18 Interests in associates

Group and Bank

At 1 January 2004

Amortisation of negative goodwill
Retained profits

Exchange and other movements

At 31 December 2004

The associates of the Bank are:

British Arab Commercial Bank Limited

Rewards Management Middle East
Free Zone Limited Liability Company

Country of
incorporation

Principal
activity

2004
US$000

111,122
1,907
1,727

10,944

125,700

Bank’s
interest

in equity Issued equity
capital capital

England

Dubai, UAE

Banking

Multi-
participant
loyalty
programmes

46.51% US$81
million and
£32 million

fully paid
£5 million
nil paid

40.00% AEDO.5 million

British Arab Commercial Bank Limited has issued US$44,477,500 of subordinated unsecured loan stock in which

the group has a 34.66% interest.

Negative goodwill arising on the acquisition of British Arab Commercial Bank Limited is being amortised over

5 years.
The associates are unlisted.

British Arab Commercial Bank Limited operates in North Africa and the Eastern Mediterranean.
Rewards Management Middle East Free Zone Limited Liability Company operates in Dubai, UAE and Qatar.
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HSBC BANK MIDDLE EAST LIMITED

Notes on the Financial Statements (continued)

19 Tangible fixed assets

Short
Freehold leasehold  Equipment,
land and land and fixtures and
a Group buildings™ buildings fittings Total
US$000 US$000 US$000 US$000
Cost or valuation at 1 January 2004 39,721 40,450 67,498 147,669
Additions 262 2,227 7,511 10,000
Disposals (1,006) (947) (5,748) (7,701)
Transfer of accumulated depreciation
arising on revaluation (521) — — (521)
Surplus on revaluation 1,381 — — 1,381
Exchange and other movements 121 4 26 151
Cost or valuation at 31 December 2004 39,958 41,734 69,287 150,979
Accumulated depreciation at 1 January 2004 — (18,624) (49,562) (68,186)
Disposals 315 794 4,014 5,123
Transfer of accumulated depreciation
arising on revaluation 521 — — 521
Charge to the profit and loss account (826) (2,285) (7,283) (10,394)
Exchange and other movements (20) (2) (18) (30)
Accumulated depreciation at 31 December 2004 — (20,117) (52,849) (72,966)
Net book value at 31 December 2004 39,958 21,617 16,438 78,013
Net book value at 31 December 2003 39,721 21,826 17,936 79,483
Short
Freehold leasehold  Equipment,
land and land and fixtures and
b Bank buildings* buildings fittings Total
US$000 US$000 US$000 US$000
Cost or valuation at 1 January 2004 39,721 39,532 64,294 143,547
Additions 243 2,221 7,199 9,663
Disposals (987) (865) (4,277) (6,129)
Transfer of accumulated depreciation
arising on revaluation (521) — — (521)
Surplus on revaluation 1,381 — — 1,381
Exchange and other movements 121 5 27 153
Cost or valuation at 31 December 2004 39,958 40,893 67,243 148,094
Accumulated depreciation at 1 January 2004 — (17,754) (47,745) (65,499)
Disposals 315 757 2,883 3,955
Transfer of accumulated depreciation
arising on revaluation 521 — — 521
Charge to the profit and loss account (826) (2,284) (6,937) (10,047)
Exchange and other movements (20) (2) (18) (30)
Accumulated depreciation at 31 December 2004 — (19,283) (51,817) (71,100)
Net book value at 31 December 2004 39,958 21,610 15,426 76,994
Net book value at 31 December 2003 39,721 21,778 16,549 78,048

