidiaries, HSBC has not elected hedge accounting in its US GAAP financial
statements.

HSBC'’s US operating subsidiaries designate certain derivative financial instruments as qualifying hedging
instruments under SFAS 133.

HSBC utilised the shortcut method when the critical terms of the hedge instrument were identical to those of the
hedged item at the hedge inception date. HSBC’s US subsidiaries made use of the assumption of no
ineffectiveness in its fair value hedge accounting for short-cut hedges. As a result, no retrospective or
prospective assessment of effectiveness was required and no hedge ineffectiveness was recognised. All other
hedge relationships were accounted for under the 'long-haul' method whereby effectiveness is assessed and
ineffectiveness on effective hedges is recorded in the income statement.

During 2006, new designations of hedges were made using the long-haul method of accounting under SFAS 133
and certain relationships have been re-designated using this method. As a result, there were no longer any cash
flow hedges or fair value hedges using the shortcut method of accounting at 31 December 2006.

The following table summarises HSBC’s hedges of financial instruments that have been designated and qualify
as effective hedges under SFAS 133 at the end of the period.

Nominal values Number of derivatives
Fair value  Cash flow  Fairvalue  Cash flow Fair value Cash flow  Fair value  Cash flow
hedges hedges hedges hedges hedges hedges hedges hedges
2006 2006 2005 2005 2006 2006 2005 2005
US$bn US$bn USS$bn USS$bn
Financial investments:
Available for sale
debt securities
Shortcut .......... - - - - - - 1 -
Long-haul ....... 1.8 - 0.2 - 52 - 10 -
Customer deposits
Shortcut ........... - - - - - - - -
Long-haul ........ - 10.9 - 6.8 2 24 1 17
Debt securities in
issue and
subordinated
liabilities
Shortcut ........... - - 3.0 - - - 16 -
Long-haul ........ 33.0 52.1 18.2 46.8 112 160 45 165
Total ...cccoeveeennee 34.8 63.0 21.4 53.6 166 184 73 182

Fair value hedges

HSBC’s US operating subsidiaries designate certain derivative financial instruments as qualifying fair value
hedges of certain fixed rate assets and liabilities under SFAS 133. In order to qualify initially, hedge
effectiveness is assessed and demonstrated on a prospective basis utilising statistical regression analysis.

Since 1 January 2005, almost all derivatives designated as fair value hedges under US GAAP in HSBC’s US
operating subsidiaries have been reported under the fair value option for IFRSs purposes, with movements in fair
value reported as ‘Net income from financial instruments designated as at fair value’. HSBC’s US operating
subsidiaries have also elected to record financial instruments at fair value for which fair value hedge accounting
is not utilised for US GAAP.

Reporting of these arrangements as fair value hedges under US GAAP resulted in increased net income for 2006
of US$194 million, which included US$348 million arising from elimination of losses due to movements in own
credit spread recorded in IFRS net income. Off-setting the increase to net income under US GAAP arising for
the elimination of losses due to own credit spread is a decrease to US GAAP net income of US$134 million due
to amortization of hedge valuation adjustments for de-designated hedge relationships under US GAAP that are
accounted as FVO under IFRSs.

Reporting of these arrangements as fair value hedges under US GAAP resulted in decreased net income for 2005
of US$179 million, including US$7 million arising from elimination of gains due to movements in own credit
spread recorded in IFRSs net income and reduced ineffectiveness of US$172 million on shortcut fair value
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hedges for US GAAP purposes. In addition, there were US$9 million of gains on such derivatives that did not
qualify for hedge accounting under US GAAP and amortisation of hedge valuation adjustments for de-
designated hedge relationships.

On electing to report under the fair value option under IAS 39, unamortised purchase accounting adjustments on
HSBC Finance Corporation's own debt were eliminated through retained earnings upon transition to IAS 39 on
1 January 2005. As a result, a US$27 million benefit (2005: US$298 million benefit) to US GAAP net income
was not recognised under IFRSs.

Cash flow hedges

HSBC’s US operating subsidiaries designate under SFAS 133 certain derivative financial instruments, including
interest rate swaps and cross-currency contracts, as qualifying cash flow hedges of the forecast repricing of
certain deposit liabilities and issues of debt. A number of variable rate commercial loans were also subject to
cash flow hedges up until 2004.

In order to qualify initially, hedge effectiveness is assessed and demonstrated on a prospective basis utilising
both statistical regression analysis and the cumulative dollar offset method. The latter is used in order to satisfy
the retrospective assessment of effectiveness for SFAS 133, and subsequent ineffectiveness is recognised in the
income statement on a monthly basis. The time value component of the derivative contracts is excluded from the
assessment of hedge effectiveness.

Since 1 January 2005, such hedging arrangements have been recognised as cash flow hedges for IFRSs purposes.
US GAAP net income for 2006 was lower than that under IFRSs by US$20 million (2005: US$6 million),
relating to differences in amortisation of other comprehensive income for de-designated hedge relationships
under US GAAP and IFRS and unrecorded ineffectiveness on shortcut cash flow hedges during 2005 for

US GAAP purposes.

Trading derivatives

From 1 January 2005, certain hedging relationships outside North America were elected and qualified as fair
value hedges, were designated under the fair value option, or were elected and qualified as cash flow hedges
under TAS 39, but were not elected as hedges under SFAS 133. The mark to market for these derivatives has
been reported directly in net income for US GAAP purposes.

For fair value hedges recognised under IFRSs, no corresponding, offsetting fair value movement of the hedged
item with respect to the hedged risk has been recorded for US GAAP purposes. For hedging relationships
designated as at fair value for IFRSs purposes, no fair value movement in respect of own debt is recorded under
US GAAP.

The effect of this was to increase US GAAP net income by US$214 million (2005: US$1,266 million reduction),
net of elimination of a loss under IFRS of US$41 million (2005: US$76 million loss) of own credit spread,
outside North America.

Fair value option

HSBC has also applied the fair value option under IFRSs to groups of financial assets and liabilities which are
managed and evaluated on a fair value basis, and to financial instruments containing embedded derivatives (see
Note 3). In addition, movements in the fair value of certain liabilities which meet the definition of ‘held for
trading’ under IAS 39 are taken through net income. US GAAP does not include a fair value election and does
not generally permit liabilities to be reported at fair value.

From 1 January 2006, with HSBC’s adoption of SFAS 155, the Group’s hybrid debt issues that contain an
embedded derivative that would otherwise require bifurcation, are accounted for in a consistent manner under
both IFRSs and US GAAP, where such instruments are designated to be measured at fair value. The elimination
of all other fair value option accounting increased US GAAP net income for 2006 by US$193 million (2005:
US$733 million reduction prior to the adoption of SFAS 155).
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(e) Foreign exchange gains on available-for-sale securities

(f)

HSBC holds, in a number of different currencies, securities which are classified as available-for-sale. For
example, in the private bank in Switzerland, which has the US dollar as its reporting currency, HSBC holds euro-
denominated bonds funded in euros and Swiss franc securities funded in Swiss francs. No foreign exchange
exposure arises from this because, although the value of the assets in US dollar terms changes according to the
exchange rate, there is an identical offsetting change in the US dollar value of the related funding. Under IFRSs
both the assets and the liabilities are translated at closing exchange rates and the differences between historical
book value and current value are reflected in foreign exchange trading income. This reflects the economic
substance of holding currency assets financed by currency liabilities.

However, under US GAAP accounting rules, the change in value of the investments classified as available-for-
sale is taken directly to reserves while the offsetting change in US dollar terms of the borrowing is taken to
earnings. This leads to an accounting result which does not reflect either the underlying risk position or the
economics of the transactions. It is also a situation that will reverse on maturity of the asset or earlier sale.

A similar difference arises when foreign currency exposures on foreign currency assets are covered using
forward contracts but HSBC does not manage these hedges to conform with the detailed US hedge designation
requirements.

The result is that for 2006, US GAAP net income was increased by US$1,203 million (2005: increased by
US$2,235 million; 2004: increased by US$1,069 million) compared with IFRSs profits. There was no difference
in shareholders’ equity between IFRSs and US GAAP as a result of this item.

Approximately 50 per cent of the adjustment for the year ended 2006 reflected the level of adjustments in prior
periods on the maturity or disposal of securities. The remainder of the adjustment reflected a weakening of the
US dollar, where a loss on US dollar denominated available-for-sale securities in subsidiaries with sterling as
their reporting currency was offset by gains on sterling and euro denominated available-for-sale securities in
subsidiaries with the US dollar and the Hong Kong dollar as their reporting currencies. This loss has been
recorded in IFRSs net income but is recorded directly in ‘Other comprehensive income’ under US GAAP. Any
gain on foreign currency liabilities funding the securities is recorded in net income under both IFRSs and US
GAAP.

Financial investments

Under US GAAP, HSBC’s financial investments with a readily determinable market value are classified as
available-for-sale securities, except for certain securities held by Republic New York Corporation at acquisition,
which were classified as held-to-maturity. All other securities are categorised as trading securities.

The amortised cost of available-for-sale investment securities which are subject to the provisions of SFAS 115
was US$216,096 million (2005: US$188,868 million) under US GAAP. During the year, excluding the effects
of foreign exchange, US$910 million (2005: losses of US$899 million; 2004: gains of US$376 million) of

net unrealised gains on available-for-sale securities were included in ‘Other comprehensive income’.

US$644 million (2005: gains of US$626 million; 2004: gains of US$476 million) of net gains were reclassified
out of ‘Other comprehensive income’ and recognised as part of income for the year.

