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PART I. FINANCIAL INFORMATION

ITEM 1. CONSOLIDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENT OF INCOME

THREE MONTHS ENDED MARCH 31,

2006

2005

Finance and other interest income........... ... .00t
Interest expense:
HSBC affiliates. ..ottt ittt ettt teeieeeeeeenaaens
Non-—affiliates. . vttt ittt ettt et e e ettt aaeaaeeen

NET INTEREST INCOME. .. ittt i ittt eeeneeenseseneessenssassasseas
Provision for credit 10SSeS. ...ttt iiteeeeeeeenneeennnn

NET INTEREST INCOME AFTER PROVISION FOR CREDIT LOSSES.......

Other revenues:
Securitization related revenue..... ...ttt eeennn
TNSUYANCE TEVENUE . ¢ v v v v v e e e e e s eosnsnnnneeeesseenenenenennees
Investment 1NCOmME. « v vttt it ittt e ettt ettt eaeeeeeeeenns
Derivative InCOmME. .. ..ttt t ittt et tee e eeenaanns
L OB I 0o 1L
Taxpayer financial services revenuUe...........cceeeeenennnn.
Gain on receivable sales to HSBC affiliates...............
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Servicing fees from HSBC affiliates..........ccoiiiiieeon.. 108 101
Other 1NnCoOmMe. oo ittt i et et e e e et et et e et eeaeeens 196 113
TOTAL OTHER REVENUES. . . @ittt i ittt ittt e 1,407 1,462

Costs and expenses:

Salaries and employee benefits...... ... 581 497
Sales INCentivesS. . ittt it i i i e e e e 80 82
Occupancy and equipment eXPEeNSeS . .. ettt eeeeennnnnns 83 87
Other marketing EXPEeNSES . v v ittt ittt ittt e ee e 173 180
Other servicing and administrative expenses............... 239 258
Support services from HSBC affiliates..................... 252 209
Amortization of intangibles......... it 80 107
Policyholders' benefits. ... ..ottt iiieennnnns 118 122
TOTAL COSTS AND EXPENSES. .. it ittt it ittt ittt ie e 1,606 1,542
Income before income tax EXPeNSE. ... iite et enneeeeeeeenns 1,399 967
TNCOME LAX EXPEIS e v v v e v ettt ae e e e e e oeneeeeeeeenneeeeeeeanns 511 341
NET INCOME . ¢ ¢ttt et ettt et et et e et e e et et e et e e e S 888 $ 626

The accompanying notes are an integral part of the consolidated financial
statements.
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CONSOLIDATED BALANCE SHEET
MARCH 31, DECEMBER 31,
2006 2005
(IN MILLIONS,
EXCEPT SHARE DATA)

ASSETS
(7= o $ 476 $ 903
Interest bearing deposits with banks........... ... .. ... ..., 599 384
Securities purchased under agreements to resell............. 91 78
[ 7T B I e == 4,143 4,051
Receivables, Net ...ttt ittt ettt e ettt et e ae e 143,890 136,989
Intangible assets, Net. ...ttt ittt ittt et eeeeeeeannn 2,400 2,480
(€Y e 7,009 7,003
Properties and equipment, net.......... ittt ennnnennnn 425 458
Real estate owned. .. ..ttt titte ittt tteeeeeeeeaaeeaeenns 563 510
Derivative financial assets. ...ttt teennnennnn 282 234
(O 1ol o = = i Y 3,802 3,579
TOT AL ASSE T S . i i ittt ettt e e e et et e et et ettt ettt $163, 680 $156,669
LIABILITIES
Debt:

Commercial paper, bank and other borrowings............... $ 14,252 $ 11,454

Due to affiliates. vttt it ettt et ettt e eaeeaens 15,520 15,534

Long term debt (with original maturities over one year)... 107,794 105,163
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Total debt ..t i i i e e e e e 137,566
Insurance policy and claim resServesS...... .ttt ennn 1,298
Derivative related liabilities........iiiiiiiiiiiiiiinnnnnn. 640
Other 1iablilifie s . v i i ittt ittt ettt et ettt eaeeaeeens 3,795

TOTAL LIABI LI T IR S . i it it it it it i et et ettt ettt eenenenenenns 143,299

SHAREHOLDERS' EQUITY
Redeemable preferred stock, 1,501,100 shares authorized,
Series B, $0.01 par value, 575,000 shares issued.......... 575
Common shareholder's equity:
Common stock, $0.01 par value, 100 shares authorized,
55 shares 1ssUed. ... i ittt ittt et ieiee e eeaeennn -

Additional paid-in capital.......ii ittt tnnnneennn 17,132
Retained earnings. ... ittt ittt ittt et eeeeeeeaeeens 2,159
Accumulated other comprehensive income................. 515
TOTAL COMMON SHAREHOLDER'S EQUITY. .o iii ittt teeeeeeeeennnnns 19,806
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY ... uieieeueennnnn $163, 680

137,190

575

The accompanying notes are an integral part of the consolidated financial

statements.
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CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS' ('S) EQUITY

THREE MONTHS ENDED MARCH 31, 2006

PREFERRED STOCK

Balance at beginning and end of period............c.cc..o... $ 575 $ 1,100
COMMON SHAREHOLDER'S EQUITY
ADDITIONAL PAID-IN CAPITAL
Balance at beginning of period.........cciiiiiiiennnnn.. $17,145 $14,627
Employee benefit plans, including transfers and
0 5 o 1 (13) 46
Balance at end of period.....u ittt ittt nnnnnenns $17,132 $14,673
RETAINED EARNINGS
Balance at beginning of period.........cciiiiiiiinnnnn.. $ 1,280 S 571
Net INCOME . ittt ittt ittt ettt it ittt et ennnas 888 626
Dividends:
Preferred STOCK . .« v it it it it e e e e e e e e e e e (9) (18)
Balance at end of period.....uiiiiiiiii ittt ennnnneens $ 2,159 $ 1,179
ACCUMULATED OTHER COMPREHENSIVE INCOME
Balance at beginning of period.........c.iiiiiininnnnn.. S 479 S 643

Net change in unrealized gains (losses), net of tax,
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on:
Derivatives classified as cash flow hedges........... 54
Securities available for sale and interest-only strip
FECEIVAD L ES e v it it et e e e e e e e e e e e e e e e e e e (33)
Foreign currency translation adjustments............... 15
Other comprehensive income, net of tax................. 36
Balance at end of period......c.c ittt S 515
TOTAL COMMON SHAREHOLDER'S EQUITY. . i iii it tteeeeeeeennnnenns $19,806

COMPREHENSIVE INCOME

JN N o o o)L S 888
Other comprehensive InNCOME. ... ...ttt eneeeeeennenns 36
COMPREHENSIVE INCOME. ..t ittt ittt ittt ittt eeeeeeeeeeeeeeas S 924

$ 626

The accompanying notes are an integral part of the consolidated financial

statements.
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STATEMENT OF CASH FLOWS
THREE MONTHS ENDED MARCH 31, 2006 2005

CASH FLOWS FROM OPERATING ACTIVITIES
Netl dNCOME . ittt ittt e e et ettt e et e e e eae e eseeeeennneeeeeens S 888
Adjustments to reconcile net income to net cash provided by

(used in) operating activities:

Gain on receivable sales to HSBC affiliates............... (85)
Provision for credit 10SSeS. ...ttt iiinineeeeeennnn 866
Insurance policy and claim reserves........c.cuiiiiiinneen. (49)
Depreciation and amortization............euiiiiiennnnn. 109
Net change in other assets. ...ttt ittt iteeeeneenns (312)
Net change in other liabilities...........iiiiiiiiinnnen... 412
Excess tax benefits from share-based compensation
e at= B oY 1) 10T o i T (4)
Other, Net ...ttt it it e it e et ettt ettt et ettt eeeaeeanns 229
Net cash provided by (used in) operating activities......... 2,054

CASH FLOWS FROM INVESTING ACTIVITIES

Securities:

LS Bt o = ==Y (224)

D2 B s o =Y 183

1S X 120
Net change in short-term securities available for sale...... (208)
Net change in securities purchased under agreements to

S 11T (13)
Net change in interest bearing deposits with banks.......... (216)
Receivables:

Originations, net of collections........iiiiiiiiieeeennnn (12,994)

Purchases and related premiums..........cuuiiiieneeennnnns (9)

$ 626

(100)
841
(29)
142

(235)
382

(178)
95
34
51

2,369
284

(11,772)
(8)
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Sales to affiliates. ittt ittt ettt e e e 4,909 4,720

Net change in interest-only strip receivables............. (1) 89
Cash received in sale of U.K. credit card business.......... 90 -
Properties and equipment:

L Bt o = === (8) (17)

S = B R 8 1
Net cash provided by (used in) investing activities......... (8,363) (4,332)