* Including depreciable amounts comprising buildings with a valuation of US$18,804,000 (2003: US$20,545,000) in both the group
and the Bank.
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19 Tangible fixed assets (continued)
¢ Valuations
Group and Bank 2004 2003
On the historical cost basis, freehold land and buildings US3$000 US$000
would have been included as follows:
Cost 35,776 36,765
Accumulated depreciation (10,761) (11,348)
25,015 25,417
In September 2004, the group’s freehold properties were revalued on an existing use basis or, in the case of a
few specialised properties, at depreciated replacement cost. The properties were valued by professional external
valuers and updated for any material changes at 31 December 2004.
As a result of the revaluation, the net book value of land and buildings increased by US$1,381,000. The
surplus has been credited to reserves at 31 December 2004.
d Land and buildings occupied for own activities
All land and buildings are occupied for own activities.
20 Other assets
Group Bank
2004 2003 2004 2003
US$000 US$000 US$000 US$000
Assets, including gains, resulting from
off-balance-sheet interest
rate and exchange rate contracts
which are marked to market 75,748 55,604 75,748 55,604
Deferred taxation 24,745 25,107 24,143 24,506
Other accounts 53,923 23,029 51,139 21,633
154,416 103,740 151,030 101,743
21 Deposits by banks
Group Bank
2004 2003 2004 2003
US$000 US$000 US$000 US$000
Repayable on demand 658,452 680,228 507,436 488,459
With agreed maturity dates or periods of notice,
by remaining maturity:
— 3 months or less but not repayable on demand 896,679 593,993 896,679 593,993
— 1 year or less but over 3 months 124,423 326,726 124,423 326,726
— 5 years or less but over 1 year 30,227 49,558 30,227 49,558
1,709,781 1,650,505 1,558,765 1,458,736
Amounts include:
Due to fellow subsidiary undertakings 598,718 665,289 447,702 473,520
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HSBC BANK MIDDLE EAST LIMITED

Notes on the Financial Statements (continued)

22 Customer accounts

Group Bank
2004 2003 2004 2003
US$000 US$000 US$000 US$000
Repayable on demand 4,827,364 3,537,675 4,860,886 3,547,725
With agreed maturity dates or periods of notice,
by remaining maturity:
— 3 months or less but not repayable on demand 3,496,671 3,051,533 3,496,671 3,051,533
— 1 year or less but over 3 months 626,403 784,744 626,403 784,744
— 5 years or less but over 1 year 42,196 82,997 42,196 82,997
— over 5 years 2,338 25,734 2,338 25,734
8,994,972 7,482,683 9,028,494 7,492,733
Amount include:
Due to fellow subsidiary undertakings 3,865 12,663 37,387 22,713
Due to associates 2,221 2,119 2,221 2,119
23 Debt securities in issue
2004 2003
Group and Bank US$000 US$000
Medium-term notes, by remaining maturity
— between 2 and 5 years 298,364 —

On 11 October 2004, the Bank established a Debt Issuance Programme providing for the issue of up to
US$1,000,000,000 in debt securities in the form of medium-term notes. On 14 December 2004, the Bank issued,
under the Programme, a first tranche of US$300,000,000 floating rate notes due 14 December 2009. The costs of

the issue have been amortised over the life of the notes.

24 Other liabilities

Liabilities, including losses, resulting from
off-balance-sheet interest rate and exchange rate
contracts which are marked to market

Current taxation

Dividends payable by the Bank

Other liabilities
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Group Bank

2004 2003 2004 2003
US$000 US$000 US$000 US$000
67,329 56,047 67,329 56,047
65,398 57,269 64,759 57,269
1,913 20,691 1,913 20,691
91,762 61,716 86,270 49,789
226,402 195,723 220,271 183,796




25 Provisions for liabilities and charges

Group

At 1 January 2004
Additional provisions/
increase in provisions
Provisions utilised
Exchange and other movements

At 31 December 2004

Bank

At 1 January 2004
Additional provisions/
increase in provisions
Provisions utilised
Exchange and other movements

At 31 December 2004

HSBC in the
Provisions for Community
pensions and Provisions Middle East
other post- for contingent ~ Foundation
retirement liabilities and funding Other
obligations  commitments provision  Provisions Total
US$000 US$000 US$000 US$000 US$000
32,006 2,105 418 1,729 36,258
9,940 141 1,500 4,035 15,616
(9,771) (283) (459) (3,797) (14,310)
(2,529) 242 28 24 (2,235)
29,646 2,205 1,487 1,991 35,329
HSBC in the
Provisions for Community
pensions and Provisions Middle East
other post- for contingent ~ Foundation
retirement liabilities and funding Other
obligations  commitments provision  Provisions Total
US$000 US$000 US$000 US$000 US$000
31,926 2,105 418 1,729 36,178
9,940 141 1,500 4,035 15,616
(9,715) (283) (459) (3,797) (14,254)
(2,529) 242 28 24 (2,235)
29,622 2,205 1,487 1,991 35,305

Included within the group ‘provisions for pensions and other post-retirement obligations’ is an amount of
US$21,486,000 (2003: US$24,341,000) relating to other post-retirement obligations. The comparable figure for the
Bank is US$21,462,000 (2003: US$24,260,000).

