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ASSETS

Cash

Due from the National Bank of Georgia
Placements with banks

Loansto customers

Available-for-sale assets

- Held by the Bank

Property, equipment and intangible assets
Income tax receivable

Other assets

Deferred tax asset

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY
Deposits and balances from banks

Current accounts and deposits from customers
Other liabilities

Total liabilities

EQUITY

Share capital

Revaluation reserve for available-for-sale assets
Accumulated losses

Total equity

Total liabilities and equity

Notes

11
12
13

14
15

16
10

17
18
19

20

HSBC Bank Georgia jsc
Satement of financial position as at 31 December 2009

2009 2008
GEL’000 GEL’000
3,873 1,927
12,884 3,570
27,516 36,576
79,935 39,633
8,380 2,799
9,572 10,415

3 177

998 737
1,540 1,185
144,701 97,019
74,155 -
47,155 78,441
1,342 1,414
122,652 79,855
32,273 23,908
A3) 2
(10,221) (6,746)
22,049 17,164
144,701 97,019

The statement of financial position is to be read in conjunction with the notes to, and forming part of, the financial

statements.
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CASH FLOWS FROM OPERATING ACTIVITIES

Interest receipts

Interest payments

Net commissions receipts

Net receipts from foreign exchange

Genera administrative expense payments

(Increase)/decrease in operating assets
Due from the National Bank of Georgia
Placements with banks

Loans to customers

Available-for- sale assets
Held-to-maturity investments

Other assets

Increase/(decrease) in operating liabilities
Deposits and balances from banks

Current accounts and deposits from customers

Other liabilities

Net cash provided from operating activities before
income tax paid

Income tax paid

Cash flows from operations

CASH FLOWS FROM INVESTING ACTIVITIES

Net purchases of property and equipment

Cash flows used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES

Proceeds from issuance of share capital

Cash flows from financing activities

Net increase in cash and cash equivalents

Effect of changesin exchange rates on cash and cash
equivalents

Cash and cash equivalents at the beginning of the year

Cash and cash equivalents at the end of the year

HSBC Bank Georgia jsc
Satement of cash flows for the year ended 31 December 2009

2009 2008
Notes GEL’000 GEL’000
11,632 2,360

(2,940) (505)

1,311 353

1,110 268

(10,555) (7,348)

433 (2,535)

4,662 (24,105)

(38,362) (36,468)

(5,644) (2,722)

- 12,034

230 1,133

72,598 -

(31,430) 66,829

609 758

3,654 10,052

- (161)

3,654 9,801

(3672) (10,716)

(3,672) (10,716)

8,365 7,263

8,365 7,263

8,347 6,438

(183) 578

7,044 28

27 15,208 7,044

The statement of cash flowsis to be read in conjunction with the notes to, and forming part of, the financial statements
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Balance as at 1 January 2008
Total comprehensive income
Net loss

Other comprehensive income

Net changein fair value of
available-for-sale assets, net of tax
Total other comprehensive
income

Total comprehensive loss

Shares issued

Balance as at 31 December 2008

Balance as at 1 January 2009
Total comprehensive income
Net loss

Other comprehensive income

Net changein fair value of
available-for-sale assets, net of tax
Total other comprehensive
income

Total comprehensive loss
Sharesissued

Balance as at 31 December 2009

Revaluation
reserve for

HSBC Bank Georgia jsc

Statement of changes in equity for the year ended 31 December 2009

available-for-sale Accumulated
Share capital assets losses Total
GEL'000 GEL'000 GEL'000 GEL'000
16,645 - (2,433) 14,212
. - (4,313) (4,313)
- 2 - 2
- 2 - 2
- (4,313) 4,311)
7,263 - - 7,263
23,908 2 (6,746) 17,164
23,908 2 (6,746) 17,164
- - (3, 475) (3,475)
- (©) - (©)
- ©)] - ©)
5) (3,475) (3,480)
8,365 - - 8,365
32,273 3) (10,221) 22,049

The statement of changes in equity is to be read in conjunction with the notes to, and forming part of, the financia

Statements.
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HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

1 Background

Principal activities

HSBC Bank Georgia jsc (the “Bank”) was registered as a joint stock company in Georgia on 26 June
2007 and was granted its General Banking License number 325 on 30 July 2007. The Bank started
operations on 26 July 2008. The Bank provides a wide spectrum of financial and banking services
and operates from its head office and branch located in the capital of Georgia. The activities of the
Bank are regulated by the National Bank of Georgia. The registered address of the Bank’'s head
office is 15 Rustaveli Avenue, Thilisi, Georgia. The average number of persons employed by the
Bank during the period was 74 (2008: 56).

Shareholders

The Bank’ s shareholders structure is as follows: HSBC Europe B.V. (70%) and Wings Establishment
(30%). Related party transactions are detailed in note 26.

Georgian business environment

Georgiais experiencing political and economic change that has affected, and may continue to affect,
the activities of enterprises operating in this environment. The conflict between Georgia and the
Russian Federation has created additional uncertainty. The Bank’s operations and assets could be at
risk as aresult of negative changes in the political, economic or business environment within Georgia
and between Georgia and the Russian Federation. Consequently, operations in Georgia involve risks
that typically do not exist in many markets. In addition the contraction in the capital and credit
markets and its impact on the economy of Georgia have further increased the level of economic
uncertainty in the environment. These consolidated financial statements reflect management’s
assessment of the impact of the Georgian business environment on the operations and the financial
position of the Bank. The future business environment may differ from management’ s assessment.

2 Basis of preparation

Statement of compliance

The accompanying consolidated financial statements are prepared in accordance with International
Financial Reporting Standards (“1FRS”).

Basis of measurement

The financial statements are prepared on the historical cost basis except that available-for-sale
financial assets are stated at fair value.

Functional and presentation currency

The national currency of Georgia isthe Georgian Lari (“GEL”). Management determined the Bank’s
functional currency to be the GEL as it reflects the economic substance of the underlying events and
circumstances of the Bank. The GEL is also the presentation currency for the purposes of these
financial statements.

Financial information presented in GEL is rounded to the nearest thousand.



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Use of estimates and judgments

Management makes a number of estimates and assumptions relating to the reporting of assets and
liabilities and the disclosure of contingent assets and liabilities to prepare these financial statements
in conformity with IFRS. Actual results could differ from those estimates.

In particular, information about significant areas of estimation uncertainty and critical judgments in
applying accounting policiesis described in the following notes:

e Loan impairment estimates — note 13
e Property, equipment and intangible assets impairment estimates — note 15.

3 Significant accounting policies

The following significant accounting policies are consistently applied in the preparation of the
financial statements. Changes in accounting policies are described at the end of this note.

Foreign currency transactions

Transactions in foreign currencies are translated to the appropriate functional currency at the foreign
exchange rate ruling at the date of the transaction. Monetary assets and liabilities denominated in
foreign currencies at the balance sheet date are translated to the functional currency at the foreign
exchange rate ruling at that date. The foreign currency gain or loss on monetary items is the
difference between amortised cost in the functional currency at the beginning of the period, adjusted
for effective interest and payments during the period, and the amortised cost in foreign currency
translated at the exchange rate at the end of the reporting period. Non-monetary assets and liabilities
denominated in foreign currencies that are measured at fair value are trandated to the functional
currency at the exchange rate at the date that the fair value was determined. Foreign currency
differences arising on translation are recognised in profit or loss, except for differences arising on the
trandation of available-for-sale equity instruments, which are recognised in other comprehensive
income. Non-monetary items that are measured in terms of historical cost in a foreign currency are
tranglated using the exchange rate at the date of the transaction.

Cash and cash equivalents

The Bank considers cash and nostro accounts with the National Bank of Georgia (“NBG”) and nostro
accounts with correspondent banks to be cash and cash equivaents. The reserve deposit in GEL with
the NBG is considered to be a cash equivalent due to the absence of any restrictions on its
withdrawability. The minimum reserve deposit in foreign currency with the NBG is not considered to
be a cash equivalent due to restrictions on its withdrawability.

Financial instruments
Classification

Loans and receivables are non-derivative financial assets with fixed or determinable payments that
are not quoted in an active market, other than those that:

— the Bank intends to sell immediately or in the near term;

— the Bank upon initial recognition designates as at fair value through profit or loss;

— the Bank upon initial recognition designates as available- for-sale; or

— the Bank may not recover substantialy all of its initial investment, other than because of credit
deterioration.