CASH FLOWS FROM FINANCING ACTIVITIES

Debt:

Net change in short-term debt and deposits................ 2,800 1,593

Net change in time certificates........ .. ... - (2)

Net change in due to affiliates........ ... (52) 1,430

Long term debt d1ssued. .......iiiiiiiiiitiineeeeeeeennnenns 8,278 3,984

Long term debt retired...... ...ttt eennnnns (4,961) (4,3806)
Redemption of company obligated mandatorily redeemable

preferred securities of subsidiary trusts................. (206) -
Insurance:

Policyholders' benefits paid.......oi it iennnnns (58) (56)

Cash received from policyvholders.........c.uiiiiiieeennnnn. 88 84
Shareholders' dividends . ... .ottt ittt ettt eeeeeaeann (9) -
Excess tax benefits from share-based compensation

Fo e a= B oY 10 11T o i O 4 -
Net cash provided by (used in) financing activities......... 5,884 2,647
Effect of exchange rate changes on cash..................... (2) (2)
Net change 1n cash. .. ...ttt ittt e et eeeeeeeennn (427) 230
Cash at beginning of period....... ..ot eennnnennn 903 392
CASH AT END OF PERIOD . .t ittt ittt et eeeenseeseesseseesssensnsns S 476 S 622

The accompanying notes are an integral part of the consolidated financial
statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. ORGANIZATION AND BASIS OF PRESENTATION

HSBC Finance Corporation is an indirect wholly owned subsidiary of HSBC North
America Holdings Inc. ("HNAH"), which is an indirect wholly owned subsidiary of
HSBC Holdings plc ("HSBC"). The accompanying unaudited interim consolidated
financial statements of HSBC Finance Corporation and its subsidiaries have been
prepared in accordance with accounting principles generally accepted in the
United States of America ("U.S. GAAP") for interim financial information and
with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, they do not include all of the information and footnotes required
by generally accepted accounting principles for complete financial statements.
In the opinion of management, all normal and recurring adjustments considered
necessary for a fair presentation of financial position, results of operations
and cash flows for the interim periods have been made. HSBC Finance Corporation
may also be referred to in this Form 10-Q as "we," "us" or "our." These
unaudited interim consolidated financial statements should be read in
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conjunction with our Annual Report on Form 10-K for the year ended December 31,
2005 (the "2005 Form 10-K"). Certain reclassifications have been made to prior
period amounts to conform to the current period presentation.

The preparation of financial statements in conformity with U.S. GAAP requires
the use of estimates and assumptions that affect reported amounts and
disclosures. Actual results could differ from those estimates. Interim results
should not be considered indicative of results in future periods.

2. SECURITIES

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

GROSS GROSS
AMORTIZED UNREALTZED UNREALIZED FAT
MARCH 31, 2006 COST GAINS LOSSES VALU
(IN MILLIONS)
Corporate debt secuUrities. ... ..ottt iineneeeeennn $2,327 S6 $(65) $2,2
Money market funds........c...ii ittt 435 - - 4
U.S. government sponsored enterprises(l)............. 56 - (3)
U.S. government and Federal agency debt securities... 819 - (4) 8
Non—-government mortgage backed securities............ 111 - (1) 1
(050 o L 434 1 (6) 4
11 SN o ) w1 = 4,182 7 (79) 4,1
Accrued investment 1ncome. .........couiiiiertennennnns 33 - -
Total securities available for sale.........uueuuuune.. $4,215 $7 $(79) $4,1
7
HSBC Finance Corporation
GROSS GROSS
AMORTIZED UNREALTZED UNREALIZED FAT
DECEMBER 31, 2005 COST GAINS LOSSES VALU
(IN MILLIONS)
Corporate debt securities. ... ..ottt innneeeeenns $2,337 $23 $(38) $2,3
Money market funds........c.o.iii ittt 315 - - 3
U.S. government sponsored enterprises(l)............. 96 - (2)
U.S. government and Federal agency debt securities... 744 - (4) 7
Non—-government mortgage backed securities............ 88 - (1)
(050 o L 463 1 (5) 4
[ B o oo X it B 4,043 24 (50) 4,0
Accrued investment 1ncome. .........couiiiientennnnenns 34 - -
$4,0

—
O
t+
o)
=
[4)
0]
Q
o
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(1) Includes primarily mortgage-backed securities issued by the Federal National
Mortgage Association and the Federal Home Loan Mortgage Corporation.
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Money market funds at March 31, 2006 include $250 million which is restricted
for the sole purpose of paying down certain secured financings at the
established payment date. There were no such balances at December 31, 2005.

A summary of gross unrealized losses and related fair values as of March 31,
2006 and December 31, 2005, classified as to the length of time the losses have
existed follows:

LESS THAN ONE YEAR GREATER THAN ONE
NUMBER GROSS AGGREGATE NUMBER GROSS
OF UNREALIZED FAIR VALUE OF OF UNREALIZED
MARCH 31, 2006 SECURITIES LOSSES INVESTMENTS SECURITIES LOSSES

(DOLLARS ARE IN MILLIONS)

Corporate debt securities... 200 S(17) $514 517 $(48)
U.S. government sponsored
enterprises............... 12 (1) 31 36 (2)
U.S. government and Federal
agency debt securities.... 9 (1) 19 36 (3)
Non—government mortgage..... 3 -(1) 4 16 (1)
Other...... .. 15 -(1) 45 46 (6)
LESS THAN ONE YEAR GREATER THAN ONE
NUMBER GROSS AGGREGATE NUMBER GROSS
OF UNREALTZED FATIR VALUE OF OF UNREALTZED
DECEMBER 31, 2005 SECURITIES LOSSES INVESTMENTS SECURITIES LOSSES

(IN MILLIONS)

Corporate debt securities... 243 $(12) $527 392 $(26)
U.S. government sponsored

enterprises............... 32 -(1) 26 25 (2)
U.S. government and Federal

agency debt securities.... 15 (1) 49 43 (3)
Non—government mortgage..... 3 -(1) 4 16 (1)
Other...... ... .. 14 (1) 78 46 (4)

(1) Less than $500 thousand.

HSBC Finance Corporation

The gross unrealized losses on our securities available for sale have increased
during the first quarter of 2006 due to a general increase in interest rates.
The contractual terms of these securities do not permit the issuer to settle the
securities at a price less than the par value of the investment. Since
substantially all of these securities are rated A- or better, and because we
have the ability and intent to hold these investments until maturity or a market
price recovery, these securities are not considered other-than-temporarily
impaired.

3. RECEIVABLES
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Receivables consisted of the following:

MARCH 31, DECEMBER 31,
2006 2005

(IN MILLIONS)

Real estate SeCUIred. . v i ittt ittt ettt ettt ee ettt teeeeeeean S 89,492 $ 82,826
2N G o T e 15 o Y= 8 o 1 = N 11,186 10,704
MasterCard (1) /Vaisa (1) vt ettt ettt ettt ettt ettt 23,449 24,110
Private label. ...ttt it et e et e e e e e e e e e e 2,428 2,520
Personal non-credit Card. ... .ui ittt tteteeeeeeeneenneens 20,006 19,545
Commercial and Other. ... ittt ittt e ettt e 206 208
Total owned recelvablesS. . ...ttt ittt et e ettt tneeeeenn 146,767 139,913
HSBC acquisition purchase accounting fair value

AdJUSEMENE S . v vttt e e e e e e e e e e e e e e e 28 63
Accrued finance Charges. ...ttt ittt et eee et eeaeenns 1,871 1,831
Credit loss reserve for owned receivables..........cooiuee... (4,468) (4,521)
Unearned credit insurance premiums and claims reserves...... (480) (505)
Interest-only strip receivables...... ..ttt neennn 20 23
Amounts due and deferred from receivable sales.............. 152 185
Total owned receivables, Net ... ...ttt ittt eneeneennnnn 143,890 136,989
Receivables serviced with limited recourse.................. 3,109 4,074
Total managed receivables, Net.......iii ittt eeeennnnneens $ 146,999 $ 141,063

(1) MasterCard is a registered trademark of MasterCard International,
Incorporated and Visa is a registered trademark of VISA USA, Inc.

HSBC acquisition purchase accounting fair value adjustments represent
adjustments which have been "pushed down" to record our receivables at fair
value on March 28, 2003, the date we were acquired by HSBC.

We have a subsidiary, Decision One Mortgage Company, LLC, which directly
originates mortgage loans sourced by mortgage brokers and sells all loans to
secondary market purchasers, including our Mortgage Services business. Loans
held for sale to external parties by this subsidiary totaled $1.2 billion at
March 31, 2006 and $1.7 billion at December 31, 2005 and are included in real
estate secured receivables.