Available-for-sale
Unrealised losses on investment securities:

Under US GAAP, investment securities that had unrealised losses are summarised according to the length of
time the losses have existed:
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Period investment has been in an unrealised loss position:
greater than or

less than one year equal to one year Total
Fair Unrealised Fair Unrealised Fair Unrealised
value losses value losses value losses
US$m US$m US$m US$m US$Sm US$m
At 31 December 2006
US Treasury ......cccceeevevvenenenenne 794 12) 618 ()] 1,412 21
US Government agencies ............ 2,825 41) 1,339 35) 4,164 (76)
US Government sponsored
entities ........... 3,343 (114) 6,009 (171) 9,352 (285)
UK Government 2,070 (23) - - 2,070 (23)
Hong Kong Government ............. - - 631 6) 631 6)
Other governments ............c......... 5,188 (56) 5,472 (49) 10,660 (105)
Asset-backed securities ............... 3,989 Q] 1,252 6) 5,241 (11
Corporate debt and other
SECUTILIES ..evvenrvrevereirierereneaene 26,330 (43) 17,943 (226) 44,273 (269)
Debt Securities .......ccceoeerererreuenene. 44,539 (294) 33,264 (502) 77,803 (796)
Equity securities ..........c.ceceereenene 41 8) - - 41 8)
Total oo 44,580 (302) 33,264 (502) 77,844 (804)

Under US GAAP, 4,811 debt security investments and 37 investments in equity shares had unrealised losses at
31 December 2006.

Period investment has been in an unrealised loss position:
greater than or

less than one year equal to one year Total
Fair Unrealised Fair Unrealised Fair Unrealised
value losses value losses value losses
US$m US$m US$m US$m US$m US$m
At 31 December 2005
US Treasury .......cccoeeveveenicneenes 1,136 (22) 78 (1) 1,214 (23)
US Government agencies 1,385 (28) 570 (24) 1,955 (52)
US Government sponsored
ENHLIES ..o 8,955 (192) 2,811 (100) 11,766 (292)
UK Government ...........eeueunee. 56 - 225 (€8] 281 (€8]
Hong Kong Government ............. 1,259 (23) 126 - 1,385 (23)
Other governments .......... . 3,457 (33) 6,187 (54) 9,644 87)
Asset-backed securities 1,522 (7) 367 %) 1,889 (12)
Corporate debt and other
SECUTIHIES ...ceeevviiiiiiciaee 32,423 (284) 8,726 31 41,149 (415)
Debt securities .........cocovvreeecennee 50,193 (589) 19,090 316) 69,283 (905)
Equity securities ........c.coveveeuenne 52 (6) — — 52 (6)
Total oo 50,245 (595) 19,090 (316) 69,335 (911)

Under US GAAP, 3,615 debt security investments and 15 investments in equity shares had unrealised losses at
31 December 2005.

It is HSBC’s policy, under both IFRSs and US GAAP, to recognise in the income statement an impairment if the
fair value of a financial investment significantly declines below its cost or if the decline is prolonged over a
period exceeding six months. The only exception to this policy is in respect of debt securities whose decline in
market value is due solely to an increase in underlying interest rates, and which HSBC has the ability and intent
to hold until recovery. None of the securities disclosed in the table above were considered ‘other-than-
temporarily’ impaired at 31 December 2006 or 2005.
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(g)

(h)

Taxation

The components of the net deferred tax liability calculated under SFAS 109 ‘Accounting for income taxes’, were
as follows:

2006 2005

US$m US$m
Deferred tax liabilities
Leasing traNSACHIONS ...c..evevevereiriririeieieniirteieteseite et tes ettt ettt bbb bttt etebe s st sae bbbt senes 1,681 2,533
Capital alloWanCes .........cccevveviveerireniereieeeesee e 310 138
Provision for additional UK tax on overseas dividends ............cceceevveienienienieneienieieieieeens 112 18
RECONCIING TEEIMS ....eueiiiiiiiirieieieietrtte ettt ettt bbbttt ettt 1,334 2,163
OLRCT ettt ettt ettt ettt ettt s et et et et b et b st s ene et ene et et et et eneetene s 4,227 2,004
Total deferred tax HADIIEIES ......c.ccverieriiriiietieieieiee ettt re e neenes 7,664 6,856
Deferred tax assets
Loan impairment allOWaANCES ...........ccueiiririeirieinieieieiste ettt 3,011 1,974
Tax 10SSES ..vovveververirreriererrereienns 847 587
Reconciling items 1,349 1,050
OLNET ettt ettt ettt et b et et e st s e be s eae e et e b ese bt e b ese e s e st esene et et ete s eseaseneas 5,664 4,981
Total deferred tax assets before valuation alloWance ...........cocecevveerieinieiineniseieeeeeseesennn 10,871 8,592
Less: valuation allOWANCE .........c.eoieiirieuirieiieieie ettt (1,187) (794)
Deferred tax assets less valuation allOWanCe ...........cccevveerieirierinieenieieieeeee e sneneas 9,684 7,798
Net deferred tax asset under SFAS 109 ......ooooiiiiiiireeeeeeeeee e 2,020 942
Included within ‘other assets’ under US GAAP ......c.ocooovievieiiieteeeeeeeeeeeeveee e eeane 2,592 2,717
Included within ‘deferred tax liabilities” under US GAAP ......ccooevvieivierireieeeeeeseeeenan (572) (1,775)

The valuation allowance against deferred tax assets principally relates to trading and capital losses carried
forward, which have not been recognised due to uncertainty over their utilisation. A valuation allowance is
established to reduce deferred tax assets if, based on available evidence, it is considered more likely than not that
any of the deferred tax assets will not be realised.

At 31 December 2006, HSBC had recognised deferred tax assets in respect of tax losses (net of valuation
allowances) totalling US$180 million (2005: US$223 million), of which US$4 million (2005: US$4 million)
expire within two to five years and US$176 million (2005: US$219 million) expire in 5 years or more.

Loans and advances
Loans assessed under SFAS 114 ‘Accounting by creditors for impairment of a loan’

SFAS 114 was amended by SFAS 118 ‘Accounting by creditors for impairment of a loan — income recognition
and disclosures’. SFAS 114 addresses accounting by creditors for impairment of a loan by specifying how
allowances for credit losses for certain loans should be determined. A loan is impaired when it is probable that
the creditor will be unable to collect all amounts in accordance with the contractual terms of the loan agreement.
Impairment is measured based on the present value of expected future cash flows discounted at the loan’s
effective rate or, as an expedient, at the fair value of the loan’s collateral. Leases, smaller-balance homogeneous
loans and debt securities are excluded from the scope of SFAS 114.

At 31 December 2005, HSBC estimated that the difference between the carrying value of its loan portfolio on the
basis of SFAS 114 and its value in HSBC’s IFRSs financial statements was such that no adjustment to net
income or total shareholders’ equity was required.

The value of impaired loans at 31 December 2006 was US$13,800 million (2005: US$11,535 million). Of this
total, loans which were included within the scope of SFAS 114 and for which a provision had been established
amounted to US$5,944 million (2005: US$5,082 million). The impairment reserve in respect of these loans
estimated in accordance with the provisions of SFAS 114 was US$2,572 million (2005: US$2,675 million).
During the year ended 31 December 2006, impaired loans, including those excluded from the scope of

SFAS 114, averaged US$11,791 million (2005: US$11,289 million) and interest income recognised on these
loans was US$276 million (2005: US$120 million).
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Loans outside the scope of SFAS 114

For smaller-balance homogeneous loans for which future cash flows from written-off balances can reasonably be
estimated on a portfolio basis, an asset equal to the present value of the cash flows is recognised under IFRSs as
it was previously under UK GAAP. This asset is not recognised for US GAAP purposes. This divergence
resulted in lower net income in 2006 of US$45 million (2005: US$20 million higher) under US GAAP compared
with IFRSs, and a reduction in the carrying value of loans and advances to customers and shareholders’ equity at
31 December 2006 of US$372 million (2005: US$327 million).

Earnings per share

Basic earnings per share under US GAAP, SFAS 128 ‘Earnings per Share’, is calculated by dividing net income
attributable to ordinary shareholders of the parent company of US$16,268 million (2005: US$14,703 million;
2004: US$12,506 million) by the weighted average number of ordinary shares in issue in 2006 of 11,214 million
(2005: 11,042 million; 2004: US$10,916 million).

Diluted earnings per share under US GAARP is calculated by dividing net income, which requires no adjustment
for the effects of dilutive ordinary potential shares, by the weighted average number of shares outstanding plus
the weighted average number of ordinary shares that would be issued on conversion of all the dilutive potential
ordinary shares in 2006 of 11,324 million (2005: 11,175 million; 2004: 11,063 million).

Variable interest entities (‘VIEs’)
Nature, purpose and activities of VIEs with which HSBC is involved

HSBC uses VIE structures in the normal course of business in a variety of activities (outlined below), but
primarily to facilitate client needs. HSBC’s involvement in VIEs is, therefore, commercially driven. VIEs are
only used after careful consideration is given to the most appropriate structure to achieve HSBC’s objectives
from control, risk allocation, taxation and regulatory perspectives. The main VIEs are discussed below.

(i) Asset-backed conduits (‘ABCs’) and securitisation vehicles

ABCs and securitisation vehicles are structures in which interests in consumer and commercial receivables
are sold to investors. ABCs generally consist of entities which purchase assets from clients to meet their
financing needs, while securitisation vehicles generally acquire assets originated by HSBC itself and thereby
provide HSBC with a cost-effective source of financing. Under both structures, commercial paper, notes, or
equity interests are issued to investors to fund the purchase of receivables, and cash received from the
receivables is used to service the finance provided by the investors. In certain instances, HSBC receives fees
for providing liquidity facility commitments and for acting as administrator of the vehicle.