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Available-for-sale assets are those financial assets that are designated as available-for-sale or are not
classified as loans and receivables, held-to-maturity investments or financial instruments at fair value
through profit or loss.

Management determines the appropriate classification of financial instruments at the time of the
initial recognition.

Recognition

Financial assets and liabilities are recognized in the statement of financial position when the Bank
becomes a party to the contractual provisions of the instrument. All regular way purchases of
financial assets are accounted for at the settlement date.

Measurement

A financial asset or liability is initially measured at its fair value plus transaction costs that are
directly attributable to the acquisition or issue of the financial asset or liability. Subsequent to initial
recognition, financial assets are measured at their fair values, without any deduction for transaction
costs that may be incurred on sale or other disposal, except for:

— loans and receivables which are measured at amortized cost using the effective interest method;
— investments in equity instruments that do not have a quoted market price in an active market and
whose fair value can not be reliably measured which are measured at cost.

All financial liabilities are measured at amortized cost. Amortized cost is calculated using the
effective interest method. Premiums and discounts, including initial transaction costs, are included in
the carrying amount of the related instrument and amortized based on the effective interest rate of the
instrument.

Where a valuation based on observable market data indicates a fair value gain or loss on initial
recognition of an asset or liability, the gain or loss is recognized immediately in profit or loss. Where
an initial gain or loss is not based entirely on observable market data, it is deferred and recognized
over the life of the asset or liability on an appropriate basis, or when prices become observable, or on
disposal of the asset or liability.

Fair value measurement principles

The fair value of financia instruments is based on their quoted market price at the reporting date
without any deduction for transaction costs. Where a quoted market price is not available, fair value
is determined using valuation techniques with a maximum use of market inputs. Such valuation
techniques include reference to recent arm’s length market transactions, current market prices of
substantially similar instruments, discounted cash flow and option pricing models and other
techniques commonly used by market participants to price the instrument.

Where discounted cash flow techniques are used, estimated future cash flows are based on
management’ s best estimates and the discount rate is a market related rate at the reporting date for an
instrument with similar terms and conditions. Where pricing models are used, inputs are based on
market related measures at the reporting date.

10



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Gains and losses on subsequent measurement

A gain or loss arising from a change in the fair value of afinancial asset is recognized as follows:

— agan or loss on an available-for-sale asset is recognized as other comprehensive income in
equity (except for impairment losses and foreign exchange gains and losses on debt financial
instruments available-for-sale) until the asset is derecognized, at which time the cumulative gain
or loss previously recognized in equity is recognized in profit or loss. Interest in relation to an
available-for-sale asset is recognized as earned in profit or loss using the effective interest
method.

For financial assets and liabilities carried at amortized cost, a gain or loss is recognized in profit or

loss when the financial asset or liability is derecognized or impaired, and through the amortization
process.

Derecognition

A financial asset is derecognised when the contractua rights to the cash flows from the financial
asset expire or when the Bank transfers substantially al the risks and rewards of ownership of the
financial asset. Any rights or obligations created or retained in the transfer are recognized separately
asassets or liahilities. A financia liability is derecognised when it is extinguished.

The Bank also derecognises certain assets when it writes off balances pertaining to the assets deemed
to be uncollectible.

Offsetting
Financial assets and liabilities are offset and the net amount reported in the statement of financial

position when there is a legally enforceable right to set off the recognised amounts and there is an
intention to settle on anet basis, or realise the asset and settle the liability simultaneoudly.

Property and equipment
Owned assets

Items of property and equipment are stated at cost less accumulated depreciation and impairment
losses.

Where an item of property and equipment comprises major components having different useful lives,
they are accounted for as separate items of property and equipment.

Leased assets

Operating leases, under the terms of which the Bank does not assume substantially al the risks and
rewards of ownership, are expensed.

11



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Depreciation

Depreciation is charged to profit or loss on a straight-line basis over the estimated useful lives of the
individual assets. Depreciation commences on the date of acquisition or, in respect of internally
constructed assets, from the time an asset is completed and ready for use. Land is not depreciated.
L easehold improvements are depreciated over the shorter of the lease term and their useful lives.

The estimated useful lives are as follows:

— Buildings 20 years

— Leasehold improvements up to 10 years
— Vehicles 5years

— Fixtures and fittings 5years

— Computer and communication equipment 3 to 5 years

— Other 5to 7 years

Intangible assets

Intangible assets that are acquired by the Bank are stated at cost less accumulated amortisation and
impairment losses.

Acquired computer software licenses are capitalised on the basis of the costs incurred to acquire and
bring to use the specific software.

Development costs that are directly associated with the production of identifiable and unique
software products controlled by the Bank are capitalised and an internally generated intangible asset
isrecognised only if it is probable that it will generate economic benefits exceeding costs beyond one
year and the development costs can be measured reliably. An internally generated intangible asset is
recognised only if the Bank has the technical feasibility, resources and intention to complete the
development and to use the product. Direct costs include software development employee costs and
an appropriate portion of relevant overheads. Expenditure on research activities is recognised as an
expensein the period in which it isincurred.

Subsequent expenditure on intangible assets is capitalised only when it increases the future economic
benefits embodied in the specific asset to which it relates.

Costs associated with developing or maintaining computer software programs are recognised as an
expense as incurred.

Amortization is charged to profit or loss on a straight-line basis over the estimated useful lives of
intangible assets. The estimated useful lives are as follows:

— Computer software 3to5years

Impairment

Financial assets carried at amortized cost

Financial assets carried at amortized cost consist principally of loans and other receivables (loans and
receivables). The Bank reviews its loans and receivables to assess impairment on a regular basis. A
loan or receivable is impaired and impairment losses are incurred if, and only if, there is objective
evidence of impairment as a result of one or more events that occurred after the initial recognition of
the loan or receivable and that event (or events) has had an impact on the estimated future cash flows
of the loan that can be reliably estimated.

12



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Objective evidence that financial assets are impaired can include default or delinquency by a
borrower, breach of loan covenants or conditions, restructuring of aloan or advance on terms that the
Bank would not otherwise consider, indications that a borrower or issuer will enter bankruptcy, the
disappearance of an active market for a security, deterioration in the value of collateral, or other
observable data relating to a group of assets such as adverse changes in the payment status of
borrowers in the group, or economic conditions that correlate with defaults in the group.

The Bank first assesses whether objective evidence of impairment exists individually for loans and
receivables that are individually significant, and individually or collectively for loans and receivables
that are not individually significant. If the Bank determines that no objective evidence of impairment
exists for an individually assessed loan or receivable, whether significant or not, it includes the loan
in a group of loans and receivables with similar credit risk characteristics and collectively assesses
them for impairment. Loans and receivables that are individually assessed for impairment and for
which an impairment loss is or continues to be recognised are not included in a collective assessment
of impairment.

If there is objective evidence that an impairment loss on aloan or receivable has been incurred, the
amount of the loss is measured as the difference between the carrying amount of the loan or
receivable and the present value of estimated future cash flows including amounts recoverable from
guarantees and collateral discounted at the loan or receivable’s original effective interest rate.
Contractual cash flows and historical 1oss experience adjusted on the basis of relevant observable
data that reflect current economic conditions provide the basis for estimating expected cash flows.

In some cases the observable data required to estimate the amount of an impairment loss on aloan or
receivable may be limited or no longer fully relevant to current circumstances. This may be the case
when a borrower is in financia difficulties and there is little available historical data relating to
similar borrowers. In such cases, the Bank uses its experience and judgement to estimate the amount
of any impairment loss.

All impairment losses in respect of loans and receivables are recognized in profit or loss and are only
reversed if a subsequent increase in recoverable amount can be related objectively to an event
occurring after the impairment loss was recognised.

When aloan is uncollectable, it is written off against the related allowance for loan impairment. The
Bank writes off a loan balance (and any related allowances for loan losses) when management
determines that the loans are uncollectible and when al necessary steps to collect the loan are
compl eted.