As part of our acquisition of Metris on December 1, 2005, we acquired $5.3
billion of receivables. The receivables acquired were subject to the
requirements of SOP 03-3 to the extent there was evidence of deterioration of
credit quality since origination and for which it was probable, at acquisition,
that all contractually required payments would not be collected and that the
associated line of credit had been closed. The carrying amount of these
receivables was $347 million at March 31, 2006 and $414 million at December 31,
2005 and is included in the MasterCard/Visa receivables in the table above. At
March 31, 2006, no credit loss reserve for these acquired receivables has been
established as there has been no decrease

HSBC Finance Corporation

to the expected future cash flows since the acquisition. The outstanding
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contractual balance of these receivables was $571 million at March 31, 2006 and
$804 million at December 31, 2005.

At the time of the Metris acquisition, the anticipated cash flows from these
acquired receivables exceeded the amount paid for the receivables. There were no
additions to accretable yield or reclassifications from non-accretable yield
during the quarter ended March 31, 2006. The following summarizes the accretable
yield on these receivables at March 31, 2006:

(IN MILLIONS)

Accretable yield at December 31, 2005...... ¢ttt nnnnn. $(122)
Accretable yield amortized to interest income during the

ST ol oY 30
Accretable yield at March 31, 2006. ... ..ttt eennnnns S (92)

Interest-only strip receivables are reported net of our estimate of probable
losses under the recourse provisions for receivables serviced with limited
recourse.

Receivables serviced with limited recourse consisted of the following:

MARCH 31, DECEMBER 31,
2006 2005

(IN MILLIONS)

2N S B ol N i 1 o 1= 1 =Y S 920 $1,192
LR o G- e AV 1= L 1,528 1,875
Personal non-credit Card. .. ...t ii ittt tteteeeeeeeneeneeens 661 1,007
o o $3,109 $4,074

The combination of receivables owned and receivables serviced with limited
recourse, which comprises our managed portfolio, is shown below:

MARCH 31, DECEMBER 31,
2006 2005

(IN MILLIONS)

Real estalte SeCUIred. . v i ittt ittt ettt ettt eeee ettt aeeeeeeean $ 89,492 $ 82,826
2N G o S il 15 o Y= 8 o 1 = 12,106 11,896
MaStEErCarA/ VoS . v vttt ettt ettt ettt ettt ettt e e 24,977 25,985
Private label. ...ttt et et e et e e e e e e e e e e 2,428 2,520
Personal non-credit Card. .. ...t ii ittt tteteeeeeeeneenneens 20,667 20,552
Commercial and oOther. ...ttt ittt e ettt e 206 208
o o $149,876 $143,987

We generally serve non-conforming and non-prime consumers. Such customers are
individuals who have limited credit histories, modest incomes, high
debt-to-income ratios or have experienced credit problems caused by occasional
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delinquencies, prior charge-offs, bankruptcy or other credit related actions. As
a result, the majority of our secured receivables have a high loan-to-value
ratio. Due to customer demand we offer interest-only loans and expect to
continue to do so. These interest-only loans allow customers to pay only the
accruing interest for a period of time which results in lower payments during
the initial loan period. Depending on a customer's financial situation, the
subsequent increase in the required payment to begin making payment towards the
loan principal could affect our customer's ability to repay the loan at some
future date when the interest rate resets and/or principal payments are
required. As with all our other non-conforming and nonprime loan products, we
underwrite and price interest only loans in a manner that is appropriate to
compensate for their higher risk. At March 31, 2006, the outstanding balance of
our interest-only loans was
10
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$6.5 billion, or 4.3% of managed receivables. At December 31, 2005, the
outstanding balance of our interest-only loans was $4.7 billion, or 3.3% of
managed receivables.

4. CREDIT LOSS RESERVES

An analysis of credit loss reserves was as follows:

THREE MONTHS ENDED MARCH 31, 2006 2005

(IN MILLIONS)
Owned receivables:

Credit loss reserves at beginning of period............... $4,521 $3,625
Provision for credit 10SSesS. ...ttt itneeeeeeeennenns 866 841
Charge—0ff S . i ittt it e e e e e e e et e e e e e e e e (1,054) (953)
RECOVET IS . i it ittt ittt e e e e ettt e e et ettt tae et 126 90
Other, Net ...ttt it et et e ettt ettt et ettt eeaeeaens 9 (22)
Credit loss reserves for owned receivables................ 4,468 3,581

Receivables serviced with limited recourse:

Credit loss reserves at beginning of period............... 215 890
Provision for credit 10SSesS.. ...ttt iinneeeeeeeennenns 8 30
Charge—0ff S . i ittt ittt e e e e e e e e e e e e e e e e e e (71) (271)
RECOVET IS . i i ittt it et e e e ettt e ettt taeeee e 9 16
[ 1 o1 s o 1 - (4)

Credit loss reserves for receivables serviced with limited
a0 b B = 161 661

Credit loss reserves for managed receivables................ $4,629 $4,242

The increase in the provision for credit losses reflects higher receivable
levels, partially offset by lower bankruptcy losses due to reduced bankruptcy
filings resulting from the enactment of new bankruptcy legislation in the United
States in October 2005 and a reduction in the estimated loss exposure resulting
from Hurricane Katrina.

Further analysis of credit quality and credit loss reserves and our credit loss

12
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reserve methodology are presented in Item 2, "Management's Discussion and
Analysis of Financial Condition and Results of Operations" of this Form 10-Q

under the caption "Credit Quality."

HSBC Finance Corporation

Intangible assets consisted of the following:

ACCUMULATED CARRYING
GROSS AMORTIZATION VALUE
(IN MILLIONS)
MARCH 31, 2006
Purchased credit card relationships and related programs.... $1,736 $476 $1,260
Retail services merchant relationships...................... 270 163 107
Other loan related relationshipS........ciiiiiiitinnnnene.. 326 112 214
Trade NaAMES . ittt it ittt eeennnneeeeeeeeeennnneeees 717 13 704
Technology, customer lists and other contracts.............. 282 167 115
o= $3,331 $931 $2,400
DECEMBER 31, 2005
Purchased credit card relationships and related programs.... $1,736 $442 $1,294
Retail services merchant relationships...................... 270 149 121
Other loan related relationshipS........cuiiiiiiiiinnnnne.. 326 104 222
Trade NaAMES . i ittt ittt ittt ettt ettt ennnnneeeeeeeeennnnneees 717 13 704
Technology, customer lists and other contracts.............. 282 143 139
o= $3,331 $851 $2,480

Estimated amortization expense associated with our intangible assets for each of

the following years is as follows:

YEAR ENDING DECEMBER 31,

Goodwill balances associated with our foreign businesses will change from period
to period due to movements in foreign exchange. Changes in estimates of the tax
basis in our assets and liabilities or other tax estimates recorded pursuant to

13
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Statement of Financial Accounting Standards Number 109, "Accounting for Income
Taxes, " may result in changes to our goodwill balances. During the first quarter
of 2006, we increased our goodwill balance by approximately $2 million as a
result of such changes in tax estimates.

7. INCOME TAXES

Our effective tax rates were as follows:

Three months ended March 31, 2006.. ...ttt it eeeennennenn 36.5%
Three months ended March 31, 2005. ... ...ttt iietenennnnn 35.3

The increase in the effective tax rate for the first quarter of 2006 is due to
higher state income taxes and an increase in pretax income with slightly lower
tax credits. The increase in state income taxes is primarily due to an increase
in the blended statutory tax rate of our operating companies. The effective tax
rate differs from the statutory federal income tax rate primarily because of the
effects of state and local income taxes and tax credits.