HSBC’s exposure to loss generally arises from commitments to provide back-up liquidity facilities for the
vehicles; interest-rate swaps in which HSBC is the counterparty; retained or acquired interests in the
receivables sold; or acquired interests in the vehicles themselves. In certain vehicles, the risk of loss to
HSBC is reduced by credit enhancements provided by the originator of the receivables or other parties.

In addition to these securitisation vehicles, HSBC (primarily through its North American subsidiaries)
securitises assets through entities that are not considered VIEs, including government-sponsored financing
vehicles and vehicles considered qualifying special-purpose entities under US GAAP. These entities are not
consolidated under US GAAP although certain of them are consolidated under IFRSs.

(ii) Infrastructure projects and funds

HSBC acts as an arranger for both public and private infrastructure projects and funds. The use of VIE
structures in such projects is common as a method of attracting a wider class of investor by dividing into
tranches the risk associated with such projects. HSBC’s exposure to loss generally arises from the provision
of subordinated or mezzanine debt finance to projects, either directly or through a consolidated investment
fund investing in infrastructure projects.

HSBC is deemed to be the primary beneficiary of an infrastructure project or fund when its investment in a
project’s equity, subordinated debt or mezzanine debt, or its interest in a fund, is at a level at which it
absorbs the majority of the expected losses or residual returns of the project or fund.
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(1

Application of FIN 46R

FIN 46R requires the consolidation of VIEs in which HSBC is the primary beneficiary, and disclosures in
respect of other VIEs in which HSBC has a significant variable interest.

Under IFRSs, HSBC consolidates entities in which it has a controlling interest. For SPEs, determination of the
entity that holds the controlling interest involves a balanced assessment of certain factors, including an analysis
of risks and rewards incidental to their activities. HSBC’s interests in entities deemed to be VIEs may result in
differences in accounting and disclosure treatment under US GAAP.

The following table analyses HSBC’s total consolidated VIE assets in a US GAAP balance sheet:
At 31 December

2006 2005
US$m US$m

Classification
Loans and advances tO CUSLOIMIETS .........c..ccecveerieieieeeitesteeteete et eteereeeessesessessesseereereeseessessessenns 23,937 23,843
Financial INVESTMENES ........evvuirieiiietiieteiecrt ettt sttt ettt se et et et ese st enesneneas 27,715 4,403
Tangible fixed assets 1,617 2,017
OLRET @SSELS ..veueeiinretiietiieteeiet et ettt et et e st et et be st be st ese st et et et e s et e sesesseseeseneeseneesensenessenens 876 256
54,145 30,519

Of the 2006 total, US$48,699 million (2005: US$23,843 million) represented asset-backed commercial paper
conduits and securitisation vehicles, and US$2,683 million (2005: US$2,017 million) represented infrastructure
projects and funds. The remaining balance consisted of guaranteed pension funds, investment funds, and other
entities. Certain of these entities with assets of approximately US$54,145 million at 31 December 2006 (2005:
US$19,475 million) were consolidated by HSBC in its IFRSs financial statements. There was no significant
impact on net income under US GAAP for the year ended 31 December 2006 as a result of consolidating these
VIEs.

HSBC also had significant involvement in, but was not the primary beneficiary of, VIEs with total assets of
approximately US$101.3 billion (2005: US$86.2 billion), including asset-backed commercial paper conduits and
securitisation vehicles with assets of approximately US$32.5 billion (2005: US$14.7 billion), infrastructure
projects and funds of approximately US$6.0 billion (2005: US$6.2 billion), and interests in investment funds,
low income housing tax credit partnerships, guaranteed pension funds, government debt restructuring
programmes and other entities. HSBC’s maximum exposure to loss in relation to these entities was estimated at
US$19.5 billion (2005: US$9.7 billion) which arose from guarantees, retained interests and recourse liabilities.
HSBC was also involved in other investment funds and similar entities that are considered VIEs for which its
involvement was limited to that of administrator, investment adviser, or other service provider.

In addition, HSBC had an interest in certain capital funding vehicles that are consolidated under IFRSs.
However, under US GAAP, these vehicles were not recognised on HSBC’s balance sheet because it was not the
primary beneficiary.

Consolidated cash flow statement

HSBC prepares its cash flow statement in accordance with IAS 7 ‘Cash Flow Statements’, which is consistent
with the objectives and principles of SFAS 95 ‘Statement of Cash Flows’ as amended by SFAS 104 ‘Statement
of Cash Flows — Net Reporting of Certain Cash Receipts and Cash Payments and Classification of Cash Flows
from Hedging Transactions’.

Securitisations

HSBC Finance

Following the acquisition of HSBC Finance in 2003, HSBC increased its securitisation activity and the following
discussion relates only to HSBC Finance’s securitisation activities including securitised credit card receivables
transferred to HSBC Bank USA. In other HSBC entities such activities do not represent a significant part of
HSBC’s business and retained interests in securitisations are not significant.

In the third quarter of 2004, HSBC began to structure all new collateralised funding transactions as secured
financings. In a secured financing, the underlying receivables and debt remain on HSBC’s balance sheet. HSBC
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does not recognise a gain in a secured financing transaction. At 31 December 2006, secured financings of
US$23.9 billion included in long-term debt were secured by US$30.5 billion of customer loans.

Prior to the third quarter of 2004, HSBC sold MasterCard and Visa private label, personal non-credit card and
vehicle finance loans in various securitisation transactions. HSBC continues to service and receive servicing fees
on the outstanding balance of these securitised loans and retains rights to future cash flows arising from the loans
after the investors receive their contractual return. HSBC has also, in certain cases, retained other subordinated
interests in these securitisations. These transactions result in the recording of interest-only strip receivables,
which represent the value of the future residual cash flows from securitised loans. The investors and the
securitisation trusts have only limited recourse to HSBC assets for failure of debtors to pay. That recourse is
limited to HSBC’s rights to future cash flows and any subordinated interest retained. Servicing assets and
liabilities are not recognised in conjunction with securitisations since HSBC receives adequate compensation
relative to current market rates to service the loans sold.

Securitisation-related revenue includes income associated with the current and prior period securitisation of
loans with limited recourse structured as sales under US GAAP. Such income includes gains on sales, net of the
estimate of probable credit losses under the recourse provisions, servicing income and excess spread relating to
those loans.

The following table provides a summary of securitisation revenue:

2006 2005 2004

US$m US$m US$m

Net initial AINS ..cvveiieiieiiieeieere ettt - - 25
Net replenishment gains from revolving securitisations .. 30 154 414
Servicing revenue and excess spread . 169 212 569
ONET <.ttt - 6 -
Total SECUritiSAtION TEVEIUE .......ccveeeveieieeeeeeeeeeeeeeee et eee e eeve e 199 372 1,008

Certain revolving securitisation trusts, such as credit cards, are established at fixed levels and require frequent
sales of new loan balances into the trusts to replace loans as they run off. These replenishments totalled
US$6 billion in 2006 (2005: US$17.5 billion). Cash flows received from securitisation trusts were as follows:

Personal
Real estate Vehicle MasterCard Private  non-credit
secured finance /Visa label card Total
US$m US$m US$m US$m US$m US$m
2006
Proceeds from initial securitisations .......... - - - - - -
Servicing fees received ..........cccceovrieueuencne - 16 22 45 10 93
Other cash flows received on retained
INEEIESES' ovvvnvvreierneieeeieesiies s - 97 108 11 18 234
2005
Proceeds from initial securitisations .......... - - - - - -
Servicing fees received ..........ccccoveuecnnne - 45 97 50 46 238
Other cash flows received on retained
INEEIESS! ..o - 40 243 109 52 444
2004
Proceeds from initial securitisations .......... - - 550 190 - 740
Servicing fees received ..........ccccovereennne 1 86 185 93 161 526
Other cash flows received on retained
INEEIESS! ..o 4 9) 705 252 80 1,032

1 Other cash flows included all cash flows from interest-only strip receivables, excluding servicing fees.
At 31 December 2006, the sensitivity of the current fair value of the interest-only strip receivables to an

immediate 10 per cent and 20 per cent unfavourable change in assumptions are presented in the table below.
These sensitivities are based on assumptions used to value interest-only strip receivables at 31 December 2006.
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Personal
Vehicle non-credit
finance Credit Card card
Carrying value (fair value) of interest-only strip receivables (US$
MEILIONS) ettt “) 9 1
Weighted average life (in Years) .......cccccverrenrenieeneeneenecreeees 0.7 0.3 0.3
Payment speed assumption (annual rate) ...........ccoeeververireeirreeeenns 74.3% 98.9% 99.2%
Impact on fair value of 10% adverse change
(USS MILHONS) <.cveeieiiiiiriieieieeereeteee e - ) -
Impact on fair value of 20% adverse change
(USS MILHONS) .eneeeeieieiiiriieieieee et m ?2) -
Expected credit losses (annual 1ate) ..........cceveeveerieerierineinerieenns 10.0% 3.7% 9.8%
Impact on fair value of 10% adverse change
(USS MILHONS) eeniiiieieiiirieieieie et ?2) - -
Impact on fair value of 20% adverse change
(USS MULHONS) .ottt 3) 1) m
Discount rate for residual cash flows (annual rate) ...........cccccveveneee 10.0% 9.0% 11.0%
Impact on fair value of 10% adverse change
(USS MILHONS) .eneeeeieieieireeieieiec ettt - - -
Impact on fair value of 20% adverse change
(USS MILHONS) vvvvinieiiieiiieiiieesee e eene (09} - -
Variable returns to investors (annual rate) ............cccccccvveciccnnnne - 4.7% 6.0%
Impact on fair value of 10% adverse change
(USS MILLONS) .ottt - (€)) -
Impact on fair value of 20% adverse change
(USS MILLONS) <.cuvevreiiiiiriieicictreniretcc et - a a

These sensitivities are hypothetical and should not be considered to be predictive of future performance. As the
figures indicate, the change in fair value based on a 10 per cent variation in assumptions cannot necessarily be
extrapolated because the relationship of the change in assumption to the change in fair value may not be linear.
Also, in this table, the effect of a variation in a particular assumption on the fair value of the residual cash flow is
calculated independently from any change in another assumption. In reality, changes in one factor may
contribute to changes in another (for example, increases in market interest rates may result in lower
prepayments) which might magnify or counteract the sensitivities. Furthermore, the estimated fair values as
disclosed should not be considered indicative of future earnings on these assets.