In 1996, the Bank established a charitable trust, the ‘HSBC In The Community Middle East Foundation’
(formerly the ‘HSBC Bank Middle East Foundation’), whose aim is to provide funding to Middle East nationals,

primarily for educational and environmental purposes.

There is no significant deferred taxation liability not provided for, except as noted below.

No provision is made for deferred taxation on revalued premises. The Directors are of the opinion that, having
regard to the fact that the premises are occupied for the purposes of the group’s business, the likelihood of a
material taxation liability arising is remote and no useful purpose would be served by attempting to quantify it.
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HSBC BANK MIDDLE EAST LIMITED

Notes on the Financial Statements (continued)

26 Called up share capital

2004 2003
US$000 US$000
Authorised US dollar equity share capital:
1,000,000,000 ordinary shares of US$1 each 1,000,000 750,000
2004 2003
US$000 US$000
Authorised US dollar non-equity share capital:
750,000 cumulative redeemable preference shares of US$1 each 750 300

On 25 August 2004, the shareholders of the Bank approved:

(i) an increase in the authorised equity share capital of the Bank of 250,000,000 ordinary shares of US$1 each.

(ii) an increase in the authorised non-equity share capital of the Bank of 450,000 cumulative redeemable
preference shares of US$1 each.

US$1 Ordinary
Shares 2004 2003
Equity Number US$000 US$000
Allotted, called-up and fully paid:
At 1 January and 31 December 331,055,000 331,055 331,055
US$1 perpetual US$1 dated
cumulative cumulative
redeemable  redeemable
preference preference
shares shares 2004 2003
Non-equity number number US$000 US$000
Allotted, called-up and fully paid:
At 1 January 2004 75,000 225,000 300 250
Redemption of share capital subscribed — — — (175)
New share capital subscribed — 100,000 100 225
At 31 December 2004 75,000 325,000 400 300
Total called up share capital 331,455 331,355

The issued non-equity share capital of the Bank comprises a first issue on 29 October 1997 of 50,000 perpetual
cumulative redeemable preference shares of nominal value US$1 each at a premium of US$999 per share, a
second issue on 1 April 1998 of 25,000 perpetual cumulative redeemable preference shares of nominal value US$1
each at a premium of US$999 per share, a third issue on 17 December 2003 of 225,000 dated cumulative
redeemable preference shares of nominal value US$1 each at a premium of US$999 per share and a fourth issue
on 26 August 2004 of 100,000 dated cumulative redeemable preference shares of nominal value US$1 each at a
premium of US$999 per share.

Each share carries one vote at meetings of the shareholders of the Bank.

On the first issue, cumulative redeemable preference dividends of 12 month US dollar LIBOR + 0.35% on the
issue price of each perpetual share are payable annually.

The first issue perpetual cumulative redeemable preference shares bear no mandatory redemption date but are
redeemable at the option of the Bank on any date after 31 October 2002. On redemption, the holders of the shares
shall be entitled to receive an amount equal to any accrued but unpaid dividends plus the issue price of each share.

On the second issue, cumulative redeemable preference dividends of 12 month US dollar LIBOR + 0.70% on the
issue price of each perpetual share are payable annually.
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26 Called up share capital (continued)

The second issue perpetual cumulative redeemable preference shares bear no mandatory redemption date but are
redeemable at the option of the Bank on any date after 2 April 2003. On redemption, the holders of the shares
shall be entitled to receive an amount equal to any accrued but unpaid dividends plus the issue price of each share.

On the third issue, cumulative redeemable preference dividends of 12 month US dollar LIBOR + 0.50% on the
issue price of each dated share are payable annually.

The redemption of the third issue dated cumulative redeemable preference shares, other than at the option of the
Bank as described below, will be subject to the approval of the ordinary shareholders of the Bank. The earliest
date for redemption will be 17 December 2013 and if not approved by the shareholders will next fall for review at
10 yearly intervals thereafter. However, the shares may be redeemed at the option of the Bank on any date after
17 December 2008, without the approval of the ordinary shareholders of the Bank. On redemption, the holders
of the shares shall be entitled to receive an amount equal to any accrued but unpaid dividends plus the issue price
of each share.

On the fourth issue, cumulative redeemable preference dividends of 12 month US dollar LIBOR + 0.48% on the
issue price of each dated share are payable annually.