8. RELATED PARTY TRANSACTIONS

In the normal course of business, we conduct transactions with HSBC and its
subsidiaries. These transactions include funding arrangements, derivative
execution, purchases and sales of receivables, servicing arrangements,
information technology services, item and statement processing services, banking
and other miscellaneous services. The following tables present related party
balances and the income and (expense) generated by related party transactions:

MARCH 31, DECEMBER 31,
2006 2005

(IN MILLIONS)

ASSETS, (LIABILITIES) AND EQUITY:

Derivative financial assets (liability), net................ S (479) S (260)
Affiliate preferred stock received in sale of U.K. credit

Card DUSINESS . it ittt it et e e e et ettt ettt eeeeeee e 261 261
(O ol o TS = i 443 518
DUue to affiliate S . i u ittt ittt ettt e et et ettt et ettt e (15,520) (15,534)
Other 11abilities. it ittt ittt ettt et eeaeeeenneeennns (329) (445)
THREE MONTHS ENDED MARCH 31, 2006 2005

(IN MILLIONS)
INCOME/ (EXPENSE) :

Interest expense on borrowings from HSBC and subsidiaries... $(153) $(151)
Interest income on advances to HSBC affiliates.............. 5 4
HSBC Bank USA:
Real estate secured servicing revenues...........eeeeeenn. 1 4
Real estate secured sourcing, underwriting and pricing
LEVENUES v v v v e v e e e e e e e e e e onaeeeeeeeeneeeeeeeeeeeeeeeens 2 1
Gain on daily sale of domestic private label receivable
Originations . @ittt ittt e e e e e e e e e 77 92

Gain on daily sale of MasterCard/Visa receivables......... 8 8
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Taxpayer financial services loan origination fees......... (16) (14)

Domestic private label receivable servicing fees.......... 98 92

MasterCard/Visa receivable servicing fees..........c..o.... 3 3

Other processing, origination and support revenues........ 7 5
Support services from HSBC affiliates............coiieinnnn.. (252) (209)
HSBC Technology and Services (USA) Inc ("HTSU"):

ReNtal FeVENUE . & ittt it ittt ettt et ettt e eaeeeeeeeenneeens 11 10

Administrative Services revenuUe..... ... oeet e eeeeeeennn 3 5
Other servicing fees from HSBC affiliates.............c...o... 4 2
Stock based compensation expense with HSBC.................. (17) (11)

The notional value of derivative contracts outstanding with HSBC subsidiaries
totaled $85.6 billion at March 31, 2006 and $72.2 billion at December 31, 2005.
When the fair value of our agreements with affiliate counterparties requires the
posting of collateral by the affiliate, it is provided in the form of
securities, which are not recorded on our balance sheet. Alternately, when the
fair value of our agreements with affiliate
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counterparties requires us to post collateral, it is provided in the form of
cash which is recorded on our balance sheet in other assets. At March 31, 2006,
the fair value of our agreements with affiliate counterparties was above the
level requiring us to post collateral. As such at March 31, 2006, we had posted
cash collateral with affiliates totaling $352 million. At December 31, 2005, the
fair value of our agreements with affiliate counterparties was below the level
requiring the posting of collateral by the affiliate. As such, at December 31,
2005, we were not holding any swap collateral from HSBC affiliates in the form
of securities.

We have extended a line of credit of $2 billion to HSBC USA Inc. No balances
were outstanding under this line at March 31, 2006 or December 31, 2005. Annual
commitment fees associated with this line of credit are recorded in interest
income and reflected as interest income on advances to HSBC affiliates in the
table above.

We extended a revolving line of credit of $.5 billion to HTSU on June 28, 2005.
The balance outstanding under this line of credit was $.4 billion at March 31,
2006 and December 31, 2005 and is included in other assets. Interest income
associated with this line of credit is recorded in interest income and reflected
as interest income on advances to HSBC affiliates in the table above.

We extended a promissory note of $.5 billion to HSBC Securities (USA) Inc.
("HSI") on June 27, 2005. This promissory note was repaid during July 2005. We
also extended a promissory note of $.5 billion to HSI on September 29, 2005.
This promissory note was repaid during October 2005. We extended an additional
promissory note of $150 million to HSI on December 28, 2005. This note was
repaid during January 2006. At each reporting date these promissory notes were
included in other assets. Interest income associated with this line of credit is
recorded in interest income and reflected as interest income on advances to HSBC
affiliates in the table above.

On March 31, 2005, we extended a line of credit of $.4 billion to HSBC
Investments (North America) Inc. ("HINO") which was repaid during the second
quarter of 2005. Interest income associated with this line of credit is recorded
in interest income and reflected as interest income on advances to HSBC
affiliates in the table above.

Due to affiliates includes amounts owed to subsidiaries of HSBC (other than
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preferred stock).

At March 31, 2006 and December 31, 2005, we had a commercial paper back stop
credit facility of $2.5 billion from HSBC supporting domestic issuances and a
revolving credit facility of $5.3 billion from HSBC Bank plc ("HBEU") to fund
our operations in the U.K. As of March 31, 2006, $4.0 billion was outstanding
under the U.K. lines and no balances were outstanding on the domestic lines. As
of December 31, 2005, $4.2 billion was outstanding under the U.K. lines and no
balances were outstanding on the domestic lines. Annual commitment fee
requirements to support availability of these lines are included as a component
of Interest expense —- HSBC affiliates.

In December 2005, we sold our U.K. credit card business, including $2.5 billion
of receivables ($3.1 billion on a managed basis), the associated cardholder
relationships and the related retained interests in securitized credit card
receivables to HBEU, a U.K. based subsidiary of HSBC, for an aggregate purchase
price of $3.0 billion. The purchase price, which was determined based on a
comparative analysis of sales of other credit card portfolios, was paid in a
combination of cash and $261 million of preferred stock issued by a subsidiary
of HBEU with a rate of one-year Sterling LIBOR, plus 1.30 percent. In addition
to the assets referred to above, the sale also included the account origination
platform, including the marketing and credit employees associated with this
function, as well as the lease associated with the credit card call center and
related leaseholds and call center employees to provide customer continuity
after the transfer as well as to allow HBEU direct ownership and control of
origination and customer service. We have retained the collection operations
related to the credit card operations and have entered into a service level
agreement for a period of not less than two years to provide collection services
and other support services, including components of the compliance, financial
reporting and human resource functions, for the sold credit card operations, to
HBEU for a fee. Additionally, the management teams of HBEU and our remaining
U.K. operations will be jointly involved in decision making involving card
marketing to ensure that growth objectives are met for both businesses. Because
the sale of this business is between affiliates under common control, the
premium of
14
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$182 million received in excess of the book value of the assets transferred,
including the goodwill assigned to this business, was recorded as an increase to
additional paid in capital and was not included in earnings.

In December 2004, we sold our domestic private label receivable portfolio
(excluding retail sales contracts at our consumer lending business), including
the retained interests associated with our securitized domestic private label
receivables to HSBC Bank USA. We continue to service the sold private label
receivables and receive servicing fee income from HSBC Bank USA. As of March 31,
2006, we were servicing $15.9 billion of domestic private label receivables for
HSBC Bank USA. We received servicing fee income from HSBC Bank USA of $98
million during the three month period ended March 31, 2006 and $92 million
during the three month period ended March 31, 2005. We continue to maintain the
related customer account relationships and, therefore, sell new domestic private
label receivable originations (excluding retail sales contracts) to HSBC Bank
USA on a daily basis. We sold $4,396 million of private label receivables to
HSBC Bank USA in the first quarter of 2006 and $4,253 million during the first
quarter of 2005. The gains associated with the sale of these receivables are
reflected in the table above and are recorded in Gain on receivable sales to
HSBC affiliates.

In 2003 and 2004, we sold approximately $3.7 billion of real estate secured
receivables from our mortgage services business to HSBC Bank USA. Under a
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separate servicing agreement, we have agreed to service all real estate secured
receivables sold to HSBC Bank USA including all business it purchased from our
correspondents. As of March 31, 2006, we were servicing $4.2 billion of real
estate secured receivables for HSBC Bank USA. We also received fees from HSBC
Bank USA pursuant to a service level agreement under which we sourced,
underwrote and priced $.6 billion of real estate secured receivables purchased
by HSBC Bank USA during the three months ended March 31, 2005. The servicing fee
revenue associlated with these receivables is recorded in Servicing fees from
HSBC affiliates and is reflected as real estate secured servicing revenues in
the above table. Fees received for sourcing, underwriting and pricing the
receivables have been recorded as other income and are reflected as real estate
secured sourcing, underwriting and pricing revenues in the above table.
Purchases of real estate secured receivables from our correspondents by HSBC
Bank USA were discontinued effective September 1, 2005. We continue to service
the receivables HSBC Bank USA previously purchased from these correspondents.

Under various service level agreements, we also provide various services to HSBC
Bank USA. These services include credit card servicing and processing activities
through our credit card services business, loan origination and servicing
through our auto finance business and other operational and administrative
support. Fees received for these services are reported as servicing fees from
HSBC affiliates and are included in the table above.

During 2003, Household Capital Trust VIII issued $275 million in mandatorily
redeemable preferred securities to HSBC. Interest expense recorded on the
underlying junior subordinated notes totaled $4 million during both three month
periods ended March 31, 2006 and 2005 and is included in interest expense on
borrowings from HSBC and subsidiaries in the table above.

During the third quarter of 2004, our Canadian business began to originate and
service auto loans for an HSBC affiliate in Canada. Fees received for these
services of $3 million for the three months ended March 31, 2006 and $2 million
for the three months ended March 31, 2005 are included in other income and are
reflected in the above table as other servicing fees from HSBC affiliates.

Effective October 1, 2004, HSBC Bank USA became the originating lender for loans
initiated by our taxpayer financial services business for clients of various
third party tax preparers. We purchase the loans originated by HSBC Bank USA
daily for a fee. Origination fees paid to HSBC Bank USA totaled $16 million
during the three months ended March 31, 2006 and $14 million during the three
months ended March 31, 2005 and are included as an offset to Taxpayer financial
services revenue and are reflected as taxpayer financial services loan
origination fees in the above table.