Static pool credit losses are calculated by summing actual and projected future credit losses and dividing them by
the original balance of each pool of asset. Due to the short-term revolving nature of MasterCard, Visa, and
private label loan balances, the weighted average percentage of static pool credit losses is not considered to be
materially different from the weighted average charge-off assumptions used in determining the fair value of
interest-only strip receivables in the table above. At 31 December 2006, static pool credit losses for vehicle
finance loans securitised in 2003 were estimated to be 10 per cent.

Activities of other North American subsidiaries

Through its North American operating subsidiaries, HSBC began acquiring residential mortgage loans
from unrelated third parties in the middle of 2005 with the intention of securitising those loans. In 2006, certain
loans originated by HSBC were also included in this securitisation program. HSBC does not service loans
acquired from third parties in connection with these securitisations.

In addition to securitising loans, HSBC also securitises the net interest margin (NIM) associated with certain
interests it retains from loan securitisations. A NIM securitisation is a structured finance transaction backed by
the cash flows on certain classes of retained interests in loan securitisations, primarily residual interests. The
notes issued in a NIM securitisation are collateralised by the excess spread left after absorbing any realised
losses and satisfying the required over collateralisation levels in the underlying securitisation deal.

HSBC recorded pre-tax gains of US$113 million (2005: US$3 million) from securitisation transactions. Proceeds
received from new securitisations were US$18 billion (2005: US$576 million), and cash flows from retained
interests were US$35 million and (2005: US$7 million).
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In connection with the securitisations, HSBC’s retained interests include investment grade certificates of
US$316 million and other residual interests of US$176 million at 31 December 2006. Residual interests of
US$14 million were retained at 31 December 2005. Retained interests are recorded in trading assets and are
measured at fair value. Investment grade certificates are valued using quoted market prices. Key assumptions
used during 2006 and 2005 in measuring the fair value of residual interests at the date of securitisation are
presented in the table below.

2006 2005
Expected weighted average life (In YEars) .......ccoceeoevririeieerinininieieienreieeeceneeieie e 2.1-2.7 3
Payment speed assumption (annual rate) ... .. 28.5-36.0% 45.0%
Expected credit losses (annual rate) .......c..c.ccceeeeee 2.4-4.7% 6.0%
Discount rate on residual cash flows (anNUal Tate) .........ccveveieririeririeirieieeeeeeee e 15.0 — 25.0% 20.0%

Key economic assumptions used in measuring the fair value of residual interests in mortgage loans
securitisations and the sensitivity of the current fair values of residual interests to changes in those assumptions
are presented in the table below:

2006 2005
Expected weighted average life (in Years) .......c.cocoeceririririeiecrinirieieeeineee et 1.7-25 3
Payment speed assumption (ANNUAL TALE) .....c.ecvevereeririeirieieieieieieeteest ettt aeeenes 31.5-44.2% 45.0 %
Impact on fair value of 10% adverse change (US$ millions) .. @3 (1)
Impact on fair value of 20% adverse change (US$ millions) ..........coccceeucueirnnnininccccieennnenes a7) 2)
Expected credit 10SSes (ANNUAL TAE) .......o.eueueuiirieirieiiiieirieieiectrereee et 1.2-6.9% 6.0%
Impact on fair value of 10% adverse change (US$ millions) ..........cocceeueueinnnnnincccciceinnenes (25) -
Impact on fair value of 20% adverse change (USS millions) ........cccecevveverierireieriieeieeieeseeen 41) -
Discount rate on residual cash flows (annual rate) ............cccocccoiviiiiiiiniiiiciicccceces 15.0 - 25.0% 20.0%
Impact on fair value of 10% adverse change (US$ millions) .. (€] -
Impact on fair value of 20% adverse change (USS$ millions) ..........ccceecuveeeienicrnincenicnicennnes (15) (1)

These sensitivities are hypothetical and should not be considered to be predictive of future performance. As the
figures indicate, the change in fair value based on a 10 per cent variation in assumptions cannot necessarily be
extrapolated because the relationship of the change in assumption to the change in fair value may not be linear.
Also, in this table, the effect of a variation in a particular assumption on the fair value of the retained interests is
calculated independently from any change in another assumption. In reality, changes in one factor may
contribute to changes in another (for example, increases in market interest rates may result in lower
prepayments) which might magnify or counteract the sensitivities.

Future US GAAP accounting developments

The Financial Accounting Standards Board (‘FASB’) has issued the following accounting standards, which will
become fully effective in future financial statements.

In June 2006, the FASB issued Interpretation No. 48, ‘Accounting for Uncertainty in Income Taxes — an
Interpretation of FASB Statement No. 109 (FIN 48). FIN 48 establishes threshold and measurement attributes for
financial statement measurement and recognition of tax positions taken or expected to be taken in a tax return.

FIN 48 also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure and transition. FIN 48 is effective for fiscal years beginning after 15 December 2006. Adoption of FIN 48
is not expected to have a material effect on the US GAAP information in HSBC’s financial statements.

In September 2006, the FASB issued SFAS 157 ‘Fair Value Measurements’. SFAS 157 defines fair value, establishes
a framework for measuring fair value in US GAAP and requires expanded disclosures about fair value
measurements. SFAS 157 applies under many other extant US GAAP accounting pronouncements which prescribe
that fair value is the relevant measurement, although the Statement does not extend the use of fair value for
measurement purposes. SFAS 157 is effective for fiscal years beginning after 15 November 2007. HSBC is currently
evaluating the impact that adoption of SFAS 157 will have on its US GAAP financial statements.

In February 2007, the FASB issued SFAS 159 ‘The Fair Value Option for Financial Assets and Financial Liabilities’.
SFAS 159 creates a fair value option under which an entity may irrevocably elect fair value as the initial and
subsequent measurement attribute for certain financial assets and liabilities on a contract-by-contract basis, with
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changes in fair value recognised in earnings as these changes occur. SFAS 159 is effective as of the beginning of the
first fiscal year beginning after 15 November 2007. HSBC is currently studying the effect that adoption of SFAS 159
will have on its US GAAP financial statements.
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Information about the enforceability
of judgements made in the US

HSBC Holdings is a public limited company
incorporated in England and Wales. Most of HSBC
Holdings’ Directors and executive officers live
outside the US. As a result, it may not be possible to
serve process on such persons or HSBC Holdings in
the US or to enforce judgements obtained in US

Fourth interim dividend for 2006

courts against them or HSBC Holdings base

d on

civil liability provisions of the securities laws of the

US. There is doubt as to whether English co
would enforce:

in original actions; or

liability provisions.

urts

certain civil liabilities under US securities laws

judgements of US courts based upon these civil

In addition, awards of punitive damages in

actions brought in the US or elsewhere may

be

unenforceable in the UK. The enforceability of any
judgement in the UK will depend on the particular
facts of the case as well as the laws and treaties in

effect at the time.

Exchange controls and other
limitations affecting equity sec
holders

urity

There are currently no UK laws, decrees or
regulations which would prevent the import

or

export of capital or remittance of distributable profits
by way of dividends and other payments to holders
of HSBC Holdings’ equity securities who are not
residents of the UK. There are also no restrictions

under the laws of the UK or the terms of the

Memorandum and Articles of Association of HSBC
Holdings concerning the right of non-resident or
foreign owners to hold HSBC Holdings’ equity

securities or, when entitled to vote, to do so.

The Directors have declared a fourth interim dividend of US$0.36 per ordinary share (in lieu of a final dividend).
Information on the scrip dividend scheme and currencies in which shareholders may elect to have the cash dividend
paid will be sent to shareholders on or about 3 April 2007. The timetable for the dividend is:

Shares quoted ex-dividend in London, Hong Kong and Bermuda; ADSs quoted ex-dividend in New York
Record date and closure of Hong Kong Overseas Branch Register of shareholders for one day

Shares quoted ex-dividend in Paris

Mailing of Annual Report and Accounts 2006 and/or Annual Review 2006, Notice of Annual General Meeting and

dividend documentation

Final date for receipt by registrars of forms of election and revocations of standing instructions for scrip dividends
Exchange rate determined for payment of dividends in sterling and Hong Kong dollars

Payment date: dividend warrants, new share certificates or transaction advices and notional tax vouchers mailed and

shares credited to stock accounts in CREST
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Interim dividends for 2007

The Board has adopted a policy of paying quarterly interim dividends on the ordinary shares. Under this policy it is
intended to have a pattern of three equal interim dividends with a variable fourth interim dividend. It is envisaged that
the first interim dividend in respect of 2007 will be US$0.17 per ordinary share. The proposed timetables for the

dividends in respect of 2007 are:

Interim dividends for 2007

First
ANNOUNCEMENL ...cvnniieieniiieieieseceeeeteseeeseesenenene 30 April 2007
ADSs quoted ex-dividend in New York .................. 16 May 2007
Shares quoted ex-dividend in London,
Hong Kong and Bermuda ..........c.coovueveviinnnnenne 16 May 2007
Record date and closure of Hong Kong Overseas
Branch Register of shareholders for one day........ 18 May 2007
Shares quoted ex-dividend in Paris ........cccoceeueuenee. 21 May 2007
Payment date ..........oeeueueeiininieicciineecceeeae 5 July 2007