Financial assets carried at cost

Financial assets carried at cost include ungquoted equity instruments included in available-for-sale
assets that are not carried at fair value because their fair value can not be reliably measured. If there
is objective evidence that such investments are impaired, the impairment loss is calculated as the
difference between the carrying amount of the investment and the present value of the estimated
future cash flows discounted at the current market rate of return for a similar financial asset. All
impairment losses in respect of these investments are recognized in profit or loss and can not be
reversed.

13



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Available-for-sale assets

Impairment losses on available-for-sale assets are recognised by transferring the cumulative loss that
has been recognised in other comprehensive income to profit or loss as a reclassification adjustment.
The cumulative loss that is reclassified from other comprehensive income to profit or loss is the
difference between the acquisition cost, net of any principal repayment and amortisation, and the
current fair value, less any impairment loss previously recognised in profit or loss. Changes in
impairment provisions attributable to time value are reflected as a component of interest income.

For an investment in an equity security available-for-sale, a significant or prolonged declinein itsfair
value below its cost is objective evidence of impairment.

If, in a subsequent period, the fair value of an impaired available-for-sale debt security increases and
the increase can be objectively related to an event occurring after the impairment loss was recogni sed
in profit or loss, the impairment loss is reversed, with the amount of the reversal recognised in profit
or loss. However, any subsequent recovery in the fair value of an impaired available-for-sale equity
security is recognised in other comprehensive income.

Non financial assets

Other non financial assets, other than deferred taxes, are assessed at each reporting date for any
indications of impairment. The recoverable amount of non financial assets is the greater of their fair
value less costs to sell and value in use. In assessing value in use, the estimated future cash flows are
discounted to their present value using a pre-tax discount rate that reflects current market assessments
of the time value of money and the risks specific to the asset. For an asset that does not generate cash
inflows largely independent of those from other assets, the recoverable amount is determined for the
cash-generating unit to which the asset belongs. An impairment loss is recognised when the carrying
amount of an asset or its cash-generating unit exceeds its recoverable amount.

All impairment losses in respect of non financial assets are recognized in profit or loss and reversed
only if there has been a change in the estimates used to determine the recoverable amount. Any
impairment loss reversed is only reversed to the extent that the asset’s carrying amount does not
exceed the carrying amount that would have been determined, net of depreciation or amortisation, if
no impairment loss had been recognised.

Provisions

A provision is recognised in the statement of financial position when the Bank has a legal or
constructive obligation as a result of a past event, and it is probable that an outflow of economic
benefits will be required to settle the obligation. If the effect is material, provisions are determined by
discounting the expected future cash flows at a pre-tax rate that reflects current market assessments
of the time value of money and, where appropriate, the risks specific to the liability.

Credit related commitments

In the normal course of business, the Bank enters into credit related commitments, comprising
undrawn loan commitments, letters of credit and guarantees, and provides other forms of credit
insurance.

Financial guarantees are contracts that require the Bank to make specified payments to reimburse the
holder for aloss it incurs because a specified debtor fails to make payment when due in accordance
with the terms of a debt instrument.

14



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

A financial guarantee liability is recognised initialy at fair value net of associated transaction costs,
and is measured subsequently at the higher of the amount initially recognised less cumulative
amortisation or the amount of provision for losses under the guarantee. Provisions for losses under
financial guarantees and other credit related commitments are recognised when losses are considered
probable and can be measured reliably.

Financial guarantee liabilities and provisions for other credit related commitment are included in
other liabilities.

Share capital

Ordinary shares are classified as equity. Incremental costs directly attributable to the issue of
ordinary shares and share options are recognised as a deduction from equity, net of any tax effects.

Dividends

The ability of the Bank to declare and pay dividends is subject to the rules and regulations of the
Georgian legislation. Dividends in relation to ordinary shares are reflected as an appropriation of
retained earnings in the period when they are declared.

Taxation

Income tax comprises current and deferred tax. Income tax is recognised in profit or loss except to
the extent that it relates to items of other comprehensive income or transactions with shareholders
recognised directly in equity, in which case it is recognised within other comprehensive income or
directly within equity.

Current tax expense is the expected tax payable on the taxable income for the year, using tax rates
enacted or substantially enacted at the reporting date, and any adjustment to tax payable in respect of
previous years.

Deferred tax is provided using the balance sheet liability method for temporary differences between
the carrying amounts of assets and liabilities for financial reporting purposes and the amounts used
for taxation purposes. Temporary differences related to the initial recognition of assets or liabilities
that affect neither accounting nor taxable profit are not provided for. The amount of deferred tax
provided is based on the expected manner of realisation or settlement of the carrying amount of
assets and liabilities, using tax rates enacted or substantially enacted at the reporting date.

A deferred tax asset is recognised only to the extent that it is probable that future taxable profits will
be available against which the temporary differences, unused tax losses and credits can be utilised.
Deferred tax assets are reduced to the extent that it is no longer probable that the related tax benefit
will be realised.

Income and expense recognition

Interest income and expense are recognised in profit or loss using the effective interest method or an
applicable floating rate.

Loan origination fees, loan servicing fees and other fees that are considered to be integral to the
overal profitability of a loan, together with the related direct costs, are deferred and amortized to
interest income over the estimated life of the financia instrument using the effective interest method.
Other fees, commissions and other income and expense items are recognized when the corresponding
service has been provided.

Dividend income is recognised in profit or loss on the date that the dividend is declared.

15



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Changes in accounting policies

Starting from 1 January 2009 the Bank adopted the revised version of IAS 1 Presentation of
Financial Statements (effective for annual periods beginning on or after 1 January 2009). As a result
the income statement is replaced by a statement of comprehensive income that also includes all
non-owner changes in equity, such as the revaluation of available-for-sale assets. The balance sheet is
renamed to the statement of financial position and the cash flow statement is renamed to the
statement of cash flows. According to the revised IAS 1, a statement of financial position at the
beginning of the earliest comparative period is presented whenever the entity restates comparatives
due to reclassifications, changes in accounting policies, or corrections of errors

Various |mprovements to |FRSs have been dealt with on a standard-by-standard basis.
New Standards and Interpretations not yet adopted

A number of new standards, amendments to standards and interpretations are not yet effective as at
31 December 2009, and are not applied in preparing these financial statements. Of these
pronouncements, potentialy the following will have an impact on the Bank’s operations. The Bank
plans to adopt these pronouncements when they become effective. The Bank has not yet analysed the
likely impact of these pronouncements on its financial statements.

e Revised IAS 24 Related Party Disclosures (2009) (effective for annual periods beginning on or
after 1 January 2011) introduces an exemption from the basic disclosure requirements in relation
to related party disclosures and outstanding balances, including commitments, for government-
related entities. Additionally, the standard has been revised to simplify some of the presentation
guidance that was previously non-reciprocal. The revised standard is to be applied
retrospectively.

e [IFRS9 Financial Instrumentswill be effective for annual periods beginning on or after 1 January
2013. The new standard is to be issued in several phases and is intended to replace IAS 39
Financial Instruments: Recognition and Measurement once the project is completed by the end
of 2010. The first phase of IFRS 9 was issued in November 2009 and relates to the recognition
and measurement of financial assets. The Bank recognizes that the new standard introduces many
changes to the accounting for financial instruments and is likely to have a significant impact on
the Bank’s financial statements. The impact of these changes will be analyzed during the course
of the project as further phases of the standard are i ssued.

Various Improvements to IFRSs which result in accounting changes for presentation, recognition or
measurement purposes will come into effect not earlier than 1 January 2010.
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4 Net interest income

Interest income

Loansto customers
Placements with banks
Available-for-sale assets
Held-to-maturity investments

Interest expense
Current accounts and deposits from customers
Deposits and balances from banks

Net interest income

5 Fee and commission income

Credit facilities

Guarantee and letter of credit issuance fees
Remittance fees

Cash withdrawal fees

ATM services

Other

6 Net foreign exchange income

Net gain on foreign exchange transactions
Net (loss)/gain from revaluation of financial assets and liabilities

7 Impairment losses

Property and equipment (note 15)
Loans to customers (note 13)

2009 2008
GEL’000 GEL’000
10,083 986
601 1,747

441 799

- 86

11,125 3,618
(1,682) (1,535)
(426) (6)
(2,108) (1,541)
9,017 2,077
2009 2008
GEL’000 GEL’000
520 197

425 50

185 46

181 41

110 57

110 32

1,531 423
2009 2008
GEL’000 GEL’000
1,110 268
(136) 309
974 577

2009 2008
GEL’000 GEL *000
2,788 500
391 -
3,179 500
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8 Personnel expenses

Employee compensation

9 Other general administrative expenses

Depreciation and amortization
IT related costs

Occupancy

Taxes other than on income
Advertising and marketing
Professional services

Training

Travel and entertainment

Security

Communications and information services
Office supplies

Repairs and maintenance

Utilities

Other

10 Income tax benefit

Current year tax expense

Deferred tax benefit

Origination and reversal of temporary differences

Change in unrecognized deferred tax assets

Total income tax benefit

The applicable tax rate for current tax is 15% (2008:

tax rate (2008: 15%).