On July 1, 2004, HSBC Bank Nevada, National Association ("HBNV"), formerly known
as Household Bank (SB), N.A., purchased the account relationships associated
with $970 million of MasterCard and Visa credit
15
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card receivables from HSBC Bank USA for approximately $99 million, which are
included in intangible assets. The receivables continue to be owned by HSBC Bank
USA. Originations of new accounts and receivables are made by HBNV and new
receivables are sold daily to HSBC Bank USA. We sold $513 million of credit card
receivables to HSBC Bank USA during the three months ended March 31, 2006 and
$467 million of credit card receivables to HSBC Bank USA during the three months
ended March 31, 2005. The gains associated with the sale of these receivables
are reflected in the table above and are recorded in Gain on receivables sales
to HSBC affiliates.

Effective January 1, 2004, our technology services employees, as well as
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technology services employees from other HSBC entities in North America, were
transferred to HTSU. In addition, technology related assets and software
purchased subsequent to January 1, 2004 are generally purchased and owned by
HTSU. Technology related assets owned by HSBC Finance Corporation prior to
January 1, 2004 currently remain in place and were not transferred to HTSU. In
addition to information technology services, HTSU also provides certain item
processing and statement processing activities to us pursuant to a master
service level agreement. Support services from HSBC affiliates includes services
provided by HTSU as well as banking services and other miscellaneous services
provided by HSBC Bank USA and other subsidiaries of HSBC. We also receive
revenue from HTSU for rent on certain office space, which has been recorded as a
reduction of occupancy and equipment expenses, and for certain administrative
costs, which has been recorded as other income.

In December 2005, we transferred our information technology services employees
in the U.K. to a subsidiary of HBEU. Subsequent to the transfer, operating
expenses relating to information technology, which have previously been reported
as salaries and fringe benefits or other servicing and administrative expenses,
are now billed to us by HBEU and reported as support services from HSBC
affiliates. Additionally, during the first quarter of 2006, the information
technology equipment in the U.K. was sold to HBEU for a purchase price equal to
the book value of these assets of $8 million.

In addition, we utilize HSBC Markets (USA) Inc., a related HSBC entity, to lead
manage the underwriting of a majority of our ongoing debt issuances. Fees paid
for such services totaled approximately $15 million for the three months ended
March 31, 2006 and approximately $3 million for the three months ended March 31,
2005. These fees are amortized over the life of the related debt as a component
of interest expense in the table above.

Domestic employees of HSBC Finance Corporation participate in a defined benefit
pension plan sponsored by HNAH. See Note 9, "Pension and Other Postretirement
Benefits," for additional information on this pension plan.

Employees of HSBC Finance Corporation participate in one or more stock
compensation plans sponsored by HSBC. Our share of the expense of these plans
was $17 million for the three months ended March 31, 2006 and $11 million for
the prior year quarter. These expenses are recorded in salary and employee
benefits and are reflected in the above table. As of March 31, 2006, the total
compensation cost related to non-vested stock based compensation awards was
approximately $205 million and will be recognized into compensation expense over
a weighted-average period of 3.26 years. A more complete description of these
plans is included in the 2005 Form 10-K.

9. PENSION AND OTHER POSTRETIREMENT BENEFITS

Effective January 1, 2005, the two previously separate domestic defined benefit
pension plans of HSBC Finance Corporation and HSBC Bank USA were combined into a
single HNAH defined benefit pension plan which facilitated the development of a
unified employee benefit policy and unified employee benefit plan for HSBC
companies operating in the United States.
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The components of pension expense for the domestic defined benefit pension plan
reflected in our consolidated statement of income are shown in the table below
and reflect the portion of the pension expense of the combined HNAH pension plan
which has been allocated to HSBC Finance Corporation:
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THREE MONTHS ENDED MARCH 31, 2006 2005

(IN MILLIONS)

Service cost - benefits earned during the period............ $ 13 $ 12
Interest COSE .ttt it ittt e et e et e ettt et 15 13
Expected retuUrn On asSetS. ...ttt ttteeeeeeeanneeeenns (20) (19)
Recognized (gailns) L1oOSSeS . i it iie i ettt eeeeeeeaneeeeenns 3 -

Net periodic benefit CosSt.... ittt ittt eeeeeennn S 11 $ 6

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

THREE MONTHS ENDED MARCH 31, 2006 2005
(IN MILLIONS)
Service cost - benefits earned during the period............ S1 $1
Interest COSE ittt i it ittt e ettt e et ettt et 4 4
Expected retuUrn On assSetS. ...ttt itteeeeeeeenneeeenns - -
Recognized (gains) L1oOSSES . i it iiien ettt eeeeeeeaneeeeenns - -

Net periodic benefit COSL. ...ttt ittt iiee e

I
&
w
&

10. BUSINESS SEGMENTS

We have three reportable segments: Consumer, Credit Card Services and
International. Our Consumer segment consists of our consumer lending, mortgage
services, retail services and auto finance businesses. Our Credit Card Services
segment consists of our domestic MasterCard and Visa credit card business. Our
International segment consists of our foreign operations in the United Kingdom,
Canada, Ireland and the remainder of Europe. The All Other caption includes our
insurance and taxpayer financial services and commercial businesses, as well as
our corporate and treasury activities, each of which falls below the
quantitative threshold test under SFAS No. 131 for determining reportable
segments. There have been no changes in the basis of our segmentation or any
changes in the measurement of segment profit as compared with the presentation
in our 2005 Form 10-K.

We have historically monitored our operations and evaluated trends on a managed
basis (a non-GAAP financial measure), which assumes that securitized receivables
have not been sold and are still on our balance sheet. This is because the
receivables that we securitize are subjected to underwriting standards
comparable to our owned portfolio, are generally serviced by operating personnel
without regard to ownership and result in a similar credit loss exposure for us.
In addition, we fund our operations, and make decisions about allocating certain
resources such as capital on a managed basis. When reporting on a managed basis,
net interest income, provision for credit losses and fee income related to
receivables securitized are reclassified from securitization related revenue in
our owned statement of income into the appropriate caption.
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Fair value adjustments related to purchase accounting resulting from our
acquisition by HSBC and related amortization have been allocated to Corporate,
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which is included in the
Reconciliations of our managed basis segment

"All Other"

basis consolidated totals are as follows:

caption within our segment disclosure.
results to managed basis and owned

ADJUSTMENTS/
RECONCILING
ITEMS

MANAC
BASI
CONSOLT
TOTA

THREE MONTHS ENDED MARCH 31,

Net interest income....
Securitization related
TEVENUE. v v v v e e e nnnns
Fee and other income...
Intersegment
TEVENUES . « v v v v e ennnns
Provision for credit
10SSES et ie ettt
Total costs and
EXPENSES . vt v v v eennnn.
Net income.............
Receivables............
AssetS. ittt i i

THREE MONTHS ENDED MARCH 31,

Net interest income....
Securitization related
TEVENUE . v v v v e e e nnnns
Fee and other income...
Intersegment
TEVENUES . « v v v v eennnn.
Provision for credit
10SSES et i e ettt
Total costs and
EXPENSES . vt evennnnn.
Net income.............
Receivables............
AssetS. i ii it

THREE MONTHS ENDED MARC

Net interest income....
Securitization related

TEVENUE. v v v v v e e nnnns
Fee and other income...
Intersegment

TEVENUES . « v v v v e ennnns
Provision for credit

10SSES et i ettt
Total costs and

CREDIT
CARD
CONSUMER  SERVICES  INTERNATIONAL  ALL OTHER
(IN MILLIONS)
2006
$ 1,822 $ 769 $ 182 S (206)
(49) (3) - (2)
299 517 113 505
57 5 7 (1)
403 365 106 (2)
699 433 175 299
609 305 7 11
115,435 25,146 9,096 199
116,218 25,488 10,091 23,515
2005
$ 1,693 $ 506 $ 229 S (208)
(235) (64) 10 (19)
285 436 131 650
26 5 4 (1)
383 321 165 -
668 324 216 334
433 148 (9) 77
91,226 19,114 13,041 266
92,368 18,970 13,939 26,804
OWNED BASIS
SECURITIZATION  CONSOLIDATED
ADJUSTMENTS TOTALS

(IN MILLIONS)

$ (103) (3) S 2,464
125(3) 71

(30) (3) 1,336

(8) (3) 866

(68) (1)

(68) (1)

2(5)

(44)

(8,523) (2)

(34) (1)

(34) (1)

2(5)

(23)

(8,592) (2)
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EXPENSES . v v vt v v eennn - 1,606
Net income............. - 888
Receivables............ (3,109) (4) 146,767
AssetS. it (3,109) (4) 163,680

THREE MONTHS ENDED MARC

Net interest income.... S (332) (3) $ 1,888
Securitization related

FEVENUE . v v v v v e eeeenn 393 (3) 85
Fee and other income... (91) (3) 1,377
Intersegment

TEVENUES . « v v v v e ennnns - -
Provision for credit

10SSEeS . it it it (30) (3) 841
Total costs and

CXPENSES e vt v v vt v v v nnn - 1,542
Net income............. - 626
Receivables............ (11,486) (4) 112,161
AssetS. it (11,486) (4) 132,003

(1) Eliminates intersegment revenues.
(2) Eliminates investments in subsidiaries and intercompany borrowings.