Second

30 July 2007

15 August 2007
15 August 2007

17 August 2007
20 August 2007
4 October 2007

Dividends on the ordinary shares of HSBC Holdings

Third

5 November 2007
20 November 2007
21 November 2007

23 November 2007
26 November 2007
16 January 2008

Fourth

3 March 2008
19 March 2008
19 March 2008

25 March 2008
26 March 2008
7 May 2008

HSBC Holdings has paid dividends on its ordinary shares every year without interruption since it became the HSBC
Group holding company by a scheme of arrangement in 1991. The dividends declared, per ordinary share, for each of

the last five years were:

First Second Third Fourth

interim interim interim interim'

2006 USS o 0.150 0.150 0.150 0.360
e 0.082 0.079 0.078 0.183

HKS .o 1.164 1.167 1.168 2.799

2005 USS o 0.140 0.140 0.140 0.310
£ 0.077 0.079 0.079 0.169

HKS oo 1.088 1.086 1.085 2.403

2004 USS oo 0.130 0.130 0.130 0.270
£ 0.071 0.072 0.069 0.141

HKS oo 1.013 1.014 1.013 2.104

2003 USS s 0.240 0.120 0.240 -
£ e 0.146 0.065 0.135 -

HKS oo 1.860 0.931 1.871 -

2002 USS e 0.205 0.325 - -
£ o 0.130 0.204 - -

HKS oo 1.599 2.535 - -

Total®

0.810
0.422
6.298

0.730
0.404
5.662

0.660
0.353
5.144

0.600
0.345
4.654

0.530
0.334
4.134

1 The fourth interim dividend for 2006 of US$0.360 per share has been translated into pounds sterling and Hong Kong dollars at the
closing rate on 31 December 2006. The dividend will be paid on 10 May 2007.
2 The above dividends declared are accounted for as disclosed in Note 11 on the Financial Statements.

Dividends are declared in US dollars and, at the election of the shareholder, paid in cash in one of, or in a
combination of, US dollars, sterling and Hong Kong dollars, or satisfied in whole or in part by the issue of new

shares in lieu of a cash dividend.

Nature of trading market

HSBC Holdings ordinary shares are listed or admitted to trading on the London Stock Exchange, the Hong Kong
Stock Exchange (‘HKSE’), Euronext Paris, the New York Stock Exchange (‘NYSE’) and the Bermuda Stock
Exchange. HSBC Holdings maintains its principal share register in England and overseas branch share registers in

Hong Kong and Bermuda (collectively, the ‘share register’).

As at 31 December 2006, there were a total of 205,958 holders of record of HSBC Holdings ordinary shares.

As at 31 December 2006, a total of 13,292,804 of the HSBC Holdings ordinary shares were registered in the
HSBC Holdings share register in the name of 11,525 holders of record with addresses in the US. These shares

represented 0.1149 per cent of the total HSBC Holdings ordinary shares in issue.
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As at 31 December 2006, there were 11,079 holders of record of ADSs holding approximately 107 million
ADSs, representing approximately 535 million HSBC Holdings ordinary shares. 10,856 of these holders had
addresses in the US, holding approximately 106.9 million ADSs, representing 534.8 million HSBC Holdings
ordinary shares. As at 31 December 2006, approximately 4.5 per cent of the HSBC Holdings ordinary shares were
represented by ADSs held by holders of record with addresses in the US.

The following table shows, for the years, calendar quarters and months indicated, the highest and lowest prices
for the HSBC Holdings ordinary shares and ADSs. These are based on mid-market prices at close of business on the
London Stock Exchange, HKSE, Euronext Paris, NYSE and the Bermuda Stock Exchange.

Past share price performance should not be regarded as a guide to future performance.

High and low mid-market closing prices

2006
45Q

3" Quarter .
2™ Quarter .
1* Quarter

2005
45Q

uarter ..............

uarter ..............

3" Quarter ............
2" Quarter .............
1* Quarter ..............

2007

January ...l

2006

December ...............
November ..............
October ......c.coeenee
September ..............

Notes

London Hong Kong New York Paris Bermuda’
US$0.50 shares US$0.50 shares ADSs' US$0.50 shares US$0.50 shares
High Low High Low High Low High Low High Low
pence pence HK$ HKS$ USS$ US$ euro euro USS$ US$
1028 914 151.2 124.5 98.4 80.5 154 13.3 19.6 16.4
950 825 133.5 120.1 85.8 77.5 13.9 12.0 17.1 15.7
954 784 136.5 109.5 87.8 70.0 13.6 11.8 17.3 14.5
914 631 122.5 80.3 78.8 51.1 13.4 9.3 - -
866 643 97.5 78.8 64.4 50.3 13.9 10.2 - -
London Hong Kong New York Paris Bermuda
US$0.50 shares US$0.50 shares ADSs' US$0.50 shares US$0.50 shares
High Low High Low High Low High Low High Low
pence pence HK$ HKS$ USS$ US$ euro euro USS$ US$
1028 916 151.2 140.3 98.4 90.2 154 13.6 19.6 18.1
975 942 142.2 134.8 91.8 86.6 14.5 13.7 18.4 17.3
985 914 142.2 130.6 92.1 84.2 14.4 13.3 18.1 16.7
995 924 134.0 124.5 86.6 80.5 14.6 13.4 17.4 16.4
950 873 126.5 120.1 81.6 77.5 13.9 12.8 16.5 15.7
936 885 129.2 123.0 83.2 79.0 13.6 13.0 16.6 16.0
895 825 127.0 122.5 81.4 78.6 13.5 12.0 16.2 15.8
907 832 133.5 122.5 85.8 78.3 13.3 12.2 17.1 15.9
London Hong Kong New York Paris Bermuda
US$0.50 shares US$0.50 shares ADSs' US$0.50 shares US$0.50 shares
High Low High Low High Low High Low High Low
pence pence HK$ HKS$ USS$ US$ euro euro USS$ US$
953 914 1454 139.0 93.1 90.0 144 13.9 18.8 18.0
937 916 144.6 140.3 93.4 90.2 14.1 13.6 18.7 18.1
1028 938 151.2 142.8 98.4 92.9 154 14.0 19.6 18.7
1017 968 147.2 141.8 95.8 91.6 15.2 14.3 19.1 18.2
975 949 142.1 138.1 91.8 89.2 14.5 14.0 18.4 17.9
970 942 142.2 1379 914 89.2 14.3 13.9 18.4 17.9
974 942 140.2 134.8 91.0 86.6 14.3 13.7 18.3 17.3

1 In New York each ADS represents 5 underlying ordinary shares.

2 HSBC shares were not listed on the Bermuda Stock Exchange prior to 18 February 2004.
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Stock symbols
HSBC Holdings ordinary shares trade under the following stock symbols:

London Stock Exchange HSBA
Hong Kong Stock Exchange 5

New York Stock Exchange (ADS) HBC
Euronext Paris HSB
Bermuda Stock Exchange HSBC

Shareholder profile

At 31 December 2006 the register of members recorded the following details:

Number of Total
Ordinary shares held shareholders shares held
ToT00 i 30,596 978,960
101-400 .. 33,550 8,491,949
401-500 ..... 9,364 4,246,168
SOT=T,000 .ot 32,037 24,073,397
LL001-5,000 ...t 67,024 155,123,482
5,001-10,000 ....oviiiiiiiiiiiiic e 15,430 109,211,328
10,001-20,000 ..ottt 8,599 119,423,901
20,001-50,000 ...... 5,139 157,408,088
50,001-200,000 .... 2,559 237,501,911
200,001-500,000 .. 670 208,679,627
500,001 and above 990 10,547,068,924
Total 205,958 11,572,207,735

Memorandum and Articles of Association

The discussion under the caption ‘Memorandum and Articles of Association’ contained in HSBC Holdings’ Annual
Reports on Form 20-F for the years ended 31 December 2000 and 2001 is incorporated by reference herein.

Interim results

The interim results for the six months to 30 June 2007 will be announced on 30 July 2007.

Annual General Meeting

The 2007 Annual General Meeting will be held at the Barbican Hall, Barbican Centre, London EC2 on 25 May 2007
at 11 am.