The redemption of the fourth issue dated cumulative redeemable preference shares, other than at the option of
the Bank as described below, will be subject to the approval of the ordinary shareholders of the Bank. The earliest
date for redemption will be 26 August 2014 and if not approved by the shareholders will next fall for review at 10
yearly intervals thereafter. However, the shares may be redeemed at the option of the Bank on any date after 26
August 2009, without the approval of the ordinary shareholders of the Bank. On redemption, the holders of the
shares shall be entitled to receive an amount equal to any accrued but unpaid dividends plus the issue price of
each share.

In the event of a winding up, the US dollar preference shareholders would receive, in priority to the ordinary
shareholders of the Bank, repayment of US$1,000 per share, plus an amount equal to any accrued but unpaid
dividends. With the exception of the above, the preference shares do not carry any right to participate in the
surplus of assets on a winding up.
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HSBC BANK MIDDLE EAST LIMITED

Notes on the Financial Statements (continued)

27 Reserves

Associated
Group Bank Undertakings
Equity US$000 US$000 US$000
Revaluation reserve
At 1 January 2004 14,304 48,839 —
Unrealised surplus on revaluation of land and buildings 1,381 1,381 —
Net increase in attributable net assets of subsidiary undertakings — 1,897 —
Exchange and other movements (743) 11,926 —
At 31 December 2004 14,942 64,043 —
Profit and loss account
At 1 January 2004 282,084 247,549 19,928
Retained profit for the year 227,949 224,328 3,633
Exchange and other movements 14,347 3,402 10,950
At 31 December 2004 524,380 475,279 34,511
Non-equity
Share premium account
At 1 January 2004 299,700 299,700 —
New share capital subscribed 99,900 99,900 —
At 31 December 2004 399,600 399,600 —
Total reserves 938,922 938,922 34,511

28 Analysis of total assets and total liabilities

Assets leased to customers

The cost of assets acquired during 2004 for letting to customers under finance leases by the group amounted to
US$307,366,000 (2003:US$213,482,000). The comparable figure for the Bank is US$40,753,000 (2003:
US$27,869,000).

29 Financial instruments

a

38

Derivatives

Off-balance-sheet financial instruments, commonly referred to as derivatives, are contracts the characteristics
of which are derived from those of the underlying assets, interest and exchange rates, equity indices,
commodity prices or credit spreads. They include futures, forwards, swap and options transactions in the
foreign exchange, interest rate, equity, credit and commodity markets. Transactions are negotiated directly with
customers, with the Bank acting as a counterparty, or can be dealt through exchanges.

Nature and terms of derivatives
The following outlines the nature and terms of the most common types of derivatives used by the Bank.

Exchange rate contracts
Forward foreign exchange contracts are agreements to buy or sell fixed amounts of currency at agreed rates of
exchange on a specified future date.

Cross currency swaps are agreements that involve the exchange of interest payments in one specified currency
for interest payments in another specified currency for a specified period, based on an underlying amount.
The agreement may additionally involve the exchange and, on maturity of the swap, re-exchange of the
principal amount.



29 Financial instruments (continued)

a Derivatives (continued)
Currency futures are typically exchange-traded agreements to buy or sell standard amounts of a specified
currency at an agreed exchange rate on a standard future date.

Currency options give the buyer on payment of a premium the right, but not the obligation, to buy or sell
specified amounts of currency at agreed rates of exchange on or before a specified future date.

Interest rate contracts

Interest rate swaps involve the exchange of interest rate obligations with a counterparty for a specified
period without exchanging the underlying (or notional) principal. The Bank may enter a swap transaction
either as an intermediary or as a direct counterparty.

Interest rate futures are typically exchange-traded agreements to buy or sell a standard amount of a
specified fixed income security or time deposit at an agreed interest rate on a standard future date.

Forward rate agreements give the buyer the ability to determine the underlying rate of interest for a
specified period commencing on a specified future date (the ‘settlement date’). There is no exchange of
principal and settlement is effected on the settlement date. The settlement amount is calculated by reference
to the difference between the contract rate and the market rate prevailing on the settlement date.

Interest rate options give the buyer on payment of a premium the right, but not the obligation, to fix the
rate of interest on a future deposit or loan, for a specified period and commencing on a specified future
date.