(3) Reclassifies net interest income, fee income and provision for credit losses
relating to securitized receivables to other revenues.

(4) Represents receivables serviced with limited recourse.
(5) Eliminates bad debt recovery sales between operating segments.

11. NEW ACCOUNTING PRONOUNCEMENTS

Effective January 1, 2006, we adopted FASB Statement No. 123 (Revised),
"Share-Based Payment," ("SFAS No. 123R"). Because we had previously adopted the
fair value method of accounting for all equity based awards, the adoption of
SFAS No. 123R did not have a significant impact on our operations or cash flow.
Substantially all of the disclosure requirements of SFAS No. 123R were included
in our 2005 Form 10-K. In addition to changes in the Statement of Cash Flows as
required by SFAS No. 123R, other disclosure requirements which were not included
in our 2005 Form 10-K are included in Note 8, "Related Party Transactions."

Effective January 1, 2006, we adopted FASB Statement No. 154, "Accounting
Changes and Error Corrections: a replacement of APB Opinion No. 20 and FASB
Statement No. 3" ("SFAS No. 154"). The adoption of SFAS No 154 did not have any
impact on our financial position or results of operations.
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Effective January 1, 2006, we adopted FASB Staff Position Nos. FAS 115-1 and FAS
124-1 ("FSP 115-1 and FSP 124-1"), "The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments," in response to Emerging
Issues Task Force 03-1, "The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments." The adoption of the impairment guidance
contained in FSP 115-1 and FSP 124-1 did not have a material impact on our
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financial position or results of operations.

In February 2006, the FASB issued FASB Statement No. 155, "Accounting for
Certain Hybrid Financial Instruments" ("SFAS No. 155"). SFAS No. 155 permits
companies to elect to measure at fair value entire financial instruments
containing embedded derivatives that would otherwise have to be bifurcated and
accounted for separately. SFAS No. 155 also requires companies to identify
interests in securitized financial assets that are free standing derivatives or
contain embedded derivatives that would have to be accounted for separately,
clarifies which interest - and principal - only strips are subject to SFAS No.
133, and amends SFAS No 140 to revise the conditions of a qualifying special
purpose entity. SFAS No. 155 is effective for all financial instruments acquired
or issued after the beginning of a company's first fiscal year that begins after
September 15, 2006. Early adoption is permitted as of the beginning of a
company's fiscal year, provided the company has not yet issued financial
statements for that fiscal year. We elected to early adopt SFAS No. 155
effective January 1, 2006. The adoption of SFAS No. 155 did not have a
significant impact on our financial position or results of operations.

In March 2006, the FASB issued FASB Statement No. 156, "Accounting for Servicing
of Financial Assets," ("SFAS No. 156"). SFAS No. 156, which is an amendment to
SFAS No. 140, addresses the recognition and measurement of separately recognized
servicing assets and liabilities and provides an approach to simplify the
efforts to obtain hedge-like (offset) accounting. SFAS No. 156 is effective for
financial years beginning after September 15, 2006, with early adoption
permitted. As we do not currently have servicing assets recorded on our balance
sheet, SFAS No. 156 will not have any impact on our financial position or
results of operations.

HSBC Finance Corporation

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Management's Discussion and Analysis of Financial Condition and Results of
Operations ("MD&A") should be read in conjunction with the consolidated
financial statements, notes and tables included elsewhere in this report and
with our Annual Report on Form 10-K for the year ended December 31, 2005 (the
"2005 Form 10-K"). MD&A may contain certain statements that may be
forward-looking in nature within the meaning of the Private Securities
Litigation Reform Act of 1995. In addition, we may make or approve certain
statements in future filings with the SEC, in press releases, or oral or written
presentations by representatives of HSBC Finance Corporation that are not
statements of historical fact and may also constitute forward-looking
statements. Words such as "may", "will", "should", "would", "could", "intends",
"believe", "expects", "estimates", "targeted", "plans", "anticipates", "goal"
and similar expressions are intended to identify forward-looking statements but
should not be considered as the only means through which these statements may be
made. These matters or statements will relate to our future financial condition,
results of operations, plans, objectives, performance or business developments
and will involve known and unknown risks, uncertainties and other factors that
may cause our actual results, performance or achievements to be materially
different from that which was expressed or implied by such forward-looking
statements. Forward-looking statements are based on our current views and
assumptions and speak only as of the date they are made. HSBC Finance
Corporation undertakes no obligation to update any forward-looking statement to
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reflect subsequent circumstances or events. Unless noted, the discussion of our
financial condition and results of operations included in MD&A are presented on
an owned basis of reporting.

EXECUTIVE OVERVIEW

HSBC Finance Corporation is an indirect wholly owned subsidiary of HSBC Holdings
plc ("HSBC"). HSBC Finance Corporation may also be referred to in MD&A as "we",
"us", or "our". In addition to owned basis reporting, we also monitor our
operations and evaluate trends on a managed basis (a non-GAAP financial
measure), which assumes that securitized receivables have not been sold and are
still on our balance sheet. See "Basis of Reporting" for further discussion of
the reasons we use this non-GAAP financial measure.

Net income was $888 million for the quarter ended March 31, 2006, an increase of
42 percent, compared to $626 million in the prior year quarter. The increase in
net income was due to higher net interest income partially offset by lower other
revenues, a higher provision for credit losses and higher costs and expenses.
The increase in net interest income was due to growth in average receivables and
an improvement in the overall yield on the portfolio, partially offset by a
higher interest expense. Overall yields increased due to increases in our rates
on variable rate products which were in line with market movements and various
other repricing initiatives, such as reduced levels of promotional rate balances
in 2006. Changes in receivable mix also contributed to the increase in yield due
to the impact of increased levels of higher yielding MasterCard/Visa due to
lower securitization levels and our acquisition of Metris Companies, Inc.
("Metris") in December 2005. Interest expense increased due to a larger balance
sheet and a significantly higher cost of funds in line with market movements.
Our net interest margin was 6.69 percent for the three months ended March 31,
2006 compared to 6.68 percent for the three months ended March 31, 2005. Net
interest margin was flat as the improvement in overall yields on our receivables
discussed above was offset by the higher funding costs.

The increase in provision for credit losses resulted from receivable growth,
partially offset by lower bankruptcy losses as a result of reduced filings and,
as discussed more fully below, a reduction in the estimated loss exposure
resulting from Hurricane Katrina ("Katrina"). The decrease in other revenues 1is
primarily due to lower derivative income partially offset by higher fee and
other income. The decrease in derivative income was primarily due to a
significant reduction during 2005 in the population of interest rate swaps which
do not qualify for hedge accounting under SFAS No. 133, which reduces income
volatility. Fee income was higher as a result of higher credit card fees due to
higher volume in our MasterCard/Visa portfolios, primarily resulting from our
acquisition of Metris in December 2005, and improvements in interchange rates,
partially offset by
20
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the impact of new FFIEC guidance which limits certain fee billings for non-prime
credit card accounts. Other income was higher primarily due to higher ancillary
credit card revenue. Costs and expenses increased primarily to support
receivables growth including our acquisition of Metris in December 2005.
Amortization of purchase accounting fair value adjustments increased net income
by $22 million for the quarter ended March 31, 2006, which included $5 million
related to our acquisition of Metris in December 2005, compared to a decrease in
net income of $9 million for the quarter ended March 31, 2005.

During the first quarter of 2006, we continued to assess the financial impact of

Katrina on our customers living in the Katrina FEMA designated Individual
Assistance disaster areas, including the related payment patterns of these
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customers. As a result of these continuing assessments, including customer
contact and the collection of more information associated with the properties
located in the FEMA designated area, as applicable, we have reduced our estimate
of credit loss exposure by approximately $30 million. We will continue to review
our estimate of credit loss exposure relating to Katrina and any adjustments
will be reported in earnings when they become known.

Our return on average owned assets ("ROA") was 2.18 percent for the quarter
ended March 31, 2006 compared to 1.90 percent for the quarter ended March 31,
2005. Return on averaged managed assets ("ROMA") (a non-GAAP financial measure
which assumes that securitized receivables have not been sold and are still on
our balance sheet) was 2.14 percent for the quarter ended March 31, 2006
compared to 1.73 percent in the year-ago period. ROA and ROMA increased during
the quarter ended March 31, 2006 as net income growth, primarily due to higher
net interest income, outpaced the growth in average owned and managed assets
during the period.