All resolutions considered at the 2006 Annual General Meeting were passed on a poll as follows:

Total votes

Resolution For Against Abstain
1 To receive the Report and Accounts for 2005 ........cccovervvineenenncnnenne 4,480,852,415 21,235,648 107,249,007
2 To approve the Directors’ Remuneration Report for 2005 .........ccoeeunee 4,428,404,417 154,287,152 70,543,557
3 To re-elect the following as Directors:
(a) The Baroness DUNMN ..........ccooevireriiinieinieineeee e 4,612,655,769 36,639,677 2,104,416
() M F GEOZNEZAN ...ttt 4,636,745,575 12,088,015 2,185,789
(€) S K GICEN .ttt ettt eaenas 4,536,123,455 96,828,783 18,179,417
(d)  Sir Mark Moody=Stuart ...........coeueueeirirrieeeenreeieeeeeeeee e 4,626,583,848 22,231,763 2,202,512
(¢) S M Robertson 4,635,200,010 11,818,080 2,264,832
() H SORMEN ..ot 4,625,766,106 22,794,084 2,617,684
(g) Sir Brian WillIamSOon ..........cccoveeueueueininirieieeeenesieieieeeeseeee e 4,637,388,477 11,612,586 2,204,044
4 To reappoint the AUItOr.......ccceeviririeieiiiriniieieetreeece e 4,581,736,221 25,270,259 46,246,917
5 To authorise the Directors to allot Shares ............ccceeeevvevevereseeeeeeieiens 4,588,458,934 60,705,949 6,033,860
6  To disapply pre-emption rights (Special Resolution) ........c..ccceceeveevueennene 4,593,975,127 54,420,754 6,831,574
7  To authorise the Company to purchase its own Ordinary Shares ............. 4,620,218,288 15,470,061 9,882,035
8  To increase fees payable to each non-executive Directors to £65,000 p.a. 4,601,744,353 29,609,584 13,995,048

1 Includes discretionary votes.
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Shareholder enquiries and communications

Enquiries

Any enquiries relating to your shareholding, for example transfers of shares, change of name or address, lost share
certificates or dividend cheques, should be sent to the Registrars:

Principal Register

Computershare Investor Services PLC
PO Box 1064, The Pavilions
Bridgwater Road

Bristol BS99 3FA

UK

Telephone: 44 (0) 870 7020137
Email: web.queries@computershare.co.uk

Hong Kong Overseas Branch Register:

Computershare Hong Kong Investor
Services Limited

Hopewell Centre, 46™ Floor

183 Queen’s Road East

Wan Chai

Hong Kong

Telephone: 852 2862 8628

Email: hkinfo@computershare.com.hk

Any enquiries relating to ADSs should be sent to the depositary:

The Bank of New York

101 Barclay Street

Floor 22W

New York, NY 10286

USA

Telephone (US): 1 888 269 2377

Telephone (International): 001 610 382 7836

Email: shareowner-sves@bankofny.com

Bermuda Overseas Branch Register:

Corporate Shareholder Services
The Bank of Bermuda Limited
6 Front Street

Hamilton HM 11

Bermuda

Telephone: 1 441 299 6737

Any enquiries relating to shares held through Euroclear France, the settlement and central depositary system for
Euronext Paris, should be sent to the paying agent:

HSBC France

103, avenue des Champs Elysées
75419 Paris Cedex 08

France

Telephone: 33 1 40 70 22 56

Further copies of this Annual Report and Accounts 2006 may be obtained by writing to the following departments:

For those in Europe, the Middle East and
Africa:

Group Corporate Affairs
HSBC Holdings plc

8 Canada Square
London E14 SHQ

UK

Electronic communications

For those in Asia-Pacific:

Group Public Affairs

The Hongkong and Shanghai Banking
Corporation Limited

1 Queen’s Road Central

Hong Kong

For those in the Americas:

Employee Communications
HSBC-North America
2700 Sanders Road
Prospect Heights

Illinois 60070

USA

Shareholders may at any time choose to receive corporate communications in printed form or electronically. To
register online to receive electronic communications, or revoke or amend an instruction to receive electronic
communications, go to www.hsbc.com/ecomms. If you received this document electronically and would like to
receive a printed copy or would like to receive future shareholder communications in printed form, please write to the
appropriate Registrars at the address given above. Printed copies will be provided without charge.

Chinese translation

A Chinese translation is available on request after 3 April 2007 from the Registrars:

Computershare Hong Kong Investor Services Limited

Hopewell Centre, 46" Floor
183 Queen’s Road East
Wan Chai

Hong Kong
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Investor relations / Where information is available / Taxation

Computershare Investor Services PLC
PO Box 1064, The Pavilions
Bridgwater Road

Bristol BS99 3FA

UK

Please also contact the Registrars if you wish to receive Chinese translations of future documents or if you have
received a Chinese translation of this document and do not wish to receive such translations in future.
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Investor relations

Enquiries relating to HSBC’s strategy or operations may be directed to:

Senior Manager Investor

Relations Investor Relations
HSBC Holdings plc HSBC Finance Corporation
8 Canada Square 2700 Sanders Road
London E14 SHQ Prospect Heights, IL 60070
UK USA

+1 847 564 6478
+1 847 205 7538

Telephone: +44 (0)20 7991 8041
Facsimile: +44 (0)20 7991 4663
E-mail: investorrelations@hsbc.com

Where more information about
HSBC is available

This Annual Report and Accounts 2006, and other
information on HSBC, may be viewed on HSBC’s
web site: www.hsbc.com.

US Investors may read and copy the reports,
statements or information that HSBC Holdings files
with the Securities Exchange Commission at its
public reference room in Washington, DC, which is
located at 100 F Street, Room 1580, Washington, DC
20549. These documents will also be available at the
Commission’s regional offices located at the
Woolworth Building, 233 Broadway, New York, NY
10279 and at Citicorp Center, 500 West Madison
Street, Suite 1400, Chicago, IL 60661. Investors
should call the Commission at 1-800-SEC-0330 for
further information on the operation of the public
reference rooms. Investors can request copies of
these documents upon payment of a duplicating fee,
by writing to the Commission at 100 F Street, Mail
Stop 5100, Washington, DC 50549. Investors may
also obtain the reports and other information HSBC
Holdings files at the offices of the New York Stock
Exchange, Inc., 20 Broad Street, New York, NY
10005.

Taxation of shares and dividends

Taxation — UK residents

The following is a summary, under current law, of
the principal UK tax considerations that are likely to
be material to the ownership and disposition of

Director — Corporate Finance and

investor.relations@us.hsbc.com
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Senior Manager External
Relations

The Hongkong and Shanghai Banking
Corporation Limited

1 Queen’s Road Central

Hong Kong

+852 2822 4929

+852 28450113

investorrelations@hsbc.com.hk

shares. The summary does not purport to be a
comprehensive description of all the tax
considerations that may be relevant to a holder of
shares. In particular, the summary deals principally
with shareholders who are resident in the UK for UK
tax purposes and only with holders who hold the
shares as investments and who are the beneficial
owners of the shares, and does not address the tax
treatment of certain classes of holders such as
dealers in securities. Holders and prospective
purchasers should consult their own advisers
regarding the tax consequences of an investment in
shares in light of their particular circumstances,
including the effect of any national, state or local
laws.

Taxation of dividends

Currently no tax is withheld from dividends paid by
HSBC Holdings. However, dividends are paid with
an associated tax credit which is available for set-off
by certain shareholders against any liability they
may have to UK income tax. Currently, the
associated tax credit is equivalent to 10 per cent of
the combined cash dividend and tax credit, i.e.
one-ninth of the cash dividend.

For individual shareholders who are resident in
the UK for taxation purposes and liable to UK
income tax at the basic rate, no further UK income
tax liability arises on the receipt of a dividend from
HSBC Holdings. Individual shareholders who are
liable to UK income tax at the higher rate on UK
dividend income (currently 32.5 per cent) are taxed



on the combined amount of the dividend and the tax
credit. The tax credit is available for set-off against
the higher rate liability, leaving net higher rate tax to
pay equal to 25 per cent of the cash dividend.
Individual UK resident shareholders are not entitled
to any tax credit repayment.

Although non-UK resident shareholders are
generally not entitled to any repayment of the tax
credit in respect of any UK dividend received, some
such shareholders may be so entitled under the
provisions of a double taxation agreement between
their country of residence and the UK. However, in
most cases no amount of the tax credit is, in practice,
repayable.

Information on the taxation consequences of the
HSBC Holdings scrip dividends offered in lieu of the
2004 fourth interim dividend and the first, second
and third interim dividends for 2006 was set out in
the Secretary’s letters to shareholders of 4 April,

1 June, 30 August and 5 December 2006. In each
case, the difference between the cash dividend
foregone and the market value of the scrip dividend
did not equal or exceed 15% of the market value and
accordingly, the price of HSBC Holdings US$0.50
ordinary shares (the ‘shares’) for UK tax purposes
for the dividends was the cash dividend foregone.

Taxation of capital gains

The computation of the capital gains tax liability
arising on disposals of shares in HSBC Holdings by
shareholders subject to UK capital gains tax can be
complex, partly depending on whether, for example,
the shares were purchased since April 1991, acquired
in 1991 in exchange for shares in The Hongkong and
Shanghai Banking Corporation Limited, or acquired
subsequent to 1991 in exchange for shares in other
companies.

For capital gains tax purposes, the acquisition
cost for ordinary shares is adjusted to take account of
subsequent rights and capitalisation issues. Further
adjustments apply where an individual shareholder
has chosen to receive shares instead of cash
dividends, subject to scrip issues made since 6 April
1998 being treated for tax as separate holdings. Any
capital gain arising on a disposal may also be
adjusted to take account of indexation allowance
and, in the case of individuals, taper relief. Except
for gains made by a company chargeable to UK
corporation tax, any such indexation allowance is
calculated up to 5 April 1998 only.

If in doubt, shareholders are recommended to
consult their professional advisers.
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Inheritance tax

Shares or ADSs held by an individual whose
domicile is determined to be the US for the purposes
of the United States-United Kingdom Double
Taxation Convention relating to estate and gift taxes
(the ‘Estate Tax Treaty’) and who is not for such
purposes a national of the UK will not, provided any
US Federal estate or gift tax chargeable has been
paid, be subject to UK inheritance tax on the
individual’s death or on a lifetime transfer of shares
or ADSs except in certain cases where the shares or
ADSs (i) are comprised in a settlement (unless, at the
time of the settlement, the settlor was domiciled in
the US and was not a national of the UK), (ii) is part
of the business property of a UK permanent
establishment of an enterprise, or (iii) pertains to a
UK fixed base of an individual used for the
performance of independent personal services. In
such cases, the Estate Tax Treaty generally provides
a credit against US Federal tax liability for the
amount of any tax paid in the UK in a case where the
shares or ADSs are subject to both UK inheritance
tax and to US Federal estate or gift tax.