2009 2008
GEL’000 GEL’000
4,605 4,767
2009 2008
GEL’000 GEL’000
1,718 580
1,528 194
988 936

740 125

551 239

261 261

222 191

203 57

152 72

138 83

76 77

62 46

60 117

336 183
7,035 3,161
2009 2008
GEL’000 GEL’000
(355) (823)

- (362)

(355) (1,185)

15 %). In 2009 the Bank applied a 15% deferred
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Reconciliation of effective tax rate:

2009 2008
GEL’000 % GEL’000 %
Income before tax (3,830) (5,498)
Income tax at the applicable tax rate (575) 15% (825) 15%
Non-deductible costs 220 (6%) 2 -
Change in unrecognized deferred tax assets - - (362) 7%
(355) 9% (1,185) 22%

Deferred tax asset and liability

Temporary differences between the carrying amounts of assets and liabilities for financial reporting
purposes and the amounts used for taxation purposes give rise to net deferred tax assets as of
31 December 2009 and 2008. These deferred tax assets are recognised in these financial statements.

Tax losses carry-forwards of GEL 287 thousand expire on 31 December 2012, GEL 957 thousand
expire on 31 December 2013 and GEL 603 thousand expire on 31 December 2014.

Movements in temporary differences during the years ended 31 December 2009 and 2008 are

presented as follows.

GEL’000 Balance Recognized in Balance

2008 profit or loss 2009
Property and equipment (21 243 222
Loans to customers (116) (404) (520)
Other liabilities 78 87) 9)
Tax loss carry-forwards 1,244 603 1,847

1,185 355 1,540
GEL’000 Balance Recognized in Balance

2007 profit or loss 2008
Property and equipment (8) (13 (21
Loans to customers - (116) (116)
Other assets 3 (©)] -
Other liahilities 80 (2 78
Tax loss carry-forwards 287 957 1,244
Total deferred tax assets 362 823 1,185
Unrecognized deferred tax assets (362) 362 -
Recognized deferred tax assets - 1,185 1,185
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11 Due from the National Bank of Georgia

2009 2008

GEL’000 GEL’000

Nostro accounts 9,922 3,377
Minimum reserve deposit 2,962 193
12,884 3,570

The minimum reserve deposit is a mandatory interest-bearing deposit in foreign currency calculated
in accordance with regulations issued by the NBG and whose withdrawability is restricted. The
nostro accounts represent balances with the NBG related to settlement activity, which includes a
reserve in local currency amounting to GEL 9,790 thousand. Withdrawal of the reserve deposit in
GEL is not restricted; however the Bank is subject to penalties if the average required balance is not
maintained over a 14 day period.

12 Placements with banks
2009 2008
GEL’000 GEL’000
Not impaired or past due
Nostro accounts
Rated from AA- to AA+ 1,323 4,008
Rated below B+ 90 916
Total nostro accounts 1,413 4,924
Loans and deposits
Rated from AA- to AA+ 26,099 2,270
Rated below B+ - 15,003
Not rated - 13,336
Total loans and deposits 26,099 30,609
Accrued Interest 4 1,043
27,516 36,576

Concentration of placements with banks
As a 31 December 2009 and 2008 the Bank has two and five banks, respectively,

whose balances exceed 10% of total placements with banks. The gross value of these balances as at
31 December 2009 and 2008 are GEL 27,424 thousand and GEL 34,027 thousand, respectively.
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13 Loans to customers
2009 2008

GEL’000 GEL’000
Loans to legal entities
Loansto large corporates 44,108 21,679
Loans to small and medium size companies 12,432 3,954
Total loans to legal entities 56,540 25,633
Loans to individuals
Consumer loans 587 389
Auto loans 1,229 1,181
Mortgage loans 16,119 8,547
Construction loans 3,665 2,264
Renovation loans 2,186 1,619
Total loans to individuals 23,786 14,000
Gross loans to customers 80,326 39,633
Impairment allowance (391) -
Net loans to customers 79,935 39,633

Movements in the loan impairment allowance for the year ended 31 December are asfollows:

2009 2008

GEL’000 GEL’000

Impairment allowances as at 1 January - -
Impairment losses 391 -
Impairment allowances as at 31 December 391 -

As at 31 December 2009, interest accrued on impaired loans amounts to GEL 135 thousand. (31
December 2008: GEL nil)
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Credit quality of the loans to legal entities

The following table provides information on the credit quality of the loans to legal entities as at 31
December 2009:

Impairment

Impairment to gross

Gross loans allowance Net loans loans
GEL’000 GEL’000 GEL’000 %

Loans to large corporates
Loans without individual signs of impairment:

- not overdue 43,680 - 43,680 -
Overdue but not impaired loans:

- overdue less than 90 days 428 - 428 -
Total loans to large corporate 44,108 - 44,108 -

Loans to small and medium size companies
Loans without individual signs of impairment

- not overdue 10,870 - 10,870 -
Overdue but not impaired loans:

- overdue less than 90 days 1,562 - 1,562 -
Total loans to small and medium size

companies 12,432 - 12,432 -
Total loans to legal entities 56,540 - 56,540 -

The following table provides information on the credit quality of the loans to legal entities portfolio
as at 31 December 2008:

Impairment

to gross

Gross loans Impairment Net loans loans
GEL’000 GEL’000 GEL’000 %

Loans to large corporates without individual
signs of impairment 21,679 - 21,679 -

Loans to small and medium size companies
without individual signs of impairment 3,954 - 3,954 -

Total loans to legal entities 25,633 - 25,633 -

Loan impairment results from one or more events that occurred after the initial recognition of the loan
and that have an impact on the estimated future cash flows associated with the loan, and which can be
reliably estimated. Loans without individual signs of impairment do not have objective evidence of
impairment that can be directly attributed to them.

The objective indicators of loan impairment include the following:

overdue payments under the loan agreement

significant difficultiesin the financial conditions of the borrower
deterioration in business environment

negative changesin the borrower’s markets
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The Bank estimates loan impairment for loans based on an analysis of the future cash flows (including
estimated foreclosure value of collateral in case the Bank will conclude that cash flows from the
business activity of the borrower are not sufficient to repay the loan) for impaired or overdue loans and
based on its past loss experience for portfolios of loans for which no indications of impairment have
been identified.

In determining the impairment allowance for loans, management made the following key
assumptions.

e historic annual loss rate of 0%
e adeay of 6 to 12 months in obtaining proceeds from the foreclosure of collateral for loans with
individual signs of impairment.

Changes in these estimates could effect the loan impairment provision. To the extent that the net present
value of the estimated cash flows differs by minus one percent, the loan impairment provision on loans
to legal entities as of 31 December 2009 would be 565 GEL thousand higher (31 December 2008: GEL
256 thousand).

During the year ended 31 December 2009 the Bank renegotiated loans to legal entities that would
otherwise be past due or impaired of GEL 1,015 thousand (31 December 2008: nil). Such
restructuring activity is aimed at managing customer relationships and maximising collection
opportunities. Renegotiated loans are included in loans without individual signs of impairment unless
the borrower is unable to meet the renegotiated terms.

Analysis of collateral

The following table provides the analysis of loans to legal entities, net of impairment, by types of
collateral as at 31 December 20009:

2009 % of loan 2008 % of loan

GEL’000 portfolio GEL’000 portfolio

Real estate 48,428 86% 15,001 59%
Cash collateral 5727 10% 5,611 22%
Bank guarantee - - 2,412 9%
Other collateral 1,580 3% 1,853 7%
No collateral 805 1% 756 3%
Total 56,540 100% 25,633 100%

The amounts shown in the table above represent the carrying value of the loans, and do not
necessarily represent the fair value of the collateral.