The financial information set forth below summarizes selected financial
highlights of HSBC Finance Corporation as of March 31, 2006 and 2005 and for the
three month periods ended March 31, 2006 and 2005.

THREE MONTHS ENDED MARCH 31, 2006 2005

NET INCOME : .+ttt ettt te e et e ee e et e et e e e et et e et e e eaen $ 888 $ 626
OWNED BASIS RATIOS:
Return on average owned assets ("ROAM) .. .. innnnn. 2.18% 1.90%
Return on average common shareholder's(s') equity
G ) 18.14 15.04
Net interest mMargin. ... ..ot in e ettt teeeeeeeeeaneeeeenns 6.69 6.68
Consumer net charge-off ratio, annualized................. 2.58 3.15
Efficiency ratio(l) vttt ittt e e e e e e et e e 39.65 43.99
MANAGED BASIS RATIOS: (2)
Return on average managed assets ("ROMA") .......iieeunnnn. 2.14% 1.73%
Net interest mMargin. ... ..ot im ittt tneeeeeeeeaneeeeenns 6.81 7.06
Risk adjusted revenuUe. ... ... .i it iiiiiettetneeeeeeeenneeens 7.67 7.39
Consumer net charge-off ratio, annualized................. 2.69 3.65
Efficiency ratio(l) vttt ittt e e e e e e ettt e 39.56 43.59
AS OF MARCH 31, 2006 2005
(DOLLARS ARE IN MILLIONS)
RECEIVABLES:
(01750 ¥ N o= = $146,767 $112,161
Managed Dasis (2) c v v v vt ittt ittt ettt ettt e 149,876 123,647
TWO-MONTH-AND-OVER CONTRACTUAL DELINQUENCY RATIOS:
L T = 7 S 3.62% 3.78%
MANAGED BAST S (2) t ettt ettt tae e e e eeeeeeeeeeenaeeeeeeeanns 3.65 3.93

(1) Ratio of total costs and expenses less policyholders' benefits to net
interest income and other revenues less policyholders' benefits.

(2) Managed basis reporting is a non-GAAP financial measure. See "Basis of
Reporting" for additional discussion on the use of this non-GAAP financial
measure and "Reconciliations to GAAP Financial Measures" for quantitative
reconciliations to the equivalent GAAP basis financial measure.
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Owned receivables were $146.8 billion at March 31, 2006, $139.9 billion at
December 31, 2005, and $112.2 billion at March 31, 2005. With the exception of
private label, we experienced growth in all our receivable products compared to
March 31, 2005, with real estate secured receivables being the primary
contributor to the growth. Real estate secured receivables do not include
purchases of correspondent receivables directly by HSBC Bank USA of $.9 billion
since March 31, 2005, a portion of which we otherwise would have purchased.
Purchases of real estate secured receivables from our correspondents by HSBC
Bank USA were discontinued effective September 1, 2005. Lower securitization
levels as well as the acquisition of Metris in December 2005 also contributed to
the increase in owned receivables. Real estate secured receivables were also the
primary contributor to growth as compared to December 31, 2005, which was
partially offset by normal seasonal run-off in our MasterCard/Visa.

Our owned basis two-months-and-over-contractual delinquency ratio decreased
compared to both the prior quarter and the prior year quarter. The decrease 1is a
result of lower bankruptcy levels following the spike in bankruptcy filings that
occurred after the enactment of new bankruptcy legislation in the United States
in October 2005, receivable growth and the continuing strong economy in the
United States. The decrease compared to the prior quarter also reflects seasonal
improvements in collections as customers use their tax refunds to reduce their
outstanding balances. Dollars of delinquency also decreased compared to the
prior quarter.

Net charge-offs as a percentage of average consumer receivables for the quarter
decreased from the prior year quarter largely as a result of lower bankruptcy
filings in our MasterCard/Visa portfolio due to the new bankruptcy legislation
in the United States which we believe resulted in an acceleration of net
charge-offs in the fourth quarter of 2005, a portion of which would have
otherwise been experienced in 2006. Also contributing to the decrease was
portfolio growth and the positive impact from the lower delinquency levels we
experienced throughout 2005 as a result of a strong economy.

Our owned basis efficiency ratio improved compared to the prior year quarter due
to higher net interest income due to higher levels of receivables, partially
offset by an increase in total costs and expenses to support receivable growth
as well as lower other revenues, primarily due to lower derivative income.

During the first quarter of 2006, we supplemented unsecured debt issuances with
proceeds from the continuing sale of newly originated domestic private label
receivables to HSBC Bank USA, debt issued to affiliates, increased levels of
secured financings and higher levels of commercial paper as a result of the
seasonal activity of our TFS business. Because we are a subsidiary of HSBC, our
credit ratings have improved and our credit spreads relative to Treasuries have
tightened compared to those we experienced during the months leading up to the
announcement of our acquisition by HSBC. Primarily as a result of tightened
credit spreads, we recognized cash funding expense savings of approximately $214
million during the quarter ended March 31, 2006 and approximately $120 million
during the quarter ended March 31, 2005 compared to the funding costs we would
have incurred using average spreads and funding mix from the first half of 2002.
These tightened credit spreads in combination with the issuance of HSBC Finance
Corporation debt and other funding synergies including asset transfers and debt
underwriting fees paid to HSBC affiliates have enabled HSBC to realize a run
rate for annual cash funding expense savings in excess of $1 billion per year.
In the first quarter of 2006, the cash funding expense savings realized by HSBC
totaled approximately $280 million.

Securitization of consumer receivables has been a source of funding and
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liquidity for us. In order to align our accounting treatment with that of HSBC
initially under U.K. GAAP and now under International Financial Reporting
Standards ("IFRSs"), starting in the third quarter of 2004 we began to structure
all new collateralized funding transactions as secured financings. However,
because existing public MasterCard and Visa credit card transactions were
structured as sales to revolving trusts that require replenishments of
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receivables to support previously issued securities, receivables will continue
to be sold to these trusts until the revolving periods end, the last of which is
currently projected to occur in 2008. We will continue to replenish at reduced
levels certain non-public personal non-credit card securities issued to conduits
and record the resulting replenishment gains for a period of time in order to
manage liquidity. Since our securitized receivables have varying lives, it will
take time for all securitized receivables to pay-off and the related
interest-only strip receivables to be reduced to zero. While the termination of
sale treatment on new collateralized funding transactions reduced our reported
net income under U.S. GAAP, there is no impact on cash received.

BASIS OF REPORTING

Our consolidated financial statements are prepared in accordance with accounting
principles generally accepted in the United States ("U.S. GAAP"). Unless noted,
the discussion of our financial condition and results of operations included in
MD&A are presented on an owned basis of reporting.

MANAGED BASIS REPORTING We have historically monitored our operations and
evaluated trends on a managed basis (a non-GAAP financial measure), which
assumes that securitized receivables have not been sold and remain on our
balance sheet. This is because the receivables that we securitize are subjected
to underwriting standards comparable to our owned portfolio, are serviced by
operating personnel without regard to ownership and result in a similar credit
loss exposure for us. In addition, we fund our operations and make certain
decisions about allocating resources such as capital on a managed basis.

When reporting on a managed basis, net interest income, provision for credit
losses and fee income related to receivables securitized are reclassified from
securitization related revenue in our owned statement of income into the
appropriate caption. Additionally, charge-off and delinquency associated with
these receivables are included in our managed basis credit quality statistics.

Debt analysts, rating agencies and fixed income investors have also historically
evaluated our operations on a managed basis for the reasons discussed above and
have historically requested managed basis information from us. We believe that
managed basis information enables such investors and other interested parties to
better understand the performance and quality of our entire loan portfolio and
is important to understanding the quality of originations and the related credit
risk inherent in our owned and securitized portfolios. As the level of our
securitized receivables falls over time, managed basis and owned basis results
will eventually converge. We also now report "Management Basis" results (a
non-GAAP financial measure) in Reports on Form 8-K with our quarterly results.
Management Basis reporting, in addition to managed basis adjustments, assumes
the private label and real estate secured receivables transferred to HSBC Bank
USA have not been sold and remain on balance sheet. As we continue to manage and
service receivables sold to HSBC Bank USA, we make decisions about allocating
certain resources, such as employees, on a Management Basis.

EQUITY RATIOS Tangible shareholder's(s') equity to tangible managed assets
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("TETMA"), tangible shareholder's(s') equity plus owned loss reserves to
tangible managed assets ("TETMA + Owned Reserves") and tangible common equity to
tangible managed assets are non-GAAP financial measures that are used by HSBC
Finance Corporation management and certain rating agencies to evaluate capital
adequacy. These ratios may differ from similarly named measures presented by
other companies. The most directly comparable GAAP financial measure is common
and preferred equity to owned assets.