Stamp duty and stamp duty reserve tax

Transfers of shares by a written instrument of
transfer generally will be subject to UK stamp duty
at the rate of 0.5 per cent of the consideration paid
for the transfer, and such stamp duty is generally
payable by the transferee.

An agreement to transfer shares, or any interest
therein, normally will give rise to a charge to stamp
duty reserve tax at the rate of 0.5 per cent of the
consideration. However, provided an instrument of
transfer of the shares is executed pursuant to the
agreement and duly stamped before the date on
which the stamp duty reserve tax becomes payable,
under the current practice of UK HM Revenue and
Customs it will not be necessary to pay the stamp
duty reserve tax, nor to apply for such tax to be
cancelled. Stamp duty reserve tax is generally
payable by the transferee.

Paperless transfers of shares within CREST, the
UK’s paperless share transfer system, are liable to
stamp duty reserve tax at the rate of 0.5 per cent of
the consideration. In CREST transactions, the tax is
calculated and payment made automatically.
Deposits of shares into CREST generally will not be
subject to stamp duty reserve tax, unless the transfer
into CREST is itself for consideration.

Taxation — US residents

The following is a summary, under current law, of
the principal UK tax and US federal income tax
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considerations that are likely to be material to the
ownership and disposition of shares or ADSs by a
holder that is a resident of the US for the purposes of
the income tax convention between the US and the
UK (the ‘Treaty’), and is fully eligible for benefits
under the Treaty (an ‘eligible US holder’). The
summary does not purport to be a comprehensive
description of all of the tax considerations that may
be relevant to a holder of shares or ADSs. In
particular, the summary deals only with eligible US
holders that hold shares or ADSs as capital assets,
and does not address the tax treatment of holders that
are subject to special tax rules, such as banks, tax-
exempt entities, insurance companies, dealers in
securities or currencies, persons that hold shares or
ADSs as part of an integrated investment (including
a ‘straddle’) comprised of a share or ADS and one or
more other positions, and persons that own, directly
or indirectly, 10 per cent or more of the voting stock
of HSBC Holdings. This discussion is based on laws,
treaties, judicial decisions and regulatory
interpretations in effect on the date hereof, all of
which are subject to change. Under the current
income tax treaty between the UK and the US,
eligible US holders are no longer entitled to claim a
special foreign tax credit in respect of dividends.

Holders and prospective purchasers should
consult their own advisers regarding the tax
consequences of an investment in shares or ADSs in
light of their particular circumstances, including the
effect of any national, state or local laws.

In general, the beneficial owner of a share or
ADS will be entitled to benefits under the Treaty
(and, therefore, will be an eligible US holder) if it is
(i) an individual resident of the US, a US corporation
meeting ownership criteria specified in the Treaty or
other entity meeting criteria specified in the Treaty;
and (ii) not also resident in the UK for UK tax
purposes. Special rules, including a limitation of
benefits provision, may apply. The Treaty benefits
discussed below generally are not available to US
holders that hold shares or ADSs in connection with
the conduct of a business through a permanent
establishment, or the performance of personal
services through a fixed base, in the UK.

Taxation of dividends

An eligible US holder must include cash dividends
paid on the shares or ADSs in ordinary income on
the date that such holder or the ADS depositary
receives them, translating dividends paid in UK
pounds sterling into US dollars using the exchange
rate in effect on the date of receipt. Subject to certain
exceptions for positions that are held for less than 61
days or are hedged, and subject to a foreign
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corporation being considered a ‘qualified foreign
corporation’ (which includes not being classified for
US federal income tax purposes as a passive foreign
investment company), certain dividends (‘qualified
dividends’) received by an individual eligible US
holder before 2009 generally will be subject to US
taxation at a maximum rate of 15 per cent. Based on
the company’s audited financial statements and
relevant market and shareholder data, HSBC
Holdings believes that it was not treated as a passive
foreign investment company for US federal income
tax purposes with respect to its 2005 or 2006 taxable
year. In addition, based on the company’s audited
financial statements and current expectations
regarding the value and nature of its assets, and the
sources and nature of its income, HSBC Holdings
does not anticipate being classified as a passive
foreign investment company for its 2007 taxable
year. Accordingly, dividends paid on the shares or
ADSs generally should be treated as qualified
dividends.

Taxation of capital gains

Gains realised by an eligible US holder on the sale or
other disposition of shares or ADSs normally will
not be subject to UK taxation unless at the time of
the sale or other disposition the holder carries on a
trade, profession or vocation in the UK through a
branch or agency or permanent establishment and
the shares or ADSs are or have been used, held or
acquired for the purposes of such trade, profession,
vocation, branch or agency or permanent
establishment. Such gains will be included in income
for US tax purposes, and will be long-term capital
gains if the shares or ADSs were held for more than
one year. A long-term capital gain realised by an
individual holder generally is subject to US tax at a
maximum rate of 15 per cent.

Stamp duty and stamp duty reserve tax —
ADSs

If shares are transferred into a clearance service or
depository receipt (‘ADR’) arrangement (which will
include a transfer of shares to the Depository) UK
stamp duty and/or stamp duty reserve tax will be
payable. The stamp duty or stamp duty reserve tax is
generally payable on the consideration for the
transfer and is payable at the aggregate rate of

1.5 per cent.

The amount of stamp duty reserve tax payable
on such a transfer will be reduced by any stamp duty
paid in connection with the same transfer.

No stamp duty will be payable on the transfer
of, or agreement to transfer, an ADS, provided that



the ADR and any separate instrument of transfer or
written agreement to transfer remain at all times
outside the UK, and provided further that any such
transfer or written agreement to transfer is not
executed in the UK. No stamp duty reserve tax will
be payable on a transfer of, or agreement to transfer,
an ADS effected by the transfer of an ADR.

On a transfer of shares from the Depository to a
registered holder of an ADS upon cancellation of the
ADS, a fixed stamp duty of £5 per instrument of
transfer will be payable by the registered holder of
the ADR cancelled.

US backup withholding tax and information
reporting

Distributions made on shares and proceeds from the
sale of shares or ADSs that are paid within the US,
or through certain financial intermediaries to US
holders, are subject to information reporting and may
be subject to a US ‘backup’ withholding tax unless,
in general, the US holder complies with certain
certification procedures or is a corporation or other
person exempt from such withholding. Holders that
are not US persons generally are not subject to
information reporting or backup withholding tax, but
may be required to comply with applicable
certification procedures to establish that they are not
US persons in order to avoid the application of such
information reporting requirements or backup
withholding tax to payments received within the US
or through certain financial intermediaries.

History and development of HSBC

1865 The founding member of the HSBC Group,
The Hongkong and Shanghai Banking
Corporation, is established in both Hong

Kong and Shanghai.

1959 The Mercantile Bank of India Limited and
The British Bank of the Middle East, now
HSBC Bank Middle East Limited, are

purchased.

1965 A 51 per cent interest (subsequently increased
to 62.14 per cent) is acquired in Hang Seng
Bank Limited. Hang Seng Bank is the fourth-
largest listed bank in Hong Kong by market

capitalisation.

1980 A 51 per cent interest in Marine Midland
Banks, Inc., now HSBC USA, Inc, is acquired
(with the remaining interest acquired in

1987).

1981 The Hongkong and Shanghai Bank Banking

Corporation incorporates its then existing
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1987

1991

1992

1993

1997

1999

2000

2002

2003

2003

2004

2004

Canadian operations. HSBC Bank Canada has
since made numerous acquisitions, expanding
rapidly to become the largest foreign-owned
bank in Canada and the seventh-largest
overall at 31 December 2006.

A 14.9 per cent interest in Midland Bank plc,
now HSBC Bank plc, one of the UK’s
principal clearing banks, is purchased.

HSBC Holdings plc is established as the
parent company of the HSBC Group.

HSBC purchases the remaining interest in
Midland Bank plc.

As a consequence of the Midland acquisition,
HSBC'’s head office is transferred from Hong
Kong to London in January.

HSBC assumes selected assets, liabilities and
subsidiaries of Banco Bamerindus do Brasil
S.A., now HSBC Bank Brazil, following the
intervention of the Central Bank of Brazil,
and in Argentina completes the acquisition of
Grupo Roberts, now part of HSBC Bank
Argentina S.A.

HSBC acquires Republic New York
Corporation, subsequently merged with
HSBC USA, Inc., and Safra Republic
Holdings S.A.

HSBC completes its acquisition of 99.99 per
cent of the issued share capital of Crédit
Commercial de France S.A., now HSBC
France.

HSBC acquires 99.59 per cent of Grupo
Financiero Bital, S.A. de C.V., the holding
company of what is now HSBC Mexico.

HSBC acquires Household International, Inc.,
now HSBC Finance Corporation. HSBC
Finance brings to the Group national
coverage in the US for consumer lending,
credit cards and credit insurance through
multiple distribution channels.

HSBC acquires Banco Lloyds TSB S.A.-
Banco Multiplo in Brazil and the country’s
leading consumer finance company, Losango
Promotora de Vendas Limitada (‘Losango’).

HSBC Bank USA, Inc. merges with HSBC
Bank & Trust (Delaware) N.A. to form HSBC
Bank USA, N.A.

The acquisition of The Bank of Bermuda
Limited is completed.
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2004

2004

2005

2005

2006

HSBC acquires Marks and Spencer Retail
Financial Services Holdings Limited, which
trades as Marks and Spencer Money (‘M&S
Money’) in the UK.

HSBC acquires 19.9 per cent of Bank of
Communications, mainland China’s fifth-
largest bank by total assets, and Hang Seng
Bank acquires 15.98 per cent of Industrial
Bank.

HSBC increases its holding in Ping An
Insurance to 19.9 per cent, having made its
initial investment in 2002. Ping An Insurance
is the second-largest life insurer and the third-
largest property and casualty insurer in
mainland China.