The fair value of collateral of overdue loansto legal entitiesis at least equal to the carrying amounts
as at 31 December 2009 and 2008.

During the year ended 31 December 2009 the Bank did not obtain any assets by taking control of
collateral accepted as security for loansto legal entities (31 December 2008: nil).
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The following table provides information on the credit quality of loans to individuals as at 31

December 2009:

Consumer loans

- Not past due

- Overdue less than 30 days
- Overdue 30-89 days

- Overdue 90-179 days
Total consumer loans
Auto loans

- Not past due

- Overdue 30-89 days
Total auto loans
Mortgage loans

- Not past due

- Overdue 30-89 days

- Overdue 90-179 days

- Overdue 180-360 days
Total mortgage loans
Construction loans

- Not past due

- Overdue 90-179 days

- Overdue 180-360 days
Total construction loans
Renovation loans

- Not past due

- Overdue less than 30 days
- Overdue 30-89 days
Total renovation loans

Total loans to individuals

Total
impairment Impairment
Gross loans allowance Net loans to gross loans
GEL’000 GEL’000 GEL’000 %
386 - 386 -
26 - 26 -
159 - 159 -
16 - 16 -
587 - 587 -
1,192 - 1,192 -
37 - 37 -
1,229 - 1,229 -
13,576 11 13,565 0.1%
970 1 969 0.1%
1,205 84 1,121 7.0%
368 162 206 44.0%
16,119 258 15,861 1.6%
3,201 3 3,198 0.1%
155 19 136 12.3%
309 111 198 35.9%
3,665 133 3,532 3.6%
2,012 - 2,012 -
15 - 15 -
159 - 159 -
2,186 - 2,186 -
23,786 391 23,395 1.64%
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The following table provides information on the credit quality of loans to individuals portfolio as at
31 December 2008:

Total
impairment Impairment
Gross loans allowance Net loans to gross loans
GEL’000 GEL’000 GEL’000 %
Consumer loans
- Not past due 389 - 389 -
Total consumer loans 389 - 389 -
Auto loans
- Not past due 1,181 - 1,181 -
Total auto loans 1,181 - 1,181 -
Mortgage loans
- Not past due 8,547 - 8,547 -
Total mortgage loans 8,547 - 8,547 -
Construction loans
- Not past due 2,264 - 2,264 -
Total construction loans 2,264 - 2,264 -
Renovation loans
- Not past due 1,619 - 1,619 -
Total renovation loans 1,619 - 1,619 -
Total loans to individuals 14,000 - 14,000 -

The significant assumptions used in determining the impairment losses for loans to individuals as at
31 December 2009 include:

e historic annual loss rate of 0.1%
e for mortgage, renovation and construction loans where the borrower is unable to repay, a delay
of 6 to 12 months in obtaining proceeds from the foreclosure of collateral.

Changes in these estimates could affect the loan impairment provision. For example, to the extent
that the net present value of the estimated cash flows differs by plus/minus three percent, the loan
impairment on loans to individuals as of 31 December 2009 would be GEL 702 thousand
lower/higher (31 December 2008: 420 thousand).

As at 31 December 2009 included in the loan portfolio are restructured loans to individuals of
GEL 463 thousand (31 December 2008: nil). Restructured loans are shown as not past due unless the
borrower is unable to meet the restructured terms.

Analysis of collateral

Mortgage, construction and renovation loans are secured by the underlying housing real estate. Auto
loans are secured by the underlying cars. Consumer loans are not secured.
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Analysis of movementsin the impairment allowance

Movements in the loan impairment allowance by classes of loans to individuals for the year ended
31 December 2009 are as follows:

Construction
GEL’000 Mortgage loans loans Total
Impairment allowance as at 1 January - - -
Impairment losses 258 133 391
Impairment allowance as at 31 December 258 133 391

Industry and geographical analysis of the loan portfolio

Loans to customers were issued primarily to customers located within Georgia who operate in the
following economic sectors:

2009 2008

GEL’000 GEL’000

Trade 27,200 9,036
Loansto individuas 23,786 14,000
Manufacturing of food and beverages 11,305 2,678
Real estate 5,726 5,611
Manufacturing - non food 4,694 2,876
Services 4,263 2,764
Telecommunication 2,915 2,461
Other 437 207
80,326 39,633

Impairment allowance (391) -
79,935 39,633

Significant credit exposures
As at 31 December 2009 Bank had no borrowers whose loan balances exceed 10% of loans to
customers (31 December 2008 — one borrower). The gross value of the loans of this one borrower as

of 31 December 2008 was GEL 5,611 thousand and was secured by GEL 5,632 thousand of cash
collateral.

Loan maturities

The maturity of the loan portfolio is presented in note 30, which shows the remaining period from the
reporting date to the contractual maturity of the loans.
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14 Available-for-sale assets
2009 2008
GEL’000 GEL’000
Debt and other fixed-income instruments
Certificate of Deposits of National Bank of Georgia 5,860 2,745
Georgian Government Treasury hills 2,466 -
8,326 2,745
Non-quoted equity securities — JSC United Clearing Center 54 54
8,380 2,799

Investment without a determinable fair value

Available-for-sale investments stated at cost comprise non-quoted equity securities in the financial
services industry. There is no market for this investment and there have not been any recent
transactions that provide evidence of the current fair value. In addition, discounted cash flow
techniques yield a wide range of fair values due to the uncertainty regarding future cash flowsin this
industry.
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15  Property, equipment and intangible assets

GEL’000 Land and Leasehold Motor Fixtures and Computer Intangible

buildings improvements vehicles fittings equipment Other assets assets Total
Cost
At 1 January 2009 2,582 4,990 246 2,068 467 475 689 11,517
Additions 835 45 52 207 138 155 2,298 3,730
Disposals - - (57) (38) - - - (95)
Write-offs - - - (181) (34) (407) (1,230) (1,852)
At 31 December 2009 3,417 5,035 241 2,056 571 223 1,757 13,300
Depreciation and impairment losses
At 1 January 2009 (500) (256) (58 (158) (78) (23) (29) (1,102)
Depreciation charge (80) (554) (48) (426) (148) (88) (374) (1,718)
Impairment losses (1,067) - - - - - - (1,067)
Disposals - - 25 3 - - - 28
Write-offs - - - 36 6 56 33 131
At 31 December 2009 (1,647) (810) (81) (545) (220) (55) (370) (3,728)
Carrying value
At 31 December 2009 1,770 4,225 160 1,511 351 168 1,387 9,572
Cost
At 1 January 2008 126 189 189 8 188 101 - 801
Additions 2,456 4,801 57 2,060 279 374 689 10,716
At 31 December 2008 2,582 4,990 246 2,068 467 475 689 11,517
Depreciation and impairment losses
At 1 January 2008 - - a7 - (5) - - (22)
Depreciation charge - (256) (41) (158) (73) (23) (29) (580)
Impairment |osses (500) - - - - - - (500)
At 31 December 2008 (500) (256) (58) (158) (78) (23) 29) (1,102)
Carrying value
At 31 December 2008 2,082 4,734 188 1,910 389 452 660 10,415
At 31 December 2007 126 189 172 8 183 101 - 779
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Analysis of movement in the impairment allowance

2009 2008

GEL’000 GEL’000

Impairment allowance as at 1 January 500 -
Impairment losses 2,788 500
Write-offs (1,721) -
Impairment allowance as at 31 December 1,567 500

As aresult of the Bank’s decision to withdraw from the retail market, assets used for servicing
this market were tested for impairment. The value in use of these assets was estimated as
approximating nil, and fair value was used to determine the recoverable amount.

The fair value of land and buildings was assessed based on the results of the valuation performed
by independent valuation company. The fair value of intangible assets, fixtures and fittings and
computer and communication equipment was assessed to be approximately nil as they were
specificaly fitted for the Bank.