Uses of derivatives

Users of derivatives typically want to convert an unwanted risk generated by their business to a more
acceptable risk, or cash. Derivatives provide an effective tool for companies to manage the financial
risks associated with their business and, as a consequence, there has been a significant growth in derivatives
transactions in recent years.

The Bank takes positions in the market and acts as an intermediary between a broad range of users,
structuring deals to produce risk management products to suit individual customer needs. As a result,
the Bank can accumulate significant open positions in derivatives portfolios. These positions are
managed constantly to ensure that they are within acceptable risk levels, with offsetting deals being
undertaken to achieve this where necessary. As well as acting as a dealer, the Bank also uses derivatives
(principally interest rate swaps) in the management of its own asset and liability portfolios and structural
positions.

Risks associated with derivatives
Derivative instruments are subject to both market risk and credit risk.

Market risk

The market risk associated with derivatives can be significant since large positions can be accumulated with
a substantially smaller initial outlay than required in cash markets. Recognising this, only those locations
with sufficient derivative product expertise and appropriate control systems are authorised to trade
derivative products. The management of market risk arising from derivatives business is monitored by
Traded Markets Development and Risk, an independent unit within the HSBC Corporate Investment
Banking and Markets operation, in combination with market risks arising from on-balance-sheet
instruments (Note 31).

Credit risk

Unlike assets recorded on the balance sheet, where the credit risk is typically the full amount of the
principal value, together with any unrealised interest accrued or mark-to-market gain (Note 10), the credit
risk relative to a derivative is principally the replacement cost of any contract with a positive mark-to-
market gain and an estimate for the potential future change in value, reflecting the volatilities affecting the
contract. Credit risk on contracts having a negative mark-to-market value is restricted to the potential
future change in value. Credit risk on derivatives is, therefore, small in relation to a comparable balance
sheet risk. In addition, credit exposure with individual counterparties can be reduced by the receipt of
collateral and close-out netting agreements which allow for positive and negative mark-to-market values
on different transactions to be offset and settled by a single payment in the event of default by either party.
Such agreements are enforceable in the jurisdictions of the major market makers and the Bank has
executed close-out netting agreements with the majority of its counterparties, notwithstanding the fact
that the Bank deals only with the most creditworthy counterparties.
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29 Financial instruments (continued)

Derivatives used for trading purposes

The following tables summarise the contract amount, replacement cost, mark-to-market values and average
mark-to-market values of third party and internal trading derivatives by product type. The replacement cost
shown is the positive mark-to-market value and represents the accounting loss the Bank would incur if the
counterparty to a derivative contract failed to perform according to the terms of the contract and the collateral,
if any, for the amount due proved to be of no value.

The notional or contractual amounts of these instruments indicate the volume of transactions outstanding at the
balance sheet date; they do not represent amounts at risk.

Because all derivative instruments used for trading purposes are marked to market, carrying values are equal to
mark-to-market values. Mark-to-market values are determined by reference to market rates prevailing on the date
of valuation or by discounting future cash flows. Mark-to-market assets and liabilities are not netted, except
where a legal right of set-off exists.

2004 2003
Contract Replacement Contract Replacement
amount cost* amount cost*
US$000 US$000 US$000 US$000
Spot and forward foreign exchange 4,296,298 58,282 3,417,832 46,402
Currency swaps, futures and options purchased 680,351 11,899 326,933 2,860
Currency options written 664,996 — 357,352 —
Total exchange rate contracts 5,641,645 70,181 4,102,117 49,262
Interest rate swaps 1,087,192 5,369 605,377 3,619
Interest rate futures, forward rate agreements
and options purchased 97,308 209 159,974 529
Interest rate options written 97,308 — — —
Total interest rate contracts 1,281,808 5,578 765,351 4,148
Total 6,923,453 75,759 4,867,468 53,410
* Third party contracts only
2004 2003
Average Average
Mark-to- mark-to- Mark-to- mark-to-

market values

market values

market values

market values

atyearend for the year atyearend  for the year
US$000 US$000 US$000 US$000

Exchange rate
— assets 70,181 41,147 50,561 30,579
— liabilities (63,711) (41,927) (52,129) (32,425)
Interest rate
— assets 5,567 5,180 5,043 5,775
— liabilities (3,618) (3,458) (3,918) (4,950)
Total
— assets 75,748 46,327 55,604 36,354
— liabilities (67,329) (45,385) (56,047) (37,375)
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