HSBC Finance completes the acquisition of
Metris Companies Inc. (‘Metris’), making
HSBC the fifth-largest issuer of MasterCard
and Visa cards in the USA.

In July, HSBC enters into an agreement with
Grupo Banistmo S.A. (‘Banistmo’), the
leading banking group in Central America, to
make a tender offer to acquire 99.98 per cent
of the outstanding shares of Banistmo for
US$1.77 billion in cash. The transaction is
completed in November. Banistmo’s principal
area of operation is Panama, but the group
also has a significant presence in five
countries new to HSBC, namely Costa Rica,
Honduras, Colombia, Nicaragua and El
Salvador.
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Organisational Structure
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Glossary

Accounting terms used

Accounts

Articles of Association
Associates
Attributable profit
Balance sheet

Bills

Called up share capital
Capital allowances
Creditors

Debtors

Deferred tax
Depreciation

Finance lease
Freehold

Interests in associates and joint ventures

Loans and advances
Loan capital
Nominal value
One-off

Ordinary shares
Overdraft

Preference shares
Premises

Provisions

Share capital
Shareholders’ equity
Share premium account
Shares in issue
Write-offs

US equivalent or brief description

Financial Statements

Bylaws

Long-term equity investments accounted for using the equity method
Net income

Statement of financial position

Notes

Ordinary shares, issued and fully paid

Tax depreciation allowances

Payables

Receivables

Deferred income tax

Amortisation

Capital lease

Ownership with absolute rights in perpetuity

Long-term equity investments accounted for using the equity method
Lendings

Long-term debt

Par value

Non-recurring

Common stock

A line of credit, contractually repayable on demand unless a fixed-term has

been agreed, established through a customer’s current account
Preferred stock
Real estate
Allowances
Ordinary shares or common stock issued and fully paid
Stockholders’ equity
Additional paid-in capital
Shares outstanding
Charge-offs
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Abbreviations used

ABC

ABS

ADR

ADS

AICPA

AIEA

ALCO

ARB

ARM

ATM

Bank of Bermuda
Bank of Communications

Basel Committee
Basel 11

Brazilian operations

CCF
CGU
Combined Code

CRM
CSA
Decision One

DPF
EITF
EPS award

EU
FASB
FDIC
FFIEC
FHC

FIN

FSA

FSMA

FTSE

GAAP

GDP

GHOS

Global Markets

Group
Hang Seng Bank

HFC
HKMA

HKSE
Hong Kong

Brief description

Asset-backed conduits

Asset-backed securities

American depositary receipt

American depositary share

The American Institute of Certified Public Accountants

Average interest-earning assets

Asset and liability management committee

Accounting Research Bulletin (US)

Adjustable rate mortgage

Automated teller machines

The Bank of Bermuda Limited, which was acquired in February 2004

Bank of Communications Limited, mainland China’s fifth largest bank in
which HSBC acquired a 19.9 per cent interest in August 2004

The Basel Committee on Banking Supervision

The Final Accord of the Basel Committee on proposals for a new capital
adequacy framework

HSBC Bank Brasil S.A.-Banco Mltiplo and subsidiaries, plus HSBC
Servigos e Participagdes Limitada

CCF S.A., the former name of HSBC France

Cash generating unit

Combined Code on Corporate Governance issued by the Financial Reporting
Council

Customer relationship management

Credit support annex

Decision One Mortgage Company, HSBC Finance’s subsidiary which

originates loans referred by mortgage brokers

Discretionary participation feature of insurance and investment contracts

Emerging Issues Task Force (US)

Earnings per share measure applied to half of the award of Performance
Shares under The HSBC Share Plan

European Union

Financial Accounting Standards Board (US)

Federal Deposit Insurance Corporation (US)

Federal Financial Institution Examination Council

Financial holding company, as defined under the Gramm-Leach-Bliley Act
amendments to the BHCA

FASB Interpretation (US)

Financial Services Authority (UK)

Financial Services and Markets Act 2000 (UK)

Financial Times — Stock Exchange index

Generally Accepted Accounting Principles

Gross domestic product

Hong Kong Government Home Ownership Scheme

HSBC'’s treasury and capital markets services in Corporate, Investment
Banking and Markets

HSBC Holdings together with its subsidiary undertakings

Hang Seng Bank Limited, the fourth largest bank in Hong Kong by market
capitalisation

HFC Bank Limited, the UK-based consumer finance business acquired
through the acquisition by HSBC of HSBC Finance Corporation

The Hong Kong Monetary Authority

The Stock Exchange of Hong Kong Limited

The Hong Kong Special Administrative Region of the People’s Republic of
China
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Abbreviations used

HNAH

HSBC

HSBC Bank

HSBC Bank Argentina
HSBC Bank Brazil

HSBC Bank Delaware

HSBC Bank Malaysia
HSBC Bank Middle East

HSBC Bank Nevada

HSBC Bank USA
HSBC Finance
HSBC France

HSBC Holdings
HSBC Mexico

HSBC Private Bank (Suisse)

1AS

IFRSs

IFRIC

1GU

Industrial Bank

IPO

Key Management Personnel
KPMG

Losango

Mainland China
Metris
M&S Money

MMEs

MSCI

MSRs

NA

NIM

NYSE

oCcC

OCI

OFT

Option ARMS

Brief description

HSBC North America Holdings Inc, the bank holding company formed on
1 January 2004 to hold all of HSBC’s North America operations

HSBC Holdings together with its subsidiary undertakings

HSBC Bank plc, formerly Midland Bank plc

HSBC Bank Argentina S.A.

HSBC Bank Brasil S.A.-Banco Multiplo, HSBC'’s retail banking operation in
Brazil, formerly Banco Bamerindus do Brasil S.A.

HSBC Trust Company (Delaware), N.A., a US nationally chartered bank
restricted to trust activities

HSBC Bank Malaysia Berhad

HSBC Bank Middle East Limited, formerly The British Bank of the Middle
East

HSBC Bank Nevada, NA, (formerly Household Bank (SB), N.A.) a nationally
chartered ‘credit card bank’ in the US which is a subsidiary of HSBC
Finance Corporation

HSBC'’s retail bank in the US. From 1 July 2004, HSBC Bank USA, N.A.
(formerly HSBC Bank USA, Inc.)

HSBC Finance Corporation, the US consumer finance company acquired in
March 2003 (formerly Household International, Inc.)

HSBC’s French banking subsidiary, whose name was changed from CCF
S.A. (previously Crédit Commercial de France S.A.) in 2005

HSBC Holdings plc, the parent company of HSBC

HSBC México S.A., the commercial banking subsidiary of Grupo Financiero
HSBC, S.A. de C.V. and the fifth-largest bank in Mexico by deposits and
assets

HSBC Private Bank (Suisse) S.A., HSBC’s private bank in Switzerland
(formerly HSBC Republic Bank (Suisse) S.A.)

International Accounting Standard

International Financial Reporting Standards

International Financial Reporting Interpretations Committee

Income generating unit

Industrial Bank Co. Limited, a national joint-stock bank in mainland China of
which Hang Seng acquired a 15.98 per cent interest in 2004

Initial public offering

Directors and Group Managing Directors of HSBC Holdings

KPMG Audit plc and its affiliates

Losango Promotora de Vendas Limitada, the Brazilian consumer finance
company acquired in December 2003

People’s Republic of China excluding Hong Kong

Metris Companies Inc., US credit card issuer acquired in December 2005

Marks and Spencer Retail Financial Services Holdings Limited, acquired by
HSBC in November 2004

Middle market enterprises

Morgan Stanley Capital International index

Mortgage servicing rights

Nationally Chartered, a designation for certain categories of banks in the US

Net interest margin

New York Stock Exchange

Office of the Comptroller of the Currency (US)

Other comprehensive income

Office of Fair Trading (UK)

Adjustable rate mortgage with alternative payment options
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Abbreviations used

Patriot Act
Performance Shares

Pesification
Ping An Insurance

PVBP

PVIF

Repos

Restricted shares

Reverse repos
RMB

SEC

SIC

Senior Management

SFAS

SME

SOp

SPE

The Hongkong and Shanghai Banking
Corporation

TSR

TSR award

UK

UK GAAP
uUsS

US GAAP
VAR

VIE
WHIRL
WTAS
WWF

Brief description

The US Patriot Act of October 2001

Awards of HSBC Holdings ordinary shares under employee share plans that
are subject to corporate performance conditions

The mandatory and asymmetrical conversion of onshore US dollar-
denominated assets and liabilities in Argentina

Ping An Insurance (Group) Company of China, Limited, the second-largest
life insurer in the PRC, in which HSBC holds 16.8 per cent

Present value of a basis point

Present value of in-force long-term insurance business

Sale and repurchase transactions

Awards of HSBC Holdings ordinary shares to which the employee will
become entitled, normally after three years, subject to remaining an
employee

Securities purchased under commitments to sell

Renminbi, the currency of mainland China

Securities and Exchange Commission (US)

Standing Interpretations Committee (US)

Group Managing Directors, the Group Chief Accounting Officer and the
Group Company Secretary

Statement of Financial Accounting Standards (US)

Small and medium-sized enterprise

Statement of Position issued by the AICPA (US)

Special purpose entity

The Hongkong and Shanghai Banking Corporation Limited, the founding
member of the HSBC Group

Total shareholder return

TSR measure applied to half of the award of Performance Shares under
The HSBC Share Plan

United Kingdom

UK Generally Accepted Accounting Principles

United States of America

US Generally Accepted Accounting Principles

Value at risk

Variable interest entity

Worldwide Household International Revolving Lending system

Wealth and Tax Advisory Services, Inc.

World Wide Fund for Nature
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