16 Other assets

2009 2008
GEL’000 GEL’000
Prepayments 515 587
Materials and supplies 72 120
Prepaid other taxes 75 3
Deferred payment bills 283 -
Other 53 27
998 737
17 Deposits and balances from banks

2009 2008
GEL’000 GEL’000
Loans and deposits 73,471 -

Vostros/overdrawn nostro 684
74,155 -

Concentration of deposits and balances from banks
As at 31 December 2009 the Bank has deposits and balances from 1 bank whose balances exceed

10% of total deposits and balances from banks. The gross value of these balances as of 31
December 2009 is GEL 64,885 thousand.
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18 Current accounts and deposits from customers

2009 2008
GEL’000 GEL’000

Current accounts and demand deposits
- Individuals 5,198 7,838
- Corporate 14,383 10,375

Term deposits

- Individuals 3,656 3,437
- Corporate 23,918 56,791
47,155 78,441

Blocked accounts

As of 31 December 2009, the Bank maintained customer deposit balances of GEL 23,855
thousand (31 December 2008: GEL 6,126 thousand) that serve as collateral for loans and off-
balance sheet credit instruments granted by the Bank.

Concentrations of current accounts and customer deposits

As of 31 December 2009 and 2008 the Bank has 1 customer whose balances exceed 10% of total

customer accounts. These balances as of 31 December 2009 and 2008 were GEL 16,147 thousand
and GEL 51,011 thousand, respectively.

19 Other liabilities

2009 2008

GEL’000 GEL’000

Accrued expenses 828 1,367
Deferred payment bills 283

Deferred income 117 -

Other 114 47

1,342 1,414

20  Share capital

The authorized, issued and outstanding share capital comprises 32,272,880 ordinary shares (2008:
23,907,880) of GEL 1 each. During 2009 8,365,000 ordinary shares (2008: 7,262,500) were issued
at their nominal value.

The holders of ordinary shares are entitled to receive dividends as declared from time to time and
are entitled to one vote per share at annual and general meetings of the Bank.

Dividends

Dividends payable are restricted to the maximum retained earnings of the Bank determined
according to legislation of Georgia. In accordance with the legislation of Georgia, as of the
reporting date, reserves available for distribution amount to GEL nil (2008: GEL nil).

30



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

21 Risk management

Management of risk is fundamental to the business of banking and is an essential element of the
Bank’s operations. The major risks faced by the Bank are those related to market risk, credit risk
and liquidity risk.

Risk management policies and procedures

Risk management policies aim to identify, analyze and manage the risks faced by the Bank, to set
appropriate risk limits and controls, and to continuously monitor risk levels and adherence to
limits. Risk management policies and procedures are reviewed regularly to reflect changes in
market conditions, products and services offered and emerging best practice.

The Board of Directors has overall responsibility for the oversight of the risk management
framework, overseeing the management of key risks and reviewing its risk management policies
and procedures.

Credit, market and liquidity risks both at portfolio and transactional levels are managed and
controlled by the Asset and Liability Management Committee (ALCO).

Market risk

Market risk is the risk that movements in market prices, including foreign exchange rates, interest
rates, credit spreads and equity prices will affect income or the value of portfolios. Market risk
comprises currency risk, interest rate risk and other price risks. Market risk arises from open
positions in interest rate, currency and equity financial instruments, which are exposed to genera
and specific market movements and changes in the level of volatility of market prices.

The objective of market risk management is to manage and control market risk exposures within
acceptable parameters, whilst optimizing the return on risk.

The Bank manages its market risk by setting open position limits in relation to financial
instruments, interest rate maturity and currency positions which are monitored on aregular basis.
The Bank’s market risk policy isin line with HSBC Group standards and local regulations.
Interest rate risk

Interest rate risk is the risk that movements in interest rates will affect income or the value of
financial instruments.

The Bank is exposed to the effects of fluctuations in the prevailing levels of market interest rates
on itsfinancial position and cash flows. Interest margins may increase as a result of such changes
but may also reduce or create losses in the event that unexpected movements occur.

Interest rate risk arises when the actual or forecasted assets of a given maturity period are either
greater or less than the actual or forecasted liahilitiesin that maturity period.

The Bank manages its interest rate risk using Present Value of Basis Point calculations, which
expresses the impact on the present value of an interest rate position of a one basis point change in
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the interest rate used to calculate the present value. Interest rate mismatch limits are set by
currency and time buckets, separately for trading positions and total positions.

Monitoring of actual exposures against the limits is done and presented to senior management on
adaily basis.

An analysis of sensitivity of profit or loss and equity to changes in interest rate repricing risk
based on a smplified scenario of a 100 basis point (bp) symmetrical fall or risein all yield curves
and positions of interest-bearing assets and liabilities existing as at 31 December 2009 and 2008 is
asfollows:

2009 2008
Profit or Profit or
loss Equity loss Equity
100 bp parallel rise (103) (203) 33 33
100 bp parallel fall 103 103 33 (33)

An anaysis of sensitivity of profit or loss and equity as a result of changes in
the fair value of financial assets available-for-sale due to changes in the interest rates based on
positions existing as at 31 December 2009 and 2008 and a simplified scenario of a 100 basis point
(bp) symmetrical fall or risein all yield curvesis asfollows:

2009 2008
Profit or Profit or
loss Equity loss Equity
100 bp parallel rise - (15) - (1)
100 bp parallel fall - 15 - 1

Currency risk

The Bank has assets and liabilities denominated in several foreign currencies. Foreign currency
risk arises when the actual or forecasted assets in aforeign currency are either greater or less than
the liabilities in that currency. For further information on the exposure to currency risk at year end
refer to note 31.

The Bank manages its currency rate risk by setting open position limits by currency and by
product type, i.e. by derivative instruments. Besides, limits are set for gross values and maximum
terms for each product type.

Monitoring of actual exposures against the limits is done and presented to senior management on
adaily basis.

An analysis of sensitivity of profit or loss and equity to changes in the foreign currency exchange
rates based on positions existing as at 31 December 2009 and 2008 and a simplified scenario of a
10% change in USD and GBP to Georgian Lari exchangeratesis as follows:

2009 2008
Profit or Profit or
loss Equity loss Equity
10% appreciation of USD against GEL (215) (215) 115 115
10% depreciation of USD against GEL 215 215 (115) (115)
10% appreciation of other currencies against GEL 8 8 4 (4
10% depreciation of other currencies against GEL (8) (8) 4 4
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Credit risk

Credit risk is the risk of financia loss occurring as a result of default by a borrower or
counterparty on their obligation to the Bank. The Bank has devel oped policies and procedures for
the management of credit exposures (both for on balance sheet and off balance sheet exposures).

The credit policy is reviewed and approved by the Supervisory Council. The credit policy isin
line with HSBC Group standards.

The credit policy establishes:

procedures for review and approval of loan/credit applications;

methodol ogy for the credit assessment of borrowers;

methodol ogy for the evaluation of collateral;

credit documentation requirements;

procedures for the ongoing monitoring of loans and other credit exposures and collateral.

The Credit Proposal (which states the borrower’s name, business activity, facility purpose, terms
and conditions, interest rate and repayment schedule, facility grade, credit history, security, etc) is
raised, approved and archived electronically via CARM (Credit Approval and Risk Management)
online system. The CARM application is raised by the relationship manager and is approved by
the Head of Commercial Banking, or the Head of Regional Commercial Banking or the Chief
Executive Officer within the established credit approval limits. Credit applications outside the
established limits are referred to HSBC Bank Plc Credit & Risk for approval.

All legal documents regarding credit facilities are prepared and amended based on the approved
CARM application. Standard templates of legal agreements approved by the Bank’s legal advisor
are used. Lega documents are prepared by credit operations legal team under the direct
supervision and support of the Bank's legal advisor.

The Bank continuously monitors the performance of individual credit exposures and regularly
reassesses the creditworthiness of its customers. The review is based on the customer’s most
recent financial statements and other information submitted by the borrower, or otherwise
obtained by the Bank. The current market value of collatera is regularly assessed by either
independent appraisal companies or the Bank’s specidists, and in the event of negative
movements in market prices the borrower is usually requested to provide additional security.

Apart from individual customer analysis, the whole credit portfolio is assessed by the HSBC Bank
Plc Risk Management Committee with regard to credit concentration and market risks.

The maximum exposure to on balance sheet credit risk is generadly reflected in the carrying
amounts of financial assets on the statement of financial position.