We and certain rating agencies also monitor our equity ratios excluding the
impact of the HSBC acquisition purchase accounting adjustments. We do so because
we believe that the HSBC acquisition purchase accounting adjustments represent
non-cash transactions which do not affect our business operations, cash flows or
ability to meet our debt obligations.

Preferred securities issued by certain non-consolidated trusts are considered
equity in the TETMA and TETMA + Owned Reserves calculations because of their
long-term subordinated nature and the ability to defer dividends. Prior to our
acquisition by HSBC, our Adjustable Conversion-Rate Equity Security Units
23
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were also considered equity in these calculations. TETMA and TETMA + Owned
Reserves exclude the Adjustable Conversion-Rate Equity Security Units for all
periods subsequent to our acquisition by HSBC as this more accurately reflects
the impact of these items on our equity post acquisition.

INTERNATIONAL FINANCIAL REPORTING STANDARDS Because HSBC reports results in
accordance with IFRSs and IFRSs results are used in measuring and rewarding
performance of employees, our management also separately monitors net income
under IFRSs (a non-U.S. GAAP financial measure). The following table reconciles
our net income on a U.S. GAAP basis to net income on an IFRSs basis:

THREE MONTHS ENDED
MARCH 31, 2006

(IN MILLIONS)

Net income — U.S. GAAP DaASIS .ttt itieneeeeeeeeeennnneeeennnens $888
Adjustments, net of tax:
STV B il = i o = O 21
Derivatives and hedge accounting (including fair wvalue
A JUSEMENE S ) & i it e ettt et e e e e e e e e e e et (71)
Intangible @SSl S . i i i ittt ittt ettt ettt e eaeeeeeeeenns 36
Purchase accounting adjustments.........couiiiiiieeennnnn. 56
Loan origination. ... ..ttt ittt ettt (20)
Loan Impairment . ... .ottt ittt tee et 9
[0l o L 11
Net income — IFRSS DasSiS. .ttt ininnnneeeeteeeeennnneeeeennns $930

Significant differences between U.S. GAAP and IFRSs are as follows:
SECURITIZATIONS
IFRSs

— The recognition of securitized assets is governed by a three-step
process, which may be applied to the whole asset, or a part of an asset:
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— If the rights to the cash flows arising from securitized assets have
been transferred to a third party, and all the risks and rewards of the
assets have been transferred, the assets concerned are derecognized.

— If the rights to the cash flows are retained by HSBC but there is a
contractual obligation to pay them to another party, the securitized
assets concerned are derecognized if certain conditions are met such as,
for example, when there is no obligation to pay amounts to the eventual
recipient unless an equivalent amount is collected from the original
asset.

— If some significant risks and rewards of ownership have been
transferred, but some have also been retained, it must be determined
whether or not control has been retained. If control has been retained,
HSBC continues to recognize the asset to the extent of its continuing
involvement; if not, the asset is derecognized.

— The impact from securitizations resulting in higher net income under
IFRSs is due to the recognition of income on securitized receivables
under U.S. GAAP in prior periods.

US GAAP
— SFAS 140 "Accounting for Transfers and Servicing of Finance Assets and
Extinguishments of Liabilities" requires that receivables that are sold
to a special purpose entity ("SPE") and securitized can only be
derecognized and a gain or loss on sale recognized if the originator has
surrendered control over the securitized assets.
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— Control is surrendered over transferred assets if, and only if, all of
the following conditions are met:

— The transferred assets are put presumptively beyond the reach of the
transferor and its creditors, even in bankruptcy or other receivership.

— EFEach holder of interests in the transferee (i.e. holder of issued notes)
has the right to pledge or exchange their beneficial interests, and no
condition constrains this right and provides more than a trivial benefit
to the transferor.

— The transferor does not maintain effective control over the assets
through either an agreement that obligates the transferor to repurchase
or to redeem them before their maturity or through the ability to
unilaterally cause the holder to return specific assets, other than
through a clean-up call.

— If these conditions are not met the securitized assets should continue to
be consolidated.

— When HSBC retains an interest in the securitized assets, such as a
servicing right or the right to residual cash flows from the special
purpose entity, HSBC recognizes this interest at fair value on sale of
the assets to the SPE.

DERIVATIVES AND HEDGE ACCOUNTING

IFRSs

— Derivatives are recognized initially, and are subsequently remeasured, at
fair value. Fair values of exchange-traded derivatives are obtained from
quoted market prices. Fair values of over-the-counter ("OTC") derivatives
are obtained using valuation techniques, including discounted cash flow
models and option pricing models.

— In the normal course of business, the fair value of a derivative on
initial recognition is considered to be the transaction price (that is
the fair value of the consideration given or received). However, in
certain circumstances the fair value of an instrument will be evidenced
by comparison with other observable current market transactions in the
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same instrument (without modification or repackaging) or will be based on
a valuation technique whose variables include only data from observable
markets, including interest rate yield curves, option volatilities and
currency rates. When such evidence exists, HSBC recognizes a trading
profit or loss on inception of the derivative. When unobservable market
data have a significant impact on the valuation of derivatives, the
entire initial change in fair value indicated by the valuation model is
not recognized immediately in the income statement but is recognized over
the life of the transaction on an appropriate basis or recognized in the
income statement when the inputs become observable, or when the
transaction matures or is closed out.

— Derivatives may be embedded in other financial instruments; for example,
a convertible bond has an embedded conversion option. An embedded
derivative is treated as a separate derivative when its economic
characteristics and risks are not clearly and closely related to those of
the host contract, its terms are the same as those of a stand-alone
derivative, and the combined contract is not held for trading or
designated at fair value through profit and loss. These embedded
derivatives are measured at fair value with changes in fair value
recognized in the income statement.

- Derivatives are classified as assets when their fair value is positive,
or as liabilities when their fair value is negative. Derivative assets
and liabilities arising from different transactions are only netted if
the transactions are with the same counterparty, a legal right of offset
exists, and the cash flows are intended to be settled on a net basis.

— The method of recognizing the resulting fair value gains or losses
depends on whether the derivative is held for trading, or is designated
as a hedging instrument and, if so, the nature of the risk being hedged.
All gains and losses from changes in the fair value of derivatives held
for trading are recognized in the income statement. When derivatives are
designated as hedges, HSBC classifies them as either: (i) hedges of the
change in fair value of recognized assets or liabilities or firm
commitments ("fair value hedge"); (ii) hedges of the variability in
highly probable future cash flows attributable to a recognized asset or
liability, or a forecast transaction ("cash flow hedge"); or (iii) hedges
of net investments in a foreign operation ("net investment hedge"). Hedge
accounting is applied to derivatives designated as hedging instruments in
a fair value, cash flow or net investment hedge provided certain criteria
are met.

HSBC Finance Corporation

Hedge Accounting:

— It is HSBC's policy to document, at the inception of a hedge, the
relationship between the hedging instruments and hedged items, as well
as the risk management objective and strategy for undertaking the hedge.
The policy also requires documentation of the assessment, both at hedge
inception and on an ongoing basis, of whether the derivatives that are
used in hedging transactions are highly effective in offsetting changes
in fair values or cash flows of hedged items attributable to the hedged
risks.

Fair value hedge:

— Changes in the fair value of derivatives that are designated and qualify
as fair value hedging instruments are recorded in the income statement,
together with changes in the fair values of the assets or liabilities or
groups thereof that are attributable to the hedged risks.

— If the hedging relationship no longer meets the criteria for hedge
accounting, the cumulative adjustment to the carrying amount of a hedged
item is amortized to the income statement based on a recalculated
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effective interest rate over the residual period to maturity, unless the
hedged item has been derecognized whereby it is released to the income
statement immediately.

Cash flow hedge:

— The effective portion of changes in the fair value of derivatives that
are designated and qualify as cash flow hedges are recognized in equity.
Any gain or loss relating to an ineffective portion is recognized
immediately in the income statement.

- Amounts accumulated in equity are recycled to the income statement in
the periods in which the hedged item will affect the income statement.
However, when the forecast transaction that is hedged results in the
recognition of a non-financial asset or a non-financial liability, the
gains and losses previously deferred in equity are transferred from
equity and included in the initial measurement of the cost of the asset
or liability.

— When a hedging instrument expires or is sold, or when a hedge no longer
meets the criteria for hedge accounting, any cumulative gain or loss
existing in equity at that time remains in equity until the forecast
transaction is ultimately recognized in the income statement. When a
forecast transaction is no longer expected to occur, the cumulative gain
or loss that was reported in equity is immediately transferred to the
income statement.

Net investment hedge:

— Hedges of net investments in 