The maximum exposure to on balance sheet credit risk as at 31 December is asfollows:

2009 2008
GEL’000 GEL’000

ASSETS
Cash 3,873 1,927
Due from the National Bank of Georgia 12,884 3,570
Placements with banks 27,516 36,576
Loans to customers 79,935 39,633
Available-for-sale assets 8,380 2,799
Other assets 283 -
Total maximum exposure to on balance sheet credit risk 132,871 84,505
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For the analysis of concentration of credit risk in respect of loans and advances to customers refer
to note 13.

The maximum exposure to off balance sheet credit risk at the reporting date is presented in note
23.

Liquidity risk

Liquidity risk is the risk that the Bank will encounter difficulty in raising funds to meet its
commitments. Liquidity risk exists when the maturities of assets and liabilities do not match. The
matching and or controlled mismatching of the maturities and interest rates of assets and liabilities
is fundamental to liquidity management. It is unusual for financial institutions ever to be
completely matched since business transacted is often of an uncertain term and of different types.
An unmatched position potentially enhances profitability, but can also increase the risk of losses.

The Bank maintains liquidity management with the objective of ensuring that funds will be
available at al timesto honor al cash flow obligations as they become due.

The Bank’s liquidity risk policy isin line with HSBC Group standards and local regulations.
The liquidity management policy requires:

e projecting cash flows by major currencies and considering the level of liquid assets necessary
in relation thereto;

e maintaining a diverse range of funding sources;

e maintaining a portfolio of highly marketable assets that can easily be liquidated as protection
against any interruption to cash flow;

e maintaining liquidity and funding contingency plans;

e monitoring balance sheet liquidity ratios against regulatory requirements and HSBC Group
reguirements.

The daily liquidity position is monitored by the Treasury Department. The Treasury Department
receives information regarding the liquidity profile of financial assets and liabilities, as well as
information from business units on details of projected cash flows arising from projected future
business. The Treasury Department then provides for an adequate portfolio of short-term liquid
assets to be maintained, largely made up of inter-bank facilities to ensure that sufficient liquidity
is maintained within the Bank as awhole.

Liquidity reports covering the liquidity position are presented to senior management on a daily
basis. Decisions on liquidity management are made by the Asset and Liability Committee and
implemented by the Treasury Department.

The Bank also calculates mandatory liquidity ratios on a daily basis in accordance with the
requirements of the National Bank of Georgia, as well asfirst line and second line liquidity ratios
in accordance with the requirement of HSBC Group. The Bank was in compliance with these
ratios during the years ended 31 December 2009 and 31 December 2008.

The following tables show the undiscounted cash flows on the financial liabilities and
unrecognized loan commitments on the basis of their earliest possible contractual maturity. The
total grossinflow and outflow disclosed in the tables is the contractual, undiscounted cash flow on
the financial liability or commitment. The expected cash flows on these financial liabilities and
unrecognized loan commitments may vary significantly from this analysis.
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GEL’000 Demand
and less From From From More Total gross
than 1to3 3to6 6 to 12 than amount  Carrying
1 month months months months 1 year outflow amount
Non-derivative liabilities
Deposits and balances
from banks 20,019 8,615 45,632 - - 74,266 74,155
Current accounts and
deposits from customers 21,568 1,476 17,376 7,179 50 47,649 47,155
Other liabilities 391 729 70 19 16 1,225 1,225
Total 41,978 10,820 63,078 7,198 66 123,140 122,535
Credit related
commitments 4,565 - - - - 4,565 4,565
Theliquidity position as at 31 December 2008 is as follows:
GEL’000 Demand
and less From From From More Total gross
than 1to3 3to6 6to 12 than amount  Carrying
1 month months months months 1 year outflow Amount
Non-derivative liabilities
Current accounts and
deposits from customers 18,509 52,824 397 8,062 - 79,792 78,441
Other liabilities 92 1,186 136 - - 1,414 1,414
Total 18,601 54,010 533 8,062 - 81,206 79,855
Credit related
commitments 390 - - - - 390 390

To manage the liquidity risk arising from financial liabilities, the Bank holds liquid assets comprising
cash and cash equivalents and available for sale securities for which there is an active and liquid market.
These assets can be readily sold to meet liquidity requirements. Hence the Bank believes that it is not
necessary to disclose the maturity analysis in respect of these assets to enable users to evaluate the nature

and extent of liquidity risk.

The key measure used by the Bank for managing liquidity isthe first line liquidity ratio, which isthe ratio
of first line assets to total liabilities. For this purpose first line assets are liquid assets minus negative
liquid assets that include professional deposits and intragroup liabilities with a maturity of less than 1
month. The reported first line liquidity ratio as at 31 December is asfollows:

At 31 December

2008

55%
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22 Capital management

The National Bank of Georgia sets and monitors capital requirements for the Bank. The Bank
defines as capital those items defined by statutory regulation as capital for credit institutions.
Under the current capital requirements set by the Nationa Bank of Georgia, banks have to
maintain aratio of capital to risk weighted assets (“regulatory capital ratio”) above the prescribed
minimum level. As at 31 December 2009, these minimum levels are 8% for Tier | Capital and
12% for Regulatory Capital. The Bank was in compliance with the statutory capital ratios during
the years ended 31 December 2009 and 2008.

23 Commitments

At any time the Bank has outstanding commitments to extend loans. These commitments take the
form of approved loans and overdraft facilities.

The Bank provides financial guarantees and letters of credit to guarantee the performance of
customers to third parties. These agreements have fixed limits and generally extend for a period of
up to one year.

The contractual amounts of commitments as at 31 December are set out in the following table by
category. The amounts reflected in the table for commitments assume that amounts are fully
advanced. The amounts reflected in the table for guarantees and letters of credit represent the
maximum accounting loss that would be recognized at the reporting date if counterparties failed
completely to perform as contracted.

2009 2008
GEL’000 GEL’000

Contracted amount
Loan and credit line commitments 4,565 369
Undrawn overdraft facilities - 21
Guarantees and |etters of credit 30,841 2,858
35,406 3,248

The total outstanding contractual commitments to extend credit indicated above does not
necessarily represent future cash requirements, as these commitments may expire or terminate
without being funded.

24 Operating leases

Leases as lessee

Non-cancellable operating lease rentals as at 31 December are payable as follows:

2009 2008

GEL’000 GEL’000

Less than one year 976 960
Between one and five years 1,214 2,240
2,190 3,200
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The Bank leases office space and equipment under operating leases. The leases typically run for
an initial period of five to ten years, with an option to renew the lease after that date

During 2009 GEL 988 thousand is recognised as an expense in profit or loss in respect of
operating leases (2008: GEL 936 thousand).

25  Contingencies

Litigation

Management is unaware of any significant actual, pending or threatened claims against the Bank.
Taxation contingencies

The taxation system in Georgia is relatively new and is characterized by frequent changes in
legidation, official pronouncements and court decisions, which are often unclear, contradictory
and subject to varying interpretation by different tax authorities. Taxes are subject to review and
investigation by a number of authorities, which have the authority to impose severe fines,
penalties and interest charges. A tax year remains open for review by the tax authorities during the
six subsequent calendar years; however, under certain circumstances a tax year may remain open
longer.

These circumstances may create tax risks in Georgiathat are substantially more significant than in
other countries. Management believes that it has provided adequately for tax liabilities based on
its interpretations of applicable Georgian tax legislation, official pronouncements and court
decisions. However, the relevant authorities may have differing interpretations.

26  Related party transactions

The Bank’s Parent Company is HSBC Europe B.V. The party with ultimate control over the Bank
isHSBC Holdings PLC.

No publicly available financial statements are produced by the Parent Company. The next

company in the chain of control that produces publicly available financia statementsis HSBC
Bank PLC.
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(i) Transactions with management

The outstanding balances and average interest rates as of 31 December 2009 and 2008 with
directors and senior executives are as follows:

2009 2008

Average Average
GEL’000 interest rate GEL’000 interest rate
Balance sheet
Assets
L oans to customers 831 14% 158 16%
Other assets 126 - 239 -
Liabilities
Current accounts and deposits from
customers 23 0.7% 179 2.69%
Other liabilities 183 - 311 -
Amountsincluded in the income statement for the year ended 31 December in relation to
transactions with directors and senior executives as follows:
2009 2008
GEL’000 GEL’000
Income statement
Interest income 87
Interest expense 1 1
Employee compensation 3,160 3,583
Other administrative expenses - 58
(ii) Transactions with the entities under common control of the Bank’s ultimate
controlling party

The outstanding balances and the related average interest rates as of 31 December 2009 and 2008
with entities under common control are as follows:

2009 2008

Average Average
GEL’000 interest rate GEL’000 interest rate
Assets
Placements with banks 27,426 0.25% 11,298 2.57%
Liabilities
Deposits and balances from banks 74,155 0.77% - -
Other liabilities 386 - 639 -

HSBC Bank plc UK makes available to its Georgian subsidiary a stand by borrowing facility,
currently totaling USD 45 million, which may be reviewed as requirements dictate. Asat 31
December 2009, USD 38 million has been drawn, leaving an additional USD 7 million available
if needed.
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Amounts included in the income statement for the year ended 31 December in relation to the
transactions with the entities under common control are asfollows:

2009 2008
GEL’000 GEL’000

Income statement
Interest income 50 172
Interest expense 392 6
Fee and commission expense 323 25
IT related costs 1,528 171
Professional services 96 62
Other administrative expenses 3 8

27 Cash and cash equivalents

Cash and cash equivalents at the end of the financia year as shown in the statement of cash flows
are composed of the following items:

2009 2008

GEL’000 GEL’000

Cash 3,873 1,927
Placement with banks - nostro accounts 1,413 4,924
Due from the National Bank of Georgia 9,922 193
15,208 7,044

28 Fair value of financial instruments

The estimated fair values of financial assets and liabilities, except as described below, are
calculated using discounted cash flow techniques based on estimated future cash flows and
discount rates for similar instruments at the reporting date. As disclosed in note 14 the fair value
of unquoted equity securities with a carrying value of GEL 54 thousand (31 December 2008:
GEL 54 thousand) could not be determined.

The estimated fair values of al financial instruments except for unquoted equity securities
available-for-sale approximates their carrying values.

The following table shows an analysis of financial instruments recorded at fair value, between
those whose fair value is based on quoted market prices or calculated using valuation techniques
where all the model inputs are observable in the market as at 31 December 2009:

Valuation techniques
based on market
observable inputs
GEL’000

Financial assets
Available-for-sa e assets 8,326

The following table shows an analysis of financial instruments recorded at fair value, between
those whose fair value is based on quoted market prices or calculated using valuation techniques
where al the model inputs are observable in the market as at 31 December 2008:

39



HSBC Bank Georgia jsc
Notes to, and forming part of, the financial statements for the year ended 31 December 2009

Valuation techniques
based on market
observable inputs

GEL’000

Financial assets
Available-for-sale assets 2,745

As at 31 December 2009 and 2008, the Bank does not have any financial instruments for which
fair value is based on valuation techniques involving the use of non-market observable inputs.

The estimates of fair value are intended to approximate the amount for which a financial
instrument can be exchanged between knowledgeable, willing parties in an arm's length
transaction. However given the uncertainties and the use of subjective judgment, the fair value
should not be interpreted as being redlisable in an immediate sale of the assets or settlement of
liabilities.
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29  Average effective interest rates

The table below displays the interest bearing assets and liabilities as at 31 December 2009 and 2008
and their corresponding average effective interest rates as at those dates. These interest rates are an
approximation of the yields to maturity of these assets and liabilities, except for loans to customers of
GEL 19,910 thousand (31 December 2008: GEL 12,275 thousand) the interest rates on which are
floating (the rate is linked to TIBR 7 rate announced by the National Bank of Georgia — for GEL
loans, and US Federal Reserve rate — for USD loans) and the loans to the employees of GEL 1,220
thousand (31 December 2008: GEL 670 thousand) the interest rates on which are reviewed on an
annual basis (the next re-pricing date is 1 March 2010).

Interest bearing assets
Placements with banks - nostro
accounts

Placements with banks - loans and
deposits

Loans to customers
Available-for-sale assets

Interest bearing liabilities
Deposits and balances from banks
- Vostro/Overdrawn nostro
accounts
- Term deposits
Current accounts and deposits from
customers
- Current accounts and demand
deposits
- Term deposits

2009 2008

Average effective interest rate, % Average effective interest rate, %

Other Other
GEL USD currencies GEL USD currencies
0.20% 0.02% - 0.50% 0.15% -
- 0.03% 0.34% 9.28% 2.06% -
14.39% 15.20% - 14.75% 15.05% -
3.55% - - 12.23% -
- 4.25% - - - -
- 0.75% 0.40% - - -
1.63% 0.88% 0.69% 0.93% 1.66% 1.08%
- 5.83% 0.17% 6.00% 6.93% 3.49%
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30  Maturity analysis

The following table shows banking assets and liabilities by remaining contractual maturity dates as at 31 December 2009. Due to the fact that the majority of
the financial instruments are fixed rated contracts, these remaining contractual maturity dates also represent the contractual interest rate repricing dates, except
for the loans to the customers of GEL 19,910 thousand the interest rates on which are floating (the rate is linked to TIBR 7 rate announced by the National
Bank of Georgia— for GEL loans, and US Federal Reserve rate — for USD loans) and the loans to the employees of GEL 1,220 thousand, the interest rates on
which are reviewed on an annual basis (the next re-pricing date is 1 March 2010).

Less than 1to3 3 months 1to5 More than No

1 month months to 12 months years 5 years maturity Overdue Total
Assets GEL’000 GEL’000 GEL’000 GEL’000 GEL’000 GEL’000 GEL’000 GEL’000
Cash 3,873 - - - - - - 3,873
Due from the National Bank of Georgia 12,884 - - - - - - 12,884
Placements with banks 27,516 - - - - - - 27,516
Loans to customers 3,819 19,473 23,332 23,325 9,050 - 936 79,935
Available-for-sale assets
- Held by the Bank - 5,860 2,466 - - 54 - 8,380
Property, equipment and intangible assets - - - - - 9,572 - 9,572
Other assets 238 457 143 163 - - - 1,001
Deferred tax asset - - - - - 1,540 - 1,540
Total assets 48,330 25,790 25,941 23,488 9,050 11,166 936 144,701
Liabilities
Deposits and balances from banks 20,016 8,586 45,553 - - - - 74,155
Current accounts and deposits from customers 21,521 1,395 24,189 - 50 - - 47,155
Other liabilities 419 744 163 16 - - - 1,342
Total liabilities 41,956 10,725 69,905 16 50 - - 122,652
Net position as at 31 December 2009 6,374 15,065 (43,964) 23,472 9,000 11,166 936 22,049
Net position asat 31 December 2008 26,988 (47,850) 8,173 13,909 5,475 10,469 - 17,164

The amounts in this table represent the carrying amounts of the assets and liabilities as at the reporting date and do not include future interest payments.

The overdue column includes only the contractually overdue portion of financial instruments.
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31 Currency analysis

The following table shows the currency structure of assets and liabilities at 31 December 2009:

Other
GEL USD currencies Total

GEL’000 GEL’000 GEL’000 GEL’000
Assets
Cash 942 2,366 565 3,873
Due from the National Bank of Georgia 9,790 1,906 1,188 12,884
Placements with banks 85 6,764 20,667 27,516
Loans to customers 953 78,982 - 79,935
Available-for-sa e assets 8,380 - - 8,380
Property, equipment and intangible
assets 9,572 - - 9,572
Other assets 668 314 19 1,001
Deferred tax asset 1,540 - - 1,540
Total assets 31,930 90,332 22,439 144,701
Liabilities
Deposits and balances from banks 7 71,728 2,420 74,155
Current accounts and deposits from
customers 6,409 20,823 19,923 47,155
Other liabilities 1,031 310 1 1,342
Total liabilities 7,447 92,861 22,344 122,652
Net on balance sheet position
as of 31 December 2009 24,483 (2,529) 95 22,049
Net off balance sheet position
as of 31 December 2009 - - - -
Net on and off balance sheet positions
as of 31 December 2009 24,483 (2,529) 95 22,049
Net on and off balance sheet positions
as of 31 December 2008 15,014 2,226 (76) 17,164

43



